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 Informal Finance in Developing Countries:
Lessons for the Development of Formal Financial Intermediaries”

Pau! Burkett* *

This paper surveys three areas in which informal finance may offer
important lessons for the efficient evolution of formal financial in-
termediasies (FFIs) in developing countries. First, analysis of the setvices
provided by informal financial networks may help determine the
regulatory constraints which must be removed if FTls are to provide sav-
ings and credir services more efficiently and equitably. Second, informal
finance may ease the transition to a financially liberal regime by pro-
viding competition with FFIs and by lowering the risks and costs which -
FFIs incur in extending their savings and credit services to non-
traditional clientele. Thitd, informal finance may help to maintain the
flexibility and adaptabilicy of the financial system after the transition to
a more efficient regulatory regime.

1. Introduction

In developing countrics many financial transactions occur informally,
i.e., via face-to-face contacts among savers and borrowers which lie out-
side the scope of government controls. By contrast, formal financial in-
termediaries (FFIs) mobilize arid allocate funds by indirectly linking savers
with borrowers and are subject to tegulatory constraints. The present
survey suggests that there are three broad areas in which informal finance
may offer important lessons for the efficient evolution of financial systems
(including FFls) in developing countries. First, informal finance 1s in part
2 response by economic agents to cettain regulatory constraints placed on
FFIs and the inefficiencies which result from these controls. Informal
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financial martkets may therefore help policymakers distinguish inefficient
and inequitable regulations from those government interventions which
improve both the mobilization and allocation of funds and the quality of
financial services offered by FFls.

Second, informal finance may play an important role in the transition
to a liberalized financial system. Once policymakers have formulated a
more efficient regulatory strategy for FFIs — entailing primarily the
removal of inefficient controls — informal finance may be utilized to im-
prove the flexibility and adaptability of the financial system and thus to
lower the short run costs which may be incurred when the regulatory en-
vironment for FFls is altered. The flexibility and adaptability of finance is
particalarly crucial in cases where financial liberalization occurs along-side
other regulatory and macroeconomic policy changes (such as trade
liberalization or devaluation of the exchange rate) which further alter the
sources and uses of funds among economic agents.

Third, informal finance may help to maintain the flexibility and
adaptability of the financial system even after the transition to a more ef-
ficient regulatory regime. Due to transaction costs (including information
costs), informal finance is likely to have a comparative advantage over FFls
in some savings and credit transactions even after the removal of ineffi-
cient controls on FFIs. Further, the development of linkages between in-
formal finance and FFIs may improve the savings and credit services offered
in both sectors — both by lowering the risks and transaction costs incurred
by FFls and by allowing informal financial transactors to tap into the
scale, specialization, and scope economies offered by FFIs.

Sections 2 and 3 survey the analyses of financial development and
policy upon which the above arguments are based. Since the seminal
wotks of McKinnon (1973) and Shaw (1973), financial development
theory has become increasingly concerned with transaction costs and with
the provision of savings and credit setvices at the microeconomic level in
addition to the aggregate growth of financial savings and credit. This in-
cteased concern with the microeconomic effects of financial regulations
has supported the view that informal finance may play a constructive role
in the financial development process before, during and after the removal
of inefficient regulations on FFls. Section 3 also surveys the advantages of
informal finance over FFls operating under inefficient regulatory con-
straints. The focus here is on the operations of rotaring savings and credit
associations (ROSCAs) and individual money lenders in developing coun-
tEICS.

Section 4 oudines how informal finance may ease the transition to a
financially liberal regime. The key issue here is how to lower the short run
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costs of altering flows of funds in response to the changed regulatory en-
vironment. Informal finance may lower the transaction costs and risks en-
tailed in this alteration of FFIs’ portfolios while simultaneously placing
competitive pressure on FFIs to lower the spreads between deposit and
loan interest rates which should decrease as regulatory constraints are
dismantled. Some basic principles for developing an efficient long run
division of labor between informal finance and FFIs are sketched in Sec-
tion 5, The main lessons of the survey are drawn out in the conclusion,

H. Financial Development, Financial Reprcssion; and Informal Finance
A. Fnance and Development

As described by McKinnon {1973) and Shaw (1973), financial inter-
mediation can promote economic development through 2 more efficient
mobilization of funds and through the allocation of funds among in-
vestments on the basis of their risk-adjusted rates of return. FFls. can
decrease the resource cost of channeling funds from savers to investors
through economies of scale, obtained most importantly from the cen-
tralization of funds and from the pooling of risks incurred in lending for
different investments. Economies of specialization in the mobilization
and allocation of funds, as well as economies of financial scope (e.g., the
recording of prior deposit behavior so as to lower the risk and information
costs incurred in lending) also may decrease the resource cost of matching
savings with productive investments,

In competitive financial markets, decreases in the resource cost of
financial intermediation {due to scale, specialization ot scope economies
or financial innovations by FFIs) lead to lower transaction costs for savers
and botrowers. Some indicators of this process are presented in Table 1,
which shows some figures indicating the time costs of financial trans-
actions in the relatively underdeveloped financial system of Lagos, Nigeria
and in three developed countries. These figures indicate a sizeable dif-
ferential in the time costs of depositor transactions betweeen Nigeria and
the developed countries. Based on the figures for Lagos, Elegalam (1978)
estimates an annual loss of roughly 50,000 man-hours in Nigeria due to
the time differentials shown in Table 1.

The development of financial intermediation involves increases in the
scale, scope, complexity, and efficiency of the institutions and markets
through which funds are transferred from savers to investors. Table 2 pro-
vides some indicatots of this process by comparing selected developed and
developing countries. The higher level of financial development in the
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Table 1

AVERAGE TIME TAKEN FOR FINANCIAL TRANSACTIONS IN LAGOS,
NIGERIA AND THREE DEVELOPED COUNTRIES (in minutes)

Transactions UK. U.S.A. Germany  Nigetia

Depositing in
saving accounts 5 5 5 41
Depositing in
‘current accounts 5 1.5 5 24

- Withdrawing from

saving accounts 5 5 p] 52
Cashing owners cheques 5 5 5 53
Casing other

people’s cheques 5 5 3 50

Sonrce: Elegalam (1978, p. 444).

developed countties is reflected in their generally lower population/bank
branch ratios and higher M,/ GDP ratios relative to those for the develop-
ing countries shown, The relevance of inflation stems from the fact that in
an inflationary environment with interest rate controls, banks may com-
pete for deposits by expanding their branch office networks. The telatively
low population/branch ratios in Argentina and Turkey may be partly a
reflection of this process. Indeed, Hanson and Rocha (1986, p. 40) found
a significant negative correlation between the population/branch ratio
and inflation for the countries shown in Table 2.

McKinnon and Shaw stressed the positive impact of improved finan-
cial intermediation on the growth and productivity of the capital stock in
developing economies. In addition to allocating funds toward sectots
where rates of return on investment are relatively high, FFIs can engage in
term transformation, that is, the use of a pool of small, short term
deposits as a fund for larger, longer term loans for physical capital in-
vestments, To the extent that technological advances arc embodied in
lumpy fixed capital investment, such term transformation indirectly in-
creases the productivity of investment. Reductions in transaction costs and
interest rate spreads not only decrease the cost of loans as a source of in-
vestment funds, but also increase the capability of firms to self-finance in-
vestments via the prior accumulation of funds. At the same time, the in-
creased use of deposit holdings (rather than cash or inflation hedges) as
investment funds incteases the amount of savings mobilized by FFIs —
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thus increasing the credit available for investments by other production
units,

Recent empirical studies have tended to verify the positive impact of
improved financial intermediation on economic growth and development.
Jung (1984), for example, analyzes time seties data for 19 developed
countries and 37 developing countties and finds a significant and positive
correlation berween real GDP growth and two measures of financial
deepening.! Employing temporal causality analysis, Jung finds that finan-
cial deepening leads economic growth for the developing countries, with
the reverse being true for the developed countries. A similar finding is
teported by Fritz (1984) in his analysis of the Philippines. Using quarterly
data for the period 1969-81, Fritz finds that an index of financial develop-
ment has a positive causal effect on an economic development index
during the first half of the sample period (with no significant temporal
causality running from economic development to financial development),
while during’ the second half of the sample period causality runs from
economic development to financial development. These studies support
the hypothesis developed by Patrick (1966) and Drake {(1980): that finan-
cial development plays a growth-inducing (*‘supply leading’’) role in the
eatly stages of economic development, while in the later stages of
economic development financial intermediation plays a more passive
(*'demand following’’) role in the economic growth process.

B. Financial Repression and Informal Fingnce

Although empirical evidence on the dominant direction of causality
between economic growth and financial development is incomplete, the
main point of the analysis in McKinnon (1973) and Shaw (1973) is that
economic growth may be impeded if financial intermediation is *‘repress-
ed"” by government regulations. For example, in most developing coun-
tries the government has placed legal ceilings on nominal loan andfor
deposit incerest rates at FFIs which result in below equilibrium real in-
terest rates.? Often, ceiling rates for loans to “‘priority sectors’” are set
lower than the general maximum. In many cases, the real interest rates
implied by legal ceilings and inflation are less than zero (Galbis (1979),
Leite (1982)). Some examples ate shown in Table 3.

1 The measures employed are the M,/GDP ratio and ratio of M, to currency in circulation.
2 ‘The present discussion focuses on interest rate controls because of the focus on this type
of financial reptession in McKinnon (1973) and Shaw (1973} as well as in the subsequent
litetarure. The discussion could easily be extended to cover other methods of financial
tepression such as selective credit controls, high reserve requirements, or central bank redis-
count policy (Burkete (1986b)).
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Table 3
AVERAGE REAL INTEREST RATES (annual %)a

Representative
Savings Lending Preferential
Country Years Deposit Rate Rate Rated
Pakistan 1970-82 0.1 2.2 1.5
Motocco 1974-82 -1.7 2.7 -1.8
Korea 1970-82 -4.1 -1.1 -8.3
Thailand 1970-82 4.1 2.9 4.6
Bangladesh 1971-82 -5.4 -1.3 -3.4
Kenya 1970-82 -6.8 -1.0b -4 .4
Turkey 1974-82 -16.2 -13.6 ~-20.5
Nigeria 1970-82 -16.5 -11.8 —7.8°
Peru 1970-82 -18.¢ 9.1 -24.8

AAverage refers ro the average compound real interest rate over the period, i.e.,
Antilog% [Z4n{l +)-ln(l +p)) -1
whese 1, = nominal rate of intetest at end of year t,
P, = annualized inflation rate from end of year t to the following June, as
measured by the Consumer Price Index,
n = number of vears,
b1977-82; the corresponding average real deposit raze was —4.7% and the avetage preferen-
tial lending rate was —-3.8%.
€1978-82; the corresponding average teal deposit rate was —10.8% and the average real
general lending rate was -6.0%. )
dSpcciﬁcally, the preferential rates were as follows: loans against jute, jute goods and tea,
Bangladesh; loans from the Agriculrural Finance Cotp,, Kenya; preferred sector maxi-
mum, Nigeria; rediscounts from the Banco Agrario, Peru; export credits, Thailand; and
agriculrural credits, Turkey.
Somrce: Hanson and Neal (1986, p. 7).

This repression of real interest rates inhibits the mobilization of sav-
ings by FFIs. Even if interest rate ceilings apply only to loans, their
downward impact on loan revenues constrains the yield and liquidity of
the deposits which FFls can profitably offer to savers. As a result, the sup-
ply of credit from FFls tends to decrease relative to the situation withous
interest rate controls, which constrains the ability of firms to finance
physical and working capital investments — thus lowering the overall rate
of economic growth. Fry (1980), in a study of seven Asian developing
countries, found that the cost of interest rate controls was roughly one half
a percentage point in economic growth foregone for every one percentage
point by which the real deposit rate was below its equilibrium level.
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Even if subsidized credit is used for investment, the capital stock is
likely to be less productive and more biased in favor of larger scale enter-
prises than would be the case if FFIs were allowed to allocate funds on the
basis of relative risk-adjusted rates of return. This argument has been sup-
ported for the case of Colombia by Tybout (1983), who found that in-
terest rate restrictions and other controls caused significant borrowing con-
straints for smaller scale industrial enterptises and widened differences
among firms in terms of the marginal efficiencies of investments.

Given the above petspective on financial development and financial
repression, the attitude of McKinnon {1973), Shaw (1973), and much of
the subsequent literature toward informal finance has been somewhat am-
bivalent. On’ the one hand, informal finance may be viewed as a rational
response by self-interested economic agents to the repression of formal
finance. For example, firms may turn to the so-called ‘*curb markets’ for
loans in response to the inability of FFlIs to satisfy the excess demand for
formal credit which results from disequilibrium interest rate ceilings. The
widespread operation of informal savings groups in many developing
countries may also be viewed in part as a radonal response to the repres-
sion of deposit opportunities at FFIs by intetest rate controls (Bouman
(1977)). -

On the other hand, precisely to the extent that informal finance is a
function of the repression of formal finance, then growth of the former at
the expense of the latter may lowet the overalt efficiency of the mobiliza-
tion and allocation of funds compared with the situation under a more
liberal tegime of regulations on FFIs, This presumes, of course, that FFIs
have significant scale, scope, and/or specialization economies telative to
the moneylenders and groups operating in the informal financial sector.
From this perspective, financial liberalization is desirable precisely because
it would increase the share of FFIs (and decrease the share of informal
finance) in the overall mobilization and allocation of funds.3

However, McKinnon (1973, 77-78) and Shaw (1973, 135-38) also
argued that informal moneylenders may play a useful role in promoting
competition in the financial sector both duting and after the removal of
restrictive controls on FFlIs. Although the size, spatial scope, and term
transformations of informal credit transactions are limited in comparison
with FFlIs, the relatively cheap production functions and knowledge of
local information on the credit-worthiness of botrowers utilized by infor-
mal moneylenders may allow them to compete with FFIs in certain localiz-
ed credit transactions and thus help to enforce the dectreased spreads be-

*3 This position is mote or less implicit in McKinnon (1973) and Shaw (1973), but was
carlier stated explicitly by Khatkhate (1972).
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tween deposit and loan interest rates at FFIs which should result from the
removal of interest rate controls and other restrictive regulations. Note
that this analysis covers only informal moneylenders (and not informal
savings groups, for example) and is focused on the competitive pressure
which informal finance may exett on FFIs. The broader question of an
efficient division of labor and possible linkages between informal finance
and FFls during and after financial liberalization is thus left unaddressed.

. Advantages of Informal Finance over FFls under Financial Repression

The limited role of informal finance in the McKinnon/Shaw view of
financial development and policy is due to a focus on the aggregate
mobilization and allocation of funds — rather than transaction costs and
the financial setvices offered by FFIs and informal finance on the
microeconmic level. As a basis for more fully analyzing the potential role
of informal finance during and after financial liberalization, the present
section surveys microeconomic analyses of the effects of financial repres-
sion on the savings and credit operations of individual FFls and the cor-
responding advantages of informal moneylenders and ROSCAs.

A. Effects of Financial Repression on the Services Offered by FFIs

The effects of inefficient controls on the services available through FFls
can be divided into four categories: (1) accessibility, (2) dependability, (3)
flexibility, and (4) adaptability. For brevity, the present discussion focuses
on the effects of interest rate controls.

From a microeconomic petspective, access to savings and credit services
is important not only as a means of funding capital investments, but also
for the maintenance of liquidity for houschold enterprises and other firms
in developing countries. The availability of loans, and of liquid deposits
of reasonable yield may be crucial for the funding of operating costs
associated with capital goods, as has been demonstrated theoretically by
Burkett and Vogel (1987). The use of retained earnings as a source of in-
vestment funds for rural enterprises can be made more efficient by im-
provement in the yield and liquidity of deposits.4 Discontinuous and
uncertain revenues and expenditures make liquid savings instruments par-

4 In their survey of rural non-farm entetprises, Kilby et al. (1981, p. 16) found that in

Sietra Leone, 90% of the expansion funds of such enterprises were accumulated from
““depreciation and ptofit not already committed w servicing debt.”” The corresponding
figure for Haiti was 81%.
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ticulatly important for activities such as agriculture.’ This is supported by
a recent study of rural deposits in four South Asian countries, which
found that deposit demand was positively affected by the real deposit rate
and negatively related to deposit transaction costs as proxied by the densi-
ty of rural bank branch netwotks (Stinivasan and Meyer (1986)).

On the credit side, intetest rate controls lower the accessibility of for-
mal credit by forcing FFIs to substitute implicit interest for explicit in-
tetest charges, and by inducing. FFIs to tighten the margins of their loan
portfolios. To the extent that implicit interest charges involve the transfer
of transaction costs to borrowers, the extra time and paperwork entailed
may cffectively lower access to loans, especialy for non-wealthy botrowers
(Adams and Nehman (1979)).% Interest rate controls cause a regressive
tightening of loan portfolios when they prevent FFls from covering the
risks and transaction costs (including informarion costs) associated with
loans to non-wealthy borrowets such as small farmers (Gonzales-Vega
(1984)). Case studies of subsidized agricultural loan programs in Costa
Rica, Colombia, Brazil, and Bolivia all suggest that the disttribution of
credit is more regressive than the underlying distribution of wealth and
income (Aroujo and Meyer (1977), Ladman and Tinnermeier (1981),
Vogel and Larsen (1980), Vogel (1984)).7

On the savings side, interest rate controls not only lower the overall
rate of savings mobilization by FFls, but may also lead wo a regressive
redistribution of reasonable deposit opportunities. Although FFIs may res-
pond to deposit rate controls by substituting implicit interest for explicit
interest,® such 2 substitution is likely to be costly for FFIs telative to the
payment of monetary interest without controls — especially for small
savers and particulatly those in rural areas. As a result, the real (explicit

5 Where liquid savings instruments are readily available, rural households may save a large
fraction of temporary increases in income. Employing the permanent income approach,
Hyun et al. (1979) found propensities to save out of transitory income of about 80% among
a sample of Kotean rural households.

‘6 Tn an analysis of aggicultural loans in Hondras, Cuevas and Graham {1982) found that
for the entire loan sample, transaction costs and explicit interest charges were perfect
substitures. Furcher, decreases in the regulated interest rate had a greater impact on ttansac-
tion costs for samller loans.

7 The redistriburive effecrs of credir subsidies can be quite sizeable. Vogel (1984) calculared
thart in Cosra Rica the 30% interest subsidy on formal agricultural credit in 1974 translated
into $US 56 million, which was equal to 4% of total GDP or about 20% of agricultural
vaiue added in Costa Rica. Roughly 80% of this subsidy went to bosrowers within the top
10% of the houschold income distribution in Costa Rica.

8 To the extent that ceilings on foan interest rates constrain the total revenues of FFIs, such
substitution will be made more difficult (Burkert (1986a)).
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plus implicit) deposit rates tends to decrease, which occuts partly through
the higher transaction costs incurred by small savers (Burkett (1986a)).

Interest rate controls tend to decrease the dependability of FFIs" sav-
ings and credit services. By lowering the rate of savings mobilization and
stimulating an excess demand for subsidized credit, interest rate controls
make FFIs more dependent on external funds from the government, cen-
tral bank rediscount facilities, or international donors. Such inflows of ex-
ternal funds may be quite erratic and may result in large, periodic, and
risky extensions of FFIs’ loan portfolios (as Ffls must often rush to
disperse external funds to meet the performance criteria of governments
ot international donots) — which in turn may instigate delinquency and
default problems which threaten the insticutional viability of FFls (Vogel
(1983)). This may help explain why the measured rartio of delinquent loans
to total loans outstanding is often over 30% in subsidized agricultural
credit programs (Fry (1988), 278-79). At the same time, houschold
enterprises and other saver/borrowers are less likely to place savings in, or
repay loans from, FFIs from whom future access to credit is highly uncer-
tain and whose viability is questionable to 2 dependence on erratic inflows
of external funds (Von Pischke (1980)).°

Interest rate controls also tend to decrease the flexibility of FFIs’ loan
and deposit portfolios. Often, when new lending opportunities appeat —-
e.g., in industrial or agricultural sectors which are in eatly stages of
development — the. risks and transaction costs (including information
costs) associated with such new loans are greater than for previously con-
tracted loans. Interest rate controls may prevent FFIs from covering these
tisks and costs, and hence impede the provision of what Bennett (1963)
terms “‘innovation finance’” for such dynamic, newly developing sectors.
In addition, intetest rate controls constrain FFis from taking advantage of
the new sources of mobilizable funds which appear as an cconomy develops,
This is particularly costly under policies such as trade liberalization which
greatly alter the sources and uses of funds. Here, the rigidity of FFIs’ loan
and deposit portfolios may prevent the full realization of the potential
gains from trade liberalization. '

Interest rate controls reduce the ability of FFlIs and theit customers to
adapt to macroeconomic shocks. A particularly important case is an in-
creased inflation rate. Under a regime of rigid interest rate ceilings, higher
inflation accentuates disequilibria in formal financial markets, further
threatening the institutional viability of FFIs while lowering the rate of

9 In some cases, borrowers come to view subsidized loans from externally-funded lenders
basically as gifts, and default rates may approach 100% . For a case study, see Tily (1978).
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return on the savings of household enterprises and other wealth-holders. 10
Increasés in foreign interest rates result in a greater disintermediation of
funds from the domestic financial system under a regime of interest rate
controls — which decteases the availability of credit, especially for those
borrowers (often the non-wealthy) who lack access to foreign loans.

B. Services Offered by Informal Moneylenders

As indicated in the classic surveys by Bottomley (1975) and Wai (1957,
1977), onc reason why informal moneylenders provide a large share of
total credit in many developing countries (patticularly in rural areas) is the
easier access to loans which they provide relative to FFIs.11 This easier ac-
cess to credit appears to be due, first, to the relatively low administrative
costs incurred by informal moneylenders. Since informal moneylenders
often live in the same community as their customers, loans may be con-
tracted verbally and with a minimum of time and paperwork costs. This is
especially true if the lender and botrower conduct other exchanges with
one another (such as landlord-tenant relations, or when the lender pur-
chases the output of a borrower who is a small farmer) which may lower
the time and other costs associated with contracting loans relative to what
would occur at FFIs.1? Miller and Ladman (1983), in an analysis of survey
_ responses by 699 Bolivian farm households, find that the main reason
given for not borrowing from formal sources was the relartive low trans-
action costs for informal loans.

Second, informal moneylenders may be better equipped to deal with
lending risk than are FFls in localized credit transactions — especially
when interest rate controls prevent FFis from freely charging risk premia,
In addition to being unconstrained by interest rate ceilings, informal
moneylenders may utilize first-hand knowledge as a substitute for costly
administrative procedures in the determination of risk premia (Bottomley
(1975)). Saito and Villanueva (1981) provide data on transaction costs for

10 Tn their analysis of interest rate policy in ten developing eountries during the period from
1970 to 1982, Hanson and Neal (1986) find that where real deposit and loan rates became
negative, this was most often caused by an acceleration of inflation combined with a failure
to raise legal ceilings on intesest rates. A survey of 19 Latin American countties for the years
1967-76 yielded a similat result {Galbis (1979)).

11 On the basis of data for 17 developing countries during the 1970s, Wai (1980, p. 261)
estimates that informal loans finance about 20% of agricultural javestments in these coun-
tries. i '

12 Unnevehr and Zain (1986}, in an analysis of cassava traders in Indonesia, ohserve the
ptovision of informal credit by large scale traders to smaller scale traders as a soutce of work-
ing capital, in order to maintain market networks in the absence of formal credit. Other
vatiations of linked credit transactions are susveyed in Bardhan (1980).
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loans to small scale agriculture in the Philippines (see Table 4). They
argue that *‘(one) reason for the relatively low administrative costs of rural
banks may be the fact that many of them are owned and managed by
those who were originally the local moneylenders” (p. 638). In inter-
preting the figures in Table 4, it should also be kept in mind that the
rutal banks provide loans to many borrowers who are rationed out of the
portfolios of the development banks.!

Table 4

TRANSACTION COSTS AS A PERCENT OF OUTSTANDING
LOANS TO SMALL SCALE AGRICULTURE IN THE PHILIPPINES

Administrative Defauit Risk  Total Transaction

Lender Costs Expenses Costs
Rural Barnks 3.5 2.0 5.3
Development Bank

of the Philippines 3.9 3.4 7.3
Private Development

Banks 3.0 3.2 6.2

Source: Saito and Villanueva (1981, p. 634).

The access to credit provided by informal moneylenders is likely to be
mote dependable than loans from FFls operating under interest rate con-
trols. In contrast with the dependence of FFls on erratic inflows of external
funds, informal moneylenders normally utilize lending profits or other in-
ternally generated income {e.g., land rents or merehant profits) as a source
of funds for their loans. Mbaru (1977), in his obsetvations on informal
credit in Kenya, finds that some moneylenders mobilize savings from in-
dividuals and pay intetest to these savers out of loan revenues, thus
operating as informal financial intermediaries. [t appeats that informal
moneylenders may provide a more stable source of credit than FFIs under
financial repression.

13 Saito and Villanueva {1981, p. 639) provide international dara for small farmer credit
programs showing that the transaction costs of the Phillppine rural banks are significantly
less than {in many cases less than half of) the transactions costs of formal agricultural lenders
in other developing countries,
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The relatively low administrative costs and the capacity to determine
and charge risk premia enjoyed by informal moneylenders may make their
loan portfolios more flexible than those at FFls which are constrained by
interest rate ceilings. At least on a limited scale and on the local level, in-
formal moneylenders can easily seck out (and cover the risks incurred in)
finding new customers. In addition, government-imposed interest rate
controls on FFIs are often associated with rigid stipulations on the uses of
loans — which may entail significant administrative and enforcement
costs for FFIs (Von Pischke and Adams (1980)). By contrast, informal
moneylenders are not normally concerned with the specific use of credit,
but rather with the overall repayment capacity of the borrower (Wai
(1980)). Drawing upon interviews with 145 farm household heads in
Nigeria, Okonjo-lweala (1982, p. 187) repotts that the reasons most often
given for using informal credit sources were: (1) the accessibility of infor-
mal loans, and (2) the flexibility of informal sources with respect to loan
use, loan size, and loan repayment.

Finally, the operations of informal moneylenders may be more adapt-
able to macroeconomic shocks than are FFls. Under rapid inflation or ex-
change rate depreciation, for example, the ability of informal money-
lendets to accept a variety of forms of collateral (e.g., commodity stocks or
labor time) may be crucial for maintaining credit flows. In cases where the
lender and borrower regularly conduct other business transactions, the
loan repayments may themselves be recontracted in terms of future labor
time or commodities if rapid inflation or the limited liquidity of the bor-
rower (due, for example, to a bad crop) precludes the use of cash balances.
In contrast, interest rate controls often prevent FFIs from covering the ad-
ministrative costs entailed in the valuation and acceprance of non-
financial forms of collateral — especially for non-traditional customers
like small farmers. Such customers may also have little incentive to establish
a formal credit rating by placing wealth in deposits featuring low or even
negative real interest rates due to rigid deposit rate ceilings and rapid in-
flation. :

C. Services Generated by ROSCAs

The operations of ROSCAs have been examined in detail in surveys by
Geettz (1962), Ardener (1964), Bouman (1977), and Bonnett (1981) in 2
number of developing countries. A number of individuals (usually be-
tween 10 and 40) each contributes a fixed sum (usually in money but oc-
casionally in goods or services) periodically, and this sum is given to one of
the individuals at each tutn until all the individuals have had a turn. The
ordet of the individuals’ turns is decided by auction, by lottery or
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sometimes by socio-economic status. The amount to be contributed and
the period between turns is usually decided by the participants according
to their preferences; given this, the amount received at each turn and the
total duration of the ROSCA is determined by the number of partici-
pants. Alternatively, there may be a dominant organizer of manager who
has the main role in deciding about amounts, petiods and numbers of
participants. This individual is often responsible for secing that each pat-
ticipant makes the approptiate contribution or coveting any missing con-
tribution and usually receives the first turn ot some other form of com-
pensation. The main risk to the participants is that an early recipient will
subsequently fail to contribute. The main protection against this is having
a relatively small homogenous group of patticipants, putting less credit-
worthy members at the end of the rotation, or having a strong organizet
who can either collect or cover for non-centributors.

Although ROSCAs are often viewed as gambling and discouraged by
governments, theit widespread existence suggests that they provide some
significant services, In addition to the above-mentioned sutveys, they have
been described by Anderson (1966) in India, Begashaw (1978) in
Ethiopia, and Miracle et al (1980) in various African countries, to give
only a few examples. ROSCAs seem to be less evident in Latin America
where they appear mainly to setve as an alternative to installment credit in
financing the purchase of consumer durables, but they have been
reported as quite important in Jamaica (Manhertz and Marston (1979)),
Mexico (Velez-Ibanez (1983)) and Bolivia (Adams and Canavesi de
Sahonero (1987)). In a study of informal finance in the Cameroons,
Haggblade (1978) has shown that ROSCAs can evolve into financial in-
termediaries of considerable importance. 4

One reason fot the widespread existence of ROSCAs is their accessibili-
ty, especially fot the nonwealthy saver/borrowers rationed out of the set-
vices of FFIs under interest rate controls. Any group of individuals can
form a ROSCA, and ROSCA meetings can convesniently coincide with
the workplace, religious, or cultural gatherings of group membets so as to
lower the time costs involved. ROSCA's operating costs tend to be quite
low. In Liberia, officers of ROSCAs are typically paid 1% or 2% of the
total ROSCA fund (Osuntogun and Adeyemo (1981}, p. 248). This com-

14 Haggblade (1978, p. 35) reports that ROSCAs “in the urban ateas play a major role in
the financing of local African entetptiscs. A large urban savings society can generate up to
$200,000 worth of credit per month, enough to purchase a truck, build a house, or establish
a moderate-sized testaurant.”’

15 Osuntogun and Adeyemo (1981, p. 248) report a 1974 survey indicating that 63% of
adulrs in Eastern Nigeria are ROSCA membets.
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pares favorably with the operating cost/total asset ratios of FEIs in develop-
ing countries, which often exceed 4% (Hason and Rocha (1986), p. 25).
ROSCAs thus provide a convenient outlet for savings, while ensuring in-
dividual group members periodic access to a large pool of savings which
may provide enough resources to achieve important economies of scale in
some investment project.!S In some countries the savings mobilized by
ROSCAs ate significant even compared to macro-aggtegates. For example,
Begashaw (1978, p.249) estimates that in Ethiopia annual ROSCA savings
are about 8-10% of GDP.

As for the dependability of ROSCA services, most studies suggest that
default is not a significant problem. However, this may be due to the fact
that most such studies deal with ROSCAs that continue in existence by
forming themselves again rather than with those that have disappeared
after a single or partial cycle. Nonetheless, even in the absence of a strong
manager, members of ROSCAs organized in a single locality may use
social sanctions against defaulters (such as shunning such defaulters social-
ly or eliminating the access of defaultets to community services) to lower
default incentives. More generally, potential defaulters run the tisk of not
having access to ROSCA membership in the future if word of their default
gets around. Thus, mechanisms exist which can maintain the dependabili-
ty of ROSCA services relative to those at FFIs which are dependent on
erratic inflows of extetnal funds.

Their existence in urban and rural areas and in a wide variety of socio-
economic and class settings, as well as the large number of specific variants
of the basic ROSCA set-up, indicates that ROSCAs provide a quite flexible
institutional framework for the provision of savings and credit services.
The number of participants can vary as a function of transaction costs, or
according to the cost of hiring a manager, while individuals may join
more than one ROSCA (thus spreading their risks and increasing the
number of lump sum payments received) or even share membership in.a
single ROSCA. with another individual if savings installments are beyond
the capacity of the individual saver/botrowers. As with informal money-
lendets, the use to which ROSCA credit is put is at the discretion of the
borrower, while ROSCA payments may be in money o in kind depending
on the degree of monetization of the local economy or the extent to which
ROSCA members also conduct labor or commodity exchanges with one
another,

16 Alternatively, ROSCA payments may be used as a source of working capiral, In
Southwest Nigeria, for example, ovet 60% of 1009 agricultural -marketers interviewed in
1981 repotted using Fsusz funds o finance their working capital requirements {Olufokunbi
(1981), p. 192).
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Since payments may be in money ot in kind, many ROSCAs can adapt
to an increased cost of holding cash balances due to accelerating inflation
by demonetizing themselves. Bouman (1977, p. 186) reports that Korean
ROSCAs (*‘keyes’’) have responded to increased inflation by paying mote
interest to late-receivers of the fund, while the Bamilike groups in East
Cameroon reduced the number of group-members so as to shorten the
Bamilike cycle as inflation accelerated.

To the extent that ROSCAs are operated in conjunction with cultural,
religious, or other community activities, they may provide a useful con-
duit between past and present and thus help communities adapt to
economic modernization while maintaining ties of reciprocity among
community members (Geertz (1962)). As pointed out by Bonnett (1981),
the services provided by ROSCAs have often survived the movement of
groups from rural to urban areas ot even the migration of groups from
developing countries to urban centers in the developed countries. Thus,
ROSCAs appeat adaptable to sevete socioeconomic dislocations as well as
to macroeconomic shocks. -

IV. Informal Finance and Financial Liberalization

The short run growth of output and employment during fiancial
liberalization is in part determined by the speed and resource cost with
which the financial system can alter the sources and uses of funds.
Changes in the optimal sectoral flows of funds will be larger in cases where
financial liberalization occuts alongside other policy changes — such as
liberalization of trade or devaluation of the exchange rate — which
further alter the relative profitability of investments in different sectors.
Thus, the growth-inducing impacts of financial liberalization entail not
only increases in aggregate savings mobilization by and supplies of credit
from FFIs, but also an expansion of the ciensele of FFls to include savers
and botrowers previously rationed out of FFIs" services.'” The present sec-
tion discusses the role of informal finance in this process, focusing on
three aspects: (1) linkages between informal finance and FFIs, (2) infor-
mal finance as a competitive pressure on Ffls, and (3) issues related to
flows of funds from informal finance into FFIs under financial liberaliza-
tion.

17 A slower extension of FFI loan portfolios to non-traditional clientele under interest rate
liberalization weuld appear empirically as a low elasticity of loan supply with respect to the
interest rate. In his analysis of financial liberalization in Argentina and Chile, Mathieson
(1982, 1983) dites such a low supply clasticity as one of the factors contributing to the large
increascs of real interest tates which inhibited growth under these reforms.
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A. Financial Liberalization and Linkages Between Informal Finance and
FFIs

The removal of interest rate ceilings and other controls itself makes it
casier for FFIs to cover the risks and transaction costs (including informa-
tion costs) associated with the extention of assets and liabilities to non-
traditional clientele. However, informal finance may play a useful role in
loweting these risks and costs. For example, FFIs can avoid some of the
costs entailed in mobilizing funds from individual savers by attracting
deposits from ROSCAs. This would give ROSCA members-access to the
liberalized rates of return available at FFIs, while maintaining the quality
of savings and credit services which ROSCA members enjoy at the local
level.

Similarly, FFls could avoid some of the risks and costs incurred in ex-
tending loan portfolios to non-traditional botrowers by contracting loans
with informal moneylenders or ROSCAs. As previously noted, informal
moneylenders often possess local information which can lower the cost of
determining risk premia and may enjoy lower administrative costs than
FFLs, at least for localized credit transactions. Loans to ROSCAs would
allow FFls to avoid some of the risks and costs of contracting loans with in-
dividual bortowers. To the extent that interest rate liberalization causes
ROSCAs and informal moneylenders to hold formal deposits, this infor-
mation can be utilized by FFls as a criteria for the determination of credit-
worthiness. FFls may lower lending risk by stipulating that compensating
deposit balances be maintained as a condition for access to credit.

The potential viability of linkages between informal finance and FFls,
and of linking savings with credit, is supported by a successful *“pygmy
deposit’” scheme operated by the Syndicate Bank in India (Bhatt (1988),
Vogel and Burkett (1986b)). In this scheme, outside agents are hired to
collect deposits at the homes of small savers on a regular, periodic
schedule. Maintenance of scheduled deposit balances over a certain period
is rewarded with access to credit. Bhatt (1988, p. 289) reports that the unit
cost of pygmy deposits “‘has varied between 3 and 5% per annum,
significantly lower than the cost of a three- to five-year fixed deposit.”
Elsewhere, Oludimu (1982) analyzes data on deposit mobilization and
credit allocation by cooperatives in Southwest Nigeria and finds not only
that these cooperatives mobilize substantial deposits but also that their
financial viability (as measured by realized surplus) is significantly cor-
related with member-savings. Vogel and Burkett (1986a) argue thart access
to eredit may be an imporrant determinant in the selection of deposit in-
stitutions by savers, and especially by non-wealthy houscholds, in
developing couniries. This is supported by the decline of deposits in
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postal savings units (which do not offer loans) relative to time and savings
deposits in other FFIs in 10 out of 13 developing countfies surveyed for
the years 1970-83 (Vogel and Burkett (1986a), p. 429).

B. Informal Finance as @ Competitive Pressure on FFIs

As previously noted, competition from informal finance may help en-
force the decreases in interest rate spreads and transaction costs at FEls
which should result from the removal of interest rate ceilings and other
restrictive controls. This competition is particularly important because the
formal financial markets inherited from the repressive regime are often
highly fragmented — and individual FFls may initially enjoy considerable
market power over figidly ‘segmented compartments in the credit
market.!® Residues of such imperfect competition can prevent full realiza-
tion of the potential gains from financial liberalization (in terms of greater
supplies of formal credit and an improved quality of FFI scrvices).

Some analysts have argued in favor of regulations such as mintmum
deposit rates in cases where the financial system s initially dominated by
oligopolies or monopolies (see, for example, Galbis (1982}, pp. 159-60).
Such minimum deposit rates would presumably be based on a close
monitoting of spreads between deposit and loan interest rates, and would
be cnacted only in cases where these spreads ate obviously inconsistent
with the risks and costs incurred by FFIs in the mobilization and allocation
of funds and in the light of profit margins in other, non-financial sectors
so as to avoid discriminating against FFls.

However, proposals for minimum deposit rates should be viewed with
caution. Minimum deposit rates may be difficult to enforce, especially
given the ability of FFls to substitute decreases in implicit intetest for in-
creased explicit interest on deposits, ¢.g., via higher setvice charges and
other transaction costs on deposits. The enforcement of minimum deposit
rates and the choice of an efficient minimum (see above) are likely to in-
volve significant information costs and draw heavily upon skilled labot
which is in short supply in most developing economies.?

18 To the extent that the substitution of implicit, nonmonetary interest for explicit intetest
under interest rate controls stimulated product differentiation by FFIs, the inherited financial
market strecture may be even mote incfficient and impetfectly competitive (Butkett (1986a)}.
19 An alternative method of increasing comperition is the temoval of regulations which
restrict entry of foreign FFls. However, if foreign banks are allowed to enter when the
domestic financial system is suffering from an inefficient cost structure and high arrears,
then the foreign banks may carn high profits while domestic FFls may have to be taken over
by the government. In addition, removal of entry barsiers to foreign FFIs may be difficult
politically.
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Given the difficulty of regulating interest rate spreads, the competitive
pressure emanating from informal finance may play 2 crucial role in im-
proving the efficiency of FFIs’ operations under financial liberalization.
Reliance on informal finance as a source of competitive pressure would en-
tail utilization of the existing entrepreneurial skills of informal transactors
— in contrast with the enforcement of minimum deposit rates which
would tax the developing economy’s scarce supplies of skilled labor and
the limited administrative capacity of the government. In addition to pro-
viding an alternative soutce of localized saving and credit services, some
informal financial arrangements may evolve to the point where they are
able to compete directly with FFls in large scale operations once domestic
bartiers to entty ate removed. Timberg and Aiyar (1984, p. 53), for exam-
ple, estimated that in India, loans from informal finance companies pro-
vide 50% of the working capital utilized by the wholesale cloth trade in
Calcutta and 20% for the grain trade. Nayar (1982, p. 29) provides data
for 114 informal finance companies and 136 commercial banks in India,
which indicates that the finance companies have an administrative
cost/ deposit ratio of 1.94% compared to 3.51% for the commercial banks.

Y. The Role of Informal Finance after Liberalization

This section considers the role of informal finance after the transition
to a more cfficient regime of regulations on FFIs. The section first
develops the idea of a division of labor between informal finance and FFIs
and the key role of financial innovations in improving this division of
labor. One specific area whete innovations may improve the efficiency of
the financial division of labor — group lending by FFls - is then dis-
cussed,

A. Duvision of Labor Between Formal and Informal Finance

According to Gutley and Shaw (1967), an optimal division of labor
among different methods of finance occurs when there is a zero net yield
to further inputs of resources into each of the alternative methods of
finance. The net yield to a method of finance is equal to the capital value
of the increases in future consumption which tesult from additional in-
puts of resources, zénus the capital value of the final goods which could
have been produced if the resources had not been used to expand the
method of finance. This ctitetion thus incorporates not only the benefits
of financial development in terms of greater saving and investment (hence
futute consumption), but also the opportunity cost of expanding any
method of finance as conditioned by the overall production possibilities of
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the developing economy.

The viewpoint of Gurley and Shaw (1967) has important implications
for the role of informal finance after liberalization. As previously noted,
informa! finance is likely to account for a large share of savings mobiliza-
tion and credit allocation in the inherited financial structure — due to the
growth of informal finance in the previous era of repression as well as the
important role of informal finance during liberalization. Immediate
replacement of informal finance by the extension of FFIs’ services is likely
to be inefficient by the Gurley/Shaw critetion due to the high opportuni-
ty cost involved — especially in developing economies with limited pro-
duction possibilities (Rozental 1967)).

The role of informal finance after liberalization is to ptovide an alter-
native source of savings and credit services at the local level while helping
to lower the risks and. costs incurred when FFIs extend loan and deposit
opportunities to non-traditional clientele, The job of FFIs in this division
of labor is to undertake those term transformations and other operations
which are beyond the scale practical for informal finance, while giving in-
formal transactors access to the deposit yields and other formal setvices
available on the basis of scale, scope, ot specialization economies.

In the long run, the linkages between formal and informal finance can
be improved by changes in finaneial technologies, i.e., through Mmrova-
fors by FFIs (Mauri (1985)). Financial innovations entail technological
changes by FFIs which lower the tesoutce cost of providing a given quality
of savings and credit services to non-traditional clientele — including in-
formal financial transactors. By improving the quality of services which
FFIs can profitably provide, such innovations indirectly raise the incomes
— hence the savings potentials — of informal transactors dealing with
FFIs. This creates the basis for customet relations which are more viable in
the long mn because of the greater debt capacity of the informal trans-
actors. While not directly addressing the topic of innovations, Gregory
and Adams (1987, p. 10) nonetheless provide a useful statement of the type
of relation between FFIs and non-traditional clientele which innovations
can promote: '

A single loan or deposit has relatively litile value ro most individuals.
What is valuable is a flow of dependable financial services. The relation-
ship between intermediary and client should evolve over time and not be
a single event. The end result of this process is a client with greater debt
capacity than when the relationship began..... While the volume of
loans handled by intermediaries is the most commonly cited measure of
the products created by financial markets, the increase in debt capacity
among borrowers is the true measure of a financial market's contribution
to development.
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‘In summary, the long run goal of financial policy should not be to
displace ot to regulate informal finance.2® Rather, the goal should be to
improve the quality of formal 24 informal financial services through in-
novative linkages between the two sectors,

B. Group Lending Programs

Some insights into the requirements for efficient integration of formal
and informal finance can be obrtained from the experience of various
“group lending’’ programs enacted by development banks in developing
countries (Adams (1978)). Such programs are designed to lower both bor-
rower transaction costs and FFI lending costs by making it unnecessary for
the FFI to set separate terms for individual borrowers. In addition, the en-
forcement of repayment may be partly informal if the borrower group is
liable for the arreats of individual group membets.

However, some group lending programs have experienced stagnating
loan revenues and an underemphasis on savings mobilization due to
restrictive interest rate regulations. Such problems can be partcularly
acute when the borrower groups are organized from above, which drives
up the costs of the participating FFI.

The importance of these factors is supported by the results of a group
lending program vndertaken by the Dominican Development Foundation
(DDF) during the period 1966-79 (Adams and Romero (1981)). During
1977-78, the DDF’s administrative costs amounted to 6.2 percent of the
value of new loans. With inflation at roughly 10 percent, commercial in-
terest rates of about 7 percent, and a (conservative) debt write-off figure
of 10 percent of new loans, a loan interest tate in excess of 30 petcent
would have been in order. The DDF's actual interest charges were only 10
percent. This left the DDF dependent upon external funds from interna-
tional donors, At the same time, the inability of the DDF to cover its
lending costs eventually led to a shrinkage in the number of groups to
which it allocated loans and to a sharp increase in the average loan size pet
group from $1.400 per loan (with 393 groups) in 1973-74 to $12,926 per

20 1ndecd, Mauri (1985, p. 995) points out that “‘many attempts to regulate or innovate the
non-institutional sector by faw as well as cfforts made to replace informal finance with
chartered financial institutions, all based on the deep-rooted assumption that financial in-
termediation petformed in the organized secror works with greater efficiency and social
openness, have failed because of the contradiction involved, When regulated, informal
finance ceases to be ‘informal’ and loses its economic rationale, i.e., the vitality and flexi-
bility due to its very nature.”’
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loan (with 124 groups) in 1978-79.2!

The costs of group lending tend to be lower in programs that deal with
smaller groups that have been formed for purposes other than simply
gaining access to cheap formal credit. As per group size, Egger (1986, p.
457) states: ‘‘Experience has shown that those which have lasted longest
are homogenous groups of no more than 20 members with common
otigins, outlooks and interests.”” Similatly, Bratton (1986, p. 118}, in his
analysis of a successful group lending scheme operated by the Agricultural
Finance Corporation (AFC) of Zimbabwe, emphasizes the importance of
“a closer connection between the use of credit and other group
activities ----- the strength of the group rather than the farming record of
the individual member is the criterion for loan eligibility.”” According to
Bratton (1986, p. 129) the AFC’s administrative cost pet farmer for the
group scheme (with joint default liability) was less than 10% of that in-
curred in the AFC’s loans to individual farmers, while default costs (delin-
quent loans as a percent of loan capital) were 15% for the group scheme
compared to 46% for the individual loan program.

Similarly, Schaefer-Kehnert (1983), in his description of a group lend-
ing scheme enacted by the Lilongwe Land Development Program (LLDP)
in Malawi, argues that the LLDP’s default costs were low due to the fact
. that the borrower groups were farmets’ clubs formed along kinship and
communal lines in connection with agricultural extension wotk. The
smallness of the groups (10-30 members) may also have facilitated the en-
forcement of repayment rates in the range of 96-100 petcent during the
period 1972-78. However, Von Pischke and Rouse (1983, p. 32), i their
discussion of the same program, point out that administrative costs were
between 20-29 percent of loan volume in 1976. In light of the 10% in-
terest rate on group loans, the ILDP program would *‘require continued
substantial subsidy unless interest charges are raised’” (Ibid.).

In general, the experience of group lending programs seems to offer
two important lessons for financial policymakers. First, the ability of such
programs to promote competition and to reach non-traditional clientele
with financial services appears to be a function of their ability to provide
both savings and credit services, which in turn depends on a realistic in-
terest rate policy. Second, organization of groups from above is likely to
be costly relative to the extension of FFIs’ setvices to existing informal

21 Similarly, in their analysis of a small farmer group lending program in Ghana, Owusu
and Tewteh (1982, p. 79) find that *'the interest rate of 13% charged under the programme
£alls shott of the cost of administering a foan,"” which **has been a limitation in making more
credit accessible to small scale farmess.”
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groups such as ROSCAs. However, if intetest charges are negative in real
terms, it may become impossible to sort out viable borrower-groups from
those which form on a temporary basis merely to gain access to cheap for-
mal credit. Along with a realistic interest rate policy, there is a need for
additional research oriented toward discovering innovations which could
improve FFls’ ability to gather and evaluate information on the savings
capacities and credit-worthiness of existing informal groups.

V1. Conclusion

Informal financial transactions offer important lessons on the savings
and credit services which are most valuable to household and firms
precisely because they are set up and operated by and for the savers and
borrowers involved. To the extent that informal financial markets are a
form of regulatory avoidance, analysis of the setvices available in such
markets may help determine the regulatory constraints which must be
removed if FFls are to do a more efficient and equitable job in the
mobilization and allocation of funds. A particularly important lesson here
is the significant capacity for voluntary financial savings which appeats to
be supported by informal groups such as ROSCAs. Such savings could
reptesent an important source of funds for the formal financial sector if
regulations which impede deposit mobilization — especially interest rate
controls — ate removed.

Informal finance can make an important contribution to improving
the flexibility and adaptability of the financial system both during and
after the transition to a more efficient regime of regulations on FFls. Flex-
ibility and adaptability entail the financial system’s capacity to alter flows
of funds in the face of changes both in financial regulations and in the
overall macroeconomic environment — while maintaining the quality of
savings and credit services. Linkages with the informal sector may lower
the transaction costs and tisks incurred by FFIs when their assets and
liabilities must be altered under such cxogenous shocks. At the same
time, the savings and credit services provided by informal operations such
as ROSCAs can help economic agents maintain their liquidity in the
unstable economic environments common in developing countries. The
job of FFIs is not merely to displace informal finance. Rather, FFls should
provide informal transactors access to scale, scope, and specialization
economies in order to imptove the quality of financial setvices available to
firms and households, while simultaneously raising the level of formal
financial savings and improving the overall allocation of funds.
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