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ABSTRAC™

Pawnbroking is a form of financial service that is widely used by
poor people in many cox.:’ries. It is also often depreciated or even ignored
by policymakers and designers of development projects who want to give '
credit to the poor and who advocate cheap credit as the praferred form.
Examination of pawnbroking, using evidence from India and Sri Lanka,
shows that pawnbroking has many advantages that account for its continued
popularity. These include convenience to users, cost structures that are
appropriate for services affordable by the poor, and low transaction costs to
all concerned. Confirmation of the superiority of pawnbroking as an
alternative to cheap credit programs and projects, especially in rural areas,
is found in the introduction of pawnbroking services by commercial and
specialized banks in these countries.



Toreword

This paper is based on research of pawnbr kins activities in Sri

Lanka in 1980/81, The.Hetherlands in 1984/85 and India in 1936.

Jesearch for the Sri Lanka case study was carried out by R. Zoutnan;
results were earlier published by F.J.A.3ouman & 2.loutnan, 'Tawnbroking
as an instrument of rural banlzing in the Third World', Zcononic

Develooment and Cultural Chanse, Vole. 37, Oct,1988 (69-89).

Nata for the Indian case study were collected by R. Bastiaanssen,
the second author of this parer. They have been published in extenso
ia Wis l{S¢ Thesis 'Cawndroking in Sansli District, India', Agricul-
tural University of Yageninszen, The lletherlands, 198¢ (nineo). In

abbreviated form they apreared in:Z.J.A.Jouman, 'Small, short and

unsecured, informal credi: in India', Cxford University Press, .'eu

Delhi, 1939, 3Souman is also the first author of this paver;
until his retirement in 1953 e was lecturer in 'Asricultural
Sr2dit and Cooperatives' at thz Agricultural University; of VWageninzen

in The Jetherlands.
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Pawnbroxinz as a promising alternative to the chear credit policy in deve=

. lopin. rural sconomiesS.

By F.J.Ae Zounand and 3, 3asticanssen.

Intr- luction

Cver the nast two decades,national sovernnents and international donor

agencies have desizned nany programzes of ass sis=in- small rural cnterprises

n Third .orid countries through a lideral suznly of credit. liost credit was

-

priced pelow costprice. Adasnistration of these so-c2lled cheap loans was
consizned to swecialized rarm credit ianstitutions, coopmeratives and com-
mercial daniis. Jonor agencies entrusted such programnes to existing n.G.C.
(Ion Jovernment Org aizations) in the receiving country - or even started
new on2c - Jith %the speciiic purpose to look af<er the inferest of the
weaker sac=ions of :he economy. Conmaercial banks in warticular, bogged down
in the convaniional routine of Iinancing largze enterwrises in industry arc
comrerce zné r2iuctani to deal with larze numoers o small-time borrowers,
wWwere »ut undsr zreat voiitical pressure to make ioans to officially recog-
nized oriority sectors in national and recionzl develorment pléns.

This chea= credii nolicy has not Hean without i*s critics, disclaining
the basic rTailosopay Tenind this solicy unile adivocating interest rates thas
reflec:t a2 cos: of lendins (Von Fischke, adans and Donald, 1923; Adans,
Grahan snd Von Fichke, 1034). Lilte most othker subdsidies do, chean and easy
loans, of waich remayrmantl se2ns unimmortsant, create zheir own climate of
mismanagenent, dishonesty and corruption. Zaser politicians have scen the
distrioution of these loans as a popular tzeme o charn the electorate and
furtaer —erzon2l ambitions and jdeolozies. Ufiten, it spelled disaster Ior
the varticinating finance agencies when a forcesd iicrease in the numbder of
low=volume loan accounts resulted in overcurdened hankstaff, declinin; con-
trol, lov sualiiy lending, alarminzll ai~h overdues, deterioratinc customer
service and, finally, unviable financial institutions. Cheap credit, by

jtself, does not create opportunities in an hostile environment or redress

untair terms of trade detween the city and the countryside. A financial
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policy that is not in concert with economic realities, nourishes its own
culture of discontent, it stimulates evasive tactics and manipulation and

erodes both lenders' and borrowers' moral bnhaviour.

Problems of moneylendinz in a venny economy

Bouman and Houtman (1933) have moved the case against the cheap credit
policy one step further by arguing that raising interest rates on Joans <t¢
priority sectors does not really solve the banking institutions' dilemma ¢
moving away from orthodox banking towards grassroots development banking.
Bankins at grassroot level is faced with the near-impossible task of sur-
vival in an environment that has all the characteristics of a penny econorn
Transactions Detween individuals in such economies, be they farmers (often
a part-time profession), shopkeepers, traders, blacksmiths, millers, car-
penters, tractor drivers, oxcart owners and other transporiers, are low-
volume and often of a temporary nature. The sale of produce in the market
is atomized, bananas and cigarettes are sold apiece rather than in bunches
or packets, melons and pineapples in slices, sugar in lumps, fertilizer ir
baskets or kerosine tins. Houses are built or improved in stages, while
rural households temporize consumption to put savings aside for the next
phase, Honey transactions in such an economy are equally small, very fre-
quent, and measured in pennies and dimes rather than pounds or dollars.
Money is saved and borrowed not once but repeatedly and loans are piecemee
fo; very short periods. In local markets and petty trade only a few rupees
may be borrowed in the morninz and returned with interest in the evening.

Such money transactions offer no attraction to the formal banking sectc
but are taken care of by operators in the informal financial marzet. Forma
institutions that are persuaded to handle financial services in a penny
economy face two major obstacles: volume and risk. The risk factor is an
obvious one and suificiently documented in the literature on rural banking
Governments have, therefore, provided banks with easy access to vreferen-

tial refinancinz schemes and insurance against default on loans, This is

the case for instance in India, where Annual Flans contain detailed projec



for each aistrict that are based on norms handed down by the Reserve 3Bank,
the country's Central Bank. The Draft Action Zlan for Sangli, a semie-arid and
sparsely populated district in southern iianarahstra with two million people,
covers 31,466 beneficiaries ani includes 23 differen: banis (5ouman,{969:113)
But these well-intended plans have also inadvertently created a banking clima
te of reluctant compliance and a loss of sense of direction. ‘'he phenomenal
increase in numbers of loan accounts, together with the required compliance
with the detailed norms of the Reserve Bank, have placed a severe strain on <t
banks' orzanizational resources oy having to spend extra efforts to find sui-
table bveneficiaries and control the use of loans.

Foreover, it made banks all the more disinclined to svend manpover and re-
sources to make loans outside the purview of the officially recognized oriori
ty sectors that coulé not coun: on the government's generosity of preferentia
interest rates and insurance against defaulting borrowvers. Through lack of
initiative and inspiration, or by habit, banks remained faithZul to the con-
ventional policy of staying avay from making mini-loans in the penny econony.
In Sangli these loans, as before, are left to the informal sector.

This reluctance of banks to ring financial services to a penny econony is
understandable. liini-loans raise the most pressing »roblems that looms even
larger than risk. It is volume, or, rather, the lack of volume. Contrary to
the risk factor, the problem of volume has drawn scarce attention in litera-
ture on develomment plannin: and dankinz. An example from India illustrates
this point. |

Essentially, a bank is little else but a money shop, buying money from the
public and the Central Bank and selling it again to customers in need of capi
tal. Like other shops, it obtains its income from the margin between buying a
selling. In bankinz terms this is called the spread. ‘ierce competition in th
normally lucrative banking business keeps this spread small, and the viabilit
of the money shop depends on its ability to make a lot of substantial money
transactions. Ideally, this is done ty catering to the needs of large enter-

prises and rich customers, who can produce sufiicient collateral to minimize

dhn wiale aff AnafPanTltinmsr TAanne
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Consider mow ihe plizht of an average Indian rural bank that is directed
to give priority <o serving\the ;eaker ratlier than the stronzest sectors of
the economy. Put the annual overhead costs ol “his bank at is 60,000.+
This includes salaries and allowances of its two lean officers, one teller
and one clerk, a minimum staif to handle business; office rent, furniture an
equipment such as typewriters, filing cabinets and a small computer; mainte-
nance, forms and other stationary, postage, telephone charges and sundries.
The staff might even have a small car or motorcycle at its disposal to visit
out=of=the=way custoners.

With a soread of four percent as profit margin, which is not unusual in I
dia's cheap credi: nolicy, this bank needs at least a loan volume of Rs 1,5
million to cover costs (four per cent of Rs 1,5 million equals Rs 60,000) .
That is, not countinz loan default or agriculture's seasonality, when farrmer
nay redeem their loans within six to ten months. In that case, the bank's
resources are not fully utilized, but remain idle for part of the year, whil
payment of interest to savers nmust continue.

Loans tc participants in a penny economy are usually only small., Loans of
the Regional Rural 3Banks of India, set up specifically to serve the weaker
sections of society, averaged s 835 per account in the mid-seventies (Shett
1443), ZIven when put at 3s 1500 per account at present to account for infla-
tion, our rural banik's tvo loan officers tojether need to nrocess 1000 loans.
- that is 500 each - to achieve the necessary lending volume of Rs 1,5 mill:d

It is true that typical low-cost institutions suck as the village Frimary
Agricultural Credit Societies (PACS) in India, that also enjoy a four per cec
spread, have nmuch lower overhzad costs. 'These FACS operate from humble, rent
free premises, have litile office equipment and a smaller, but underpaid and
hence less motivated stafs. In the Sanzli District, annual overheads of a
typical »AZS vary between 3s 15,000 and 20,000, Yet, its lonely secretary

would still need to make between 375 and SOO loans to guarantee a workable

+ Rs 60,000 is aporox. U3 . 4100 in September 1989



credit section.
In contrast, the average staif oZZicer in the Indian bankin<; system hand-

nest nro-~

~n

120 deposit accounts and only 1+ ioaa accounts per oificer; the hiz
ductivity is recorded by the ver: ianovatiive Syndiéate nk with 207 demosit
and 4 loan accouants (Bouman, 1939: 123, citing an A.I. . report of 1985).
Other data about the managerial capacity of lenders, expressed in number

of loan accounts, are hard to come by. Indonesia's oificial credit programme
"Small Investment Credit/Credii for Zermanent Working Capital (KIK/KEK?)"
was set up in 1974 for the specific 2enefit of small enterprises in all sec-
tors of the economy, oboth rural and urdan. At the end of 1963, when it was
surveyed by the.first author, outstaznding loans totaled almost US 2 billion,
or more tnan ten per cent of ouistanding banx credit ia the country (3ouman,

1284

). The vrojramme oflered borrovers a subsidized interest rate of 12 e

Ut

cent per year, which was about tex per cent below the zoing market rate of

commercial banks at the time, -articinatinz banks were »put under great ores:

(=)
'J

re to make the programme a succezs ani some of their stafi were specifically
trained to find suitable enterprisss and veneficiaries. Durins the field sur-
vey, however, it became evizZent that nost of this sta’f had clearly lost con-
trol of loan quality. Some enterwnrisss had sone bankrunt, others could not
even be traced because the owners apvarently had stonped onerations withou
notifying the supervising loan officer. In one cose the owner had recently
undergone heart surgery and coulz no lonter work; ne nad not scen a represen-
tative of nis bank in the past 1> aonins. The embarrassed bank official ex-
plained this was due to his ncavr woriload of suvervising close to one hun-
dred loan cases. One bank manazer ventured the oninion tha% the maxirmum numbe
that could be handled properly dy one oificer was somewhere near 50 loan
accouits,

It is equally hard to find parallel dcta on the managerial capacity of
lenders in the informal financial market. llospes in his Conference paper re=-

ports that non-Chinese shopkeepers in Ambon, Indonesia, have between 4 and 4C

borrowing customers (Hospes:6)1), while Ladman and Torrico found that informa
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moneylenders ia three Bolivian provinces had between 1 and 25 debtors each
(Lagzan and Torrico:}).a)

Tven more fellin: may be that orzanizers of informal savins and credit sc
cieties in many countries put the ideallsize of “hese clubs hetween 20 and ¢
members and the maxizmum at 50, They argued that a membership beyond 50 was
"too much to handle'". These statements come from organizers of Cheetu in Sr:
Lanka, 3ishi in India, Kelompoks in Indonesia. Organizers of societies run 4
the 2angladesh Rural Advance Committee expressed a like opinion (Bouman 1957
5).

T° ¢nisz is =ne case iu the informal financial pmarket, with its almost
daily face=-*o-7ace contact oetween lenders and borrowess living in close

v, wnat is one to expect of lenders in the Jormal market where such

N

proxinit
close relatisnsnip is guite unusual? Often pankstaff “ave to find the neces-
sary information on a prospeciive horrower's financial positicon and the via-
bility of his ea*erprise through a series of interviews at the bank's pre-
mises; or, wWorse, through a set of forms with a number of questions dictatec
by bureaucratic and institutional routine. Such routine is bound to raise
both lenders' and borrowers' transaction costs and Xee: “he latter away fror-
the bank's windows.

Viable Zinancial intermediation in a venny economy rejuires an instrumen
that can overcome the twin obstacle ol low volume and -~isk. 1f interest racte
should reflect the cost of lending, a first concern is to mininize cost and
yet make a sufficiently large number of loans. Ironicallv, the instrument
that satisfies 21l the requirements of quick and safe procurenent of loans

has been available to lenders for ages. It is called rawnbroxing.

Of oriva*e and »udlic mawnnouses

Tawnbroiins is probably the oldest method of lendinz in the economy. Fauwn
brokers are mentionmed in the Old lestament (Schwed:21) and existed in ancien

Babylon, Athens and Rome (kelles:2). One could pledge almost snything,
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including slaves, women and children, even one's own latour, in exchange for
goods or money, ..owadays the mosi popular form of pawnbroking is by pledsinc
gold, jewels and precious stones. 3ut all over the globe there are pawnhouse
béth public and private, Qhose brokers accept clothes, books,paintings, uter
sils and any other article of marketable value.

In Zurove, pawndroking nas had a lively, at times turbulent existence be=-
tween the 13th and 15th century after Italians of Lombard started to perZect
the moneylendin: and moneychanzing dusiness. The name Lonbard Street in ~on:
and other _uronean ciiies is stiil a reminder of their fame as innovative
bankers in ize world of finance and trade.

Durinz that time, ilucrative pawnbroking and moneylending nonopolies coulsd
be bought from city and county oificials. Rings,princes and generals have
pawned the country's crownjewels to finance a rovzl marriage or a var can-
paizn. The aristocracy, clersy, merchants and the affluent pawned their va-
luables, expensive clothing,stocks of merchandise and objects of art and
worship to finance the purchase of privileges, ostentatious pomp and trade.

The less a’fluen: usuaily nawned their earthly possessions to tide over pe-
riods of scarcity anc kXee: starvation at bay.
Interest rates on particular pawnhouse loans could be high, partly oecaus

of the expenses of storage and insurancej), partly because of the high taxes
the broker nhad <o mary to officials for the privilege of carrying out his bdus
ness. In the iietherlancds rates varied from 40 to 3C per ceni between the 135t
and 145th century (Melles:20). The smaller loans carried.the hizhest rates be
cause of their comvarably higzher transaction costs; they were usually talker
by the poorrer strata of society pledgin~t their clothes and furniture,

High interest rates have always brouzht discredit to the professional
lending business. The pawnbdbroker in particular was pictured as an evil 3croo
enrichin; himself from the misery ol the poor. Pubiic-spirited citizens and
the clergj started to champion the cause of oificial and cheaper public pawn
shops run by the state or nunicipality. The first municipal shop in Zurope

appeared in Germany in 1198, in France and Italy in the 14th century (Schwed

24). In the Netherlands, he city council of Amsterdam opened the first



'Nunicipal Loan Bank' in 15614 (it is still in operation), followed by Rotzcr
dam in 1%35. In 1542 and again in 1650 some of the Enslish crownjewels have

been pledged at the lotterdam pawnhouse as surety for a loan. The jewels wer
pevar redeemed and eveniually tae¢ dawnhouse had to sell them at a loss (Mel-
les:71). In the U.S..:e, the Frovident Loan Society, 2 non-profit pawnsnop in
vew York, ovened its doors much later still, in 1094, It made history in 167
whnen it was offered the famous Hope diamond to pay for the ransom to the »pur

vorted kidnavper of Lindbergh's son (Schwed:50) .

-,

One of the differences between public and private pawnhouses is that,
atter tha contractual loan period has expired, the first have to put the un-
~edeened articles uw Jor pudlic auction. If the auction results in a higher
orice for the pawn than the orizinal loan sum plus interest and auction cos=
the 'profit' car laiter be claimed dy the original owner=-nledger. Some ownerc
Yowever, <fail to do so. Frivates nouses do not normalily hold public auctionz
which tend o be costly and cumbersome. The public has to be notiiied, cata-
logues to be printed, viewing days organized and extra personnel hired. Pri-
vate pawnhouses prefer to sell the unredeemed merchandise to any interested
party and pocket an eventgal price difference themselves. To curb the sunto:
malpractice of nawnbrokers = high interest rates and private sales oI pawns
nany countfies nave enacted legislation to restrain their activities, How-
ever, this has seldon resulted in.putting a stop to the private pawnoroking
business. Apparently if offers its own specific attractions to the very
customers wnose intecrests the state wants to protect.

In Zurope and liorth America the pawnbroking Dbusiness has much Zdeclined
and almost disappeared after the nineteenfourties when consumer credit, per-
sona: banrx accounts and overdraft facilities became widely availadle to the
public. 3ut recently there is a new revival, probably inspired by the pheno-
menal increasc in the price of gold in the seventies. This has induced
people %o invest and speculate in 7old and jewellery as a treasury for the
future and a hedge against inflation. The two remaining Dutch municipal pawn.

houses, in Amsterdam and the Hague, are floroushin~ agzain, particularly afte



-9 -

after it attrected the attention of TV and the popular press., The same is
true for other couniries, The glossy catalogues of Vienna's nublic pawnhouse
in Austria rival those of Christie and Sotheby and oifer a choice of objects
of art, éntique, je ellerr and other valuables. The new interest of the publ
in pawnnhouse londi. 2as also sSparked a revival of private pawn-

shops that have bpecome, besides a point of lending, a place for the sale anc
resale of goods. Durinjg a recent stay in 3risbane, Australia, the first au=-
thor noticed many nrivate pawnshops doing a brisk business. Owners of
(sometimes suneriluous) conmoditiizs seemingly prefer to sell to a pawnshop,
probably because ther exvect a fairer price by asking for a loan (that they

do not inteng tn return), or to avoid unnleasant and embarrassing hagsling

over tiae vrice when sellinz to dealers in the secondhand mariet.

Comparative advantzzes ol vawnbroking

Essentially, 2 pawabroxkin: contract is a sale-repurchase arrangement be-

tween lenders and borrowers trhat is atiractive to both parties. 'lHo credit

relation, in fzci, exizts in a typical pawn contract, The pledger sel.s, as

1))

i+ were, his pawn for a certain sum belovw the soinz (appraised) mariket valuc
and retains %the -izht tc bur it back vithin a2 specified time by returning ix.
original sum plus interest. If h2 does not, he will lose his property, bdbut nc
further debt exists and nence no ever-increasing debt load"(3ouman and Hou:i-
man:73). FPawnbrosinz is atiractive to the lender because lending on pledgec
sureties redwces risk and transaction costs, thec transaction takins only a
as long as the time necessary to avnpraise the value of the pawn.s) There is
no need of assessinzg a client's creditwortniness, nor of close contact wita
and surveillance of borrowers. Fawnbroking therefore allows the lender a muckh
larger circle of borrowers and greatly increases his loanvolume potential,
the great stumblinz block for lending in a penny economy. There are no costl:
lepal procedures such as registration oi mortzage deeds, that may be necessar
as protection against default, Seizure of the pledged item is unnecessary be-

cause it is already in the lender's possession. I{ the borrower does not re=-

deen his pawn, the Ddroiier may sell or tcep it for himself, Yrawnbrokers may



employ asents in surroundins villages to meet a rising ¢credit demand,This ir

creases his outreach without much additional cost. .lenledsin: oi pawns ne=
- 2 -

syeen orokers also takes place, tze financially strong bdroxer =efinancing
nis colleague vhen the latter's funds are depleted.
In the informal credit market the »private pawnoroker usually disguises h!

ies or combining these with goldsmithery or a jewel shon. He

ct

lending activi
needs no large oifice Space but only scales, a strongbox for safekeeping an
expertise for quick aroraisal. Ze keeps simple records to keep track of ais
transactions. -teduced risik and transaction costs also reduce the pawnbroker’
interect rates, whiclh are (much) smaller than the rates charged on personal
io2ns waere the only security is the reputation of the oborrover as a reliab:
person wao will honour nis debts. Of course, pawnbrokers vho deal in anythi:
that is marketable cnd coundine lendin3 with a secondhand sales ousiness,
need much more room to store and display the moods *hat are noc redeened.
Ye also needs to insure his nmerchandise against fire, theft and other nis~

haps., These higher costs, plus ine possibility that he is left with unsa-

leable merchandise, are reflected in his interest rates that are higher <ha

the rates of the vawnbdroker specializing in 50ld and jewellery.
Pawnbroking is atirac<ive to the Ddorrower for the same reasons °f speecdy

-

processin3 and low tranzaction cosiz and interest rates, He does not need t
make costir and repeated visits %o 2 nank to deal with its e:fraustinT and a
zimes embparrassing culture or oureaucracy and leral =rotection, ifeither do
he need to oifer brides to an uncerpaid secretary of his village cooperativ
or the agricultural extension agent,to force a favouraoble decision on his
loan apzlication. He also does noz need to incur additional odlizations suc
as buyinz from or selling zroduce to the lender, “he Ddorrover zinply sells
an item to the pawnbroker on the condition to buy it back within a sﬁecific
time for a higher price.

Popularitv of pawnbrokinsz

In Asia the pledzing of gold and other valuables has alvays been popular

with people of all strata of society, rich and poor, wno have since long

become accustomed to save in valuables and gol " "Unlike the coins and



banknotes of an individual country, precious metals and stones have universa.

worth. They have a niz: degree of liguidity because they can be sold or

vpledged almost anywaere..... rurther, jewellery offers emotional satisfactio:
and bestows stains on the wearer; valuables nlso'function as a hedge against
inflation, while bank dalances are eroded by it. Gold and stones have a hisnh
value in relation to :heir dulk and are easy to hide, transport and negotiat
This is important in times of natural disaster, war or social unrest'" (Boume
1989:72).

Pawnbrokinz: is usu2ily for short periods - three to six monthsé)- which
suits participants in 2 renny economy. Tncome flows in such economy are irre
gular, leadint to 2 »i=n demand for short term credit to tide over periods o
scarcity or meet irrejular expenses of sickness or other misfortune, taxes,
education, social obdlizations, religious festivals or rites of passage. Feal
times in pawnbroking in Sangli District, India, are during the auspicious
marriage months March through lay; at the end of Ramedan, the Moslim fasting
period in Indonesia; or at the beginning or near the end of the crop cycle
when roney is needed to meet farm expenseé or bridge the lean season of fooc
scarcity, as odserved in kalaysia. In his survey of the Halaysian informal
credit market in 1955, van liieuwkoop (63-74) found pawnbroking the most im-
portant source of informal lendinz in the rice producinj areas, both rainfer
and irrigated. I: was, hovever, of much less inportance in the rubber procu=
cing areas, where personal loans emersed as :ihe domirant form of lending.
Undoubtedly this was due to the regular incone from rubber tapping, enjoyed
by borrowers. It made lenders nore willing to forego the greater security of
a pawnbroking contract.

In Third World countries, and particularly in rural Asian economies where
access to formal tarxing institutions is limited, there is a great variety
of informal lendin- and borrowing arrangements to suit each particular situ-
ation. Many arrangenents 2re rather complicated and may involve obligations
-~ and hence extra *ransaction costs - that borrowers prefer to avoid, give:
a choice. There are different price tags to cach form of credit, ranging

e i i oot par cent o popnth, even five to ten per cent a day, when.
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a aini-loan is taken by petty traders on market days. Compared to many other
fipancial arrangements, pawnshop credit remresents a siraisitiorward sale-
rapurchase arrangament between 1ancéar and borrower., i1ts auick procedures,
low transaction costs, relatively low interest rate and the fact that the
borrower is free from further, possibly embarrassing obligations, explain it.
wide popularity. Pawnbroking cortracts have become increasingly important
over the past decade in India, Kalaysia, Sri Lanka and Indonesia (Bouman,
1839:74-30) .

Curiously, the wiie popularity of informal pawnbroking is not shared by
lawmakers, Dudiic administrators, development planners and social vorkers.,
lior nas it attracted the attention it deserve of researchers, nor seens th2
banking community to nave srasped its potential to improve bank=nrofitadlity
and serve a wider clientsle than the usual group of more affluent customers.
In this resznect, the Feonles Bank of Sri Lanka is a favourable exception,
as deronztrated in the case study that follows. Public opinion on pawnbroiin
is infected by a strange form of moral indignation, holding that pavwnshops
are =he poor man's baank of last resort and exploit this position to rob thed
customers oi :heir iast earthly possessions. This view is probably inspired
bv moral and religious objections to (high) interest rates, racial prejudice
(nany commercial lenders bein7 memobers of ethnic minorities)7), plus an in-
merent belief ia the suveriority of formal bankinz insti*mtions to serve the
economy in the better interest ol society at larze. The stigmatization of
informal moneylenders is aptly illustrated in the two pictures on the next
vages. One represents the bad guy of the informal circwuit, offering five
wanknotes of .1s 100 each to the unsuspecting borrover, sizninz an 10U of Rs
5000; the other shows the good and kindhearted bankinyg official who has a
cheaue ready for the proner amount.

In many countries pawnihouse credit has therefore come to be regarded as ¢
rublic service and lesislation is enacted to carb and control the activities
0f the private broker. This is the case in both industrialized and developir

countries. The negative view on private pawnbroking is in direct contradic-

tion with empirical Zact lindins and sustomers' preference., rawanliouse credit



i5 not an exvressioan ol joverty, i+ ig muc more accurate to explain it in
terms of a continuins 2nd growing popularity to 3ave in zold. Peonle have a
choice ia putiing one's savings into a bpank accoant and subsequently with-
draw th-a when needed; or to save in gold, jewellery and other valuables an
subseaquently »ledge these for a loan. There iz not mech difference in bdoth
metnods; but the fact that nmany. the poor included, drefer the second one,
is surely indicative of certain advantages.

“he why's of such behaviour shouid pe investigated, as in the two folliow
win~ case studies o pawndroking in 3ri Lanka and India. These studies have
been mudlisned in sreater detail elsewnere (3ouman and Houtman, 1983; 3as-

tisanzsen, 193¢; Souman, 1959). They show that desnite unfavourable legislc

'J.
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tion and attempts to curd and control thé activ es of private moneylender
the marke: o renistered and uaregistered pawnbroking is still very much
alive. Zut “hare zrz also signs that the banxing cormunity in these coun-
tries, charsed with looking after the interests of the wcaker sections of
society, are getting convinced that the provision of pawnbroking services
is an effsctive instrument to reach this vary target group. The experience
of the reoples Bank of 3ri Lanka in particular is a hopeful sign of a

turning tide.

Pawnbroking in Sri Lanka

As in otner Asian countries, the hoarding of sold and jewellery in Sri
Lanka has veen a pooular savings device as protection against times of ad-
versity and social unrest. This is particularly true for the Tamil populati
a minority group in the country that has resgularly clashed with the Sinha-
lese majority in past and nresent, Small valuables, that are easy to hide,
transport and ne-otiatz, have bvecome a nr2ferential form ol savings.

Fauabro:zing and moneylenlin-e have veen the virtual monopoly of the nri-
vate mariet for a iony time. Ajricultural smallnolders traditionally obtain.
ed loans from Indian Chettiars, who acted as intermediaries between the co-
lonial commercial banks and rural customers (Bouman and Houtman:?76). Their

prominent role ended after the country gained independence in 1947 and the

&
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banks in cooperation with the Central Bank of Ceylon. 2anks were given
access to easy finance and insurance facilities, to subsidize loans to
asriculture and other priority sectors.,

The results of  tnicx cheap loan policy were disastrous. Banks wvere
put under immense nolitical pressure of subsequent administrations of
different nolitical colour, each competing for the support of the nasses
by a virtual hand out of easy credit. Unable to handle a large number of
small loans, bank lending got out of control. In 1973, 31% of agricultural
loans were not revaid (3ouman and Houtman: 77) forcing the governnent to
abandon its policy of cheap credit. The effect was immediate. Without
access to cheap refinancing and insurance against~bad debt losses, dank
lending to risk-prone entervrises came to a virtual standstill: cro» loans
fell from s 365 million in 1977 to Rs 21 million in 1979/60+.

The Feople's Bank (P3) in 3ri Lanka was among the first to face the
challenze of rural mass-lending. Zsiablished in 19391 as the official leadi:
agent of rural finance, it has set up a dense netiworit of branches to
facilitate access to financial services. In 1903, -4C rural banks were in
operation. As early as 1904, ithese branches had started to offer rawntrox:i:
facilities to compeie with the orivate financial marltet. In 1970, the then
existinc 90 rural bdranches tojetier processed 23,000 loans of which
18,000, or 64%, were based on gold nledzin:;., Zow important nawnhouse loans
of the PB have become over the years is shown in Jable 1 (conied from

Bouman and Houtman: 78).

* 35(SL) 100 equaled approx. US$ 6 in 1930.
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TABLE 1
Total Loans and Pawnhouse Loans by Rural Banks in Sri Lanka, 1970-33,

POTAL PAWIHOUSE LOANS COISUMER

RURAL [iUMBER of Volume in  AVERAGE PRICE

BANKS LOANS N Million Rs SIZE IiiDEX
YEAR (i)  (rounded) (founded. (rounded) IN Rs (1980=100)
1970 90 23,000 18,000 2 109 L3, 4
1971 111 32,000 21,000 2 103 44,6
1972 242 72,000 61,000 7 115 47 b
1973 341 171,000 150,000 23 151 5240
1974 403 262,000 235,000 38 163 5344
1975 Lu7 334,000 299,000 50 167 6243
1976 505 349,000 306,000 54 177 6341
1977 s4ls 316,000 264,000 56 211 63.8
1978 553 305,000 249,000 Y 246 7146
1979 53¢ 259,000 207,000 67 323 79.3
1980 g1 302,000 242,000 o7 400 100.0
1983 240 330,000 315,000 22 711 14¢,0

Source: Review of the Zconomy, Central Zank of Ceylon, 1930.

lote: One zold sovereign contains approximately 8 gzrams of gold. At the end
of 1080, the r3 axersized a loan limit of Rs 560 per sovereign. as the
price of gold was then s 2,200 buying and s 2,400 szelling, this limit
renresents only 25% of the intrinsic gold value of pawns. Consumer
price index is :aken from Ilif's Tearbook of International financial
Statistics, 19%2,

The averaze size of loans in 1270 was only small, is 1CS, To a great
extes: this was due tco tae r3 wmolicy to restrict lending to only 2505 of the
intrinsic gold value of vawas. In 1673, due to the rapid rise in the price of
gold worldwide, loans could be raised from is 250 to Rs 500 per sovereign.
This caused an increase in the number of ¥3 pawn loans, to a peak of 306,000
in 1976 (or 90% of total loans). 3ut thereafter, numbers decreased again ‘wnen
the extremely volatile gold market during the seventies made the P23 ver:
cautious to maintain its 255 lending limit. Disannointed customers turaed
back to the private pawnbrokers, lending azainst 505 or more of the 3o0ld valuc
of pawns. Yet, thie P3's 34C rural banks made 315,000 nawnloans in 1983, which
was over 30,5 of total loans in that year. This represents a new development
in institutional financing in Asia, which, so rar, has had lit%le success in

reaching the small rural borrower.

Features of -3's nawnbroking nolicy

Cne of tne atiractive noints to borrowers is tiat a pawnloan of the P3
carried an annual interest rate of 304 in 1980, reduced to 28% in 1981, 8)
This is much lower than the interest rates charged by brokers in the private
market. The PB follows the common standard procecure that borrowers pay a

minimum one month's interest, even for loans of shorter duration. 3ut this

interest is not deducted from the orincipal beforenand, as private brokers do



A pawnloan at the PB has a duration of 1 year; it Dbecomes renewable after
interest has been paid. Borrowers who fail to redeem their pledzes are
entitled to a refund wnen the pawn is subseauently sold at a public auction
and fetches a higher price than the loan sum rlus interest. Unregistered
private brokers tend to disregard this requirement of the Pawn 3rokers
Ordinance and pocket eventual profits themselves.

The B follows the arbitrary policy that distinguishes between credit for
production and consumption, and keeps its joan sizes petween Rs 500 and 5000,
-Wwith lower limits for consumption loans. This may bYe seen as a laudable effor-
to protect customers azainst conspicuous consumption, but it is contrary to
the very nature of many pawnloans that are taken precisely as protection
against emergencies, nardship and obligatory expenditure of religious festiva:
In agricultural economies the distinction between production and consumption
tends to become tlurred; this nolicy can only lead to unnecessary bureaucracy,
to the annovance of tae public. The very advantages of »aunbtroxing, viz. low
risk and *ransaction costs and non-nonitoring of loans, zre thus lost. Its
sole elffect is congesiion at the bani's windows, comzounded by the lacit of
experienced aprraisers of valuables among bvank staff. A further inconvenience
is tha* the banks open late in the rorning and close early in the afternoon
and during the weekend. Customers, looking for discreiicn and speedy
srocessing, turn therefore to the private pawnshops that offer an almost

round-the=clock service throughout the week.

Private pawnbroking in Sri Lanka

Private pawnbroking has a long history ia Sri Lanka, with occasional rumors
of manivulation to the detriment of custoiiers. This vromptad legislators to
curb malpractice and bring pawadrokiag under control of the government. Under
the Pawn Brokers Crdinance, brokers nave to register and pay taxes. ror some
moneylenders this was a reason to zo anderground and continue their business
illegally. The main effects of ihe Ordinance have been inconvenience to the
public. There are novw two types of private pawnshops, the registered and
unregistered one. The first pays the reqguired >4 3usiness Turnover Tax (277
to the treasury, but passes this on to customers. The second t¥pe does not pa;
taxes, but char-es higher interest rates than hefore to account for the extra
risk of operating illegally and being cavght and fined,

However, both registered and unregistered pawnshops still draw a large
clieniele because of their superior service. Tirstly, they are more accessibl.
to the public than the banks. Thery conduct business from early porning to lat:
at nizsht, enabling customers to do tleir pawning discretely. Most lenders

combine pawnbroliing with a jewellery shop; this mclies them experienced



azoraisers of valuables and shortens the time to settle a loan transaction.
They do not ask for loan purposes, the pledged item being sufficient collater:
to cover nisfortune.

Secondly, private pawnbrokers offer loans of up to 50% of gold value of
pawvns and rarely put a limit on loan size. Unregistered brokers may even go as
high as 3C%. XZigh loans are especially attractive to borrowers who need a lot
of mone; on short notice. In the relationship between borrowe} and lender,
confidence is the essential element to assure a large loan. l'ew and occasiona-
borrowvers rarely receive mors than half of the vawn's rarket value, but this
still is twice the rate offered by the F3. Some registered pawnbrokers charsc
a monthly interest rate of 4% plus the additional X5 3TT. Others lend against
5% and zay the tax themselves., The minimum interest charge is for one month,
irreszeci:ive of loan duration, and deducted ‘rom the loan »rincipal in advancc
Yost unreczisiered brokers ciarge 75 interest per month, while escaping the 2.

™D, These rates are much higher than tiie ones exersized oy the P3 and are
Probadlr the reason why crivate loans are redeemed so gquickly: 50% within

2 weeks, *he other hali witliin 2 months. 3ut desnite tne conpetion of the
rural banhis, the srivate broliers conduct a brisk business, In two raundom case
Studies, %heir loan volume was 12 to 12 times as larze as that of the averase

raral vank (2ouman and Zoutizan: 1),

Pawmshon economy in Sri Lanka

Little information is available on profitavility of institutional rzawn=-
broking. Differences in banking rolicy and procedures determine rerlornance
and turmover of each individual bank. According to statistics of tle lentral
3ank, the averase rural bdanii in 1650 anad 392 outstanding »awn loans ol

Rs 400 each, or a turnover of 2s 152,000 (3ouman and loutmaxn: ). Research
carried out by %22 23 indicates :iin: avout all of O3 TUrancihas ran ot a loss
in 1220 (Siriwardena: 1). This was mainly due to the high default rate on
other, sore conventional agricultural loans, which are cosily to administer
and lack suitable collateral. The other half managed to nake some profit;

.

according to the same report, thesce profits originated Irom the nositive

haa 2

financial resulis of pawnbroking activities (Siriwardena: 2). Tiere is no
bet“er =roof of the viability of including pawning facilities as a service
to the rural mopulation and as a modus to reform institutional financial
servicec.

2umors of allezed excesses and hugse -rofits made by private zawnbrolers
will alwvays persist. These rumors were not confirmed in a three-month study in
1921 of two such pawnshops, one registered, the other unregistered. Data have
been published earlier in Bouman and Houtman (22-33; 89) and arec presented as

n 3 1a 3 e ) ™4 1
Suca in tle Apnendix, cases 1 and 2. Figurcs are partly based on exirapolation


http:brok-..ng

The registered pawnshop in Kandy town had an annual turnover of Rs 3 nillion
and a 32% return on working capital (assuming the broker worked witii owned
funds only). This return is only 10% above the 227 interest reward on a two-
jear savings deposit with the P3 at the time. This is a small enough margin
and can hardly be considered usurious.

The unregistered pawnshop-cum-jewellery store in Colombo nhad an annual
turnover of Rs 2 million. His return on capital of 70% is consideradbly higher.
But one should bear in mind the extra risk involved in illegal pawnbroking
and the possibility of closure and extraction of bribes by officials. Anotner
feature of illegal tawnbroking is refinancing with a registered pawnbroker,
the laiter requiring a commission of 1 to 8% for this service, l!loreover,
this particular broker, besides working with owned funds, borrowed outside
capifal I{rom iriend ancd banks at 2.5 to 45 a uonth. This access to outside

funds increases Wis turnover, but also depresses return on cavital,

-

Pawnbroiinz: in Sanzli Disirict, llanharahsira, Iadia

aecant davelonmoants i the fincnciczl oriet

Like in Sri Lanka, pawnbroxing in India has been a vnonular form of lending
for centuries; increasinsly so durinsg the vast 40 years because of the steadi.
ly rising price of zo0ld which behaves indenmendently of the volatile world
market., Trom Rs 87 per 10 gsrammes in 1946, it has climbed steadily to 3s
2200 in April 1996 (see Appendix II). This climb con‘inued even between June
1980 and June 1981, when the price at the London market crashed from & 662,5C
to § 421,50 per ounce. This has made saving and sveculatin: in 3o0ld more
popular in India then it was already,even with poorer sirata of society.

In Sansli, pawnbdbroking is generally not seen as a disreputable nrofession.
Like in many other countries, the early moneylenders in tha district were
outsiders, originating from Rajasthan, Cujarat or still “urther ‘est, When
later locals joined in, a gradual networ! developed of professional and
larze moneylenders - locally known as Savkars « refinancin; smaller opera-
tors. 3oth caterories advanced noney ajzinst jold, jewellery and many other
kind of »ledges.

When the cooperative sector (from the 1960s onward) and the commercial
banks (from the 1970s onward) started to srow in number and importance as
financial azents of the rural economy, ihie private moneylenders lost their
nonopoly and the Savkars gradually left the district. Their function of re=
financing small lenders/pawnbrokers has Dpartially been taken over by the
commercial banks.

Since the 19th century, national and state zovernments in India have

enacted legislation in an effort to restrict the activities of the private
finance sector. The lombay Agricultural Debtors Relief Act of 1939 was the



first in a series of Acts enforcing settlement of agricultural debts., Other
Acts followed in subsequent years. Moneylenders had to register and follow
prescribed lendin3 vprocedures and keep proper records for inspection. The
Maharahstra Debt Relief Act of 1975 arbitrarily scaled down farmers' debtu
with private moneylenders, who in some cases had to return pledged collate~
ral without compensation. This latest step in the official crusade against
private lenders caused a number of them to withdraw from the scene, leaving
a void in pawnbrokin: services that was particularly inconvenient to the
poorer sectinis of the community. The Reserve Bank of India (3BI) tried to
£fill tne vacuum by allowing coomerative institutions to enter the pawnbro=
king business. In teras of loan volume, institutional pawnbroking nowadays

outmeasures drivate pawnbroxinzg.

Pawnbrokin~ bv formal financial institutions: advantases and disadvantares

Yot all formal institutions are eager to take up pawnbroking, as this

s

usually involwr~ s3small loan amounts. The commercial -banls in Sangli - alnost
n

all nationalize.. - offen refer the small borrower o the coonerative sector

o
as tnhe main agen: ‘o serve the poor. Some cooperative banks spvecialize in
pawndroking and have a trained appraiser among their staff, in contrast

to most commercial banks.

In general, ;old advances are more conmon with rural-than urban banks.
3anks o7fer pawnloans from 50 to 70 of the market value of 50ld pledged.
This is less than the rate prevailing in the private sector - but far ex-
ceeds the rate of the =3 in 3ri Lanka, where the zold price is nuch less
stable, imzlyin; gzreater risk to the lender.

Loan size varies oetween s 100 and 3s 50,000; banks usually npaintain
a minimum loan amount of s 100 to 300. Zxtremely large pawnloans are sup-
plied by those commercial banks that serve traders and private noneylenders,
repledzginz their own clients' pawns with the banlk. Althouzh such refinancing
is not authorized dy the R3I, it is very profitable to bdanks; the large
transactions increase loan turnover witiaout nmuch administration.

Prospective pledjers who turn to a bank that has no trained appraiser,
are forvarded to a nearby jeweller-cum~nawnshop for proper appraisal of the
pawn's value. ‘hen this same jeveller comes to the bank to renledge his
own pawns, the bank can hardly refuse 2 reciprocal service.

The averaze common loan amount is estimated between Rs 500 and s 3000
(3astiaanssen:25)." Usual interest rates are between 16 and 187 annually

for both cooperative and commercial banks. These rates are one of the main

+ he sold price at the Bombay 5old market (per 10 zrams) was Rs 2200
in April 1936.
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attractions of institutional pawnbroking. Frivate brokers tend to charge
twice higher rates; rates of illegal »awnshops nay be five *times higher,
Generally, pavnloans mature after six montls, after 1nieh they decome
venewable. Around 25: of borrowers revay wiilin 3 nonths, 70 to 75:5
within six ronths, 90 to 955 within one yeari 5=10i5 of borrowers extend thejr

loans beyond one year.

The pattern of debt and repayment in Sangli mainly follows seasonal crod
cycles of planting and harvesting. Pawnbrokinz 3 seaks also occur during the
'marriage season' from February through lay, when pe eople spend consideradvle
sums on dowries and ceremonies. Pawnbtrokinj cycles of the private finance
sector Tollow the same pattern.

Jecause the 7old price in India clinmbs continuously, borrowers are eager
to repay loans. Public sales of unredeemed pawns, therefore, are rare. of
one *takes zlace, it is arranzed dy a reputadle jeweller. As in Sri Lanka,
eventual surslus proceeds of the auction are ~eturned o *he pledjzer aftler
orincinal, interest and auction costs are deducted.

As in Sri Lanka, many oledzers turn to »rivate pawnbrokers because of
superior service and despite the lower interest rates charged by banks
3anks keep inconvenient opening hours from 10,30 a.o to 3430 pems Juriner,
bpanks who have no trained appraiser forward vorrowers elsewhere to get a
valuation report. Thereafter, clients of the bank are faced with an ava~
lanche of forms to f£ill: un to ten for one transaction only. These »roce-
dures talie time, petience and additional cost. I all charges of valuztion
fee, costs of forms, insurance, Stamp duty snd so on are added, total

=

transaction costs may represent u» %o 55 of a loan of s 1600, This sreatly
reduces *he relative advantage of lower interest rztes of the institutional
sector when only a small loan is needed.

levertieless, the act of pledzins with a dani is still a less conmzlex
and harassinc experience than borrowing under other institutional 1loan
arrangements, especially when rural borrowers je: involved in concessional
loan.

There are exceptions, too. Cooperative banls that specialize in 7old ad-

vances zhow a much more consumer friendly attitude.

Recistered and unrecistered pawnbroliers in the =2rivate sector.

The private regictered paunbrokers em=lor much less bureaucracy, althou-t
ther are subiect to zovernment inspection and resgulation of interest rates.
Inspection, however, is only superficial and actual interest rates always
exceed the prescribed ones.

Most licensed pawnbrokers are -oldtraders, jevellers or zoldsmiths and

lend almost exclusively against gold. Very few still accept silver. They
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also srant personal and nmortgage loans (on land, houses, vehicles). The ty-
pical urban pawnbroker is male, bdelongs to the middle or upper class and

is normally well respected in the community. ™he orofescion is not restrictes
to any particular caste, nor are there indications that caste membership
affects pawniny transactions.

Despite the growth of the banking sector in the district, Sangli - a
semi-arid region of approx. 2 million population = recorded a large increase
in the number of registered moneylenders, from 183 in 1965 to 250 in 197k4.
Sut the Debt Relief Act of 1975 made many of them to close shop; in 1985
only 95 moneylenders remained to take a license. Most operate in the urban
centres. It is unknown whether the overall scale of private lending has
decreased as well,

“he lender-borrower relationship is primarily based on trust. llew custo=-
aers usually need a recommendation from a third parcty »lus proof that
“heir pwans are not stolen. llediation on behall of newcomers oy middlemen,
Xnown to both parties, is still common practice. Secretaries of village
Cooperative societies often figure in the role of mediator. Some urban money-
lenders enploy agents in the countryside on a commission basis. Rejular cus=-
toders, on the other hand, with a reputation of tinely revayment, may even-
tually become entitled %o a 'personal loan' withoul iepositing v&luables as
security.

Zrivate lenders do :iheir own apporaising and =advance between 75 and slo
of the pawn's gold value, the higher advances asolyins to reliable and re=-
sular borrowers. Interest rates, too, depend on the strensth of the relation-
ship between the two parties. The R3I has prescribed a set of rates between
© and 185, but these are very unrcalistic vhen pawnbrokers themselves have
to pay 17 when repled;ing with banks, or more when borrowing capital else-
where. It forces the pawnbrokers to manipualte rules and records for appea-
rance sake. In reality, effective interest rates are 2 to 375 a month for a
zoldadvance, small and short teorm loans may carry higher rates still. These

rates are consistent with those observed by others in India (cf 3ouman,

1289: 91 for references).
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jsher interest rates compared to those prevailing in the

0

Desnite the
insti+utional s:ctor, the private sector attracts nany customers. Like in
Sri Lznka, this is largely due to superior service: convanient business
hours to the pudlic, low transaction costs and speedy and discrete service.
Coapared to the one hour or more, spent at a vaall to negotiate a pawnloan -
while other loans may take days or weelis - a private pawnloan transactioen it
coopleted in ten minutes. Unlike custom in Sri Lanka, the first month's In-
terest is not deducted from the loan principal verforzhand.

Low transaction costs are particularly attractive to borrowers of snall
sums. The averase pawnloan in Sznzli varies betiween Rs 500 and Rs 150C, but
extremes occur at doth sides of the scale., Some lenders specialize in large

loans, 1iks those who refinancz fellow pawnbrokers, others may handle loans

wn

as srzall as 2s 50.

(B0

n the institu-

1.

Th2 mattern of loan terms and loan use resentles the one
+ional sector. In general, the smaller the loansuno, the longer the repayment
period., Large borrowers incline to speedy redemption, to avoid high interes?
costs. 2ezistered pawnbrokers prefer loan extension to auctioning or sellin:

pledsed articles, even when the collateral is sufficient to cover the dent.
Tudblic 2uctions involve official permission, red tare and dad sublici

shicn is contrary to the rejuired discretion. IT need e, the TroXer arraniec

a2 guiet, n»rivate sale with the consent ol the -~lzdzer.

The nunber of licensed moneylenders in Sansli nay have decreased after
1975, but a new class of moneylender has emersed: he part-time, small=-scalc
onerator, who iz refinanced by the foruer. Civil servants, traders, teacher:
and personnel of suzar factories have taken ud pawnbrokins without a 1li-
cense. They hove a rezular income and occess to banks as well,.which befits
their role of lendzrs. In Sangli, this phenomenon vas very marked in lame-
nandnagar, a small and new industrial town, where factory foremen practised
lending after factory hours as a sideline. They cater to a limited‘clientel<

and may accept other articles than jewellery and cold pledges.

Zype and performance of these informal pawnbrokers vary considerably and
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are dictated by social factors on the one wand - as with lending to relatives
and friends = while othars operate on a oredoninantly commercial basis. zs5~-
recially in the riske-prone semi-arid zones oI fhe dis*»ict, where little in-
stitutional credi: is available, there is a srea* need for locally availaﬁle
informal credit sources. From the study in San; . the izpression was gained
that five to ten informal moneylenders (2ot male a2nd fenale) opérate in '
each community of at least 2500 villagers. Their nusbers seen to grow rather
than decline, which may be due to the spectacular rise oI the zold price in
India, where the habit of paying douries in -old has a long tradition. Zlse=-
where in the district, the introduction of ‘vrigated cultivation and improvec
azriculiural tecianology have stimulated fasmers o invest in ond profit from
new crons and activities: sugarcane since 1550, Zollciwed by grapes,betel-and
rcsesardans and dairy develoonent. This caused a ric2 in loan demand that
could be met by pawning previously woarded odjects ol sold. The resuliing
too= in the formerlr dormant econoay, Ihat started iz the irrizated areas,
szreazd outwards to other rezions and occu»atlons, bringing employment, albeit

often part-time, and hizher incomes %o nany. —his, in turn, caused a rising

demand for consumer goods, ceven from the nwave-li::le -~ural houscholds, that

(¢]
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could partly only be met vV borrouins from inferzal sources.

Unlicensed pawndroker:z tend To serve = clientele 2% 12 zcor end of in

’

spectrum, whose linmited loan denands (uv Lo Ts 370) -re unattractive to for-

~al financial institutions. The informal -cnerlsnde= ~ust se ver; sure of ilie
reliability of the bporrowver, as nis orzrations ore illezal and therefore
vulnerable., There i3 aluays the danzer of confiscation of n»awns by nolice
whenever a discontented debtor rezistars a conplzint. Sonsequently, village
pawnbroliers restrict their lendinz to their oun cozmunity.

Part-time pawnbrokers not only accept 3olé, but slso silverware, copper
and drass pots, cloties and odjectis o7 e~o*ional value. Loan rates derend on
the lender-borrower relationshiv rather than the market value of pledges,

and range from 5 to 10, a month, Zach +t~ansaction 4125 its own particular

circumstances that dictate loan conditions. Uncdoubtedly, zone lenders tak
J Y e
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advantaze of borrowers with urgent credit needs.

Unlicensed pawnbroking is both exdensive and risky. Loans are small and
short term (2 - % months only); pawns must de stored and guarded and, other
than gold, mar loose market value quickly. “inally, the illegél broler face

fines and punishment when caught. A high rate of interest, therefore, is by

itself insufficient preof of excessive exploitation.

Pawnshop economy in Sangli

Data on the profitability of instifutional pawnbroliing are not available
- o
Some banks moy do little, some cooderative institutions no business at all.

Others have turned it into 2 cislization which presunably mnust be

[}
o)
(]

revarding., Data on *ze profitability 0oF a nodsratel: frequented private and

-
v

]

egistered pawnshop are preseated in A»pendix I, case 3. Like in the Zfore-
soinz twe Sri Lankian case studies, Tizures are partl; dased on extrapola~-
tion. Cur pawnshop nad an annual turnover of Rs 390,000 on 300 goldadvances
Annual return on capitfal is calculated at ajnroX. 20;5. Compared to the 120
available on a fixed deposit with a bank, this return is not exceptionally
high,

Compared to the two Sri Lanka case studiss, the figures are much lower,
both on the debit and credit side. ~Zawnbroking, hovever, represents only
a part of the moneylending, comprising also sersonal and mortsage loans.
Moreover, for many houses it is only a sideline to its main activity, the
regular gold trade.

An estimation of mrofitability of illezal village nawnbroking would be

ot

of 1ittle use. 1t is only a part-time activity with low turnovers and there
is no uniformity at 2ll in operations. 3ut despite its risks, nrofits appea

sufficiently hizh to bring ever more new brokers into the market.



SUNMARY

Lendins %o small rural enterprises in developins econonies faces two
major obstacles, risk and volune. These canno: be overcome by raisinj In-
terest rates on mini-loans, nor dy conventional danking nrocedures., “here
are simply too many loans rzaquired to obt2in a lendinc volume that covers
“3e banlt's overheads. Paradoxically, the instirument that satisfies all
the conditions of quick and safe procurement oI loans, has been availatvle
since early history. It is called pawnbroiiing,

Zxcept in the more realistic world of informal finance, pawnbroking
carries an undeserved stigma of usury and exploitation of the poor. The
label is wrong. Compared to ther modes of lendins in a senny economny,
pawnhouse loans are attractive to Yot lenders and vYorrowers because of
speedy vrocessing, low iransactions costs and interest rates and the fact
that they involve no further oblizations Ddut a sinmple sale-repurchase
arrangement. TFawnhouse credit is also no+ an expression of poverty, but
rather ar indication of :the nopulariiy of sold and valuables as a savings
device to srotect peorle against future eventualities.

Thiz is demonstrated in two briel case studies of pawnbroking in Sri
Lanka and India, where its z-ouins vpopularity has probably much to do wiz:
the smectacular rise in the »rice of zold since the early scventies.,

Zut the bankinz community in bYoth countries, charzed wiih rromoting rursl
development, has apparently not rel fully gsresved the sroat potential of
pawnbdroitiny to btring financial services to the poorer strata of the rural
community. The People's 3anlk (®3) in Spi Larka is a notsble excention,

and its experience with pawnbdroiting 2 hopeful sizn of a turning ticde.

The T3's 540 rural banks made 315,000 pawnlozns in 1933, which renresentec
80 of total loan nunmbers in *hat year. Moreover, those branches that spe-
cialized in *his mode of ban!:ing, manazed to make a profit, wiile others
that concentrated on more coaventional asricultural loans without suitable
collateral, ran at a loss. There is no tetter prool of the viability of
institutional pawntroking.

The bankiaz comunity is Sanzli District, India, anceared too immersec
in the many details of official davelonment nolicies znd plans to day
attention to innovative procedures ilat did not carry the aptroval of iits
supervisor, the Reserve Z2nl: of India (73I). Yet here, too, are sizns of
chanze, banks refinancins 2rivate bdrokers without authorization of the IZC

Ta both countries, the informal credii market of srivate rnoneylendingz
pavnbrokers, registered as well as unrezistered, is booning. In India, the
price of ;o0ld behaves independently Irenm tle world marlket and has climbe<
continuously to hizher peaks since 1044, Tais has made saving in gold -
and hence pawnbroliing - nore attractive than it already was. In villages
and small rural towns there are manr new enirants into the market of
informal pawnbroking. But also in Sri Lanka the public frequents the prive
te shops because of their sujerior service conmpared to that of the banls.
Despite this sreat popularity, official oxinion of private pawnbrokers is
5till negative in both countries. 2esearch proved this wrons. Profit mar-
nins of private pawnhouses aspeared reasonabdly noderate and there vere no
signs of malpractice. Farticularly antagonistic lesislation towards in-
formal lenders in India has-only coused inconvenience to the public.,

Qesearch into pawnbrokinj activities of both institutional and non-in-
stitutional sources offered no particular oroblems, given a proper appdproac
The sitisma of illezal pawnbrolking,hovever, impeded the collection of accu-
rate data, but not an impressionistic view ol the nature of its activitie:
As seens to have become habitual with surveys of rural finance markets,
both studies concentrated on sources of credit. Future research should pa;
more attention to needs and oroblens of borrovers.
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1) The larcest wholasaler ol Chinese orijin sunarvises a networik of I shons
which he supplies with consumer goods on credit. They act as his sales agentc
starting their business with an orizinal loan fron the wholesaler of Rp
500,000 (approx, US: 250,-) as working capital. This is an unusually high
number of clients and Hospes remarks that this undoubtedly explains why the
wholesaler's own shop has only limited opening aours, because of the consi-
derable time spent on checking his debtors (S0spes:16/17) .

2) Of the 873 different lenders in the region, "81 per cent made only one
loan and only 4 per cent made more than three loans. The pattern was sinilar
in each of the three vrovinces. Zach province had at least one person that
made eleven or more loans; the largest number wvas twenty-three'" (Ladman an
Torrico:5).

3) For instence, after wintertinme, people used to sring their vrecious fur
coats to the municipal pawnhouse of Amsterdam for safe custody and protectic
against moths. 3icycles, on the other hand, were vawned after the sumnmer Tc:
storagze durinz the cold and nuddy winter. Pawnhouse staff had to be very
careful in noting all particulars of the zoods velore storage, because of <t
owners' careful examination for nossible damage after redenption. Smart
pledgers used to claim compensation for .ald patches or scratches that had
been there aircady ovefore stor23e. rurniture, in varticular, was susceptidlc
to damaze durin: transport to, or storage in the pwanhouse.

4) The strange appeal of the pawnhouse to sone is vest illustrated by the
'weekly pawns', conzisting of the Sunday clothes of the voor. These were
brought in on iiondays, to be redeemed on 3aturdays for use at Sunday's churc
service and thereaiter. The owners rcasoned that this way their best clothes
brought at least some money in for the weekend, waich was not possible when
they remained locked away in the cupboarde...

5) One of the important functions of the auctions of public pawnhouses is *c
enable its stals %o kee: abreast o: curreni pricas and consuiers' prefe-

rences.

€) The six-month coniract is the more common or2 ail over the world; usually
it is renewable alter intarezt has been paid., A special form of pledging
that resembles »awnwroking, is the pledpgins; of irees, the borrower selling
wsufruct rishts until the debt and interest ore repaid, after which he take:
repossession ol his trees, Fledging of cocoa 2ni oilpaln trees occurs in
West Africa, of coconut palms in Kenya, of clove trees in Indonesia and of
fruit trees in Fiji and Sri Lanka, Contrary to pawnbroking, pledging ofs tre.
uwsually covers one to more years and is a form of lenz term lending ia the
informal finance market that iz worthy of mor: =2tiention than hitherto give:
by researchers,

7)"Those who frequent the Arab moneylenders ar: Zor the most part officials
and towndwellers..... These Arabs are often d2alesrs in jewellery as well as
moneylenders..... lhey arz ruthless usurers, their practices arz those of
usurers in all ages and in every clime" (Fruin:113, on moneylending in Indo-
nesia in the nincteen-thirties).

8) Infla?ion in those yeras was also high, between 20 and 25 per cent. To
make saving attractive and collect-sufficient capital from the public) - the
PB had to offer up to 22 per cent interest on long term savings accounts.
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APPENDIX I

1. Data from a registered pawnshop in Kandy town, Sri Lanka
(see ! 2an and Houtman, 1988:82-33;89)

number of pawnloans: 3000 a year
average loan sum : Rs 1000

50% of loans redeemed in two weeks
50% of loans redeemed in two months
interest rate 5% a month

1) annual turnover : Rs 3 million
2) average outstanding loan amount .
(1500 x 1000 / 24) + (1500 x 1000 / 6) = Rs 312,500
3) required working capital, assuming 10% idle csrital
110% x Rs 312,500 = Rs 343,750
L) interest received annually plus BTIT .
(1500 x Rs 50) + (1500 x Rs 100) = Rs 225,000
5) annual costs were as follows

BTT, 2% of Rs 3 million Rs60000
pawnshop licence Rs 1400
salaries (manager, accountant, clerks) Rs34800
shop rent Rs15000
urban quarter tax (estimated) Rs 250
rent of safekeeping facility at bank Rs 250
sundries (electricity, furniture, stationary) Rs 3300
total annual costs : Rs 115,000

6) annual return on capital ; (225,000 - 115,000) / 343,750 = 32 %

2. Data from an unregistered pawnshop-cum-jewelry store in
Colombo, Sri Lanka

number of pawnloans : 800 a year
average loan sum : Rs 2500

50% of loans redeemed in two weeks ;
50% of loans redeemed in two months
interest rate 7% a month ; no BTT charged

1) annual turnover : Rs 2 million

2) average outstanding loan amount
(400 x 2500 / 24) + (400 x 2500 / 6) = Rs 208,330

3) required working capital, -assuming 10% idle capital :
110% x Rs 208,330 = Rs 229,130

4) interest received annually :
(400 x Rs 175) + (400 x Rs 350) = Rs 210,000

5) annual costs were as follows (as far as known and
imputed to lending activities)
imputed salaries (4 co-managers) Rs 36000

shop rent Rs 10000
urban quarter tax Rs 125
rent of safekeeping facility Rs 125
sundries (estimated) Rs 2750
total annual costs Rs 49,000

6) annual return on capital
(210,000 - 49,000) / 229,130 = 70 %
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APPENDIX I (contined)

3. Data from a registered pawnshop in Sangli, India
(see Bastiaanssen: 42-43; Bouman, 1989: 97-98)

number of pawnloans : 300 a year
average loan sum : Rs 3000 (with duration of 3 months) ;
- Rs 1000 (for all other pawnloans)

15% of loans redeemed in 3 months

4L0% of loans redeemed in 6 months ;

35% of loans redeemed in 1 year ;

10% of loans redeemed in 2 years

- interest rate 2% a month '

The owner is the sole operator and has no hired help.

1) annual turnover p
(45 x 3000) + (255 x 1000) = Hs 390,000
2) average outstanding loan amount’
(45 x 3000 / 4) + (120 x 1000 / 2) + (105 x 1000 /1) +
(30 x 1000 / %) = Rs 258,750
3) required working capital, assuming 10% idle capital :
110% x Rs 258,750 = Rs 284,625
4) aun-ual interest received : 24% x Rs 258,750 = Rs 62,100
5) annual costs were as follows (estimated)

moneylending licence Rs 100
inspection charges Rs 500
insurance Rs 2000
safe locker Re 250
shop rent, imputed Rs 1000
tax / representation Rs 1150
sundries Rs_ 1000
total annual cost : Rs 6,000

6) annual return on capital : (62,100 - 6,000) / 284,625 = + 20 %



APPENDIX 1II

Gold Prices in India (Rs ser 10 graus)

AVERAGE AVERAGE
YEAR DPRICE TEAR DPRICE
1946=47 86.56 1975-76 515,10
1950-51 97.28 1976-77 545,50
1955-56 52413 1977-78 637433
1960=51 114,91 1678-76 994,64
1965=66 133,34 1679=30 1345,00
1970=71 134,96 1980-31 1610.2C
1671=72 200.15 195132 1655,00
1972-73 242,14 1583 (Febr.) 174C.C0
1973=74 389,23 1934 (Febr.) 1255.00
1974=75 519,1C (July) 1585.C0

1986 (April) 2200.,920

Source: C.P.S. Nayar (Fersonal Communication)
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