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Abstract
 

After outlining the institutional financial services
 
available to small and medium enterprises in Malawi, this paper
 
surveys Malawi's informal financial markets (IFMs). A detailed
 
report is then presented on the character and operations of a
 
katapila moneylender in Lilongwe, Malawi, based on an extended
 
interview. Information about the moneylender market is analyzed

in terms of themes from the literature on IFMs in developing

countries. One important finding is that the interest charges on
 
katapila loans are not justified by economic costs of doing

business. Finally, policy implications for promoting more
 
efficient finance are addressed.
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1. Introduction
 

Informal financial markets (IFMs) have gained respect­

ability. Not .long ago moneylenders were regarded as parasites who
 

exploited impoverished peasants. Today one reads more often about
 

how informal lenders provide efficient financial services to a
 

broad clientele that has been poorly served by formal-sector in­

termediaries (FIs). World Bank analysts formerly dealt with IFMs
 

as part of the problem facing small enterprises (Kochav, et al.,
 

1974); now they debate how informal markets can be nurtured as
 

part of the solution (World Bank, 1989). Fueling this transforma­

tion of opinion has been a growing body of research1 demonstrat­

ing that IFMs are less exploitative than formerly assumed, and
 

indeed quite well suited to administering financial services in
 

small doses. Research has also established that formal-sector
 

loan programs for "priority" groups such as small and medium en­

terprises (SMEs) are often costly failures, even to the point of
 

undermining the financial health of the institutions involved.2
 

Until very recently, research on IFMs largely bypassed
 

Malawi. After a brief survey of formal and informal financial
 

markets in Malawi, this paper provides a detailed portrait of an
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urban moneylender in Lilongwe. Moneylenders are usually highly
 

secretive; indeed some influential papers have dealt with the
 

subject on the basis of second-hand information. 3 In the present
 

case, I was able to arrange a candid interview with a prominent
 

katapila moneylender. Findings from the interview form the
 

"empirical" core of the paper.
 

As background, section 2 outlines the network of formal and
 

semi-formal FIs in Malawi, with a focus on services for SMEs. The
 

literature the country's IFMs is surveyed in section 3. Section 4
 

contains a detailed account of the katapila moneylending business
 

in Lilongwe. Section 5 analyzes this loan market in terms of some
 

basic debates about the character of IFMs in developing coun­

tries. Among other things, I document that sizeable monopoly
 

rents characterize the katapila loan market, suggesting a severe
 

lack of competition in serving the financial needs of large seg­

ments of the economy. Section 6 discusses what can be done to
 

supply more efficient and effective financial services to entre­

preneurs outside the narrow modern sector in Malawi. Section 7
 

offers concluding remarks.
 

2. Financial Services for SMEs in Malawi
 

Although credit services command center stage in most dis­

cussions of financial markets, deposit services are at least as
 

important. For many SMEs borrowing is imprudent, particularly if
 

loans are priced to cover ccsts. Virtually all SMEs, however, can
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benefit from having access to convenient, safe, and remunerative
 

deposit facilities for storing liquidity and accumulating capi­
4


tal.


Formal-sector deposit and credit services for SMEs
 

For such a poor country Malawi has a fairly well developed
 

infrastructure of deposit facilities serving economic centers
 

where SMEs cluster. The most convenient deposit institution for
 

most Malawians is the Post Office Savings Bank (POSB), which op­

erates more than 250 savings windows throughout the country. The
 

nation's two colaercial banks have regular branches only in urban
 

areas, but they operate agency offices in trading centers and
 

send mobile units to roughly 100 rural "stopping points" at least
 

once a fortnight. The mobile units only handle deposits, and not
 

loans. The New Building Society (NBS) also provides deposit ser­

vices in major urban areas. Finally, two leasing/hire-purchase
 

companies offer term deposits bearing the most attractive inter­

est rates in the country, but these companies are familiar only
 

to a small clientele.
 

Given this deposit infrastructure, one might suppose that
 

economic units with peak cash balances above some trivial thresh­

hold would hold a deposit account. In fact, only a minority of
 

Malawian SMEs patronizes these institutions.5 One contributing
 

factor may be that ex-post real deposit interest rates have been
 

negative since 1933.6 (Table 1 shows the structure of deposit
 

rates as of mid-1989). Patronage of institutional depositories is
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also inhibited by transactions costs (including time and travel
 

costs), minimum balance requirements: withholding tax (from which
 

POSB accounts are exempt), witbdrawal restrictions, and cultural
 

factors such as a reluctance to record finances, or discomfort in
 

dealing with formal institutions.7 Another reason that SMEs and
 

small savers may avoid formal deposit institutions is the absence
 

of reciprocal access to loans. Vogel and Burkett (1986), among
 

others, cite "reciprocity" as an important element in mobilizing
 

savings.
 

With few exceptions the only formal-sector credit sources
 

for SMEs are two specialized non-depository FIs: Indefund and
 

SEDOM. Indefund, one of three development banks, specializes in
 

serving medium-sized enterprises with loans ranging from $11,000
 

to $75,000 (using the 2.65 Kwacha/dollar exchange rate prevailing
 

in July, 1989). Indefund, however, is a low-volume business. By
 

mid-1989, after seven years of operation, the bank had approved a
 

cumulative total of barely more than 100 loans. 8
 

SEDOM, the Small Enterprise Development Organisation of
 

Malawi, extends a larger volume of credit to SMEs. Established in
 

1982, SEDOM offers commercial mini-loans ranging from roughly $40
 

to $1900, and term loans as large as $28,000, along with manage­

ment advice and procurement assistance. The interest rate is 18%.
 

At the end of 1988, SEDOM had 2300 loans outstanding, averaging
 

K4,100 ($1,500) (Beza, 1988). Because it faces a small average
 

loan size, a large burden of non-financial support for SME
 

clients, and a troublesome arrears problem, SEDOM has little
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chance of becoming self-supporting without major restructuring.
 

Also, not being a bank, the organization cannot accept deposits.
 

In summary, formal-sector deposit services are widely ac­

cessible, but not well patronized by SMEs. On the other side of
 

the ledger only one specialized (and subsidized) institution,
 

SEDOM, generates a sizeable volume of SME credit. The bottom line
 

is that well established small-scale entrepreneurs with legiti­

mate and productive credit needs--the tinsmith who could buy tin
 

sheets in larger lots to reduce the cost of frequent trips to the
 

supplier; 
the tailor who could buy bolts of cloth to prepare an
 

inventory of ready-made clothes for the harvest-season market;
 

the rural trader who could profit from acquiring a small pick-up
 

truck or a bicycle--typically have no access to formal-sector
 

loans.
 

Semi-formal institutions
 

As used here the term "semi-formal" refers to grass-roots
 

financial networks supported by a formal institutional structure.
 

In Malawi, three organizations fit this description: the NUSCCO
 

credit union system, the National Rural Development Program
 

(NRDP) program under the Ministry of Agriculture, and the nascent
 

Mudzi Fund.
 

MUSCCO9 is the national umbrella organization for an ex­

panding system of local. credit union (CUs). MUSCCO operations in­

clude assisting rural and urban groups to organize CUs; training
 

CU managers (who usually serve without pay); providing small
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seed-capital loans to new CUs; monitoring CU finances and opera­

tions; and extending loans through well functioning CUs to sup­

plement their lending capacity.
 

Individuals who join a CU build up credit ratings step by
 

step, beginning (after six months) with short-term loans against
 

their share-deposit balances. This has been called a "rachet"
 

loan system (World Bank, 1979). Most loans bear an interest rate
 

of 18%. Casual monitoring by MUSCCO officials suggests that loans
 

are used primarily for productive purposes, most often for buying
 

fertilizer. As of mid-1989 the CU system had 18,000 members with
 

an average deposit balance of K155 (nearly $60) per member. Al­

though the interest rate on CU share deposits is only 5% (plus
 

dividends, which are rare), these deposits qualify members for
 

loans and for life insurance,1 0 each of which may have a very
 

high shadow value for poor, liquidity-constrained Malawians.
 

In evaluating MUSCCO, two points stand out. First, CU mem­

bership is still miniscule compared to the potential market for
 

financial services,11 yet the system cannot grow hastily if
 

prudential standards are to be maintained. Moreover, the staying
 

power of local CU groups has yet to be demonstrated in Malawi.
 

Second, there is no realistic prospect that the MUSCCO organiza­

tion will be self-supporting for years to come.
 

The second source of semi-formal credit, the NRDP, provides
 

in-kind loans through "farmer's clubs." These loans reach both
 

farm and non-farm enterprises through fungibility effects, since
 

farmers who receive NRDP loans can reallocate their own cash to
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non-farm activities. Early farmer's club loan programs in Malawi
 

were acclaimed as successes (Schefer-Kehnert, 1980). More
 

recently, though, NRDP loans have been criticized severely for
 

reaching only the top echelon of villagers, for heavy-handed
 

foreclosure practices, and for inflexibility of the farn input
 

package. Program participation has declined sharply from a peak
 

of perhaps 16% of small-holder hguseholds.
 

A third semi-formal financial institution, the Mudzi Fund
 

("Village Fund"), is just moving from the drawing board to pilot
 

testing. Modeled after the Grameen Bank in Bangladesh, Mudzi Fund
 

field staff in the villages will help very poor farmers organize
 

savings and credit groups of five people each. Details have yet
 

to be finalized, and it will be years before the program can be
 

replicated widely. Also, like MUSCCO (and SEDOM), the Mudzi Fund
 

will depend on a donor lifeline for many years to come.
 

Overall, semi-formal FIs have begun penetrating the coun­

tryside with deposit and loan services that are packaged ap­

propriately for SMEs and low-income households. Nonetheless, for­

mal and semi-formal FIs taken together fall far short of satisfy­

ing the effective demand for financial services in Malawi. In
 

view of evidence from countries like Korea and India, or Nigeria
 

and Sierra Leone in Africa, 12 the obvious question to ask is
 

whether informal markets satisfy the enormous residual demands.
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3. Informal Financial Markets
 

This section briefly outlines traditional debt rela­

tionships as described by pre-independence anthropologists and
 

historians, and then surveys more contemporary accounts of IFMs
 

in Malawi.
 

Traditional debt relationships
 

In perhaps the most thorough account of traditional debt in
 

Malawi, van Velsan (1964) describes how among the lakeshore Tonga
 

people half the bridewealth payments took the form of a promis­

sory note 
(kalata) that was legally enforceable under traditional
 

law. Typically this debt remained outstanding throughout the
 

duration of a marriage, creating a social bond that strengthened
 

links between families of the bride and groom. The debt could be
 

forgiven if the marriage proved to be a 7.ong and happy one.
 

Van Velsen remarks (p. 125) that bridewealth debt was only
 

one example of "the countless number of debt relationships be­

tween individuals and small groups." 
Like kalata, many debt
 

claims remained dormant for long periods of time. Cash debts-­

often to finance trips to jobs in towns or in neighboring
 

territories--bore a flat interest charge of 100%, with no fixed
 

maturity. Exactly the same terms for cash debt 
are cited in
 

Rangeley's (1948) discussion of tribal law among the Chewa.
 

Rangeley adds that the ambiguous maturity led frequently to liti­

gation in tribal courts.
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Cash came into use in Nyasaland only in the 1890s, so tra­

dition debts were extended and repaid in kind. Rangeley states
 

that on such debts (ngongole) no interest was paid except in spe­

cial cases. In contrast, Chimango (1977) reports that loans of
 

millet for brewing beer were traditional repaid double. He notes,
 

though, that the "interest" charge was strictly a moral obliga­

tion associated with proper cultural behavior. Only the debt
 

principal was enforceable in traditional courts.
 

Chimango also gives a detailed description of katapila (or
 

chimbazo) loans. Traditionally, the term referred specifically to
 

loans co-sigred by a third party called the mboni, or witness.
 

The usual interest charge was 100%, while maturity wassubject to
 

negotiation. These katapila loans, including the mboni's obliga­

tion, were enforceable under tribal law. Chimango mentions in
 

passing (p. 83) "the problem of chronic indebtedness resulting
 

from usury in the villages."
 

These references indicate that debt relationships were per­

vasive in traditional Malawian society. Only a single reference
 

to deposit services could be found. Murray (1932, p. 293) noted
 

that "both Government and principal missions provide savings bank
 

facilities for natives." It is difficult to imagine that such
 

facilities were much used. Other sources suggest that Malawians
 

routinely hoard cash and often bury it, to the present day.
 

Contemporary reports
 

If historical accounts are spotty, contemporary research on
 

infurmal finance is also far from complete. An early sample sur­
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vey of rural industry and commerce in Malawi by Wood and Robinson
 

(1963) revealed that virtually only 5% of African businesses were
 

able to buy on credit (on 30-day terms) from suppliers. All
 

others had to pay cash. On the opposite side of the ledger, small
 

businesses often extended credit to final consumers at zero in­

terest. Field interviews conducted by the author indicated that
 

the same financial squeeze remains a fact of life for most
 

Malawian SMEs in 1989.13
 

In a similar vein, a 1936 sample survey of more than 1300
 

non-agricultural SMEs (READI, 1987) found self-finance to be the
 

predominant source of funds for both start-ups and expansions.
 

Fully 85% of respondents started out with no external finance,
 

even from relatives and friends. Of those reporting expansion
 

(52%) only 3% used outside finance for this purpose. Nearly 70%
 

of all respondents identified lack of finance as the single major
 

constraint facing their business.
 

Both the early Wood-Robinson report and the READI study
 

suggest that SMEs use very little informal finance. Chipeta and
 

Mkandawire (1989), however, record a large volume of informal fi­

nance flowing through a variety of channels. Their paper presents
 

a preliminary analysis of a sample survey of 1611 households. Ex­

trapolating from survey data, Chipeta and Mkandawire (henceforth
 

C-M) calculate that informal credit in Malawi totaled roughly
 

K250 million in 1988. For comparison, the IMF International
 

Financial Statistics Yearbook (1989) reports that claims on the
 

private sector by deposit money banks plus other banking institu­
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tions totaled K288 in 1988. Common forms of informal finance in­

clude loans from employers, landlords, friends, relatives. Most
 

are short-term transactions at zero or near-zero nominal interest
 

rates. Survey responses indicate that informal loans often fi­

nance business spending, including farm fertilizer purchases.
 

Notably missing from the C-M survey is information on suppliers
 

credit.
 

To reconcile the C-M household survey with other evidence
 

on SME finance one may conclude--pending better information--that
 

informal loans commonly supply working capital for SMEs, but a
 

large residual demand for working capital remains, and investment
 

finance is virtually absent.
 

The C-M study also provides clarification about the status
 

of rotating savings and credit associations (ROSCAs) in Malawi.
 

One previous study (Reeser et al., 1989) contended that ROSCAs
 

are not typically found in Malawi. Another (Miracle et al., 
1980)
 

cited the widespread presence of small ROSCA groups called
 

chilemba, or chilvelano, or katapila. As explained by C-M, the
 

first two terms (as well as chiperegani) are traditional forms of
 

cooperative consumption entailing reciprocal obligations, but not
 

lending or borrowing per se. The practice has evolved, however,
 

into cash arrangements that amount to ad hoc ROSCAs, typically
 

with two partners and very short duration. As seen above, the
 

term katapila refers to moneylending. In this regard, the C-M
 

survey found a growing number of (apparently non-rotating)
 

savings and credit associations (SCAs), some of which generate
 

income through lending to non-members on katapila-like terms.
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Besides SCA loans made to non-members, the only significant
 

source of arms-length informal credit found by C-M was from
 

katapila moneylenders, including farmers, salaried employees, and
 

businessmen. Very few depended entirely on moneylending for their
 

income, though one-fourth devoted at least half-time to these ac­

tivities. The distribution of interest charges was bi-modal, with
 

typical charges of 50% or 100% over the life of a loan (most
 

often one month). Note that these are charges, not annualized
 

rates of interest. Based on their interview data, C-M estimate
 

total katapila lending at K9.6 million, or 3% of estimated total
 

informal finance in Malawi.
 

In summary, one can read the available evidence as showing
 

that informal finance is thriving in Malawi. On second glance,
 

though, signs point to a striking paucity of IFM services for
 

SMEs. Stable, organized ROSCAs are uncommon. Access to supplier
 

credits is exceptional. Many informal institutions found in other
 

LDCs--such as market banks, deposit collectors, money guards, fi­

nance companies, or pawnshops--are absent altogether. Money­

lenders there are, but evidence suggests that they finance ex­

igencies far more than directly productive activities.
 

Financial transactions among close associates are com­

monplace, yet only a small volume of finance flows through what
 

might be considered an informal market. While clearly Pareto­

superior to no finance at all, transient small-group transactions
 

are poor substitutes for markets. Such narrow-scope finance is
 

second only to pure self-finance in creating fragmented saving
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flows and concomitant marginal product divergences. Such finance
 

also entails a minimum degree of competition among lenders. And
 

with zero (or near-zero) nominal interest rates being charged, it
 

does nothing to screen out low-productivity uses of funds. Al­

though numerous SMEs may find ways to top up self-finance with
 

short-term loans from primary contacts, most have little ultimate
 

recourse to financial services from either formal or informal
 

markets.
 

I turn now to filling in some details about one of the few
 

sources of arms-length credit in the network of IFMs: katapila
 

loans.
 

4. Portrait of a Katapila Moneylender
 

Making Contact
 

This section reports on an extended interview with a full­

time katapila moneylender in Lilongwe, Mr. Ch . The interview
 

was arranged by our study team's driver, Yusuf Kandango, who hap­

pened to have patronized the moneylender on more than one occa­

sion through a colleague at work. Because the man's reputation
 

was well known, Yusuf presumed that he operated openly and had no
 

cause for secrecy. This presumption proved incorrect. When we en­

tered his small, three-room, cement-block home on the outskirts
 

of the city, Mr. Ch became visibly angered and distressed.
 

Both Yusuf and I were interrogated heatedly, in an atmosphere of
 

considerable tension. Initially the moneylender refused to pro­
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vide any information: he was a private businessman whose ac­

tivities were of no concern to anyone else. Gradually, though,
 

his anger subsided. Mr. Ch settled into his old, soft chair,
 

placed his bare, calloused feet on the coffee table, and began
 

talking about his business.
 

The katapila moneylender and his business.
 

The moneylender's "office" was his living room, which was
 

just large enough for an old couch, two chairs, an old coffee
 

table, and a wooden cabinet with a lock. One bare light bulb hung
 

from the ceiling. His clothing, like the house, lacked any sign
 

of ostentation. Mr. Ch started moneylending on a part-time
 

basis in Zomba, where he worked for forty years as a cook for a
 

prominent Englishman. After retiring in 1973 with a gratuity of
 

K1000 he moved to Lilongwe and began lending money professional­

ly. Mr. Ch lends only his own funds. Even without leverage,
 

he has accumulated enough wealth to own three houses outright
 

(including his residence), in addition to holding a large port­

folio of loans and a depoit account of unstated size at the NBS.
 

Mr. Ch was reviewing his accounts when I arrived. He
 

hastily locked the records away in a plain wooden cabinet, but
 

later took them out to show me the extent of his business.
 

Literally hundreds of accounts were updated regularly in very
 

neat handwriting on ordinary lined paper. The loans ranged in
 

size from K14 to K2500. Most were on the order of K50-400, with
 

the median falling roughly in the middle of this range. Even
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though Mr. Ch is out doing business from 6 AM to 6 PM each
 

day, his loan volume reflects the fact that he operates through a
 

network ef agents located throughout the city. These agents are
 

old and trusted customers. Mr. Ch claims to have agents in
 

workshops, markets, and offices all around the city--including
 

banks and ministries. That very day he had issued a K2500 loan to
 

a foreign embassy employee who had been referred by an agent. He
 

proudly displayed a letter, typed in English and stamped with the
 

embassy seal, confirming the man's employment. In a second let­

ter, typed in Chichewa, the borrower acknowledged the debt and
 

promised to repay K3500 with the provision that "if I do not
 

repay in one month Mr. Ch__ will get my house" (Yusuf's trans­

lation).
 

Other than its unusual size, this particular loan il­

lustrates standard features of the moneylender's business. First,
 

the loan bears an interest charge of 40% (borrow K2500, repay
 

K3500), falling due in one month. The interest charge does not
 

compound if payment is overdue. These terms would yield a gross
 

return in excess of 5000% per annum with timely repayments and
 

prompt turnover. Apart from occasional interest-free loans as fa­

vors to regular customers, the same 40% charge applies to all
 

direct loans, large or small. Loans issued through agents bear a
 

50% charge, with the additional 10% accruing to the agent.14 Even
 

an impoverished mother who needed money to buy medicine for a
 

sick child would pay the same charge. "After all," said Mr. 

Ch , "this is my business. No one expects me to give money 

http:agent.14
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away." Besides, he added, "we do not charge much." Compared to
 

the traditional 100% charge on katapila loans (Chimango, 1977),
 

the price of funds is superficially moderate; then again, on tra­

ditional loans the maturity was not fixed at one month.
 

When necessary Mr. Ch adjusts the repayment schedule
 

to fit a borrower's income stream. For example, a man earning
 

only K30 per month might be allowed to borrow K40 on the condi­

tion that he repay K56 (still a gross 40% markup) in four in­

stallments of K14 each. Such installment agreements, however, are
 

exceptional. One month is the standard.
 

The embassy employee's debt is typical of large katapila
 

loans in that it is based on a formal written agreement, and
 

secured with specific collateral. When issued through an agent,
 

such loan papers are cosigned by the intermediary. Even though
 

the moneylender's business is unlicensed, these "contracts" (as
 

he called them) are fully enforceable in traditional court, which
 

operates in Malawi as a parallel system of justice. A borrower
 

failing to repay on time is visited by the moneylender and en­

couraged to work out the loan.15 Then he is sued, if necessary.
 

The court usually binds the debtor to a repayment schedule. Wages
 

are sometimes attached. Refusal to abide by a court decision can
 

result in contempt charges that can be punishable by fines, con­

fiscation of property, or jail. For the moneylender the legal
 

procedure is simple, inexpensive, quick, and effective.
 

Loan contracts can also be collected through other chan­

nels. Mr. Ch told of one instance where a school teacher
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borrowed K400 and was killed in an automobile accident the same
 

night. The man's father honored the debt in full, though he had
 

not cosigned the agreement. In other cases outstanding debts were
 

paid by the borrower's brothers.16 Also, the mboni who cosigns a
 

katapila loan is ultimately responsible for repayment.
 

This effective enforccment system minimizes bad debt risks,
 

but does not eliminate risk costs entirely. Tardy repayments
 

still cost the lender the time required for dunning and for court
 

appearances. When liquidity happens to a binding constraint on
 

business, the lthat could have been earned by turning funds over
 

in new loans. In addition, a favorable court decision is not
 

certain (Chimango, 1977). On occasion the court upholds repayment
 

of principal only. As Mr. Ch_ explained, "some we lose, some
 

we win." He gave the distinct impression, however, that winning
 

was far and away the more familiar outcome. The lender faces an
 

associated risk of recalcitrant debtors filing complaints with
 

the police, including charges of misdeeds. Ironically, such com­

plications are more likely on loans to affluent and sophisticated
 

debtors than on loans to poorer, more traditional customers.
 

By no means all borrowers are office workers with bank ac­

counts and homes to be attached. Many small loans go to poor
 

families, workers, and small entrepreneurs. Mr. C 's commer­

cial customers included shopkeepers, garment makers, fishsellers,
 

grocers, and vendors. Loans are used for buying food and clo­

thing, for medical care, funerals, and trips, and for financing
 

working capital. When asked how a shopkeeper could turn a profit
 

http:brothers.16
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when borrowing at 40% interest, Mr. Ch replied that it was
 

not his business to know such things.
 

Although the moneylender deals with all types of customers,
 

he does exercise selectivity. One task of his agents is to screen
 

out unreliable customers and to vouch for those who get loans.
 

Mr. Ch turns down requests from individuals who have not
 

repaid previous loans promptly, or who are known to be wasteful.
 

If nothing is known about an applicant, the lending decision is
 

delayed for a day to allow an informal investigation to be con­

ducted through a network that includes three other prominent
 

katapila moneylenders in the city. (Mr. Ch acknowledged
 

being one of four "big men" in the business in Lilongwe.)
 

Still, it is interesting to find that the moneylender does
 

not have an intimate direct knowledge of his customers, as com­

monly asserted in the literature on informal lending. Mr. Ch
 

admitted that he is often unable to judge who is good and who is
 

bad, in part because a person's behavior can change. A good
 

customer in the past may now have more children to feed, or busi­

ness problems, or new obligations to the extended family. It is
 

difficult, he said, to trust anyone. Still, he affirmed confi­

dently that his information was better than that to which a bank­

er would have access.
 

In view of his age and affluence, I inquired about why he
 

continued working each day from dawn until dusk, rather than
 

relaxing and enjoying his wealth. His long response boiled down
 

to a simple desire to accumulate wealth. When asked whether he
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perceived himself as providing a service to his clients, Mr.
 

Ch paused, as if never having given this a thought, and
 

responded with a wide grin: "I help them, and they help me." His
 

emphasis was decidedly on the latter half of the declaration.
 

5. Implications for the Economic Analysis of IFMs
 

This section assesses the katapila loan market in light of
 

some on-going controversies and stylized facts about IFMs in de­

veloping countries. Until better information becomes available
 

the analysis is necessarily tentative.
 

One major point of contention in the literature concerns
 

the justificatioii for interest rates on IFM loans. Many observers
 

explain high interest rates in terms of the economic costs of
 

lending to very small borrowers, including administrative costs,
 

risk costs, and the opportunity cost of funds (Long, 1968; Bot­

tomley 1975). In effect, lending rates are regarded as market­

driven efficiency prices, given the information and enforcement
 

constraints characterizing IFMs. A dissenting minority, following
 

Bhaduri (1977), still views moneylender interest rates as monopo­

listic and exploitative.
 

The facts available here do not support a precise computa­

u
tion of Mr. Ch 's business costs, but an illustrative cal
 

culation suggests that his interest charges are far too high to
 

be efficiency prices. The methodology used here is to fill in
 

data gaps with assumptions that exaggerate costs and understate
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revenues, and then to show that even under these favorable as­

sumptions the efficiency-price hypothesis can be rejected.
 

Consider a lender holding a stable volume of 300 outstand­

ing loans, 1 7 with an average principle of K200, due in one month
 

with an interest charge of 40%. For lack of a hard figure on pay­

ment delays, assume that the average loan actually takes two
 

months to collect, so 1800 loans turn over each year. Suppose
 

further that the moneylender suffers a complete loss of interest
 

plus principal on 5% of each round of loans. These assumptions
 

imply that the katapila lender's gross revenue every two months
 

is 40%x(l-.05)xK60,000 = K22,800. Even without compounding the
 

return, gross annual revenue totals K136,800.
 

Against this revenue the lender's economic costs must be
 

deducted. The assumed 5% bad debt rate means a loss of principal
 

totaling K18,000 per year (K3,000 every two months). Suppose that
 

the lender's time--including time spent on issuing new loans,
 

managing active accounts, collecting maturing debts, and pursuing
 

overdue payments--is valued at K20,000 per year (an extremely
 

high salary in Malawi). Administrative costs are miniscule, say
 

K1000 per year.
 

On these assumptions the annual cost of doing business (ex­

cluding the opportunity cost of capital) totals K39,000, leaving
 

a net profit of K97,800. The corresponding rate of return on cap­

ital equals 163% per annum.18 As long as the opportunity cost of
 

capital is lower than 163% the moneylender earns economic prof­

its. In point of fact, Mr. Ch holds his liquid asset in­

http:annum.18
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ventory in a savings account at the New Building Society, which
 

pays a nominal interest rate of 10.75% p.a., less 10% withhold
 

tax. The inflation rate (26% and falling over the 12 months to
 

July 1989) provides an approximate rate of return on the alterna­

tive of holding liquidity in the form of real goods. Even using
 

double the inflation rate as the opportunity cost of funds, the
 

moneylender earns economic profits in excess of 100% per annum.
 

Only a fraction of gross income, therefore, is justified by
 

the economic costs of doing business, even on assumptions that
 

deliberately exaggerate costs and understate revenues. Either the
 

katapila lender earns huge monopoly rents, or he faces large hid­

den costs or uncertainty premia. On the latter, there is no in­

dication that bribery payments are an important charge (and even
 

if they were, they would be rent transfers rather than economic
 

costs of doing business).
 

A potential source of monopoly profits is not difficult to
 

discern: if indeed four "big man" katapila lenders dominate the
 

market in Lilongwe, setting similar terms and sharing information
 

about debtors, the market structure is highly non-competitive.
 

This hypothesis is supported by the fact that Mr. Ch 's in­

terest charges have been invariant for many years despite large
 

variations in the rate of inflation, the health of the economy,
 

and the availability of bank credit to the private sector. The
 

price of katapila loans has not responded to changes in supply
 

and demand to clear the residual market, in a manner described by
 

Roemer (1988) among others.
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The puzzle, then, is to explain why this market has not yet
 

become more competitive, driving the price down to the economic
 

cost of supplying credit. There are no obvious scale economies or
 

economic barriers to entry, and it is implausible that only a
 

handful of people have any spare liquidity to lend. Even a small
 

stock of seed capital would mushroom quickly at prevailing rates
 

of return. In addition, there is no indication that official
 

repression or licensing restrictions has blocked entry. Tndeed,
 

Chipeta and Mkandawire (1989) report that the number of lenders
 

in the market (at least part-time) has grown rapidly during the
 

past decade, including savings and credit associations which lend
 

on katapila terms. Judging from the stickiness of loan prices,
 

however, the growth supply has not outpaced demand.
 

A common tale told in the literature is that monopoly power
 

arises because lending is confined to highly localized social
 

spheres, due to the lender's need for intimate knowledge of bor­

rowers, for social leverage in lieu of collateral, or for op­

portunities to recover debt through interlinked contracts. In
 

Malawi, however, this tale has little relevance because informal
 

debt contracts are legally enforceable. Urban moneylenders need
 

not and do not restrict lending to a narrow ring of clients with
 

whom they have long-standing direct contacts.
 

In other ways, though, social relationships may help ex­

plain the lack of competition in the katapila loan market. At
 

work may reputation effects and cultural attitudes regarding
 

debt, including shame and stigma attached to both borrowing and
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pursuing borrowers. Suppose these attitudes are in fact
 

prevalent. Then (i) borrowers will pay a premium to deal with an
 

established lender with a reputation for confidentiality; (ii)
 

borrowers will pay a premium to avoid an embarrassing searching
 

for bargain terms; (iii) most people with liquitd capital will
 

forego a higher return to avoid the stigma of having to pursue
 

debtors; and (iv) lacking a reputation for pursuing debtors, new
 

lenders would encounter higher default rates than established
 

lenders. Allegiency reinforces the last point: an established
 

lender is more likely to be repaid because borrowers can be more
 

confident that "he will be there when I need him again." In
 

short, the monopoly profits may reflect social scarcity rents
 

that newcomers will not readily undercut.1 9
 

While intriguing, this cultural explanation is not fully
 

satisfying because similar stigmas are present in other countries
 

where informal financial markets are far more active than those
 

in Malawi. Whatever their actual cause, the high interest rates
 

on katapila loans clearly cannot be explained by actual or ex­

pected bad debt costs. Bad debt risk is simply not a major prob­

lem in this market. What Bhaduri (1977) called "borrower's risk"
 

is more evident than lender's risk. In Bhaduri's analysis lenders
 

gain and borrowers lose from default because of exess collateral.
 

In Malawi, however, borrower's risk stems simply from the fact
 

that high-interest contracts are fully enforceable. Excessive
 

collateral is not a standard feature of katapila contracts (the
 

large embassy employee loan being an exception). Also, such col­

http:undercut.19
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lateral may be overturned in traditional court. Under these cir­

,umstances lenders do not encourage default, which imposes time
 

costs and reduces the return on capital.
 

The katapila loan market also differs from the prototype
 

moneylender market in that it is not splintered among highly
 

localized groups. Nevertheless the market is segmented in impor­

tant respects. Lenders do not mobilize funds from the community,
 

so there occurs no intermediation of savings in general. Further­

more, there is little or no intermediation of funds between
 

market areas (e.g., between Lilongwe and Blantyre).
 

It is notable, too, that screening and rationing are found
 

in the katapila loan market. Mr. Ch does not stand ready to
 

satisfy the demand for credit at the market price. Rather, he
 

denies loans to applicants who are regarded as substandard in
 

terms of character or credit history. The presence of unsatisfied
 

demand market cannot be due to having the interest rate set below
 

equilibrium. If anything the interest rate is well above the
 

supply price of credit, and liquid reserves are held at the same
 

time that as borrowers are turned away. Such credit rationing is
 

normally explained in terms of asymmetric information and adverse
 

selection (Stiglitz and Weiss, 1981). To Mr. Ch , the cost of
 

lending to sub-standard borrowers is not so much the expected
 

loss of principal, but rather the decline in yield when repay­

ments are delayed (since interest chargeq are not compounded).20
 

During periods when liquidity is not a binding constraint lending
 

(i.e., when deposit reserves are available), tardy repayments do
 

http:compounded).20


25
 

not even cause loss of turnover. Even so the moneylender faces a
 

time constraint; hence pursuing debtors displaces the development
 

of new business. The prospect of lost yield and lost time are in­

centives for reject loan requests that fail to satisfy a thresh­

hold condition involving the likelihood of trouble-free repay­

ment.
 

One further characteristic of the katapila market warrants
 

particular attention: loans to entrepreneurs. In the literature
 

on IFMs, small enterprises are said to prefer borrowing from
 

moneylenders because such loans can be arranged promptly, involve
 

low transactions costs, and bear no restrictions on the use of
 

funds. These attributes apply fully to the katapila market in
 

Malawi. Yet it remains to be demonstrated that SMEs can finance
 

productive investments using short-term loans at extremely high
 

interest charges.2 1 It is true that when small businesses borrow
 

they must expect a return in excess of the cost of funds. At the
 

same time it would be astonishing to find investments yielding a
 

return of more than 40% per month in the normal course of busi­

ness, given that most SMEs operate in intensely competitive in­

dustries. (At such profit rates small businesses would not be
 

small for long.) Lacking direct evidence, small business
 

patronage of the katapila market is understandable only as a
 

response to severe and temporary liquidity constraints, or un­

usual and fleeting opportunities.
 

Even though we lack a good understanding of why SMEs borrow
 

on very unfavorable terms, it is quite clear that a profitable
 

http:charges.21
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market exists for loans bearing interest rates far higher than
 

those currently charged by formal and semi-formal. institutions in
 

Malawi. Robust activity and high monopoly rents in the urban
 

katapila loan market also imply that moneylenders face insuffi­

cient competition from alternative agents, be they formal or in­

formal. Thus, pending future research to the contrary, Malawi's
 

IFMs appear to be highly underdeveloped in terms of mobilizing
 

savings and allocating funds to productive investments. 2 2
 

6. Discussion: Implications for Policy
 

Competitive, efficient, and well-integrated financial
 

markets yield important gains to savers, investors, and the econ­

omy at large. The obverse holds, too: in the absence of such
 

markets, potential gains in welfare, efficiency and growth remain
 

unrealized. The vast majority of microenterprises and SMEs in
 

Malawi appear to have very limited access to external finance,
 

and face an added handicap in that appropriate deposit services
 

are unavailable for storing liquidity or accumulating savings. A
 

broad and vital set of markets is missing. But what is the policy
 

significance of this observation? Can anything be done to develop
 

more effective deposit and loan services for small savers and
 

small borrowers? One answer is that transactions costs are
 

prohibitive. Experience in many other countries, however,
 

demonstrates that small enterprises and low-income households can
 

be much better served through either informal markets or through
 

http:investments.22
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innovative formal-sector programs.2 3 The follow-up question,
 

then, is how can policy promote this objective?
 

Promoting More Efficient IFMs.
 

If the depiction in this paper of IFMs in Malawi is at all
 

accurate, there exists considerable scope for deepening and
 

diversifying these markets. In the market for katapila loans, for
 

instance, added competition could move the market to an equi­

librium where credit is less expensive and more readily avail­

able. There is also a need to expand the use of supplier credits,
 

and for introducing a range of new and appropriate services in­

cluding pawnshops, market banks, and deposit gathers.
 

One lesson of experience in cther countries is that in­

formal financial markets tend to expand in response to repression
 

of the formal market, but this is not a constructive basis for
 

policy. A more positive policy proposal for promoting informal
 

markets is to eliminate government restrictions that hinder their
 

growth. In Malawi, however, overt restrictions have not been a
 

major factor explaining the embryonic state of the IFMs.
 
I 

Given the inherently bureacratic nature of government pro­

grams it is tempting to conclude that government can do nothing
 

to foster informal markets beyond establishing a facilitating
 

legal environment and then standing aside. A clumsy elephant
 

can't be asked to knit even if there is a demand for shawls. I
 

contend, however, that government can pursue limited, indirect
 

actions to help nurture IFM development. As an example, municipal
 

http:programs.23
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uLhorities, who regulate local markets, might be instrumental in
 

establishing local market banks. Or the Ministry of Trade, Indus­

try and Tourism and the Chamber of Commerce might cooperate in
 

organizing workshops to address the barriers that inhibit more
 

widespread use of supplier credits (including the sensitive issue
 

of communal distrust). At a miminum the government can encourage
 

informal financial markets by broadcasting information to poten­

tial financial entrepreneurs about the legal environment, busi­

ness opportunities, and techniques for establishing informal
 

saving and credit associations. These are all low-cost options
 

that can be pursued without introducing the heavy hand of
 

bureaucracy into the informal market mechanism. Even such limited
 

efforts to intensify competition and diversify IFMs will pay off
 

if they help to promote more affordable and better integrated
 

flows of informal finance for SMEs and low-income households.
 

Linking Informal and Formal Markets
 

An intriguing concept that has been on the table for dis­

cussion at least since 197324 is to service small borrowers and
 

savers by linking formal and informal financial markets. One
 

proposal is for commercial banks to use informal lenders as
 

agents, to take advantage of their low transactions costs, great
 

flexibility, ready availability to borrowers, astute knowledge of
 

local conditions, and recourse to social sanctions. Alternative­

ly, the arrangement may simply involve providing financial
 

leverage and secure deposit facilities for informal groups or
 

agents.
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In many contexts formal-informal links appear spontaneous­

ly. Long before government credit programs were introduced in In­

dia, for example, a large volume of bank funds was being chan­

neled to SMEs in Bombay through informal intermediaries (Timberg
 

1979). Seibel (1988) reports finding links between informal
 

deposit collector,. and banks in West Africa. In many countries
 

loans from suppliers are routinely financed (indirectly, at
 

least) with bank loans or overdrafts. Even Mr. Ch , the
 

katapila moneylender, maintains an account at the New Building
 

Society for holding liquidity.
 

It is hard to find successful policy measures to this end,
 

however. A major effort in India in 1972 floundered when the
 

Reserve Bank and traditional indigenous bankers could not reach
 

an agreement on terms for channeling loan funds (Timberg 1979, p.
 

20). The World Development Report J.989 (p. 119) recommends
 

"building upon, not supplanting, the existing arrangements" found
 

in LDCs, but the few examples cited therein entail little more
 

than upgrading ongoing savings and credit groups. Perhaps it is
 

best to let links develop of their own accord, while directing
 

scarce policy capacity to other programs for deepening financial
 

markets.
 

Cost-effective Institutional Financial Services for SMEs
 

Efforts are underway in Malawi to develop credit unions, to
 

improve the effectiveness of farmers-club loans, and to establish
 

the Mudzi Fund as a bank for the rural poor. Programs are also ,,k
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place to support non-bank FIs such as SEDOM that specialize in
 

SME loans. With the possible exception of the farmers-club loans,
 

these programs are nowhere near achieving either broad penetra­

tion of the market or self-supporting operation. In contrast, the
 

POSB and the commercial banks have both a physical presence that
 

spans the country and a demonstrated capacity to stand on their
 

own financial feet. Innovative financial technologies might
 

enable these institutions to serve the latent SME market effec­

tively and profitably.25 Introducing formal-sector competition
 

into this markets would also erode the monopoly power of the
 

moneylenders, thereby reducing the cost and augmenting the supply
 

of credit throughout the economy.
 

Financial market interventions have earned a world-wide
 

reputation for counter-productive effects. Yet many analysts ac­

knowledge the value of what Cho and Khatkhate (1989) call
 

"market-promoting" interventions in countries where financial
 

markets are poorly developed and non-competitive. Measured inter­

ventions can help stimulate the innovations needed to service
 

SMEs. For Malawi, one basic innovation would be simply to license
 

new banks, to break up the present duopoly. Beyond this,
 

temporary subsidies and technical assistance are needed to sup­

port pilot testing of innovative bank programs and to underwrite
 

the unavoidable costs of learning and adjustment.
 

It is beyond the scope of this paper to examine in detail
 

the possible innovations, but a few examples can be suggested.
 

Commercial banks might test-market "high" interest rate loans to
 

http:profitably.25
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non-traditional clients, to explore risk-return trade-offs in
 

this market. They might experiment with "ratcheted" loans to
 

small customers, where savers initially qualify for loans against
 

deposit balances and then gradually work up to larger loans-­

emulating procedures used by the credit unions. Banks might also
 

try upgrading rural units into profit centers offering ratchet
 

loans with highly simplified procedures, including use of a local
 

mboni witness as character reference in lieu of collateral. With
 

the addition cf loan functions rural units could generate direct
 

revenues and (by offering reciprocity) attract more deposits.
 

Similarly, the POSB might be restructured as a savings and loan
 

organization, issuing small ratchet loans based on a minimum of
 

paperwork. Also, lending programs tied to government procurement
 

can be developed, using escrow accounts to assure timely release
 

of government payments to SME suppliers. 2 6
 

Among others, Ashe and Cosbett (1989), Christen (1989),
 

Pulley (1989), and Snodgrass and Patten (1989) provide insightful
 

guidelines about how to make such programs work. One critical
 

factor is that interest rates must at least cover the variable
 

costs of operation. This requires a higher lending rate on small
 

credits than on standard loans. For a loan program to penetrate
 

the SME market it is essential, too, for procedures to be ex­

tremely simple, with repayment being motivated by the structure
 

of the program rather than requiring costly supervision or heavy
 

collateral. One design concept that has worked well in Indonesia
 

is to levy an interest rate surcharge that is returned to the
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32
 

borrower upon satisfactory repayment. Regulatory and legal
 

changes may be needed, as well.
 

Government-directed forced lending is neither necessary nor
 

constructive. Policy efforts to engage formal-sector FIs in ex­

periments to service the SME market are vastly more difficult if
 

the FIs are reluctant partners. Lack of a commitment by top bank
 

management can be a huge stumbling block to successful, cost­

effective innovation. Moreover nothing is to gained in the long
 

run by having bureaucrats usurp responsibilities of the bankers.
 

7. Conclusions.
 

Given the huge gaps that exist in the network of institu­

tional finance in Malawi, one would expect informal financial
 

markets (IFMs) to be thriving. By all appearances, though,
 

Malawi's IFMs are themselves quite rudimentary. Short-term, zero­

interest loans among friends, associates, and relatives are com­

mon, but many informal financial services found in other LDCs are
 

either underdeveloped or absent. Overall, small enterprises in
 

Malawi operate in a world not too far removed from pure self fi­

nance. More field study is certainly needed, however, to provide
 

a more accurate picture of the status of IFMs and SME finance in
 

Malawi, and their evolution as the economy develops.
 

Malawi's katapila moneylenders, the main focus of this
 

paper, appear to be quite different from informal financiers de­

scribed in other countries. They charge interest rates far higher
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than the economic costs of doing business, yet their contracts
 

are enforceable in traditional court. They earn large monopoly
 

rents, even though the market has no overt entry restrictions,
 

and close social ties with borrowers are not a prerequisite for
 

lending. Overall, the evidence indicates a great need for in­

creased competition and diversity in the informal financial
 

markets.
 

The role of government in this process is necessarily
 

limited, but more can be done than simply adopting a stance of
 

benign passivity. The "market promoting" interventions most like­

ly to be effective are those directed to formal-sector institu­

tions. Both incentives and assistance can be provided to facili­

tate testing of innovative programs to deliver low-cost financial
 

services to non-traditional clientele.
 

Special efforts to develop Malawi's financial markets
 

deserve a high priority precisely because these marcets are so
 

underdeveloped and so essential. Broader and deeper financial
 

markets yield major gains by mobilizing and intermediating
 

savings more efficiently. At the micro level, providing secure
 

and remunerative deposit facilities for storing liquidity and ac­

cumulating savings will generate direct utility gains. Improving
 

access to finance will enable entrepreneurs take advantage of
 

income-generating opportunities and to smooth out income fluctua­

tions. Banks, too, will benefit if they can develop financial
 

technologies to operate profitably in the large, latent SME
 

market. Malawi is too poor to undertake financial market programs
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as redistribution schemes, but it is also too poor to forego the
 

efficiency and growth advantages of financial deepening.
 

Two final remarks will help to place the discussion in per­

spective. First, the relationship between finance and development
 

is interactive. Deepening financial markets works no magic if it
 

is not supported by developments in the economy at large. Efforts
 

to increase agricultural productivity, maintain incentives for
 

efficient industrial growth, and improve education and training,
 

inter alia, must underpin successful development.
 

Second, it must be kept in mind that credit is a double­

edged tool. While it can accelerate development of small enter­

prises, it can also be a fatal burden when used indiscretely. The
 

goal, therefore, is not simply to extend more credit to SMEs, but
 

rather to make more widely available an efficient mix of competi­

tive financial services--deposits as well as loans--through for­

mal., semi-formal, and informal institutions.
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Endnotes
 

* Associate Professor of Economics, Northeastern University 
and Visiting Scholar, Harvard Institute for International Devel­
opment. The paper is based on information compiled in Malawi dur­
ing July, 1989 as member of a team headed by Donald Mead (under 
USAID Contract No. DAN-5426-C-00-4098-0). Special thanks are due
 
to Professor Mead, Yusuf Kandango, Francis Makoza, Gilbert Lengu,
 
and to Mr. Ch -, the katapila moneylender who shared business
 
information on the condition that his identity remain confiden­
tial. Others providing helpful assistance include Pauline Peters,
 
Robert Young, Roberta Mahoney, Don Henry, Clay Westcott, George
 
Butler, and the many individuals interviewed in Malawi. Any er­
rors are my sole responsibility.
 

1. The World Bank (1989) reviews this literature and pro­
vides an extensive bibliography.
 

2. This is not always so. The World Development Report 1989
 
notes that laissez-faire is not necessarily the best policy: "in
 
some countries well-designed credit programs undoubtedly did im­
prove resource allocation" (p. 58). Cho and Khatkhate (1989) con­
clude that interventions played a constructive role in Korean de­
velopment. Bolnick (1987) makes a similar case for Indonesia.
 

3. Timberg (1979, p.31) acknowledges having relied on
 
second-hand sources for information on the "commercial finan­
ciers." in India. A later version of this study is Timberg and
 
Aiyar (1984). Wilmington (1955) reports that government officials
 
were the source nf information on moneylenders in northern Sudan.
 

4. For example, Ashe and Cosslett (1989, p. 28) report that
 
by the end of 1984, Rural Banks in Ghana served over 220,000
 
deposit customers but less than 32,000 loan clients.
 

5. This observation is based on field interviews. Available
 
statistics do not enumerate the number of accounts, let alone by
 
type of depositor.
 

6. Formal interest rate controls were eliminated in 1989 as
 
part of a structural adjustment program. The banks responsed with
 
a move to reduce deposit rates, prompting the Reserve Bank to in­
tervene with "advice" on interest rates. (Source: interviews at
 
the Reserve Bank and the commercial banks.) With a duopoly bank­
ing system--particularly under credit ceilings--government inter­
vention may hold deposit rates above where they would otherwise
 
be.
 

7. Shipton (1989) found that smallholders in the Gambia
 
avoid formal-sector deposit institutions in part because of illi­
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quiditv preference. They want to hide assets to keep them out of
 
reach of relatives and friends, without having to deny their loan
 
requests. One might contend that Malawians are simply too poor to
 
save, but this claim is refuted decisively by experience such as
 
that of the Grameen Bank in Bangladesh and the Syndicate Bank in
 
India (see Timberg, 1988).
 

8. Source: documents made available through AID's READI
 
Project Office in Lilongwe.
 

9. NUSCCO = Malawi Union of Savings and Credit Co­
operatives. Information on MUSCCO is based on interviews with
 
MUSCCO officials and on consulting reports for USAID.
 

10. The life insurance policies (underwritten by the World
 
Council of Credit Unions) pay to beneficiaries twice the share
 
balances of the deceased, plus the balance on outstanding loans.
 
Since this is the only life insurance policy available to poor
 
Malawians there is a major risk of self-selection bias: individu­
als in high mortality-rate cohorts (such as the elderly) may be
 
represented disproportionately in CU membership.
 

11. Approximately 17,000 Malawian enterprises hold business
 
licenses in industry or trade. Very crude estimates of the numbeF
 
of non-farm SMEs run as high as 182,000 (READI, 1987). Adding
 
farm enterprises--which are certainly represented among CU
 
membership--the number of productive enterprises could be closer
 
to one million.
 

12. See, for instance, Cole and Park (1983); Timberg and
 
Aiyer (1984); Johnny (1985); and Onoh (1980).
 

13. Informal trade credit appears to be far more common
 
within the Asian community. Concerning sales credit to consumers,
 
different informants reported widely divergent terms. One claimed
 
that customers face a 50% premium to buy on credit; another cited
 
an implicit charge of 5-10% relative to the cash price; a third
 
stated that typically no markup is involved.
 

14. Yusuf had borrowed on these terms. In such transactions
 
it is unclear whether the agent also takes a share of the
 
moneylender's 40%. For example the interest charge might be cut
 
20%-30% rather than 10%-40%. .
 

15. The katapila himself did not elaborate on the methods
 
of encouragement. One interviewee alleged that strong-arm tactics
 
are used, but this was firmly denied by all other sources with
 
whom the issue was discussed. Chimedza (1989, p. 13) indicates
 
that physical intimidation does occur in Zimbabwe.
 

16. One Malawian explained that traditional people believe
 
dishonor befalls surviving relatives if the deceased is buried
 



37
 

with outstanding debts. Haunting or curses are perceived as pos­
sible consequences.
 

17. This is approximately the number of loans in Mr.
 
Ch 's portfolio as of mid-July, 1989. Since the visit took
 
place shortly after the annual harvest the seasonal loan cycle
 
was probably near a trough at the time. In any case, the conclu­
sion reached here is largely independent of volume of loans.
 

18. If agents share the moneylender's 40% charge (see foot­
note 23) the latter still earns a finaacial rate of return in ex­
cess of 100% per annum, using the assumptions stipulated here.
 
But simply factoring in compounding boosts the profit rate to
 
over 300% p.a.
 

19. Gilbert Lengu, of the Reserve Bank of Malawi, suggested

the cultural hypothesis presented here. The short quotation is
 
also frc q Lengu.
 

20. Chipeta and Mkandawire report that many moneylenders,

unlike Mr. Ch , levy an interest premium on late payments.
 

21. Of 1300 non-agriculatural SMEs surveyed in READI (1987)

only 3 reported katapila loans for business investment. It is in­
structive to compare the katapila interest rate of 40% per month
 
with the "high" interest rate policies introduced in Indonesia on
 
BKK loans (?.3% per month) and KUPEDES loans (1.5% per month on
 
initial balances). See Patten and Snodgrass (1987).
 

22. Liedholm (1989) likewise concludes that highly seg­
mented IFMs in many countries fail to meet the financial needs of
 
SMEs, and are not well suited for financing productive capital
 
formation.
 

23. See, for example, Timberg (1988), Coale and Park
 
(1983), Bhatt (1988), Patten and Snodgrass (1987), Miracle
 
(1983), Johnny (1985), and especially Ashe and Cosslett (1989).
 

24. See Nisbett (1973) and Miracle (1973), among other
 
papers in AID's Spring Review of Small Farmer Credit (1973). More
 
recent discussions include Chandavarkar (1988); Seibel (1988);
 
and Sanderatne (1989).
 

25. The Government of Malawi (1987) notes this option but
 
provides no clear statement of policy. Programs in low-income
 
conmunities in Indonesia (Patten and Snodgrass, 1987) and India
 
(Bhatt, 1988), among others, demonstrate the potential for
 
profitable bank lending.
 

26. Loan guarantee schemes have also been widely discussed,
 
but the sobering survey of Levitsky and Prasad (1987) invites
 
deep skepticism.
 



38
 

References
 

Ashe, Jeffrey and Christopher Cosslett, Credit for the Poor, UNDP
 
Policy Discussion Paper, New York, UNDP, 1989.
 

Beza, Lewis, "SME Development Financing Services in Malawi:
 
Retrospective and Prospective," Courier, May-June 1989, pp.
 
80-84.
 

Bhaduri, Amit, "On the Formulation of Usurious Interest Rates in
 
Backward Agriculture," Cambridqe Journal of Economics 1:4
 
(1977), pp. 341-352.
 

Bhatt, V. V., "On Financial Innovations and Credit Market Evolu­
tion," World Development 16:2 (1988), pp. 281-292.
 

Bolnick, Bruce R., "Financial Liberalization with Imperfect
 
Markets: Indonesia During the 1970s," Economic Development
 
and Cultural Change 35:3 (1987), pp. 581-600.
 

Bottomley, A., "Interest Rate Determination in Underdeveloped
 
Rural Areas," American Journal of Agricultural Economics
 
57:2 	(1975), pp. 279-291.
 

Chandavarkar, Anand, The Role of Informal Credit Markets in Sup­
port of Microenterprise in Developing Countries, presented
 
at the World Conference on Support for Microenterprises,
 
Washington, D. C., June, 1988.
 

Chimango, L. J., "The Money Lender in Court," Journal of Social
 
Science (University of Malawi) 6 (1977), pp. 83-95.
 

Chimedza, Ruvimbo, Zimbabwe's Informal Financial Sector: An Over­
view, presented at the Seminar on Informal Financial Markets
 
in Development, Washington, D. C., October, 1989.
 

Cho, 	Yoon-Je and Deena Khatkhate, Lessons of Financial Liber­
alization in Asia, Washington, World Bank Discussion Paper
 
No. 5), 1989.
 

Christen, Robert Peck, Formal Credit for Informal Borrowers: Les­
sons from Informal Lenders, presented at the Seminar on In­
formal Financial Markets in Development, Washington, D. C.,
 
October, 1989.
 

Cole, David, and Yung Chul Park, Financial Development in Korea,
 
1945-1978, Cambridge, Harvard University Press, 1983.
 

Government of Malawi, Statement of Development Policies 1987­
1996, Lilongwe, 1987.
 



39
 

Johnny, Michael, Informal Credit for Integrated Rural Development
 

in Sierra Leone, Hamburg, Verlag Weltarchiv, 1985.
 

Kochav, David, et al., Financing the Development of Small Scale
 

Industries, Washington, World Bank Staff Working Paper No.
 

191, November, 1974.
 

Levitsky, Jacob and Ranga Prased, Credit Guarantee Schemes for
 

Small and Medium Enterprises, Washington, World Bank Techni­
cal Paper No. 58, Industry and Finance Series, 1987.
 

Liedholm, Carl, Small Scale Enterprise Dynamics and the Evolving
 
Role of Informal Finance, presented at the Seminar on In­
formal Financial Markets in Development, Washington, D. C.,
 
October, 1989.
 

Long, Millard, "Interest Rates and the Structure of Agricultural
 
Credit Markets," Oxford Economic Papers (July 1968), pp.
 
991-1008.
 

Miracle, Marvin, "Economic Incentives for Loan Agents," in USAID
 
(1973), vol. 19, pp. 223-33. Extract reprinted in Von Pis­
chke, et al. (1983), pp. 213-217.
 

Miracle, Marvin, et al., "Informal Savings Mobilization in Afri­
ca," Economic Development and Cultural Chance 28:4 (1983).
 

Murray, S. S., A Handbook of Nyasaland, London, Crown Agents for
 
the Colonies, 1932.
 

Nisbett, Charles, "Informal Lenders as Suppliers of Development
 
Credits to Small Farmers in Developing Countries," in USAID
 
(1973), vol. XV, pp. 1-14.
 

Onoh, J. K., "Nigeria's Traditional Financial System," in J. K.
 
Onoh, The Foundations of Nigeria's Financial Infrastructure,
 
London, Croom Holm, 1980.
 

Patten, Richard and Donald Snodgrass, Monitoring and Evaluating
 
KUPEDES (General Rural Credit in Indonesia, Cambridge, De­
velopment Discussion Paper No. 249, Harvard Institute for
 
International Development, November, 1987.
 

Pulley, Robert, Making the Poor Creditworthy, Washington, World
 
Bank Discussion Paper No. 58, 1989.
 

Rangeley, W. H. J., "Notes on Cewa Tribal Law," The Nyasaland
 
Journal 1:3 (1948).
 

READI Project, New Directions for Promoting Small and Medium En­
terprises in Malawi: Constraints and Prospects for Growth,
 
Lilongwe, USAID, 1987.
 



40
 

Reeser, Robert, et al., Impact Evaluation of African Rural Credit
 
Projects: The Malawi Union of Savings and Credit Coopera­
tives, Washington, DAI, February, 1989.
 

Rice, E. B., "Summary of the Spring Review of Small Farmer
 
Credit," in USAID (1973), vol. XX, pp. 1-27.
 

Roemer, M., "Simple Analytics of Segmented Markets: What Case for
 
Liberalization?" World Development 14:3 (3.988), pp. 429-440.
 

Sanderatne, Nimal, Informal Lenders in Sri Lanka: Linking Formal
 
and Informal Markets, presented at the Seminar on Informal
 
Financial Markets in Development, Washington, D. C., Octo­
ber, 1989.
 

Schaefer-Kehnert, Walter, "Success with Group Lending in Malawi,"
 
Zeitschrift fur Auslandishe Landwirtschart 19:4 (1980), pp.
 
331-7. Excerpted in Von Pischke, et al. (1983), pp. 278-283.
 

Seibel, Deiter, Financial Innovations for Microenterprises: Link­
ing Formal and Informal Financial Institutions, presented at
 
the World Conference on Support for Microenterprises, Wash­
ington, D. C., June, 1988.
 

Shipton, Parker, Time and Money in the Western Sahel: The Cultur­
al Economy of Interest and Usury in Gambian Local Rural Fi­
nance, Cambridge, Development Discussion Paper No. 303, Har­
vard Institute for International Studies, June, 1989.
 

Snodgrass, Donald and Richard Patten, Reform of Rural Credit in
 
Indonesia: Inducing Bureaucracies to Behave Competitively,
 
Cambridge, Development Discussion Paper No. 315, Harvard In­
stitute for International Studies, November, 1989.
 

Stiglitz, Joseph an.' Andrew Weiss, "Credit Rationing in Markets
 
with Imperfect Information," American Economic Review 71:3
 
(1981y, pp. 393-410.
 

Timberg, Thomas, Informal Credit Markets in India,. World Bank,
 
1979 (processed).
 

Timberg, Thonas and C. V. Aiyer, "Informal Credit Markets in In­
dia," Economic Development and Cultural Change 33:1 (1984),
 
pp. 43-60.
 

Timberg, Thomas, Comparative Experience with Micro Enterprise
 
Projects, presented at the World Conference on Support for
 
Microenterprises, Washington, D. C., June, 1988.
 

U. S. Agency for International Development, Spring Review of
 
Small Farmer Credit, Washington, AID, 1973.
 



41
 

van Velson, J., The Politics of Kinship: A Study in Social
 
Manipulation AmonQ the Lakeside Tonga in Nyasaland, Man­
chester, Manchester University Press, 1964.
 

Vogel, Robert and Paul Burkett, MobilizinQ Small-Scale Savings,
 
Washington, World Bank, Industry and Finance Series Volume
 
15, 1986.
 

Von Pischke, J. D., Dale Adams, and Gordon Donald, Rural Finan­
cial Markets in DevelopinQ Countries, Baltimore, The Johns
 
Hopkins University Press, 1983.
 

Webster, Russel, et al., AID Micro Enterprise Stock-Taking:
 
Malawi, Washington, AID Evaluation Occasional Paper, March,
 
1989.
 

Wilmington, "Aspects of Moneylending in Northern Sudan," Middle
 
East Journal 9 (1955). Excerpted in Von Pischke, et al.,
 
1983, pp. 255-61.
 

Wood, Carleton and Henry Robinson, Rural Industry, Commerce, and
 
Credit in Nyasaland, Menlo Park, SRI, 1963.
 

World Bank, World Development Report 1989, New York, Oxford Uni­
versity Press, 1989.
 



Table 1
 

Deposit and Loan Rates in Malawi
 

Institution 


Commercial Banks 


INDEFUND 


SEDOM 


Credit Unions 


POSB 


New Building Soc. 


Leasing Finance Co. 


For comparison:
 

July, 1989
 

Deposit Rates 


10.75% savings acct. 

12.75% 3-month TD 

13.00% 6-month TD
 
13.25% 12-month TD
 

- not applicable ­

- not applicable ­

5% + dividends 

(if any) 


10.75% (tax free) 


10.75% savings acct. 

13.25% 6-12-month TD 

13.75% 12-24-month TD 


13% 3-month TD 

14% 6-11-month TD 

15.5% 12-month TD
 
up to
 
19% 60-month TD
 

Lending Rates
 

17% for agric.
 
22% maximum
 

16.5% for agric.
 
18.5% for mfg.
 
20.5% working cap.
 

18% mini loans
 
18% term loans
 

18% regular loans
 
16% term loans
 

- not applicable ­

13.75% owner occ.
 
housing
 

19% rental housing
 
20% commerc'l prop.
 

25% on declining
 
balance
 

The inflation rate (Composite Retail Price Index) for the 12
 
months ending February 1989 was 26%
 

Reserve Bank economists estimated that inflation had fallen
 
below 20% by July 1989, and predicted an annual rate as low
 
as 12% by year-end 1989.
 


