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FOREWORD

Imagine an individual somewhere in Africa faced with the problem of
financing 1 major purchase. There are the following options. First iz to
open a savings account in the local bank. The person could make reqular
deposits and accumulate interest until he or she has enough funds to
acquire the particular good in question. The second option is to take out
a loan with the bank. The good could then be purchased immediately, and
the loan plus interest would be repaid over time. The third option is to
join a rotating savings and credit association (ROSCA) in the village. In
this working paper, van den Brink and Chavas come to the rather surprising
conclusion that, given certain conditions, the average individual would
deem the ROSCA a more efficient institution to achieve his or her goal
than the bank.

In an era of structural adjustment in which many policymakers are
advocating the disengagement of the state from the economy, this finding
is of considerable importance. In particular, the neoclassical critique
of the role of the state is based on the premise that private sector
institutions will foster the development of competitive markets. This
critique, however, has been recently challenged by those who argue that
market failures and rents associated with indigenous market institutions
make any development policy predicated on radical state disengagement a
perilous path te follow. Therefore, in order to begin to ciarify the
arguments on the proper role of the state, and the capacity of private
sector institutions to operate in an unfettered manner to promote economic
development, it is of paramount importance to examine the issue of whether
indigenous economic institutions are efficient and equitable, and under
what circumstances they serve as the basis for promoting sustainable
growth.

Given the vital role that credit plays in agricultural development,
and the well-documented failure of many formal credit programs, this
analysis provides a good example of the capacity of informal institutional
structures. The policy lessons to be learned from the functioning of the
ROSCA are not direct, however. The authors correctly point out that
local, indigenous institutions have no a priori superior claim to
efficiency. Nonetheless, the institutional structure of the ROSCA
provides many lessons of direct relevance to the design of appropriate
credit technology. In particular, the results of the study admonish
caution before any more undue experimentation with the implementation of
Western institutional designs is undertaken, especially with the backing
or under the control of the state and without a fuller understanding of
indigenous institutions. Consequantly, the paper constitutes a valuable
contribution to the application of the "new" theory of economic
institutions. In this emerging body of literature, institutions are seen
as a rational solution to the problem of minimizing the costs of economic
transactions within a context of uncertainty and imperfect information.

Washington, DC David E. Sahn
November 1991 Deputy Director, CFNPP



1. INTRODUCTIOK

During the 1970s the economies of many sub-Saharan countries typically
experienced all or part of the following: rampant inflation, overvalued
currencies, falling real producer prices, plummeting exports, siiortages of
foreign exchange, and shortages of consumer goods. An economic crisis ensued in
the 1980s. However, the crisis was mostly a crisis of the markat economy
associated with formally organized economic institutions, as it appears in the
national accounts of the various countries. !t is not clear whether less formal
economic institutions also went through a crisis during this period. It is now
widely acknowledged that informal institutions play an important role in the
allocation of product, labor, land, and capital in most developing countries.
Moreover, there is some evidence that the informal sector of the economy may have
actually risen in importance during the crisis years, thus preventing a sharp
decline in the standard of living (Sahn and Sarris 1991). Unfortunately, because
many activities in the informal sector fail to be captured in national accounts,
our current understanding of this sector is rather rudimentary. As a result, the
role of informal institutions in economic development clearly needs to be
refined. This would be particularly true if the informal sector can help
compensate for some of the failures of the formal sector.

This paper focuses on informal credit institutions in sub-Saharan Africa.’
At this time, the performance of such institutions is not well understood. A
fairly common view among microeconomists seems to be that informal credit markets
are not competitive. On the other hand, among macroeconomists, they are
sometimes assumed to be perfectly competitive and virtually indistinguishable
from a standard neoclassical "bond" market ((e.g., Van Wijnbergen 1983; Fry 1988;
Owen and Solis-Fallas 1989).

Alleged imperfections —~ market failures — have often provided the justifica-
tion for formal government intervention in credit markets. Unfortunately, it
ceems fair to conclude that the numerous attempts to repair credit market
failures by government intervention have often led to government failures. It
has been argued that such failures — market and government alike — are the result
of informational problems in the context of economic uncertainty (Stiglitz 1989).
However, the syndrome of "multiple market failures" is as difficult to interpret
for the formulation of specific policies as are the notions of perfact
competition and complete information.

In 1light of current knowledge and the ambiquity of formal theory with
respect to policy formulation, more analysis on the performance of informal

! For a general introduction to rural credit markets in developing countries,
see von Pischke et al. (1983).



credit markets is needed. The objective of this paper is to analyze from a
microeconomic perspective a particular variant of financial intermediation which
is found throughout the world. The njangeh, as it is known in the Grassfields
of Cameroon, is a member of a worldwide family of indigenous savings and credit
clubs that have been named rotating savings and credit associations, or ROSCAs
(Bouman 1977; I11y 1973).° The ROSCA is a widespread phenomenon in the rural
and urban economies of much ef sub-Saharan Africa (e.g., Ardener 1953 and 1964;
Geertz 1962; Miracle, Miracle, and Conen 1980; and Nweze 1990). It is rather
amazing that it has received very little attention from economists.® This lack
of attention is somewhat surprising, given the prominent role of another
institution in the literature on economic develobment and credit markets: the
stereotypical Asian landlord-cum-moneylender (e.y., Bhaduri 1973; Basu 1984; and
Hart 1986).

The organization of this paper is as follows. First, the basic structure
of the njangeh as a particular type of rotating savings and credit association
is presented. Second, a model is developed in an attempt to refine the
microeconomic foundations of ROSCAs. Third, some empirical evidence will be
examined from ROSCAs in Camcroon. The analysis presented is based on fieldwork
undertaken over a six-month period in 1979/1980 in a village in Cameroon named
Big Babanki.*> In the analysis, the following questions will be investigated:
"To what economic problem does the ROSCA provide an institutional answer?" and
"How efficient is the institution compared with other forms of financial
mediation?" Finally, a number of policy implications are suggested.

2 The ROSCA is known as tontine in Francophone West Africa, dashi among the
Nupe in Nigeria, isusu among the Ibo and Yoruba, and as susu in Ghana. It is
called ekub in Ethiopia. In Tanzania, it is called upatu, whereas it is known
as chilemba in many other parts of East Africa. In other parts of the world, the
RUSCA is called arisan (Indonesia), pia huey (Thailand), ko (Japan), ho
(Vietnam), kye (Korea), and hui (Central China).

3 For a noteworthy exception, see Besley, Coate, and Loury (1990).

b Big Babanki is a small chiefdom in the North West Province, 30 kilometers
north of Bamenda, the provincial capital. It lies in the hilly, savannah region
known as the Grassfields of West Cameroon. Coffee is the main cash crop for men,
while the production and marketing of food crops, dominated by women, was rapidly
becoming an important sector of the economy.

> Some of the data collected were part of a replication effort of an earlier
survey conducted in 1970 and published in Bouman and Harteveld (1976). The same
questionnaire was used again in 1979 to interview a sample of 46 members in the
same ROSCAs — if these were still functioral. Some comparisons between the two
points in time could be made with respect to the functioning of the ROSCAs in a
changing economic environment. The survey information provided a case study for
the empirical investigation of the functioning of ROSCAs (van den Brink 1980).



2. WHAT IS A ROSCA?

The ROSCA is an association of men and/or women that meets at regular
intervals, for instance once a month, and distributes a Tump sum of money to one
of its members. The fund is made up of the variable or fixed contributions of
each member of the association. It is, in turn, given as a whole to each member
of the association. For instance, ten individuals meet every month and each pays
10 dollars into a pool. Thus, each month there is 100 dollars in the pool. This
is then handed over to one of the members. In the next month they again pay 10
dollars each and a different member of the group receives the money, and so on
until every member has iad his or her turn. This is the basic structure of
rotating savings and credit associations. No interest calculations are made.

However, the ROSCA as it can be found in the Grassfields of Cameroon is
closely associated with a second economic institution operating in parallel,
which does charge interest on its transactions. It is called the meeting, or
trouble bank.® The trouble bank operates within the ROSCA and can be described
as a terminating fixed fund association.” It is basically a small bank from
which the members can borrow at a fixed interest rate. A1l members, aside from
their variable or fixed contributions to the ROSCA, also subscribe to this other
fund. The accumulated fund is used to give Toans to members of the association
at an interest rate of 50 CFAF per month per 1,000 CFAF, i.e., 5 percent per
month on the principal, which implies an annual interest rate of 60 percent. In
the trouble bank, a credit ceiling exists related to the average subscription.
Members can take several loans during a cycle, provided old debts are settled
first. The subscrintions are usually fixed at a certain level, although the
first contribution is generally higher than the regular subscriptions in order
to establish a sizeable initial fund for loans.®

é Although the people of the village routinely use the word "meeting," I will
replace it by "trouble bank" to avoid confusion. In South Africa these
associations are called stokfels. Elsewhere, they are also known as "Christmas
clubs," since, as was the case in Cameroon, these trouble banks are often
lTiquidated in December.

7 Fixed fund associations, such as the meeting or trouble bank, are also
frequently used outside the institutional context of the ROSCA. For instance,
the local branch of the national political party, uses a fixed fund association
to distribute party membership cards, obligatory for every Cameroonian citizen.
Fixed fund associations are also used by tax collectors. Most popular, however,
are the associations among women: membership may easily reach 50 to 100 persons.

8 This is called "fixing the chair."



After completion of a full ROSCA cycle, the trouble bank is also terminated.
The members receive back their accumulated savings plus an equal share of the
collected interests. Out of the total sum of interest payments collected, the
secretary, banker, and assistant are paic their fees. As with any other bank,
interest payments cover dividends and overhead costs. Interest on savings might
be about 15 to 25 percent per year, since not all savings are mobilized for
credit purposes. Because borrowers also receive their share of dividends at the
end of the cycle, they typically borrow against an effective interest rate
(interest paid on loans minus dividends received at the end of the cycle) of 25
to 30 percent.” We shall return to the relation between trouble bank and the
ROSCA at a later point.

The ROSCA and the trouble bank have the following division of responsibili-
ties. The leader of the association and the one who hosts its meetings is called
the landlord'® or president. Several bankers are involved in monitoring the
various transactions of the ROSCA and in the safekeeping of surplus funds of the
trouble bank. An assistant is appointed to implement certain decisions made by
the landlord. Subscriptions are recorded by a secretary.!" The president can
impose a number of fines in order to enforce the rules of the ROSCA. Tardiness,
making "palaver" at important moments in the proceedings, and any irregularities
in payments are all liable to immediate fines. The accumulated fines are kept
by a banker and are usually allocated to the landlord at the end of the cycle.

9 Such data are easily obtained from the njangeh records kept by the
secretary.

19 One should not associate this with the Asian stereotype. The term landlord
is simply used to identify the president of the association and the one who owns
the compound where the meetings of the njangeh are held.

" The existence of written records on the operations of the ROSCA and the
trouble bank greatly facilitates research into the ROSCA and, by extension, into
developments in the wider village economy.
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3. MICRCECONOMIC FOUNDATIONS

If we examine the ROSCA system more closely, we realize that all members of
the group (apart from the one who receives the money last) receive an advance
that they repay through their contributions during the cycle. The first member
to collect the monthly fund - rank one in the order of rotation - receives the
maximum credit that he or she pays back in monthly installments during the cycle.
The last member — say, rank N - receives no credit and saves throughout the
cycle, while recovering his or her savings at the end. Thus, credit C is reduced
in the same measure as the cycle progresses, according to the formula below. For
an individual with rank j, we can calculate the "net" credit or loan L as
follows:

L = ¢ -5 (1)

where:
N number of members, i.e., total number of times the fund is

allocated;

fixed periodical contribution per member;

rank of recipient of fund in order of rotation (i.e.,

number of times fund has been allocated previously);

credit extended to recipient of fund; and

savings made up to period j.

nu

ey Gn

1 n

i
i

In general, then, net credit L is unequally distributed over the members,
depending on their rank in the order of the fund's rotation. The first half of
the membership will have a positive L value, whereas the latter half will have

a negative L value. Thus, the first half of the membership are "net creditors,"
and the last half are "net savers."

Interest is not charged with respect to the rotation order of the fund. In
the Cameroon village studied here, the order of rotation was fixed in advance,
and the first person in the cycle received an interest-free loan that he or she
then paid back in monthly installments. The last person saved throughout the
cycle and received his accumulated savings at the end of it, but without any
compensation in the form of interest. Several types of interest mechanisms may
be found elsewhere, one of which consists of auctioning the fund to the highest
bidder (e.g., Penny 1968).



How and why did the people in the village think the institution of ROSCA
evolved? What is the economic rationale behind this scheme? One story on the
origin of njangeh: :

Njangeh was a thing invented by a father to help his sons. Imagine he
had three sons and he wanted them to have wives. How would he get
each of them his bride price? He would urge his sons to work hard:
dig stones, heat them and make cutlasses and other things. The father
saved the money thus earned, and when he had enough money he gave it
to the oldest son so that he could marry. This one could now start a
family but would continue working so that eventually the second
brother could buy a wife. And so on. In this way everybody could
raise the bride price, because one man would have the others working
for him if it was his time to marry. The father would be a proud man
if none of his sons were lazy and worked hard to help his brothers.

Whether the marriage story is actually true is not important.'> However,
the story does contain the crucial themes that can help us understand to which
specific economic problem the rotating savings and credit institution was a
solution. The first theme is related to the fact that the three brothers all
needed to accomplish a goal that required a relatively large amount of cash or
labor. The raising of a bride price, but also the building of a house or the
clearing of a field, are examples of such goals. This problem is a variation on
the economic problem of indivisible goods. Individual preferences for certain
indivisible goods within a context of high marginal utility for current
consumption have also been called the lumpiness problem. ROSCAs provide a
Pareto-superior answer to this problem if the only alternative is for individuals
to each save individually for the indivisible good. The lumpiness problem of
each individual can be sequentially solved, shortening the waiting period for all
but the last person who is indifferent between the ROSCA and individually saving
(see also Besley et al. 1990, 4). In the above example, the expected waiting
period for the "average" son became strictly shorter. The creation of the
"rotating bride price association" is Pareto-superior. The fact that the three
brothers had different temporal preferences for the indivisible good (i.e.,
marriage) made an even stronger argument to create a ROSCA. In the above bride
price case, then, the Tumpiness problem created an intertemporal contracting
opportunity.

The above discussion sheds some light on the rationale of ROSCA. It also
raises several important questions. Firstly, what if other alternatives are open
to the brothers, besides individually saving without receiving interest? What
if they can take their money to a bank and receive interest on their savings?
Alternatively, what about the possibility of privately borrowing money against
interest?

12 However, after a search of historical data (including the results of a nine-
month survey undertaken by a British Assistant District Officer in 1933),
Nwabughuogu (1984) concludes that the story actually happened in Ngwaland in
Nigeria.



Assuming N individuals who each consider obtaining an indivisible goou B,
the option open to the individuals is to collectively organize a ROSCA that will
have a rotating fund sufficient to buy B, In a ROSCA, N constitutes the number
of periods as well as the number of individuals. Each period another member
obtains the indivisible good B. If the indivisible good B yields a benefit b in
each period once an individual j has obtained it, then the individual to obtain
the pot B in the ROSCA at time j has the following net benefit in period ¢:

y {=W-¢ Jort<j (2)
jit|=w-c+b fort:j

where ¢ is the periodic contribution to the ROSCA, and w represents exogenous
income which each individual obtains in each period i (w > ¢). An implicit
discount rate of zero is assumed.' Then, net benefit to the first individual
(j = 1) is measured by adding over all ¥ periods, and equal to:

ﬁbYH «N(w-t+b) =N(w-t)+Nb. (3)

i=t

The last person in the ROSCA cycle (j = N) only benefits from B in the last
period. Thus, his/her total net benefit over the full cycle is given by:

XN: Vi = (N-1) (w-t) +(w-t+b) = N(w-t)+b. (4)

i=1

B The assumption of a zero discount rate is rather restrictive. However, it
greatly simplifies the discussion. For that reason, a zero discount rate will
be assumed in the text. The results presented below can be easily extended to
reflect a positive discount rate. This will be handled in the footnotes.
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If j is the rank of the person in the cycle where 1 < j < N, then the total net
benefit to an individual with rank j is given by:"

N(w-t) + (N-J+1)b. (5)

It follows that per capita net benefit from the ROSCA is:
1 N
7vZ/&I(w—t)+(N—,]'+1)b (6)

j=1

which reduces to

Nw—B+(N;1)b (7)

since

N
EJ._N(N;I); ;o

=l

i=

This formula consists of two basic parts: the first part is the sum over N
periods and N individuals of the term w minus the cost of the acquisition of B

% In the case where the jth individual has a positive rate of time preference,
the present value of net benefit to the jth individual is

N N « - M af = N
Y of(w-c)+ Y o' - w-c) +]——2 |b
t-1 tej 1 -4 1 -«
1
a-
where 1 +R° R being the discount rate, R > 0. This implies that the pre-

sent value of the per capita net benefit from the ROSCA is

(a—aN+1 u ol =M p e - o1
(reerel AP el A b e K

j=1

a« -a"" b oM
+ I b.
(1 - a)z N 1-a




for the N members. The second part can be interpreted in several ways. The most
obvious interpretation is that the average ROSCA member acquires B in about half
the time it would take him or her to save for B on his or her own. The term also
points out that approximately half of the members obtain a positive net credit
through participation in the ROSCA.

Until now we have implicitly assumed that the alternative to the ROSCA was
the individual saving of money without receiving interest income on the
accumulated savings. Under what conditions is participation in a ROSCA more
advantageous to the individual than participation in an interest-bearing savings
account, such as provided by the Credit Union (also present in the viliage??
Consider the case where an individual saves §C per period and receives an
interest on the savings account. For simplicity, we assume that interest is paid
each period (i.e., no compound interest calculations are applied). The total net
benefit of such saving for an individual over N periods is given by:

N(w—c)+ijrc-N(w—c)+N(N;1)rc. (8)
j=1

We now evaluate the benefits of the "average" ROSCA membter (someone with a
rank j exactly in the middle of the cycle) with the benefits of saving against
an interest rate r in the Credit Union. One could also look at this problem in
terms of the ex ante benefits of participation if one assumes that the rank an
individual gets in the ROSCA is allucated at random, so that the benefits of the
average ROSCA member are in fact the expected benefit of any individual prior to
the estabiishment of the rank order. Choosing between the ROSCA and the Credit
Union, the individual chooses the ROSCA if and only if:

(N +1) (W +1)

N(w-c) + b > N(w-c) +N

-

c.

> In the case of a positive rate of time preference, the net present value of
net benefit of saving is

N N N+1
2: o (W-c) + E: Jdrjc - [fi;%;___] (w - c)

j=1 i=1

+ a - (N + 1) aN+1 +/ch"\~2 re
(1 -a)?

where o = » R >0 being the discount rate.

1 +R
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Since we know that by definition ¢ = B/N, this reduces to:'®

b > rs. (9)

Thus, the periodic benefits b of the indivisible good B need to be sufficiently
large in relation to the interest rate on savings. The interest rate on savings
establishes a Tower bound on b. If b is below the periodic opportunity cost of
the fund B valued at the interest rate r, the "average" individual will decide
not to join a ROSCA, but will rather join the Credit Union. However, if b > rs,
it means that there are positive benefits from participation in the ROSCA. In
other words, if b > rB, the ROSCA is superior to participating in an interest-
bearing savings account: the "average" individual can be made strictly better
off by joining a ROSCA. Interest rates on savings in formal savings institutions
in most less developed countries tend to be quite low. Equation (9) thus
indicates that, on the average, the existence of indivisible goods can provide
a motivation for the existence of a ROSCA. In that sense, we can interpret any
participation in a ROSCA as indirect evidence that b is in general above the
opportunity cost of saving in liquid assets, rB. Result (9) should be inter-
preted with caution. It does not imply that every ROSCA member would always
prefer a ROSCA to a savings account. In other words, there is a potential
problem of adverse selection for the ROSCA: the last individuals to receive the
pot have less incentive to participate in the scheme than the first individuals.
Solving this problem will require rules that minimize asymmetry information and
the incentive to "free-ride" in the ROSCA. These issues will be discussed in
some detail below.

The next case is the loan alternative. What if the individual can take a
loan to obtain B in period 1 and receive benefits b each period, ¢ = 1,...,N?
Let us formulate the following loan repayment schedule: repayments in every
period are equal to a fixed portion of the principal sum (i.e., B/N), interest
payments are due starting in the second period and are calculated as a function

16 In the case of a positive discount rate, equation (9) becomes
a —aml| a --aN+1 b aN+1 a —aN+1
—w-C) t —m — — - b>|__ " | (w-c)
1 -4 (l—a)zN 1 -« 1 -4

+ a — (N + 1) aN+1 +NaN+2 re
(1 - a)?

or

b > [1-(N+1)a" +Na"*] "B
1-a"[1+N(1-4)]
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of the original loan amount.' Thus, total repayments will equal B + i(N - 1)B,
where i is the interest rate on credit.® To establish the conditions for the
"average" individual to prefer the ROSCA to the coitracting of a private loan,
we need to evaluate the following inequality:

N(w-c) +_(N_;_1)b > N(w+b) -B -i(N -1)B (10)

which, given B = Nc, reduces to the following condition:'

b < 2iB. (11)

7 This is in fact the method employed in the trouble bank.

®  In the case of a positive discount rate (R > 0), the net present value of

a loan is
N N

Y o (web) - % ai[iB+N’f1]-

j=1 -2

[al -':.”] (w+b) _[%J [iB "L/vli 1]

and the individual is assumed to repay (N B 7 + iB]

where ga =

+
each period for j = 2,...,N.

" In the case of a positive discount rate, equation (10) becomes

_ N+ _ N#1 N+1 _ N+
[a : ] (w-c) + 2% b7 s [“ : ] (w + b)
- a (1 -2)2N 1-a

AEEE PR
. (a-a'*)[ulvfl]_[l;v“"]&

or
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The existence of the credit alternative thus establishes an upper bound on the
benefits b of the indivisible good B. Only if the benefits & of the indivisible
good B are larger than 2iB would the average individual prefer to contract a loan
against interest i so that he or she can immediately profit from B. The
attractiveness of the ROSCA compared with a private credit source would exist
when b is smaller than 2iB. Given the fact that interest rates i for private
moneylending can be quite high, we will interpret any participation in a ROSCA
as indirect evidence that b is, in general, less than 2iB.

It should be emphasized that the result (11) holds only for an "average"
individual. As such, (11) should be interpreted with caution. In particular,
it does not imply that every ROSCA member would always prefer a ROSCA to a loan,
thus raising the issue of possible adverse selection for a ROSCA. The issues of
information and possible adverse incentives associated with a ROSCA will be
discussed in some detail below.

In summary, we have established the existence of a specific range for the
benefits b associated with the indivisible good B. If b falls within this range,
it would be profitable for the average individual to participate in a ROSCA.

rB < b < 2iB. (12)

The bounds of the ROSCA-relevant range are a functinn of the opportunity costs
of saving and the opportunity costs of credit. It would seem that empirically
such a range can be quite large in developing economies, given the generally low
interest rates on savings and the high interest rates charged by private
moneylenders.

The marriage story in the beginning of this section illustrated that such
conditions apparently existed for the three brothers. The fact that they were
presumably operating in a non-monetized economy in which labor was the "currency"
does not change the above argument. Conceivably, it would still have been
possible to "save" Tabor by investing it in other projects, whereas it may have
also been possible to acquire labor "oun credit." The important point is that
there existed microeconomic benefits to the collective action of the brothers
that resulted in the creation of an economic institution, viz. a type of rotating
association, in which benefits were rotated among the members. The more generic
forms of rotating associations in sub-Saharan Africa are the well-known rotating
labor associations.?® These also existed in the particular village studied and

20 In a historical study of ROSCAs among the Ngwa Igbo of Nigeria, Nwabughuogu
(1984) confirms the hypothesis that ROSCAs were merely a monetary variation on
a principle that had already proven its economic worth, i.e., the rotating labor
association.
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were employed for the clearing of coffee farms or certain weeding operations.?
Death aid societies provide another example of rotating associations.?? The
rotating "bride price" association, the rotating labor association, the death aid
societies, and the ROSCA are institutional variants of the same principle.?
They are economic institutions that define unconditional contracts for the
solution of the lumpiness problem following a pattern of exactly specified
reciprocity. However, the microeconomic incentive that existed in the case of
the three brothers was only one condition for the establishment of the ROSCA.
The other condition was the existence of an appropriate monitor, viz. the father.
This authority figure provided the institutional management that could enforce
the contract the three brothers were willing make. In other words, the contract
was enforced in an institutional setting that minimized the risk and transactions
costs associated with contracting in an uncertain environment (e.g., moral hazard
and adverse selaction).

' Note that the problems of clearing and even of weeding can be sequentially
solved. However, one would not expect to find a rotating labor association with
respect to, for insiance, planting operations, which have a narrow window of
opportunity.

22 In death aid societies part of the fund needed to organize the elaborate
final farewell to the deceased is providad by the guests themselves. Donations
are recorded so that the hosts will be able to reciprocate at a future date,
i.e., the occurrence of a death in the gquests' families.

25 RCSCAs may also be created for temporary "lumpiness" problems. For
instance, it has been reported in Swaziland that in 1984 many ROSCAs started
after the ravages of a cyclone forced many households to finance the rebuilding
of their homes.
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4, MINIMIZING RISK AND TRANSACTION COSTS

The marriage story puinted to the need for an authority figure who could
ensure that the money was handled fairly and who had the power to inflict
punishment. How exactly does the ROSCA enforce its contracts and, more
specifically, how does it handle the risk of default? Or, in the symbolism of
the marriage story, how is the older brother, once married, prevented from
running away with his wife without paying his brothers?

The person responsible for the overall efficiency of the operation of the
ROSCA is the president. He or she has several risk-reducing mechanisms at his
or her disposal. For instance, risk can be reduced ex ante by carefully matching
the average level of contributions with the repayment capacity of its membership.
Thus, members can be selected in terms of quantity and "quality" — the level of
individual contributions. In this respect, we observed a trade-off between
quantity and quality: the greater the contributions in an association, the fewer
its members (see Table 1). Of the 30 ROSCAs with an average contribution per
member of less than 3,500 CFAF, 25 had more than 15 members. Membership ranged
from approximately 40 in the "poor" ROSCAs to 10 in the "richest."

Careful matching is typically undertaken between the evaluation of a
particular individual's repayment capacity and his/her rank in the order of
rotation. The amount of credit an individual is accorded varies directly with
the rank in the cycle. Thus, under a system of fixed contributions, the first
member in the cycle receives the maximum credit, while the last member receives
no credit at all. Intermediate positions cover intermediate amounts of credit.
At a zero discount rate, half of the membership is a net borrower, whereas the
other half is a net saver. An order of rotation, then, essentially equals a list
of chionologically ordercd loan applications of varying magnitudes. It is up to
the president of the ROSCA to establish an order of rotation to balance the
individual preferences against the objective of overall reduction of the risk of
default.

Although some individuals prefer to be in the later positions given their
temporal liquidity preferences, the earlier positions are, in general, the
"better" positions. Conversely, the later positions would, in general, be
considered less advantageous. If only one ROSCA cycle would be undertaken -
i.e., if the ROSCA was played as a one-shot game — individuals who ended up at
the end of the order of rotation would then have an incentive to drop out of the
ROSCA ex post, after the rotation order had been established. It is useful at
this point to draw a parallel between the ROSCA's order of rotation and the
estaslishment of a "credit line" as found on a regular credit card. Without a
credit history, individuals may be asked to collateralize the credit line by
first depositing money in a savings account. Proper use of the credit card will
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Table 1 — Cameroon: Number of ROSCAs, by Average Contribution and

Membership, Big Babanki, 1980

Less Than 3,500 CFA and
3,500 CFA Over Total
Less than 15 members 5 9 14
(11.9) (21.4) (33.3)
15 members and over 25 3 28
(59.5) (7.1) (66.7)
Total 30 12 4z
(71.4) (28.6) (100.0)

Note: Percentages are given in parentheses.
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establish a good credit history, after which the collateral constraint is relaxed
and the credit line gradually increased. Advancement in tne order of rotation
of the ROSCA functions along the same lines. Provided the individual proves to
be a good member, he or she can move up in the order and increase the amount of
credit obtained. In other words, ROSCAs are not played as one-shot games; they
are repeated games in which net benefits should be calculated over more than one

period.

In ROSCAs where the contributions are not fixed, individual members can
directly contro! the amount of credit accorded to a particular individual. In
fact, in the particular village under study, most ROSCAs had a system of variable
contributions subject to a certain minimum floor. Thus, under the rule of
variable contributions, the exact amount of credit that one person extends to
another person is individually controlled. Now each individual can evaluate
subjectively another's repayment capacity, taking into account past experience,
stated intentions, and the latest available information about the person's credit
rating. Variable contributions also allow, to an extent that varies with the
rank in the cycle, the individual to control the size of his or her own savings.

The crucial role that the order of rotation plays with respect to risk
reduction is borne out by the fact that newer members are generally placed in the
fast positions.® These positions pose the least risk; if a person in one of
the last positions fails to repay after having taken the fund, only the few
members coming after him or her who have not yet taken the fund will be affected.
The ROSCA, then, has the option of putting risky debtors last in the cycle. The
order of rotation is perhaps the most powerful, and flexible, management tool
that the president employs to screen potential borrowers.

The order of rotation is not always established ahead of time. Individuals
may bargain during the cycle over the next allocation of the fund. This
introduces some flexibility to the system, as the rankings can be adjusted to new
information, but it also introduces the possibility of strategic behavior. It
should be stressed that the institutional setup of the ROSCA does not easily lend
jitself for insurance purposes. For instance, a considerable number of income
shocks in the village are covariant: all villagers are somewhat affected by
these shocks at the same time (e.g., droughts, insect infestations, etc.).
Additionally, if an individual could at all times successfully plead and bargain
for the ROSCA fund to insure against immediate calamities, moral hazard would
increase. However, as we will argue below, this opportunism is exactly what the
ROSCA tries to escape. This explains why an individual plea to change the order
of rotation while a cycle is already under way usually stirs heated debates. The
tact that the mechanism of bidding for the fund does not seem to be widespread
in the literature on ROSCAs in Africa may also be related to problems of moral
hazard and adverse selection. Bidding could create a situation in which thoese
who are most desperate for money acquire the fund, which may lead to a higher

2 This is a geacial rule in many ROSCAs in West Africa. The same mechanism
was observed in Mexico with respect to the functioning of the tanda (Kurtz and
Showman 1977).
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risk of default for the institution. In other words, riskiness would increase
through self-selection.

The president ultimately decides on the order of rotation. The president
is typically a man or a woman with expert knowledge about the current and
potential members of his or her ROSCA. More than by business acumen, presidents
are characterized by authority, prestige, and respect. Moreover, presidents are
almost never full-time traders who would be absent for long periods from the
village. By virtue of their social position, they are 1ikely to be expert judges
of a man or woman's integrity and economic capacity. Such information is used
to establish accurate credit ratings of the individual members.

However, the problem of monitoring the monitor is only partly solved by
relying on the president's interests and social reputation. The ROSCA has
created a simple but effective incentive mechanism to ensure a president's
dedication to risk management within the ROSCA: the president always takes the
last position, that is, the position in which an individual only saves and no
credit is accorded. He or she can never escape "punishment" if any one member
defaults. Management is directly evaluated on loan performance. Consequently,
the ROSCA attempts to solve the problem by a direct application of the theory of
the firm (Alchian and Demsetz 1972). The person responsible for monitoring the
ROSCA (the president) is made the residual claimant. The problem of "who
monitors the monitor" is solved.?

So far, we have mainly discussed ex ante risk reduction measures. How does
the ROSCA deal with ex post risk? What if, in spite of all the above ex ante
risk minimization mechanisms, somebody shows up at the ROSCA without money?

Most commonly, a member who cannot meet the required contributions to the
ROSCA has the opportunity to borrow from the trouble bank.?® Apart from giving
its members access to a short credit 1ine independently of the ROSCA, the trouble
bank collateralizes part of the transactions of the ROSCA. Given the size of the

2 0f course, this leaves the president only with the benefits of personal
prestige and social reputation. This reputation can, however, easily be used to
gain entry to other ROSCAs. Moreover, we found several ROSCAs in which a
fictitious "brother" or "wife" of the president was put in the first position,
compensating the president for the last position.

6 It should be noted that the ROSCA and the trouble bank are often confused
with each other. These are two separate institutions which, however, can easily
be combined to create a private, interest-charging banking system. For instance,
in Nigeria private moneylenders would organize a ROSCA or associate themselves
with existing ROSCAs in order to facilitate the repayment of high interest-
bearing Toans by debtors. Considerable financial wealth was accumulated by these
middlemen, and this system damaged the reputation of the ROSCA (see Nwabughuogu
1984). However, it should be noted that the ROSCA in this case was merely part
of a tied loan system exploited by financial middlemen to enforce the strict
repayment of loans.
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ROSCA fund in relation to the levels of subscriptions and the loan ceilings in
the trouble bank, however, it is obvious that the trouble bank cannot perfectly
collateralize the ROSCA operations. Ultimately, the ROSCA may have to face
outright default by one of its members, although no such event took place during
the survey period of six months. When sciebody was asked what his ROSCA would
do to a man unable to contribute after taking the fund, he said, "We will take
him to Bamenda®?” for execution!" After which he broke out in laughter. This
is what another informant told us on the subject:

No society lacks those who cannot contribute. A man who fails to
contribute to the njangeh, can postpone it. If you haven't paid by
the next month, people will go tired. O0f course you can go to the
quarterhead or to the traditional court, but if the man simply hasn't
got the money, you will just hear that, and that is all. Besides, you
have to pay the quarterhead and the court: do you compensate them for
nothing? Only a fool would do that. In town, people take property
out of the man's house, but here in the village, we don't do that, we
say: "ashia for our money" and forget it. Another njangeh can take
the man, and if he changes his fashion, all the better.

Thus, while social pressure is certainly great, people do keep a sharp eye on the
transactions costs involved in enforcing repayment. They put limits on how far
they will go to get their money back. Costs of loan recovery will at some point
outweigh the potential benefits.

Defaulting comes in phases and in gradations. The worst default is to be
unable to contribute after one has already taken the fund. This is theft. A
milder form of default is to be unable to contribute before one's turn has come.
This reduces the size of the fund for the members yet to take the fund. The
majority of those interviewed stated that they had never experienced default of
the first kind, but default of the second kind is more common. Additionally,
defaulters of the first kind rarely stay in default for long. Various
arrangements and promises can postpone the repayment, sometimes for years.?®
Thus, when informants said that defaulting was rare or almost absent, they meant
that theft, in the form of infinitely rescheduled debt, was very rare.?® On the
other hand, people are not exactly acquiescent with respect to any kind of
default. They see it for what it is: an undermining of the institution.
Default challenges the very principles on which the success of the operation is

27 Bamenda is the capital of the North West Province of Cameroon.

28 Someone who had defaulted went to the plantations in the South West
Province, and when he returned ten years later, paid all his contributors,
inc]uding the fines he had been charged, and was readmitted as a ROSCA member
again.

®  The attitude in the village with respect to common thievery can be
disastrous for the thief: if he values his life his best bet is io run to the
nearest police statinn and beg to be put safely behind bars.
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based. If bad Tuck befalls one outside the ROSCA, one may plead and bargain.
However, inside the ROSC/A there are no excuses. This is why the villagers claim
that "not even death is an excuse": the heir will automatically be responsible
for repayment. Ex post, then, the opportunity for strategic behavior is limited.

Ultimately, the unconditional contracts of the ROSCA are enforced by the
threat of sanctions emanating from the wider structure of conditional contract-
ing, which characterizes the economy within which the ROSCA is embrdded. The
mechanism operating to minimize the residual risk of default is social ostracism
and peer pressure. The costs of social ostracism within a networking economy are
by definition considerable: the individual is declared morally, socially, and
economically bankrupt.

As long as the net benefits of defaulting and becoming a social outcast are
strictly Tess than the benefits of paying and enjoying the future benefits of the
ROSCA and the wider network, ROSCA members will not choose to default ex ante.
If this condition holds, the ROSCA agreements become self-enforcing even in the
absence of legally binding contracts along the arguments of a repeated Prisoner's
Dilemma (Friedman 1986). However, in the rare case that a significant downward
income shock indeed rules out the possibility for the individual to live up to
the terms of the contract, the ROSCA has no alternative but to accept the loss.



5. COMPARATIVE INSTITUTIONAL PERFORMANCE: EMPIRICAL EVIDENCE

How well does the ROSCA system perform compared with other forms of
financial mediation in the village? For instance, how important is the ROSCA in
terms of membership? For 1979, the estimation was that, out of a total
population of 3,355, 95 percent of all household heads were membere of ROSCA (van
den Brink 1980). This estimate was confirmed by the subchiefs of the tribe, who
gave a lower limit of 90 percent. Thus, we can safely say that at least 90
percent of all household heads was a member of ROSCA.

Many ROSCAs had mixed male/female memberships. Thus, women with income
sources comparable to those of male heads of households (farming, trading,
handicrafts, etc.) showed a similar pattern of membership in the ROSCA system.
Moreover, most adult women in the village werz members of ore or more of the many
specialized trouble banks, i.e., the terminating fixed fund associations.3°

What 1is the relative financial importance of the ROSCA system for the
village? The system has a turnover of about 74,000 dollars annually, given out
in approximately 650 loans. This is a substantial amount by any standards. If
we take a 200 dollars per capita income, which is a generous estimate, it would
mean that the ROSCA system mobilizes 11 percent of village income. If we add to
this the amount of savings accumulated in the numerous trouble banks, the
indigenous credit sector seems to be doing a good job in mobilizing savings and
extending credit. Moreover, in the ROSCA, savings are immediately and locally
transformed into credit. If we feel that the transformation of savings into
credit, i.e., mobilization followed by immediate reinvestment, should be an
indication of efficiency, the ROSCA performs very well.

At the same time, the system allows for individual mobility with respect to
credit: within a particular ROSCA, an individual can gradually advance in the

30 It is sometimes argued that women have differential access to credit
"because women generally do not own marketable land rights and, as subordinates
in the household, cannot establish independent reputations for creditworthiness”
(World Bank 1990, 5). It is true that the traditional property rights system
generally accords women only cultivation rights for annual crops, which do not
easily transform into more permanent property titles. However, given the
property rights regime in place, most men do not possess marketable land rights
either: this does not prevent them from establishing their creditworthiness in
the ROSCA system. Additionally, there hardly seems to be any relaticn between
a husband's creditworthiness and that of his wife. The ROSCAs and trouble banks
provide women with ample opportunity to establish their own credit rating,
irrespective of that of their husbhands.
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rotational order and increase his/her credit line, matching repayment capacity
with rank order. Mobility is also common between ROSCAs. Thus, whereas the
distinction between net savers and net debtors within one cycle seems to
distribute the benefits of the ROSCA unequally over its membership, such
inequality is reduced in the long run through the opportunity given to the
individual to advance in the order of rotation. In other words, the ROSCA forces
some individuals to save for the benefit of others, while collecting information
for the benefit of the group. From the viewpoint of the individual, starting out
in the Tater positions is an investment in one's credit record.

A person can hold several memberships at any time. Moreover, even if an
individual cannot afford the contributions to a certain ROSCA, he or she can
share a membership with another person. Individual mobility has important
distributional implications. Such mobility is often constrained in the case of
collateralized lending against physical assets. There the problem for the
borrower is either how to get the first loan or how to prevent asset sale in the
case of an exogenous income shock. In imperfect credit markets, initial,
discrete asset distribution can exclude individuals structurally from credit
opportunities.

The default risks of private moneylending — a type of single-stranded
market relation - within the context of a networking economy, a multistranded
setting — are probably a major reason for the development of the ROSCA
institution. Related to the issue of substitution of payments for side nayments
within the networking economy is the problem of information and enforcement. It
is difficult for the individual parties to assess where insurance stops and
opportunism begins.3' With respect to private moneylending, then, imperfect
information and transaction costs seem to be important sources of comparative
inefficiency. Consequently, interest rates outsida of economic institutions,
such as the ROSCA or the trouble banks, are high y variable and consistently high

1
in many parts of Africa (Miracle et al. 1980).3

' In litigation cases in the traditional courts, such dilemmas surface
explicitly. It is very difficult for the traditional justice system to
differentiate the credit relation between the two parties from the other strands
of their relationship. Interpretation problems quickly arise, and the final
ruling may leave both parties dissatisfied.

32 However, the mere citing of an interest rate out of its context can be
misleading. Many of the examples of "exorbitant" rates given in the literature
are not interest rates of explicit, unconditional credit contracts. They may be
implied interest rates that are part of a more general implicit contract between
the two parties. Typically, business contracts are set up as joint ventures in
which each of the two parties contributes certain inputs while profits are shared
according to a particular formula. Such contracts are essentially a type of
sharecropping contract. The question then becomes whether the fact that the
creditor receives profit shares is an example of "exorbitant" interest rates or
rather an example of a particular type of risk-sharing arrangement which provides
incentive mechanisms in a context of imperfect information and uncertainty.
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The following example will point to some of the implications. Before the
harvesting of coffee, a number of traders buy coffee "on the tree." The farmer
mortgages the standing crop in exchange for credit.®® To the farmer involved
it is a welcome source of cash in the preharvest period. However, many farmers
do not repay their loan, i.e., fail to deliver the specified amount of coffee
after harvest. To understand this attitude and to explain why traders continue
to make such loans, one has to look more closely at the wider implicit contract
and the nature of the payments involved.

The relationship between the trader and the farmer is basically of the
generalized reciprocity kind. It is a multistranded relationship. The trader
may in fact receive payments in the form of a certain political allegiance or a
range of small services, i.e., side payments. Consequently, a point may be
reached at which the farmer considers the debt as repaid. Neither of the two
parties may question this arrangement. In fact, traders are well aware of the
more narrow default risks of getting their money back, instead of side payments.
One trader estimated this "default risk" as a 50 percent chance of getting his
money back.

The above example clarifies why individuals are hesitant to enter into
person-to-person, cash-credit transactions. The risk of explicit defaulting
induced by the implicit contracting of the wider social structure may be
considered too high. The possibility that the other party will substitute cash
repayment for services, allegiance, or patrnnage might be unacceptable to the
individual. Private moneylenders — i.e., individuals who deal strictly in money
- are not present in the village. Enforcement of such contracts can be costly.
This suggests that an induced demand for an alternative economic institution
exists, which would reduce the transaction costs of unconditional contracts. 1In
other words, a need for "free trade zones" emerges, which, in the context of the
ROSCA, facilitates exact reciprocity under the terms of an unconditional
contract. In the ROSCA the contract is unconditional: it is money for money,
and the time frame is exactly specified.

To distinguish clearly between ccnditional and unconditional contracting,
the ROSCA in fact prohibits direct individual-to-individual transactions.
Contributions are made into a collective fund, which is handed over to the
president who can be seen as the legal person representing the collective. He
or she then allocates the fund to a particular individual. In the process, the
enforcement problem is qualitatively altered: the contract is transformed from
a person-to-person contract embedded in generalized reciprocity to an uncondi-
tional contract embedded in the ROSCA setting. In other words, the collective
"cosigns" each loan. Defaulting by one individual now directly threatens to

3 The existing property regime clearly distinguishes between the crop, i.e.,
the produce of labor and capital, and the land on which the crop stands. Within
the village community, the sale of the land itself is deemed illegal. Sales to
strangers, however, do in fact occur, but the payments are often masked as
s¥m?olic gifts given the notion of illegality which surrounds the outright sale
of land.
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compromise a multitude of other unconditional contracts. Inasmuch as individuals
value the benefits of continued membership in the collective more than they value
the benefits of defaulting, the contract is seif-enforcing. The intermediation
of the group reduces the risk of the credit transaction.

To deal with this informational problem, one could introduce asset
collateral into the private moneylending transaction. This could potentially
increase repayment. However, although the coffee-on-the-tree moneylending was
essentially collateralized credit, it is not clear that it would necessarily
result in a more efficient credit scheme. Even the credit system of the coffee
cooperative, in which the cooperative supplies preharvest credit, was character-
ized by lower repayment rates than the ROSCA. As with the ROSCA, it seems that
members' evaluation of the total future benefits of continued membership is the
crucial factor of successful enforcement, not the introduction of collateral per
se.

The Credit Union, which operates in the village, is a fcrmal savings and
credit cooperative. Firstly, how important is the Credit Union compared to ROSCA
in terms of membership? As mentioned, at least 90 percent of all household heads
are a member of ROSCA. The number of members of the Credit Union in the village
was 199, which is 30 percent of the total number of ROSCA members. It appears
that the Credit Union attracts substantial amounts of savings because people
generally feel that their savings are safe and out of reach of the contingent
claims of the local networking economy. In fact, the bureaucratic hassles
members experience in withdrawing their savings seem even to work in favor of the
Credit Union, because they reduce the 1iquidity of savings kept in a credit union
account.,

However, the possibility that the Credit Union has created for the cosigning
of loans has enabled the networking economy to infiltrate its operations. The
fact that an individual cannot withdraw savings, which serve as a guarantee for
another individual's loan, is often mentioned as the greatest disadvantage of the
Credit Union.

Another, more structural problem of the Credit Union is its limited
capacity to reinvest savings locally. The lack of investment capacity constrains
the operations of this institution. The equity implications of the information
problems, which are at the basis of this low capacity to profitably invest funds
locally, are equally important. Organizations like the Credit Union run the
danger of substituting lack of information with what is perceived as "low-risk"
loans. This often biases credit transactions toward the local elite.

The ROSCA system of the village handled 74,000 dollars annually, given out
in 650 Toans, or approximately 75 dollars per member. The Credit Union, in the
same year, handled only 3,800 dollars given out in 37 loans, which is about 105
dollars per loan. At the same time, an increasing number of loans were
rescheduled loans and posed a serious danger to the institution's Tong term
viability.
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What other formal credit alternatives exist? Donor-initiated revolving fund
credit systems in the rural areas of West Africa generally do not revolve.
Repayment rates are generally very low. Administrators may give a plethora of
reasons for this failure (insufficient rainfall, peasant ignorance, absence of
the cooperative spirit, lack of operating funds, etc.), but these are probably
not at the heart of the general and widesnread failure of these credit programs
in rural Africa. The single most important problem of these institutions is an
enforcement problem. Lack of incentives for management might be one reason for
the low repayment rates usually associated with revolving fund schemes, since
management is generally not judged on loan performance. In fact, most donors
explicitly do not want their funds to return to the donor level, which is exactly
why the revolving fund serves their purposes so well. Whereas that might be a
laudable principle, it merely shifts the responsibility for enforcement to the
recipient organization.

However, donor organizations rarely sanction the national and 1local
bureaucracies that administar the credit schemes on loan performance. On the
contrary, African and donor administrations alike are routinely evaluated on
"absorption" capacity, i.e., their capacity to absorb new loans. As long as past
performance of loans has no significant effect on the supply of new loans, the
problem of lack of management incentives will probably remain. Is the relation
between the African bureaucracies and the donor organizations also one of
"conditional contracting" compromised by adverse selection and moral hazard?
Even if the answer to the latter question is not affirmative, one has to corncede
that neither of the administering parties (donor and national) is evaluated on
loan performance. From the extension agent,>* via the local bureaucracy and its
technical assistance, to the donor administration, one will find that, although
nobody is particularly enthusiastic about the Tow repayment rates in formal
credit schemes, no routine sanctioning (positive or negative) of administrative
performance tied to repayment of loans exists. Whether or not the target groups
know that such is the case, we will leave as an open question. Do low repayment
rates basically stem from strategic behavior on their part?

A much more promising strategy for formal credit schemes would involve some
form of collective liability, as in the ROSCA system. The automatic exclusion
of a collective from new loans if one of its members fails to repay would
involve, however, a coordination problem between competing formal credit schemes.
Uncoordinated competition between donors unfortunately does exist. If that
problem were solved, enforcement of sanctions would probably be evaluated as
credible by the target group.

Another type of credit scheme is centered around a "technical package." It
faces the same information and enforcement problems as the revolving fund schemes
but adds to this the obligatory adoption of a supposedly profitable package of
inputs (for instance, animal traction, fertilizers, pesticides, etc.). Many of

3% The extension agents face the added problem of reconciliation of two
potentially conflicting roles. He or she has to wear the conflicting hats of
propagator and enforcer of a loan.
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such technological packages are poorly adapted to the particular agroclimatic
conditions prevalent in sub-Saharan Africa. As a result, the distribution of
unprofitable technology on credit is a widespread phenomenon. Fortunately for
the farmers, poor repayment rates on such "credit in kind" packages are equally
widespread.



6. POSTSCRIPT: ON CREDIT AND INSURANCE

In analyzing economic exchanges within the institutional setting of the
wider kinship - or tribal - system, economic anthropologists distinguish among
the following three governing principles:®

1. Generalized reciprocity. The transaction triggers an obligation to
reciprocate, but it is "diffuse" with respect to timing and exact
content.

2. Balanced reciprocity. The transaction operates according to the
familiar principle of "quid pro quo" within a well-defined time period.

3. Negative reciprocity. The transaction can be interpreted as exploit-
ative behavior.

We might be tempted to think of market behavior only as all behavior falling
squarely within the category of balanced reciprocity, viz. unconditional economic
contracting under which the terms of exchange are certain at the time of the
transaction. However, within the context of kinship-based economies, behavior
described as generalized reciprocity is of particular economic importance.
Generalized reciprocity is typically associated with transactions that embody an
element of insurance and that deal with certain contingent commitments to future
goods and services. To the extent that the kinship system is a multipurpose
insurance scheme dealing with health risks, unemployment, crop failure, and
retirement plans, generalized reciprocity is essentially a categorization which
covers a set of state-dependent, implicit contracts between individuals (see also
Bromley and Chavas 1989).

In generalized reciprocity, all the standard economic problems associated
with contracting under uncertainty and imperfect information can arise: moral
hazard, adverse selection, informational asymmetries, etc. An attempt tc solve
these problems is typically made by establishing durable partnerships based on
trust and mutual knowledge between the acters. In other words, by way of
generalized reciprocity within the kinship structure, individuals become
shareholders of the same economic institution.

At the same time, it often seems that balanced reciprocity or unconditional
contracting (the quid pro quo within a well-defined period) ~ tends to become

3 see Sahlins (1968). These categories are not mutually exclusive and
discrete. Rather, they represent different nodes on a continuum, which ranges
from pure gift giving to outright theft.
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characteristic of transactions with individuals outside the kinship system, e.g.,
strangers.’ To accommodate transactions of balanced reciprocity, the kinship
system may create free trade zones — niches of unconditional contracting — within
the system, just as it often does with strangers outside the system. In these
free trade zones, balanced reciprocity or unconditional contracting is the rule.
Rotating labor groups or rotating credit associations are good examples of such
niches of unconditional contracting. Unconditional contracts - balanced
reciprocity - benefit from the existence of the conditional contracts -
generalized reciprocity. Since kinship provides for stability and mutual trust
in economic relations, defaulting on unconditional contracts, whick are embedded
in the institutional setting of g;nera]ized reciprocity, can be subject to
formidable sanctioning mechanisms.”” This suggests that the better generalized
reciprocity works, the more efficient the balanced form is.

However, insurance, i.e., the active pooling of risk by means of generalized
reciprocity or conditional contracting, is not costless. Its funding is
ultimately based on individual payments that are basically a form of investment
in an asset. Since the asset, i.e., state dependent benefit claims on the
economic network, is specific to the institutional setting in which it is
embedded, a situation of asset specificity arises (see Williamson 1985). To the
extent that this asset provides the collateral that secures the unconditional
transactions in the ROSCA, its market is imperfect outside of the medium in which
the asset is fixed, i.e., the village network.

An apparently peculiar advantage of the ROSCA is that the individual can now
transfer money out of the reach of the generalized reciprocity system. Thus, the
opportunity the ROSCA provides for depositing money out of reach of such claims
is a benefit of the ROSCA that many informants verbalize very directly: "I can
hide money in njangeh"; or, "My family wonld chop all my money if it weren't for
njangeh." These preferences seem to play an important_rnle in the high valuation
of the indivisible good in the kinship-based economy.® The more pressure there
is on the individual to spend liquid assets, the more he or she will value the
benefits of a lump-sum investment.

The ROSCA fulfills an essential service in this respect: every month the
individual is compelled to contribute. Only when it is one's turn to receive the

3% However, these transactions may ultimately also be transformed into
generalized reciprocity: the immigrant sharecropper in the Gambia is often
treated "1ike a son" by his landlord (Robertson 1987).

3 For instance, this appears to be the reason why in West African long-
distance trading ethnic monopolies arise as if they were somehow "natural": the
kinship system provides an incentive structure which reduces the risk of default,
fraud, and moral hazard.

38 Such preferences for nonliquid assets are also at the basis of the typical
African phenomenon of unfinished houses, which seem to be perpetually under
construction.
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fund is the individual "1iquid": he or she can now better anticipate the use of
those liquid assets. Moreover, while in the process of saving, the individual
has a socially acceptable defense against claims of other people. Such temporal
liquidity arguments are illustrated by remarks such as: "People cannot bore you
by asking for money," or "Your relatives can ask you for money only at the right
time."

In a kinship economy, direct relatives are a prominent source of contingent
claims and strategic bargaining. In-laws, for instance, are notorious claimants.
If an individual's in-laws were members of the same ROSCA, they would, first,
have access to accurate information on the individual's financial wealth and,
second, they would know exactly when to make their claims. One question asked
of ROSCA members was whether they had any relatives in the same ROSCA. Their
answers provided some evidence of temporal liquidity preferences: the higher the
average level of contributions in a ROSCA, the fewer the relatives.?

Finally, it is of interest to examine the influence of wealth on the
relative importance of generalized reciprocity versus balanced reciprocity. In
general, one may expect that insurance motives and wealth accumulation are
substitutes: the demand for insurance decreases as private wealth increases,
ceteris paribus. To the extent that only generalized reciprocity can satisfy
insurance needs, the importance of generalized (balanced) reciprocity would tend
to decrease (increase) with wealth accumulation. In other words, the wealthier
one is, the less one needs to rely on contingent claims from the kinship system,
and the more one may use balanced reciprocity. There is some empirical evidence
supporting this hypothesis: contributions to the ROSCA increased considerably
between 1971 and 1980, a period over which general wealth in the village
significantly increased.

3 Spearman's rank correlation coefficient for the observed relation was
0.8214, significant at the 5-percent level.


http:relatives.39

7. CONCLUSIONS

The njangeh is a type of rotating savings and credit association, usually
classified as an informal system, although such a qualification seems largely at
odds with the explicit lack of informality in the ROSCA institution. Credit was
inseparably linked to saving, as in all sound banking systems. The ROSCA enabled
its members to undertake personal lumpy investment projects and provided a
solution to the economic problem of indivisible goods within certain bounds,
defined by the opportunity costs of saving and borrowing (13). If the benefits
b associated with the indivisible good B fell within this range - defined as a
function of exogenously given interest rates on savings (r) and credit (i) - it
would be profitable for the average individual to participate in a ROSCA.

re < b < 2iB (13)

The particular institutional design of the RCSCA considerably reduced the
risk of default. In particular, the order of rotation and the partial
collateralization by the trouble bank were instrumental in reducing such risk.
Moreover, sanctioning of ROSCA management was directly linked to loan performance
through the rule that the president had to take the last position in the order
of rotation. Since information and enforcement problems were thus greatly
reduced, the institution did not rely on collateral in the form of physical
assets as security for credit transactions. Additionally, there was no need to
charge interest solely in order to compensate for the risks of default.

The empirical evidence from a village in Cameroon indicates that the ROSCA
outperformed, in terms of efficiency and equity, all other credit institutions
in the region by reaching virtually every household in the village, handling
thousands of credit transactions every year, and doing so at a relatively low
level of transactions costs. Within the village setting, there seem to be no
major constraints for expansion of the ROSCA system.“ " ROSCAs also adapt to
urban settings. However, urban ROSCAs rely less on the sanctioning mechanisms
of the kinship-based social structure. Members directly and forcefully seize
property of a defaulting member.

A word of caution seems necessary. This paper does not advocate the
inclusion of ROSCAs in development projects. At no point, moreover, do we draw
the conclusion that, for instance, agricultural credit programs should be

0 Moreover, although no quantitative data exist to our knowledge, we were
repeatedly told by various informants that the financial economy of Western
Cameroon was crucially dependent on extremely wealthy ROSCAs (e.g., fund sizes
of over 10,000 dollars per month) run by Bamileke traders.
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replaced by ROSCA systems. Government intervention in the credit sector is
inherently limited by informational problems and the lack of incentives for
government agents to effectively monitor and enforce credit transactions. The
unconditional contracts of ROSCAs ultimately depend on the wider sanctioning
mechanisms of the kinship-based economy. The government is typically not part
of this "moral economy" or "economy of affection" (Hyden 1986) and is often
unwilling to enforce loan repayment. Direct government involvement in the
provision of credit through ROSCAs would probably substantially increase default
rates.

We believe that the role of government lies in providing a legal framework
for ROSCAs. To the extent that formal legalization would improve the recovery
of loans in situations in which recovery is problematic, the informal credit
sector would benefit from legalization. It seems prudent, however, to make
government intervention in the legal aspects of credit transactions dependent on
the explicit demands of the associations themselves. To allow the ROSCA system
to capture certain economies of scale, it would be particularly interesting if
a legal and financial framework could be created which would enable credit
transactions to be extended beyond the village level, for instance as a "super”
ROSCA, which rotates funds between ROSCAs.

Finally, practitioners of development economics could benefit considerably
from a better understanding of the informal credit sector. For instance, most
ROSCAs keep records which, given the proper introduction, are readily accessible
to researchers. Questions in formal surveys can be framed more specifically.
The question "Have you borrowed any money?" and, if yes, "From whom?" is usually
not specific enough. Respondents seldom associate this question with their
membership in a ROSCA. Such unspecific questions yield unspecific answers, e.g.,
"friends" and "relatives," often leading the researcher to hastily conclude that
credit markets are virtually absent or are merely constituted by a narrow circle
of "friends" and "relatives." In other words, the researcher may not notice the
existence of credit institutions, such as the ROSCA, by failing to ask the
appropriate questions.
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