








selling and then repurchasing the asset on his
own.

Pawnbroking is an example of how collateral is
used in some informal arrangements to reduce risk
and fill the gaps in information that characterize
the noncorporate sector. Other, slightly more so-
phisticated solutions include sale and repurchase
arrangements (in which the borrower retains phys-
ical possession of the asset while the moneylender
has legal title) and the use of overdraft checks for
loan surety. In these cases commercial law makes
repayment enforceable, and recourse to banking
law continues to be avoided.

Seasonal credit and short-term savings

Another common need is to smooth fluctuations in
income. This can be done with liquid savings or
seasonal credit. In rural areas marketing interme-
diaries are often an important source of credit for
farmers. In urban areas retailers may offer credit
for the goods they sell. Marketing agents often
provide lines of credit to farmers in return for a
commitment to sell produce through the agents.
The farmer may be charged explicit interest, or he
may pay indirectly through the price received for
his crop. The agent knows the farmer, and this
reduces his risk and transaction costs.

It is sometimes difficult for analysts to determine
the implicit interest charges when loans or repay-
ments are made in kind. In the Sudan, for exam-
ple, a merchant might provide a farmer with two
sacks of millet in return for three sacks at harvest-
time two months later. The apparent monthly in-
terest rate is 25 percent. But the true rate is much
lower because the price of millet is typically higher
between harvests than at harvesttime.

Philippine corn traders provide credit to many
farmers. Transaction costs are low for lender and
borrower alike, and interest rates range from 2 to 3
percent a month. (Interest rates on bank loans to
corn traders are 1.5-2.0 percent a month.) The
terms of the loans are flexible—most range from
four to five months—but because borrowers are
vulnerable to the climate, it is common for traders
to carry loans over to a second or even a third
harvest. Although the interest costs of trader credit
are higher than for loans from formal institutions,
transaction costs are lower, and so the total cost of
borrowing is roughly the same. The difference is
that formal, targeted credit is simply not available
to most corn producers when it is needed.

Noncorporate agents can smooth their consump-

tion by saving. Formal intermediaries have been
slow to develop deposit services for this sector, but
a variety of informal arrangements allow farmers,
small businesses, and households to pool their
savings. The simplest such arrangement is the use
of money guards—Ilocal people who safeguard
cash for those who have no secure means of doing
so. Most such deposits earn no interest and are
secured only by the word of the money guard. The
guards maintain enough liquidity to return de-
posits at short notice. Some deposits may be used
by the guards for business transactions or for lend-
ing, but if so the practice is seldom made public.

Informal deposit services are also provided by
group savings associations. Deposits can be made
at regular or irregular intervals. Funds are some-
times lent temporarily and then returned to the
depositor at the end of an agreed period, or they
can be applied to the cost of providing a public
good. A popular arrangement is the rotating sav-
ings and credit association (ROSCA), which is de-
scribed in detail in Box 8.2. Members pool money
by making periodic payments into a fund, which
then rotates among members as a lump-sum pay-
out. This allows at least some members to finance
large expenditures sooner than if they had relied
on their own savings. Some ROSCAs even meet
the demand for the larger and longer-term loans
that are needed to finance the cost of housing.

The popularity of such arrangements shows the
potential for pooling individual savings among
small farmers or microentrepreneurs. In England
and elsewhere building societies—which later be-
came an important part of the formal financial
system—often began as ROSCAs.

Long-term finance

Because informal lenders and their customers are
small and isolated, the risks of long-term lending
are greater. Not much term finance is provided by
the informal sector, but some informal arrange-
ments have developed, mainly for housing fi-
nance. One example is key money, as in Bolivia
and Korea. A home buyer can lease his house in
exchange for a large cash payment. After an
agreed period the house and the money are reex-
changed. The interest that could have been earned
on the money is the rental value of the house. The
recipient of key money may use it to finance a busi-
ness venture or the purchase of the house, thus
circumventing the lack of conventional mortgage
finance. He must then save enough to return the
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original amount to the renter by the end of the
rental period.

Limitations of informal financial arrangements

Despite their success in providing financial ser-
vices to small businesses that would otherwise lack
them, informal financial arrangements do not meet
all the needs of the sector. For example, such ar-
rangements do not allow savings to be collected
from more than a small group of individuals well
known to one another, and they do not move
funds over large distances. Especially in rural areas
local markets may be segmented from national
markets, which limits the supply of credit. Most
loans are from family and friends or group associa-
tions and are at low interest rates. The higher rates
that moneylenders and pawnbrokers charge are in
large part due to the higher costs and risks associ-
ated with informal loans. But some loans from
moneylenders are at very high interest rates be-
cause of the power imbalance that exists between
borrower and lender. In fact, much of the tradi-
tional criticism of moneylenders has derived from
the high interest charges and intimidating prac-
tices of loan sharks—lenders who often finance ille-
gal activities. Except in housing finance, informal
arrangements generally do not provide term fi-
nance. These shortcomings may inhibit the long-
term planning and investment that are necessary if
productivity is to rise.

The limitations of informal financial arrange-
ments do not call for completely new institutions.
Indeed, formal intermediaries have often failed
where informal arrangements have prospered.
Formal institutions, and the policymakers who set
their rules, might learn much about these markets
by studying informal arrangements more closely.
Their essential features are these. Transactions are
undertaken by mutual consent, so the arrange-
ments must meet the needs of both the buyer and
the seller of the service. Transaction costs are kept
to a minimum. And lenders are able to reduce the
risk of default by using knowledge that they have
already gathered from other social or business
dealings. Sometimes informal arrangements pro-
vide a basis for establishing links with formal insti-
tutions so as to provide a fuller range of services.

Semiformal finance
Several approaches have been tried to overcome

the limitations of informal finance for the noncor-
porate sector. As discussed in Chapter 4, many
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government programs of directed, low-cost lend-
ing have experienced serious difficulties. Two
types of lending arrangements, which fall in the
gray area between informal and formal finance, of-
fer some promise. These are group lending
schemes and cooperative financial institutions,
which can be found the world over.

Group lending schemes

The funds for group lending schemes can come
from a commercial bank, a government develop-
ment bank, or private institutions. The role of the
group varies. In some cases the funds are lent to
the group as a whole, which then allocates them
among members. Or loans may be made directly to
individual members of the group. In either case
the group provides a guarantee; it is answerable to
the outside lender for the repayment of loans.

The idea is that by joining together, small bor-
rowers can reduce the costs of borrowing and im-
prove their access to credit. The outside lender’s
costs are reduced because lending to a group
lowers the risk of dealing with small businesses
and circumvents the problems involved in select-
ing borrowers. The groups themselves must be se-
lective in accepting new members. In this way,
groups act as a substitute for information about
borrowers and thereby reduce the costs of process-
ing loans. Group members encourage each other
to repay on time so that the rest can qualify for
loans in the future. This directly reduces the
lender’s commercial risks.

The two most common means of providing
group accountability are (a) joint and several liabil-
ity and (b) limited liability. Joint and several lia-
bility encourages extremely careful selection of
members because any member can be held liable
for the defaults of others. It may, however, deter
the comparatively wealthy from joining the group,
since they have more to lose. In rural Zimbabwe,
schemes based on joint and several liability
worked well in times of average production but
fared worse than other schemes in the same area in
times of drought and low production. The threat of
default led farmers to withhold repayment and
hope for a general amnesty, since they would be,
in any event, accountable for other members’
debts.

Group lending schemes based on limited liability
are more common. In Malawi and Nepal borrow-
ers are required to put part of their loans in a fund
that would be forfeited if any member defaulted. If
all members repay their loans, these deposits are






cooperatives’ managers because it allows lending
to expand quickly, but it weakens the incentive of
cooperative members to provide their own fi-
nance. When loans are made according to govern-
ment directive, lenders may find it difficult to col-
lect. Such loans are often seen as grants and hence
as resources that can be spent on consumption.
Often, cooperatives have been promoted as a
counter to usurious moneylenders and marketing
agents. This has sometimes led the advocates of
cooperatives and credit unions to think that finan-
cial services can be supplied to small producers for
less than the real cost.

" Moreover, the goals of government and coopera-
tives can differ greatly: governments often view
cooperatives as instruments for the conduct of
broader policy. In Africa, for example, a ministry
wished to use the cooperative credit system to
channel low-interest funds from foreign donors to
targeted programs. When the ministry’s plan was
presented to the cooperative, the director declined
because he felt that the funds would never be re-
couped by his institution. The director was told to
reconsider or resign. The plan went into effect, re-
payment rates were extremely low, and other co-
operative lending programs were undermined.
The cooperative managed to refuse liability for
nonrepayment, but the defaults affected repay-
ments of the institution’s other loans.

Similarly, the support of foreign donors can be a
mixed blessing. Cooperatives may seem a suitable
channel for development funds, but they often
end up with heavy liabilities and a bad collection
record. This mirrors the experience of develop-
ment banks discussed in Chapter 4. Cooperatives
that lend internally generated funds with an eye
on the rate of return do better than those that are
told what to do by outsiders. Even those loans that
involve no liability for the cooperative incur staff
costs which may overburden a small institution.

Despite the difficulties, cooperatives are a good
way of increasing access to financial services. Their
costs are often low because they use volunteer la-
bor and because they can reduce risk through
group accountability and local sanction. Where
governments have been more concerned with the
viability of cooperatives than with social objec-
tives—and where interest rate restrictions have
been relatively modest—cooperatives have flour-
ished and the supply of financial services has
broadened. In Togo, for example, savings in the
credit union system grew by 25 percent a year and
loans by 33 percent a year during 1977-86. Mem-
bers elect a board of directors, which decides on
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interest rates, dividends on shares, and lending
policies. The credit unions are federated, and they
jointly manage a central fund, invest in low-risk
financial instruments, and mediate transfers be-
tween member unions with surplus funds and
those with deficits. Loans from the central fund to
unions lacking liquidity amounted to only 13 per-
cent of its assets; deposits with financial institu-
tions accounted for 81 percent. Togo’s credit
unions, like informal suppliers of financial ser-
vices, live or die in the marketplace. But unlike
informal intermediaries, they have access to
broader financial markets through their federated
structure. As a result, they can intermediate be-
tween regions and diversify their assets.

Improving finance for the noncorporate sector

Although informal financial arrangements do
serve the needs of the noncorporate sector, they
cannot be regarded as adequate. Many of the at-
tempts by governments and international donors
to increase the supply of finance to the noncor-
porate sector have focused on providing access to
affordable credit. They have foundered because
they did not take into account the true costs and
risks of lending to the sector. Lowering the costs
and risks would help to put the sector within reach
of formal institutions. Greater competition be-
tween formal and informal lenders would improve
the allocation of resources.

Improving the legal environment

Legal reforms could make it easier for small enter-
prises with relatively large financial needs to use
formal services. Such reforms include better defini-
tion and enforcement of property rights. Squatters
and small farmers with clear land titles would then
have an acceptable form of collateral. Property
laws that limit inheritance by women or prohibit
married women from holding property in their
own names limit their access to credit. In many
countries banking laws require women to obtain
permission from their husbands or fathers to bor-
row. In much of Africa such laws reduce agricul-
tural investment by placing an economically irrele-
vant barrier between the farmer and her source of
finance.

Laws meant to protect borrowers have often
made loan contracts harder to enforce and have
thereby raised the risk of lending. Licensing and
registration formalities and taxation of businesses
need to be kept in check. Small businesses in Peru,



for example, are forced to operate clandestinely
because legal status costs too much. So regulation
fails even in its narrow objective. Meanwhile, the
economic welfare of suppliers and customers is re-
duced because businesses would have better ac-
cess to formal credit if they were properly regis-
tered and licensed.

Links between informal and formal finance

Improvements in the provision of financial ser-
vices might be gained by upgrading informal
arrangements and linking them to formal insti-
‘tutions. This implies building upon, not sup-
planting, the existing arrangements. The linking of
informal arrangements with cooperatives is be-
coming increasingly common in Africa. In Kinkala,
a small rural town in the People’s Republic of the
Congo, a savings and credit cooperative, Coopéra-
tive d’Epargne et de Crédit (COOPEC), has 268
members. Informal arrangements operate in the
local market. Among them is a ROSCA with
twenty-four members. Each member contributes
2,000 CFA francs a month (about $4.50 in 1985) and
receives the total collection of CFAF48,000 every
two years. This scheme has been linked with
COOPEC so that ROSCA members (who are also
enrolled in the cooperative) make their monthly
contribution to the COOPEC manager, who de-
posits the total CFAF48,000 in a savings account.
ROSCA members are considered a good risk; their
loan applications are looked upon favorably by the
COOPEC loan committee. In this way, COOPEC
has mobilized funds from its members and has sat-
isfied credit demand.

An example of an apparently successful conver-
sion of borrowing groups into a cooperative bank
is the Working Women'’s Forum of Madras. In 1978
thirty women engaged in petty trade organized as
a group to borrow from a commercial bank. De-
spite the success of this and other affiliated groups
of Indian women, dissatisfaction with delays and
inflexible disbursement and repayment schedules
led them to form and staff their own bank in 1981.

An example of upgrading that produced mixed
results is the conversion of indigenous savings and
credit associations (isusu) into cooperatives in east-
ern Nigeria. Cooperatives based on isusu per-
formed better in most respects than the rest. Mem-
bers of these cooperatives, however, not only
remained members of indigenous savings and
credit associations but also held most of their sav-
ings there. This was partly because the govern-
ment gave the cooperatives easy access to funds,

which reduced their incentive to collect deposits
and undercut their independence. Many coopera-
tive members, seeing that this new source of fi-
nance was risky, continued to rely on the informal
arrangements. If the advantages of formality are
visible and worthwhile, clients will participate and
the institution will prosper. If not, they will return
to the informal arrangements.

Formal intermediation for the noncorporate sector

Governments in many developing countries have
encouraged formal institutions to serve the non-
corporate sector. The means have included low-
cost rediscount facilities for targeted lending
through commercial banks, mandatory lending
targets, and state-supported lending institutions.
As Chapter 4 pointed out, these policies have cre-
ated weak institutions and have thereby retarded
the development of an efficient financial sector.
They have been particularly damaging to the farm
sector. These failures have come to be widely rec-
ognized, and a search for better solutions is under
way.

Government-supported credit programs for the
noncorporate sector can work. This is shown by
the Badan Kredit Kecamatan (BKK) program in In-
donesia (see Box 8.4). The program provides loans
to rural enterprises and other small borrowers. Its
viability has been maintained through interest
rates that reflect lending costs and through the use
of local sanction to enforce repayment. Shared
profits encourage careful lending by BKK staff.
Funds for the program have come from a govern-
ment-mandated rediscounting facility, but the
scheme was designed to maintain its indepen-
dence.

Most of the successful formal institutions that
serve the noncorporate sector, however, take de-
posits. Some institutions have greatly improved
their position by doing so. The Banco Agricola in
the Dominican Republic began to offer passbook
savings services in 1984 because it was in serious
financial difficulty and urgently needed funds. By
1987 deposits had increased more than twentyfold.
Although 60 percent of the depositors were pre-
vious borrowers from the institution, the rest were
a new clientele who demanded only a safe and
convenient store for liquidity.

Mobilization of voluntary deposits is desirable
for several reasons. First, resource allocation can
be improved if noncorporate agents have good de-
posit opportunities with positive real rates of inter-
est and low transaction costs. Second, the flow of
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banks to reduce loan losses and establishing clear
property rights for borrowers. Above all, profit-
ability requires reducing directed credit programs
with interest rate restrictions, since these fail to
reflect the costs and risks involved in lending to
the noncorporate sector.

Most of the financial needs of the noncorporate
sector are met quite well by a wide variety of infor-
mal arrangements. Providers of informal services
rely on their knowledge of their customers and on
local sanction to contain credit risk. But some in-
formal financial arrangements are costly, and they

_offer limited alternatives in instruments and
suppliers.

Governments, in their efforts to overcome these
shortcomings, have underestimated the difficulties
of supplying services to the sector. Government
programs have benefited the few people fortunate
enough to receive cheap credit, but in general they
have failed to reduce costs or to facilitate the trans-
fer of resources from those with surplus funds to
those who can make use of them or to promote
viable financial institutions. Financial services to
rural areas and to the urban poor would benefit
from better legal systems, more clearly defined
property rights, and better links between informal
and formal financial institutions.
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