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4.  MONETARY POLICY AND INFORMAL FINANCIAL 

MARKETS  

 

The informal financial sector is part of the broader financial system that provides resources to 

those economic agents with no access to formal financial services. Informal finance, defined 

to include all financial transactions that take place outside the officially regulated or monitored 

financial sector, include unregulated savings and credit activities (Montiel et al, 1993). These 

informal savings and credit activities are argued to be a market response of economic agents to 

their economic environment, which activities are demand driven generated purely by the needs 

of the market place. While the formal financial sector is subject to regulation and supervision 

by the monetary authority (the central bank), the unregulated informal financial sector escapes 

all such regulation.  

 

The informal financial sector plays a key role in resource mobilization and allocation in 

developing economies. Bouman (1995) suggested that in Cameroon approximately 50% of the 

national savings and 27% of the total credit requirements was provided by the informal sector. 

Jones et al (1998) noted that 55% of all private savings in Ghana are mobilized through 

informal sources. Timberg and Aiyar (1984) estimated that informal credit markets account for 

approximately 20% of total commercial credit outstanding in India. Bagachwa (1995:10) 

observed that approximately 55% of the start-up capital for micro-entreprenuers in urban and 

rural areas is provided by the informal sector. 

4.1 General Framework of Informal Financial Markets 
In most less developed countries (LDCs), informal financial markets operate parallel with the 

formal financial markets, and in some instances their services play a complementary role. 

Different reasons have been propounded to explain the emergence and continued co-existence 

of the formal and informal financial sectors. The conceptual and theoretical underpinnings have 

been provided based on arguments from two schools of thought: the financial repression 

hypothesis (McKinnon, 1973; Shaw, 1973) and the structuralist hypothesis (Stiglitz and Weiss, 

1981).  

4.1.1  The Financial Repression Hypothesis 

The financial repression hypothesis argues that the opportunity for the emergence of the 

informal financial sector is created whenever there is excessive regulation of the formal 

financial market in the form of fixed interest rates, sectoral credit allocation, state management 

of public sector banks and restriction of entry into the banking sector (McKinnon, 1973; Shaw, 

1973). The fixed interest rate policy generates excess demand for credit, which conditions the 

formal banks to use non-price measures such as collateral requirements to ration credit. Arndt 

(1982) argued that the discrimination between borrowers on the basis of collateral and credit 

rating is a characteristic feature of credit rationing by banks, while government control of 

interest rates discriminates among borrowers in a socially desirable way. Nissanke (1994) 
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argued that collateral requirements as a rationing device increases the lender’s expected return 

because collateral reduces the incentives to default and shifts the expected loss from the lenders 

to the borrowers. Coupled with selective or sectoral credit policies, segmented and fragmented 

credit markets emerge in which favoured borrowers obtain credit at highly subsidized interest 

rates, while the non-favoured borrowers are rationed out and must obtain funds at high interest 

rates in informal credit markets.  

The conventional development wisdom of the 1960’s and 1970’s for intervention in formal 

credit markets was that subsidized credit would lead to rapid rural transformation through 

adoption of modern agricultural technology that would lead to increased agricultural output 

and income. It was also expected that these subsidized rural credit programs would lead to 

poverty alleviation and a more equitable income distribution. Such intervention was motivated 

by attainment of social goals, in which governments resorted to use of less direct and more 

inefficient means of redistributing income by altering relative prices. This was as a result of 

budget constraints that made direct transfers of income to targeted activities more costly 

(Riedinger, 1994). Most developing countries adopted deliberate policies of directed credit and 

interest rate controls with a view to increasing access by the rural poor to cheap credit so as to 

stimulate investments in the agricultural sector and simultaneously break the monopoly power 

of the moneylenders, who operated in the informal financial sector and were perceived to be 

exploitative. This was to be achieved in two ways: first through massive rural branch banking 

where cheap institutional credit was expected to compete away the moneylenders. Secondly, 

by enabling the moneylenders to have access to cheap institutional credit, it was expected to 

result in a reduction in the moneylenders’ opportunity cost of funds, thereby having a positive 

trickle-down effect by lowering rural interest rates (Bell, 1990; Hoff and Stiglitz, 1990). 

However, the cheap credit policy failed to achieve its objectives (Braverman and Guasch, 

1986). Firstly, there was limited agricultural production response. The fixed interest rate policy 

distorted the cost of capital, generated poor investment incentives and failed to increase 

agricultural output cost-effectively. Secondly, the cheap formal credit was accessed mainly by 

the richer households. Since many developing country governments also taxed agricultural 

output, the subsidized credit policy that benefited mainly the rich implied that the poor were 

subsidizing the rich, thus worsening income inequality. The marketing of agricultural output 

was often handled by State Marketing Corporations where producer prices were controlled, 

implying a high implicit tax to the farmers. Thirdly, the lender institutions that were created to 

channel the cheap credit were very inefficient. They were riddled by corruption, high 

transaction costs and poor loan repayment rates, which created a heavier fiscal burden in terms 

of continuous subsidization of their operations. Riedinger (1994) also argued that the 

subsidized credit policy generated important patronage opportunities for the people in power. 

The politicians simply used cheap credit to reward some people, who in turn reciprocated with 

electoral support. 

The cheap formal credit policy also failed to reduce the high interest rates charged by 

moneylenders in the rural financial sector. Evidence by Aleem (1990) based on a study of 
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fourteen moneylenders and their clients in Chambar, Pakistan suggested that the moneylenders 

continued charging high interest rates despite the many years of government intervention in 

rural credit markets with cheap institutional credit. The interest rates charged by the 

moneylenders (78.6% p.a.) far exceeded their marginal resource cost (48.0% p.a.), confirming 

the failure of the cheap formal credit policy to break the moneylenders’ monopoly power in 

the rural credit market. The resource cost analysis included overhead costs, borrower screening 

costs, costs of pursuing delinquent loans, cost of borrowing funds from the formal sector, and 

provision for unrecoverable loans. 

 

Further evidence by Siamwalla et al (1990) based on a study of 1600 rural households and 37 

money lenders in Thailand, also suggested that informal lenders’ interest rates remained 

relatively high (25% - 60% p.a.) as compared to formal sector rates (12% - 14% p.a.) despite 

government intervention which injected huge amounts of cheap funds into rural credit markets 

through the extensive rural branch network. In addition, about 75% of all the active households 

in the credit markets continued accessing credit from informal sources, revealing the unique 

role played by informal lenders despite the high interest rates charged. 

 

Bose (1998) argued that a cheap credit policy in the formal sector might raise informal sector 

interest rates and even reduce the volume of credit available. His theoretical model was based 

within the context of information asymmetry in the informal financial market with two 

categories of lenders: the more informed lender [Type 1] and the less informed lender [Type 

2]. The more informed lender [Type 1] has more information about the borrowers, can identify 

the low-risk borrowers to whom he lends, has low default rates, low transaction costs and can 

afford to charge low interest rates. The less informed lender [Type 2] who has very little 

information about the borrowers, lends to high-risk borrowers, has high default rates, has high 

transaction costs in terms of contract enforcement and can only survive by charging high 

interest rates. Even though the more informed and less informed informal lenders both face the 

same external source of funds (i.e., the formal sector charging interest rate, r), a decrease in r 

may lead to an increase in interest rate charged by the Type 2 lender.  This is because of the 

negative indirect effect on the Type 2 lender resulting from the response of the Type 1 lender 

to a fall in r. A fall in r induces Type 1 lender to reduce his interest rate (i1) and increase his 

portfolio (n1) by taking away most of the low-risk borrowers (as he has more information for 

screening borrowers). This leaves the Type 2 lender with mainly high-risk borrowers. This 

results in the adverse composition effect for Type 2 lender, which increases the probability of 

default and high enforcement costs. The Type 2 lender will respond by increasing the interest 

rate charged to clients (i2) and reducing the volume of the portfolio (n2). Hence the cheap credit 

policy in the formal financial sector may result in an increase in informal sector interest rates 

and a decrease in the volume of credit.  

Financial repression is therefore argued to create financial dualism that has negative effects on 

economic development (Germidis, 1990). In the first instance, financial dualism leads to the 

creation of regional and sectoral disparities through its effects on resource mobilization and 
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allocation especially when savings from the rural sectors are siphoned for investment in urban 

sectors. This scenario occurs when formal banks use their rural branch network mainly for 

savings mobilization but not to lend to the rural poor on the pretext that they are not 

creditworthy due to a lack of collateral security. This results in growth differentials between 

economic sectors, as their growth will be dependent on access to credit. Secondly financial 

dualism leads to negative equity effects through the interest differentials between formal and 

informal sector loans. The formal sector interest rates are lower compared to the informal sector 

interest rates, but formal sector credit is less accessible to the poor with no security. The poor 

are conditioned to choose high-cost informal loans or no credit at all, while the rich access low 

cost formal credit thus worsening the inequality between the rich and the poor. Thirdly financial 

dualism makes the implementation of coherent economic, monetary and fiscal policies 

difficult. The lack of data on informal sector transactions renders the planning process 

ineffective. The monetary policy instruments (interest rate, reserve requirements) may be 

rendered ineffective in the presence of large liquidity outside the banking system, hence the 

management of money supply for effective control of inflation may be difficult. 

 

The major policy recommendation from the repression hypothesis school of thought was the 

liberalization of the formal financial sector, which would in the long-run crowd out the informal 

financial sector. This would lead to integration of the formal and informal financial sectors 

(McKinnon, 1973; Shaw, 1973). The liberalized interest rate as a market price for financial 

resources was expected to result in the re-allocation of funds from the informal credit markets 

to the formal financial sector. The re-allocation was postulated to depend on the smooth 

substitution of financial assets by the asset holders. An increase in the formal sector deposit 

rates or bond rates was expected to induce asset holders to shift their portfolios from claims on 

the informal credit activities into bank deposits or bonds. This enhances the modernization of 

the formal financial sector and subsequent reduction of the informal financial sector. 

Elimination of all other forms of repressive policies such as high reserve requirements, 

abolition of credit controls, removal of barriers to entry into banking business and privatization 

of state-owned banks was expected to enhance competition in the formal sector. The potential 

benefits of such measures would be a reduction in intermediation margins, increased efficiency 

in resource mobilization and allocation, and higher growth rates.  

Teranishi (1994) however argued that liberalization of formal sector interest rates may not be 

sufficient to result in a significant portfolio shift from claims in the informal credit markets to 

bank deposits. This is because the informal lenders are not merely asset holders but are 

professional lenders with highly efficient information capabilities. The information 

accumulated by informal lenders over time is a form of intangible capital stock, implying that 

a shift of their portfolios to the formal sector will entail a loss of capital value. Evidence by 

Steel et al (1997) from a study of four African countries (Ghana, Malawi, Tanzania and 

Nigeria) suggested that the portfolio of informal lenders continued to grow by between 20% - 

150% over the period 1990 – 1992 despite the liberalization of the formal financial sectors in 
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the 1980’s. Steel et al (1997) also observed that informal sector risk-adjusted interest rates were 

higher than the formal sector rates, suggesting the continued existence of monopoly power in 

the informal financial sector despite the implementation of financial sector liberalization 

policies. Aryeetey and Nissanke (1998) were also of the view that financial sector liberalization 

had failed to solve the problem of financial market fragmentation in developing countries. 

Wide differences in interest rates and returns among the lenders in the different sectors have 

continued to persist due to limited interaction between the different segments. 

Timberg and Aiyar (1984) in a study of urban moneylenders in India also suggested that they 

charged higher interest rates (18% - 24% per annum) as compared to formal banks (13% - 16% 

p.a.). Further evidence by Bagachwa (1995) showed that moneylenders’ interest rates of 6% - 

9% per month were significantly higher than those of the formal sector of 21% - 31% p.a.   

 4.1.2 The Structuralist Hypothesis 

The structuralist hypothesis argues that the emergence and existence of the informal credit 

market is based on sound economic considerations due to differences in transaction cost 

structures faced by the formal and informal lenders (Hoff and Stiglitz, 1990). Due to market 

and market support infrastructure deficiencies, the transaction costs for formal financial 

intermediaries are prohibitively high when dealing with small borrowers. The high transaction 

costs prevent formal financial institutions from undertaking adequate screening, monitoring 

and credit enforcement procedures against default risks over small loans. This leads to the 

perceived high risks by formal lenders, making them extremely risk-averse in extending credit 

to small borrowers, particularly to those without credible collateral. The collateral is expected 

to serve both as a screening device against default risk and an incentive to the borrower to repay 

the loan within the framework of asymmetric information (Van Tassel, 1999).  

Information asymmetry is a situation where the borrowers have more information about their 

potentials and risks as compared to the lenders due to lack of recorded credit history, existence 

of high information gathering and analysis costs (Stiglitz, 1990). But the lender also needs 

accurate information to assess the viability of the project, the creditworthiness of the borrowers 

and their strategic behaviour to minimize default risk and enhance repayment rates. Formal 

institutions faced with high transaction costs ration out smaller borrowers and the poor without 

acceptable collateral, to safeguard their operational viability.  

Heterogeneous informal lenders therefore satisfy the unsatisfied demand for credit of those left 

out by the formal financial sector. Informal lenders have access to local information on their 

borrowers, with whom they have interpersonal relations at very low cost, which they use for 

screening the borrowers thereby greatly controlling transaction costs and default risk. This 

gives the informal lenders an informational cost advantage over banks when dealing with small 

borrowers.  In addition, by being part of the community, informal lenders are able to 

continuously monitor their borrowers at minimal cost, as compared to formal lenders (Hoff and 

Stiglitz, 1990). 
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It is also argued that formal credit is not accessible to small borrowers due to the high 

borrowing cost in the formal sector (Adams and Nehman, 1979). The borrower transaction 

costs include the nominal interest rate charged on loans, commissions charged by the bank (for 

example application fees, loans registration fees), borrower travel expenses, and the 

opportunity cost of the borrower’s time spent in negotiating for the loan. The borrowing cost 

ratio, defined as the total borrowing cost as a percentage of the total loan received, was 

estimated to be 29% for small borrowers and 15% for large borrowers for loans with a duration 

of one year. The high borrower costs for formal credit therefore tend to make the smaller 

borrowers to prefer informal credit. Further evidence by Yadav et al (1992) suggested that the 

borrowing cost as ratio of outstanding loans is highest for formal credit (1.8%), followed by 

moneylenders (0.7%) and least for friends and relatives (0.3%). From the institutional side, 

evidence by Timberg and Aiyar (1984) suggests that the administrative costs of the informal 

lenders (1.2% of outstanding loans) are lower than for formal banks (1.7% - 2.75% of 

outstanding loans). Evidence by Aryeetey (1994) also suggested that moneylenders have very 

low transaction costs computed as percentages of loan amounts: screening costs (1.4%), loan 

monitoring costs (0%), loan repayment and enforcement costs (0.2%).   

The high savings transactions costs in formal banks on the other hand explain why Rotating 

Savings and Credit Associations (ROSCAs) continue to be the most viable savings option for 

low-income people in many parts of the world. In a study of urban market women in Harare, 

Chamlee–Wright (2002) argued that one of the main reasons why market women continue 

being members of ROSCAs despite having personal bank accounts is due to the high 

transactions costs involved in saving small amounts. The transaction costs include transport to 

the bank and opportunity cost due to long waiting time. The ROSCAs provide opportunities to 

conveniently save small amounts, which would otherwise have been spent on other incidentals. 

In addition, the ROSCAs provide a cost effective alternative for credit. Handa and Kirton 

(1999) in a study of 1000 households in Jamaica also concluded that the ROSCA provide a 

cost minimizing strategy for saving to the members, whereby instead of all the members going 

to the bank to the deposit their savings, only the leader goes. What all this evidence points to 

is that the decision by economic agents to participate in informal financial markets is based on 

cost considerations.  

Informal lenders also use effective collateral substitutes such as joint liability contracts and 

interlinked credit transactions. The joint liability contract is a lending arrangement where the 

group members are not only responsible for repayment of their personal loans, but also for 

loans of their fellow members in case of default. The whole group is sanctioned (i.e. can’t 

access a repeat loan) before the entire group loan is fully paid. In effect the members are co-

signers under the joint liability contract. Joint liability contracts are instrumental in resolving 

information asymmetry problems by: (i) providing a screening mechanism for borrowers, thus 

separating them into different risk types (Van Tassel, 1999; Ghatak, 1997). Borrowers have 

more information on the creditworthiness of their fellow members, so the joint liability 

contracts induce endogenous group formation and self-selection among borrowers, hence low 

risk borrowers choose to group together so as to avoid the burden of paying for others in case 
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of default; (ii) inducing endogenous peer monitoring thereby minimizing the moral hazard 

problems in borrower investment choices (Stiglitz, 1990); (iii) providing a mechanism for 

enforcement of repayment, hence controlling willful default due to fear of 

embarrassment/pressure from members (Besley and Coate, 1995; Conning, 1999); (iv) 

reducing transaction costs to the lenders (Conlin, 1999); (v) acting as insurance to other 

members in case their projects fail (Coleman, 1999); and (vi) providing an incentive for 

members to transfer skills to their peers to ensure that their projects succeed and pay back the 

loans (Varian, 1990). 

Joint liability contracts also promote group homogeneity, which plays a critical role in 

enhancing high repayment performance of group lending programmes. However, evidence by 

Paxton et al (2000) based on 140 lending groups in Burkina Faso suggested that group 

homogeneity1 and peer pressure2 have a positive but insignificant effect on loan repayment 

behaviour. Group homogeneity was expected to enhance group solidarity such that members 

may opt to pay on behalf of their fellow members who experience some repayment difficulties. 

The statistical insignificance of the homogeneity index was explained by the existence of 

covariant risk, which affects the members’ joint repayment ability because of their involvement 

in similar activities and facing the same exogenous shocks (such as production and price 

shocks). For example, if the members of the group are involved in the agricultural production 

of a similar crop which is affected by pests, all the members may default because they are all 

affected by the same natural hazard. Peer pressure on the other hand was expected to reinforce 

the individual members’ willingness to repay the loans for fear of embarrassment or evoking 

the anger of group members. The insignificance of the peer pressure variable in the Paxton et 

al (2000) model was explained by the fact that the people attached greater value to village 

social harmony than continued access to loans. For this reason, no serious action was taken 

against defaulters by fellow group members as the loan in default was perceived to belong to 

an organization external to the community. The feeling they had was that there was no need to 

antagonize fellow community members with whom they shared their daily life.  

The interlinked credit contract, another collateral substitute, is where a credit transaction 

involves interdependent exchanges in two or more markets (such as product, labour, land) 

which are simultaneously agreed upon (Basu, 1983). For example, a landlord lends to workers 

on condition they provide him labour at predetermined wage rates over a period of time 

(interlinkage between the credit and labour markets), a trader/money lender extends credit to 

farmers on condition they market their output through him (interlinkage between the credit and 

product market) or credit granted on condition the borrower assigns land user rights to the 

lender (interlinkage between credit and land market). Interlinked credit transactions arose 

 
1 The homogeneity index was a summation of nine binary variables (1=Yes, 0=No) relating to the socio-

economic characteristics of each group. The index captured whether the members were of the same ethnic 

group, gender, age, income level, participated in same economic activities, lived in the same neighbourhood. 

 
2 The peer pressure index was constructed ranging from zero (no anger and no action taken against the member 

who has defaulted in loan repayment) to four (members angry with defaulter and took some form of action). 
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because of potential default risks and hence the need for markets to get interlocked to provide 

insurance against such risks. Interlinked credit transactions not only act as collateral substitutes 

but also explain the existence of factor price differentials in different market segments.  

Basu (1983) argued that informal financial markets are characterized by monopolistic 

competition. For example, for credit contracts interlinked to the labour market, different 

landlords can charge different interest rates to their clients and pay different wages, but the 

workers will have no incentive to migrate from one landlord to another in search of cheaper 

credit due to the existence of transfer costs.  On the other hand, for credit contracts interlinked 

to the product market, moneylenders can offer farmers different combinations of interest rates 

for loans and prices of output marketed through them. 

The structuralist hypothesis concludes that informal lenders have sizable comparative 

advantages over the formal lenders in engaging in small-scale credit transactions on account of 

their lower transaction costs and effective risk management. These include use of interlinked 

credit contracts, joint liability contracts, personal knowledge of their borrowers for effective 

assessment of risk and debt repayment capacity. This explains the emergence and co-existence 

of the formal and informal financial sectors because they have different cost structures and 

market niches (Hoff and Stiglitz, 1990; Aryeetey, 1994).  

4.2 Informal Credit Markets  
The informal financial sector markets comprise of friends/relatives, moneylenders, ROSCAs, 

landlords, savings and credit co-operative societies (Yadav et al, 1992) and microfinance 

institutions (Aryeetey and Nissanke, 1998). The various informal financial sector markets have 

unique features depending on the degree of their engagement in resource mobilization and 

resource allocation, the products offered and the terms of contracts (Fernando, 1988). The 

contract terms vary from interest free credit, subsidized interest rates, and market interest rates.  

4.2.1  Friends and Relatives 

The friends and relatives’ market is characterized by occasional lending using own surplus 

funds (Montiel et al, 1993). The implication here is that the relatives and friends do not engage 

in lending activities on a full-time basis. The terms of contract in the friends and relatives’ 

market is usually characterized by interest free and collateral free loans, which explain the 

importance of social relationships in that market. The friends and relatives value more the 

continuation of existing social relationships and/or strengthening them further. In rural 

societies where a number of activities are characterized by reciprocity, provision of interest 

free loans by friends and relatives may be interpreted as an attempt to establish reciprocal 

obligations on which they can draw in future times of need. The interest free loans therefore 

constitute part of a complex social system of spreading risk, as the lenders are also potential 

borrowers from the same friends or relatives to whom they lent free of interest in the past. 

Though the nominal rate of interest on such loans is zero, the real rate of interest may be 

negative depending on the rate of inflation during the period of the loan. Evidence by Mohieldin 

and Wright (2000) suggested that in Egypt, 90.6% of the credit from friends, relatives and 
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neighbours was implicitly and explicitly interest free. In addition, 92.6% of all the informal 

credit was collateral free. 

 The credit from the friends and relatives’ market is mainly used for smoothing consumption 

and for small business loans. The consumption smoothing requirements arise due to income 

uncertainty and variability especially in agrarian economies that are subject to production and 

price shocks. The consumption requirements may include durable goods purchases, education, 

and marriage. The strong social relationships in the friends and relatives market ensure that 

transaction costs and default risks are minimal. 

4.2.2  Moneylenders 

The moneylenders’ market is comprised of pawnbrokers, landlords, traders and private finance 

companies (Terasnishi, 1994). The source of funds that they use for lending activities may 

either be own funds or borrowed funds from either the formal or informal financial markets. 

The credit contracts in the professional moneylenders’ market are characterized by market 

interest rates which are generally higher than formal sector interest rates.  

Credit is rationally allocated to clients in this market based on risk perceptions and past 

performance. The moneylenders have an informational advantage, which gives them a 

monopolistic position in the market. This enables them to minimize transaction costs, default 

risk and earn rents on the information they possess.  

Another common feature in the moneylender market is interlinked credit contracts, which also 

reinforces their monopolistic position. The pawnbrokers lend against household valuables 

(such as jewellery, gold chains) or assets to minimize default risk. Evidence by Bagachwa 

(1995) suggested a high level of interlinked credit transactions in the informal financial sector 

in Tanzania: 86% of the total volume of credit extended by rural moneylenders, 87% of all 

credit from trader-moneylender, 71% of credit from landlords. Nagarajan et al (1998) noted 

that 92% of the observed credit contracts in the Philippine credit market were from the 

moneylenders (mainly traders and farmer lenders). The informal credit contracts were 

characterized by interlinkage to the product, labour and/or land markets so as to overcome the 

adverse selection and moral hazard problems due to asymmetric information. 

Private finance companies mobilize resources for intermediation through a shareholding or 

equity arrangement. The clients buy shares from the company, and the pooled resources 

constitute a revolving fund that will be used by the company to extend loans both to the 

members and non-members. The credit contract terms are purely market interest rates, 

commensurate enough to give a good return to the shareholders (Montiel et al, 1993). The 

private finance companies emerged as a market response to the desire by economic agents to 

invest their surplus funds at market determined interest rates. This was particularly true for 

economies with controlled formal sector interest rates coupled with high inflation rates.  
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4.2.3  Rotating Savings and Credit Associations (ROSCAs)  

ROSCAs and Accumulated Savings and Credit Associations (ASCRAs) markets are key 

components of the rural financial markets (Bouman, 1995).  ROSCAs are voluntary and 

autonomous institutions that are created with unique objectives, rules and organizational 

patterns. These are self-regulating groups that may be set up for social or economic purposes. 

The ROSCAs are argued to create long–lasting economic relationships to enable the members 

to develop their businesses, withstand economic hardships more effectively and plan for their 

old age/retirement. The high participation rate of adults in ROSCAs (for example between 50% 

- 95% in the Republic of Congo, Cameroon, and Gambia) is testimony to the importance of 

this informal institution. In addition, savings mobilized through ROSCAs account for 

approximately 8% -10% of GDP in Ethiopia and about 50% of total savings in India.  

The homogeneity of participants of the ROSCA in terms of socio-economic status is also a 

distinguishing feature. The participants may be involved in the same economic activity, income 

group or residential area. This homogeneity ensures that members have adequate information 

on one another that helps in the self-selection of members to minimize default risk and 

transaction costs. Empirical evidence of the homogeneity of ROSCAs was presented by 

Bagachwa (1995) who in a survey of 49 ROSCAs in Tanzania found that 33% were formed 

from employment relationships, 20% from geographical proximity, 13% from friendships and 

20% from shared housing arrangements.  

The ROSCAs undertake financial intermediation through mobilization of savings and credit 

allocation. The resource mobilization mechanism takes the form of regular pooling of savings 

from the members. The credit allocation mechanism is mainly by lottery, where credit is 

allocated to the members on a rotational basis until each person has had a turn.  The advantage 

of ROSCAs is that it enables members to have quick access to a large sum of money than when 

saving individually. The credit contract may either be interest free or market interest depending 

on the set rules of the group. Even in the case of interest free contracts, implicit interest rate is 

paid by the members in form of foregone interest on pooled savings deposits over time as one 

waits for the turn. 

The Savings and Credit Associations (ASCRAs) have many similarities with ROSCAs. The 

distinguishing features of ASCRAs are that the pooled savings are used as a revolving loan 

fund and the credit allocation mechanism is mainly through the bidding process, where the 

highest bidder takes the money. The credit contracts in ASCRAs are characterized by charging 

market interest rates. Evidence by Bouman (1995) suggested that ASCRAs charge interest rates 

in the range of 5 – 10% per month. The membership of the ASCRAs is more heterogeneous 

with open participation of both the poor and rich.  

4.2.4  Savings and Credit Co-operative Societies and Unions 

The savings and credit co-operative societies and unions are a variant of the ROSCAs, which 

are registered and governed by legislation such as the co-operatives acts, though generally not 

regulated by central banks (Soyibo, 1994). The savings and credit co-operative are basically 
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membership organizations that operate share capital and deposit accounts. The mobilized 

savings constitute a significant proportion of their source of funds for lending. Savings and 

credit co-operatives are the shareholders of credit unions, which act as precursors to peoples’ 

banks. Credit unions usually link small savers with commercial banks to earn interest on union 

deposits. They may also use the savings of the union as collateral to obtain loans for on-lending 

to the members. The screening and lending mechanisms of savings and credit co-operatives is 

such that credit is linked to the member’s savings. This enhances the low screening and 

transaction costs incurred by these informal institutions. Estimates by Soyibo (1994) based on 

savings and credit co-operatives in Nigeria suggested that the screening costs were about 0.5% 

of the loan amount, while the loan monitoring costs were about 0.1% of the loan amount. The 

interest rate charged by the savings and credit co-operatives is generally lower than other 

informal lenders. Estimates by Bagachwa (1995) suggested that savings and credit co-

operatives in Tanzania charged monthly interest rates of 2.5% as compared to other informal 

lenders that charged between 5% - 9% per month. 

 4.2.5  Microfinance Institutions (MFIs) 

The Microfinance Institutions (MFIs) market is a new generation of informal financial 

institutions providing specialized financial services to small borrowers (Aryeetey and 

Nissanke, 1998). In the economic regulation era, credit granting Non-Government 

Organizations (NGOs) emerged and were used by donors to channel subsidized credit to the 

poor for poverty alleviation. The credit granting NGOs were also involved in development 

work. Over time there was a shift in donors’ focus to the financial sustainability of the credit 

granting NGOs as a strategy for sustainable access to financial services by the poor, which led 

to the emergence of specialized microfinance institutions (MFIs) providing only financial 

services. Some of these MFIs developed into regulated banks (such Grameen Bank in 

Bangladesh, BancoSol in Bolivia, and Bank Rakyat in Indonesia), while some MFIs remained 

in the unregulated category (such as Foundation for International Community Assistance 

[FINCA]).  The MFIs were perceived to be a “win-win” situation where both financial 

institutions and poor clients would benefit (Morduch, 1999). The thinking was that it was a 

profitable business to lend to the poor despite the high transaction costs and lack of collateral. 

The MFIs were combining the attributes of both pure commercial banking (profit making) and 

the social mission of poverty alleviation. This thinking captured the attention of both the 

socialists and the capitalists. The socialist advocates of microfinance stress such attributes as 

the “bottom – up” approach, being community based, focus on the disadvantaged persons 

especially women, and use of social capital. The capitalists on the other hand were fascinated 

by microfinance because it provides prospects for poverty alleviation while providing 

incentives to the poor to work as opposed to previous subsidized credit programmes which 

created dependency syndromes with no incentives to work. In addition, the capitalists stressed 

the use of market determined interest rates by MFIs. 
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Following the arguments of Rhyne and Otero (1992) that sustainable poverty alleviation can 

only be realized if the lender institutions are financially sustainable, these MFIs have developed 

unique characteristic features based on the financial systems approach. These include targeting 

clients excluded from the formal financial sector, charging market interest rates, use of group 

lending techniques, dynamic incentives, regular repayment schedules and integration of rural 

savings mobilization as a strategy to improve resource allocation (Morduch, 1999).  

The target group of the MFIs are predominantly those among the poor who are perceived by 

banks to be risky borrowers due to lack of credible collateral. However, the degree to which 

the MFIs serve the poorest of the poor varies, with some programs like BancoSol targeting the 

richest of the poor. The charging of market interest rates by MFIs is primarily geared to 

attainment of financial sustainability. BancoSol is reported to be charging interest rates of 48% 

p.a. in an economy with inflation rate of less than 5% p.a. Grameen Bank charged interest rates 

of 20% p.a. as opposed to the full cost recovery rates of 32% p.a., while FINCA charged 4% 

per month. The success in the attainment of the financial sustainability goal has been mixed 

across different MFIs. While programs like BancoSol and Bank Rakyat are reported to be 

financially sustainable, the majority of the MFIs worldwide are just making progress towards 

that goal (Morduch, 1999).  

The use of group lending techniques as a trademark in most MFIs is intended to harness the 

local information through the self-selection process of the members so as to eliminate high-

risk borrowers. This group lending methodology, which effectively makes the members co-

signers of the loan, gives incentives for peer monitoring which simultaneously results in lower 

transaction costs and high repayment rates for the MFIs. Different MFIs have innovated 

different modes of group lending. While some use the Grameen Bank model of lending only 

to a proportion of group members at a time while conditioning disbursement to other members 

of the group to the performance of those who had received the loan earlier, other programs like 

BancoSol disburse to all the members simultaneously (Morduch, 1999). 

The use of dynamic incentives is another unique feature of MFIs (Braverman and Guasch, 

1986). Dynamic incentives is a lending methodology where MFIs start off by giving clients 

small loan amounts which will then be progressively increased over time subject to the clients’ 

loan repayment performance. It is argued that progressive lending limits enable the MFIs to 

develop relationships with clients over time and to screen out the worst cases before the loan 

amounts become too big. Braverman and Guasch (1986) pointed out the shortfalls of dynamic 

incentives. Firstly, if the lending relationship has a finite end, that is the borrower knows the 

maximum loan amount that can ever be got from the MFI, then this may act as an incentive to 

default in the final period. In such a scenario the MFIs will suffer huge amounts of default. 

Secondly, competition among MFIs may diminish the power of dynamic incentives. This is 

particularly true when MFIs struggling to increase their outreach end by lending to the same 

clients who have accessed credit from other MFIs. Thirdly, dynamic incentives may work more 

effectively in rural areas where there is limited mobility among the clients. In urban areas where 

there is high mobility, it becomes difficult to trace the clients who change their rented premises 
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and can easily shift to borrow from other MFIs. Fourthly, the dynamic incentives may be more 

effective among women who have limited borrowing alternatives. Despite these shortfalls, 

dynamic incentives have made a significant contribution to high repayment rates of MFIs. 

The use of regular repayment schedules is also a unique lending technology peculiar to MFIs 

(Park and Ren, 2001). The repayment schedules usually range from weekly to bi-weekly. The 

rationale for the regular repayment schedules is to screen out undisciplined borrowers. In 

addition, it also provides early warning signals to the MFIs and the peer group members of any 

emerging default problems so as to take timely action. It is also argued that it conditions 

households to have a diversified income base to service the loans. 

The MFIs mainly use compulsory savings as part of the lending methodology.  The compulsory 

savings is a proportion of the loan amount, which is deposited with the MFI upfront. These 

compulsory savings will not be accessible to the clients until the loan amounts are fully repaid. 

Recent development thinking on microfinance argues that the poor can save and all they need 

are conveniently located facilities, flexible savings instruments and positive returns. The new 

thinking emphasizes that MFIs should fully integrate savings into their operations to enhance 

their sustainability and also develop the households. From the institutional point of view, 

savings mobilization will create a cheap source of funds for on-lending. It also creates a natural 

pool of clients, as today’s savers will be future borrowers. The savings operations therefore 

facilitate development of strong relationships between clients and the institutions. From the 

point of view of clients, savings operations give them opportunities to build up their own capital 

that can be used to finance business expansion instead of continuously borrowing. Through 

savings, the clients can also build up an asset base that can be used as collateral for borrowing 

from the formal sector when they need bigger loan amounts than those provided by MFIs. The 

households also get an opportunity to save for future consumption.  

4.3  Monetary Policy Transmission and Informal Financial 

 Markets    
The policy implication from the structuralist analysis is that financial dualism may be reduced 

through promotion of linkages between the formal and informal financial sectors (Schirmeister 

and Nadler, 1996; Aryeetey and Nissanke, 1998).  The promotion of linkages can be through 

banking arrangements where informal lenders deposit mobilized savings with banks, and/or 

banks lend to informal lenders for on-lending to their clients. The informal agents’ bank 

deposits may act as collateral for any borrowing (Jones et al, 1998).  The other policy option is 

for the formal banks to adopt the lending practices of informal lenders so as to serve the smaller 

borrowers. These include simplification of bank structures and procedures, provision of 

appropriate financial services that meet the needs of the poor (such as small loans, flexible 

repayment schedules, consumption and production loans), use of alternative collateral 

arrangements (household chattels, joint liability contracts), and use of informal agents as 

representatives of formal banks to take advantage of their lower transaction costs and personal 

contact with the clients. It is hoped that increased access to formal financial services by the 
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poor will in the long run lead to a diminishing of the informal financial sector (Germidis, 1990). 

The institutionalization of the informal financial sector through the development of a regulatory 

framework that allows licensed informal agents to mobilize public savings is critical in 

strengthening the linkages between the two sectors. However, the institutionalization process 

has to follow a financial systems development approach (Aryeetey and Nissanke, 1998).   

The development of the social insurance sector is also viewed to be a key strategy in 

strengthening the formal and informal financial sector linkages. The presence of spontaneous 

savings associations (e.g., savings clubs) is a reflection of the need for social insurance among 

the poor, as existing insurance schemes are not accessible to them. In most developing 

countries, old age insurance schemes are for those in salaried employment, thus leaving the 

rural people with no recourse. It is argued that the development of a social security system or 

social insurance will act as a substitute for the spontaneous informal savings associations and 

will generate stable savings that can be allocated to long-term investment. The long run effect 

will be a reduction of the significance of the informal financial sector.  
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