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i i idi ital in less developed countries.
Abssract: Informal financial markets play an important role in providing capital in less :Lvdoprk“s et
: . . . al g tt
This paper presents the organization of such markets and provides examples of how ¢ c.;v. mf e el
concurrent with the formal financial sector. Specifically, the paper provides a case study o

financial markets in the country of Cameroon.
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INTRODUCTION

Castclls and Portes (1989) define an

informal economic sector as an
“unregulated income-generating” sector “in a
legal and social environment in which similar
activities are regulated.” In such a secror,
producers and consumers ignore the rules and
regulations of the formal sector. The informal
sector simultaneously encompasses flexibiliry
and exploitation and is essentially an
“underground” micro economy of markets for
goods and services.

Adams (1992) indicates tha in this micro
economy, individuals or groups of individuals
may also lend or borrow money to satisfy
financial needs. The informal financial sector
that will be examined in this Paper is very
common in less developed countries and is an
important source of financing for many small
businesses in the informal sector. This paper
will present and analyze the characteristics and

relationships of the informal financia sector in
Cameroon.

DESCRIPTION OF THE INFO

RMAL FINANCIAL
MARKET

ccording to Adams and Ghate (1992), there
re some Important concrases between
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formal and informal financial market.S yet thz
exist side-by-side and in many lnsmn;:.lal
complement each other. The informal ﬁ"a" o
sector functions outside the regulations impos |
on the formal sector with respect 1 C:]p“:tc,
reserve and liquidity requirements, and f
ceilings on loans and deposits. -
An informal financial sector exists, 1D pafo;
because it satisfies consumer demand mal
services which are not provided by the fork s
financial markets. Informal financial marke r
tend to be more convenient with lowe
transactions costs than the formal ma'lfcts'mc
Adams (1992) indicates that women l:'sohcr
less developed countries have a flcgtor&
propensity to save but due to cultural fa cia
find it difficule to enter the fornjlfﬂ ﬁl}al:mal
market for deposit services. In addition, °l og-
financial institutions often spccia-lizc lﬂl | C:cra
term loans of large amounts requiring €0 inall»
and they ignore the market demand for s low
short-term, unsecured loans. Due to ‘ha; less
income, the majority of inhabitants 0 edit
developed countries are not regarded as Cdams
worthy by the formal financial sector (A
and Ghate, 1992). all
The informal financial sector serves S’Z‘ual
farmers, reuailers, entrepreneurs, and indivi o
borrowers and lenders from nearlv ch?".V 50‘;::65
economic category. It provides deposit serv .
and small loans for short-term plﬂ'Posrrn
although both intermediate and longer t©
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financing can be arranged. Individuals or groups
accept deposits and lend to other people and
groups may work on the basis of rotating savings
and credit associations (ROSCAs). Whatever
the classification of players, informal borrowing
and lending is characterized by face-to-face
transactions and flexibility with respect to the
Strucfturc of debt, interest rates, collateral
requirements, rescheduling maturity periods,
and the qualification process. The flexibility and
amorphous nature of the informal financial
sector, along with the unusually close working
relationship between borrowers and lenders,
enables foffilallenders to reduce transaction
costs to levels that are usually well below those
of the foffilal sector (Adams, 1992).

Advaneages of the Informal Financial Sector

'il;';he l:nformal ﬁnancial sector owes its ubiquity
fa the less developed economies to several
ctf)rs, The informal sector is remarkably
arerx.ble with respect to structuring credit
thean?cme.ms' It is an unregulated market and
re l'ci ore, is not encumbered by the rules .and
thElf a;lons of the formal sector. In addxtn.o.n,
to r.'n ormal sector is characterized by.its ability
mosc: Pond quickly to market conditions. T!\e
sect ln?P ortant role of the informal financial
test ?r-ls to fill che void created b?' the
tictions of the formal sector. According t©
vams (1992), among the comparative
its lzmag.es enjoyed by the informal sector :rhe
abj; Wer transaction costs, broad mafket reach,
exil?-'l_to tespond quickly in Cxtendn.ng crc:ft,
and Uity in packaging and distributing credit
1% ability o take advantage of cultural biases

Ceulj
a . '
I to specific regions.

D; .
‘Sad‘,anmgs of the Informal Financial Sector

°; (:flxn the individual lender’s or borrowers pOi:l:
of e.v.v, 2 major disadvantage might be the la.l
'ty to pursue legal action. If disputes aris®

e i ci
$ Mo legal recourse. Informal finan

markets tend to deal with this issue by making
these transactions in a more personal face-to-
face arrangement. The borrower and lender may
have a great deal of informal but valuable
information about each other.

From a broader, policy point of view,
informal financial markets may not be capable
of funding major projects which are necessary
for economic development. The existence of
the informal sector makes it difficule to
implement monetary policy because a significant
portion of the money supply is notincluded in
economic statistics. Finally, the income
generated by the informal sector is not a part
of the tax base and governments’ potential tax
revenues are reduced. For these reasons,
governments of less developed countries have
frequently practiced the policy of providing
cheap credit through formal credit unions. The
objective of such a policy is to bring an
increased share of funds into the formal financial
sector. However, Basu (1994) indicates that this
policy typically fails to achieve its desired result.

INFORMAL MONEY MARKETS IN CAMEROON

he terminology commonly used to define

informal financial markets in Cameroon

in the francophone provinces and

the anglophone provinces. The

med for Lorenzo Tz:l:i, a

i r who started similar ascheme
iNn?g:L::il:lb:g;(;, althougl'l it may have existed
in Iraly carlicr Fach subscriber p.ald an amount
i d and in return received dnvndc.nds
lf:;?nihc money invested. As each person du:dii
his share was divided among all th.c oti:lelrz ;'u:}t,c
only on¢ member Was left, reaping

. cheme, the capital
dividends- In the ongmal s e the last

« & . 39
15 tontme

] em
“djanggis 10
“contine” is na
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eventually banned because there was oo much
incentive for subscribers to kill each.other to
increase their share of the fund or to become
the last survivor, claiming the capital. Today, in
Cameroon, the “tontine” is used differendy. In
fact, the financial crisis that shook the French-
speaking African countries‘in the late 1980’
revealed the inability of formal financial
institutions (copied on the western model) to
provide sufficient deposit and credit services.
This led to the growth of informal financial
institutions - “tontines” or Rotating Savings and
Credit Associations (ROSCAs.) There are
various forms of ROSCAs but each of them is
founded on traditional values such as mutual
aid or conviviality. These groups accept deposits
and grant loans to individuals who have often
been rejected by formal financial institutions.

here are three different market types in which

ese institutions function-the mutual informal
money market, the commercial informal

financial marke, and the bidding informal

money market. The following sections will
review the chara

cteristics and describe the
Operation of each of these market forms.

Importance of informal finance in Cameroon

A brief summary of the Cameroon eco
Provided in the Table 1. Indicators show that

er some difficulties in the late 1980’s and
carly 19907, the economy of Cameroon has,
in recent years, been quite healthy.'

nomy is

Table 1: Summary of Cameroon’s Key Economic

Indicators

World Bank classification | Lower income
Population $13,396,000 (1 997)
GDp $9,115,000,000 (1997)
Real GDP growth 5% (1998)

Average annual

inflation 6.4% (1990-1997)
Inflation 1.5% (1997)

Bank leading race 22% (1998)

Gross national savings

15.9% of GDP (1997-98)
heep:/Fwww, newafrica.com/economy/Cameroon.asp

Table 1: Continued...

World Bank classification | Lower income —
x?:};:ncf'c inbroad 7.8% (1997 - 98)
&ﬂ:’ ::tt 7.5% (1997-98) ___—
Sources: . .
e

However, conditions in the formal bankllfg a:::
financial sector are less encouraging. While des
banking system is regulated by the Ba“‘}:; sets
Erats de I' Afrique Central (BEAC) whi been
rates on lending and borrowing, there have at
a series of financial difficulties, the m°$tc:cc:go
in 1998. A major restructuring a iicca f989»
has not alleviated the problems. Since 1ot
nine banks have been liquidated, closcwicc
merged with other banls. Only seven fullsrv
banks remain in operation in the entire couf he
Plans are underway to restructure four (];an
remaining banks and liquidate anOthF" Jdare
in Camezoon have overextended credit an lose
now under strict requirements ?nd ¢
monitoring to correct the situation. cial
Cameroon’s banking and ﬁnan' ce
institutions have suffered tremeﬂdous.ly sif se
1986. Given the lack of confidence In the s
formal institutions as well as the tight f:o,ntroot
instituted to correct these problems, 1t 1S dr‘lng
surprising that informal savings and l?n, dlu
institutions are very important to indivi he
small businesses in Cameroon. Because of © e
informal nature of these markets and becau$
there has been litde interest in such markC:
until recently, there s very little hard da“,l °
these institutions, However, the limit¢
information availabje consistently indicates su¢
informed institutions are extremely important-

————""7

iness

2 htep:/ /www.state.gov/www.about_state/busines
com_guides/1997/Africa/cameroon97.html
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Van den Brink and Chavas® analyze data from
an carlier field study in Big Babanki, a village
‘f)f approximately 3500 people located 30km
Pl‘om. Bameuda, the capital of the North West
rovince. They include data that allows the
cOmg)a'rison of formal and informal market
Participation for this case study. Table 2
Summarizes the key comparisons. '

Table 2. Comparisons of Formal and Informal

Marker Participation
Rosca | oro
(informal) nion
Mo (formal)
Aembership (as
% of) heads of At least 90% | Less than
| households (675) 30% (200)
Number of 650
loans . 37
A approximate ]
\Nnual tumover
| (in US dollars) | 47:000 3,800 |

V:;QD en Brink and Chavas note that the Credit
C"Cditntl}: one of the few examples of 2 formal
SO re at has been sustainable. The auth.ors
tom isf? rted, based on anecdotal information
essentialofrmams that very large ROSC As were
N addjy; or financing in Western Cameroof:
° Stud-tlon' A.dams (1992) reviewed a variety
Tepory ies on informal financial markets and
Orted that the total volume of finance handl
Y informg
in tlI}cOfSCAS might be greater than the .amount
Exists 1-0 rmal banking sector. Thus while chere
lmPortIttle quantitative data to measure the
¢ av:-lln ce O'finformal finance in C;am.croor.\.
i Cxtr;;,blf lI_1f°"mation seems to mdlcatcolr:
“Conomy, ely important in the Camero
~—]
gogie Van den Brink and Jean-Paul Cleavas

Conomjc Dev jeural Change-
Riverc: elopment and Cultur :
Vor 58ty of Chicago Press. Chicago July 1997

Ol. 45, ISSue 4- p: 745

The Mutual Informal Money Market

The mutual informal money market is the oldest
and most common informal financial market
in Cameroon. This market is based on the
solidarity of its members with the key
assumption being that participants are honest
and they know each other very well. Participants
are generally close friends, ncighbours,
colleagues, and/or family members.

In the mutual informal money marker, a
group of people meets and decides to collect a
certain amount of money, a subscription, from
cach member. At each meeting, the total amount
is lent to a participantona rotating basis. This
loan is without interest. The amount of money
cach member contributes is determined by a
mutual agreement before the process begins.
The subscription amount takes into
consideration each member’s resources and may
vary from member t0 member. Each participant
commits to his/her contribution at each meeting
for the lifespan of the “contine”. The lifespan of
the “tontinc” is defined in terms of its cycle. A
cycle is the number of meetings necessary to
provide 2 loan to cach member. Any new
participant must be recommended by one of
the members t0 be considered for acceptance
in the market. The new member is
automatically placed at the end ?f che cyclc. A
member can eave the market, if he or'she is

ch cycle, the

ifespan can

three to more :

Joans can be either negotiate

consensus orchosenat random. o "

rc—cstablishcd order may be revised-

ag -mutual i arket works as an
m .

b rive for members 10 save. Howevenh this

incen

igati cause
i ive is not an obligation be
e it. The mutual

d in advance by
However, even
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this case, it functions as a provident contingency
fund. However, the relationship between saving
and credit is complex. In fact, the first recipient
hasa debt, which decreases as he repays through
his subsequent contributions; the last member
on the list has a credit, which increases until
his turn to receive the loan comes.

If inflation is taken into account, one can
consider that the first recipient gains both
because he or she receives a loan without interest
and also repays it with less valuable money. The
last member has granted a loan of more valuable
money and receives no interest compensation.
Berween these two extremes, each member has
a credited account, which is transformed into
decreasing debt when he or she pays the
subscription. This form of market can be
considered a zero-sum game (in terms of the
money amounts) during the lifespan of this
market; the credited account of each member
always equals the net sum of deb for the other
members,

In nominal terms, the net profit of each
participant is zero. However, in real terms, jt
is different according to the position of the
mer.n.bcr. :I‘hc first participant has 5 privileged
posttion since he receives a loan Wwithout interest,

whereas the last player is subjected to saye
without incerest. Despit
disadvantage to these membe

s who recej
loan late in the cycle, receive the

each member voluntarily
ment. One possible reason

are buying access o 5 lar
- 10 3 arger pool of fiynds i
'the futu.re. The individual g sacriﬁcing interels':
income in exCha.nge for the guaran
will be availabje in the furyre e thacfunds
There are two .
markets: one with

and the loan received is always the same for
everyone. For example, suppose a market with
four members: MI, M2, M3,-, with faCh
member other than the loan recipient
contributing a sum T=$1 000 each time period.
The cash flows .re shown in Table 3.

Table 3: Mutucd Informal Money Market Example

Cash flows for even contribution
I

Period
Members 1 2 3 4
M1 +3,000 | -1,000 | -1,000 | -1,000
M2 -1,000 | +3,000 | -1,000 | -1,000
M3 -1,000 | -1,000 | +3,000 | -1,000 |
M4 -1,000 | -1,000 | -1,000 | +3,000

The first member, M, will receive $3,000 (;8
the first period or the sum of the $10 rs
contributed by each of the three other me’m:c arc
He or she will reimburse each participantss 2)
during the second (MV, third (M3) and fourth ¢
period. During the second period, participa?
M2 will receive $3000 and so forth.
For a variable contribution rate
member contributes the amount he wants a'rrllg
will receive an equivalent total amount durlvc
the cycle. It implies that those who ham
benefited from the loan must repay an mno; s
cqual to what has been received from len cus
in subsequent meetings. For examplé lc‘; by
consider a four-member market illustrate
the cash flows presented in Table 4.

caCh

Table 4: Mutual Informal Money Marhes example
Cesh flows for variable consribusions

4‘_%
Period

Members 1 2 3 4
Mi +4,500 | 1,100 | -1,600 | -1,8%
M2 -1,100 | +9,600 | -5,000 -3,500
] 000

M3 -1,600 | -5,000 | +7,600 | -1,
M4 -1,800 | 3,500 | -1,000 | +6,3%0
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Contribuci
forﬂ:::::u;ns vary in this case. Let us consider,
oy ple, rfacmber MI. He or she ha;
o M3rcs;:icctlvcly $1,100 from M2, $1600
the curs t;lalt 13[ 1800 from M4. M1 must repay
during sut 2, M3, and M4 loaned to him
have o < l:lc.quc.nt meetings. He or she will
M2 o hlgatlon to contribute $1,100 for
during thg th? second meeting, $1,600 for M3
durine iy :ft ird meeting and $1,800 for M4
brom o ourth meeting, This type of market
st nl:}utua! help among members. From
the mat lC. point of view, it contributes to
s (; cllz‘a.tlon of saving.

general lition, a mutual informal market
mongy f)'; rmtcl:lludcs an emergency fund. The
e, e emergency fund comes from

and is used for two primary purposes:

* To
ﬁnal:(lzli’almfmbcrs who are facing difficult
beneficiy r;ltl.latlons. In some cases, the
. %‘r oup; and may not have to reimburse the
o
pm?::fc_culthc market in case there is a
t pay baci l:0n tl'.lc loan, [fa member fails
received o ]t ¢ entire sum of money he has
she owes arlier, the rest of the money he or
°We\rerls }t:kcn from the emergency fund.
0 rena this member will eventually have
pay the emergency fund with the

cqui
debt:'alcnt amount used to pay his of her

Thc C
ommercial Informal Financial Market

The
Credit :nn:lmer_dal informal money market is 2
!0 this m:%ll(vmg fund account. Each participant
freasure, c:>||et agrees to save regularly; and the
€ used fo, ects those funds. These funds can
Pendip member or non-member 10305
reasl.ucrg <;n the structure of the market: The
Plays the role of a deposit ban¥-

Qnﬁ d
enceis the i ch istic
most lmportant aracter

thj
S arr .
angement. This confidence 15 not
f che market

es[abl.

is

in thlled between the members 0
mutual informal market but directly

between the partici
motivations l'!())r tlll‘:slll)ua:: oa; ﬂ::’ki"easl".el’- The
easy credit acc i prmaly
. . ess, the adaprability to lo
income participants, and the flexibili o
payments and withdrawals. ¥ of
'I:hc commercial informal financial mark
provides project financing for people exclud j
from the banking system. Each mcmbee’
contrfbution depends on his or her savir:s
capabilities. As opposed to the mutual informagl
financial market where money is lent on
rotating basis, there is no rotation in th::l
commercial informal financial marker. As a
result, the commercial informal financial
market is sometimes regarded as a non-rotating
savings and credit association. The structures
within this market form vary a great deal.
Schrieder and Cuevas (1992) divide the
mercial informal market into three
g association, the saving
and the credit

com
subcategorics: the savin
and credit association,

association.

The saving association functions as a deposit
account. Participants deposit fixed or variable
amounts of money periodically (generally weekly
or monthly,) At the end of a specified period of
time, which is gcnerally a year, each group
member reccives its total deposit. This form of

saving carns no interest. Instead, the members

actually pay 2 commission t0 the treasurer for
keeping their money.

The saving and credit association is just like
the saving association, but the money collected

js also used t make loans to members and non-
members of the association. Debtors may or
not be rcquired to pay interest. In most
n-members pay interest on the money
borrow, while members do not. The interest
distributed t0 members in proportion

hare of the total savings.
association members deposit

on amounts,

definite period
like a mutual fund

may
cases, no

earned is
to their s

The credit
variable subscripti

beginning foran in
credit association functions
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where people bring their money together. The
money is lent only to non-members. Interest is
reinvested until the end of a predefined period,
generally a year. The interest earned is
distributed to participants based on their
contribution. This premium is comparable to
dividends paid to shareholders. This. type of
investment can be compared to a bond with a

variable coupon rate, date to maturity and
interest rate.

The Bidding Informal Money Market

The bidding informal money marketisa bidding
market. In this market, funds are collected as
in the mutual informal money market, and are
loaned to the member offering the most for the
funds. Two forms of markets coexist in this
system:

¢ The principal market in which the members
bid for the total amount of the contributed
funds :

¢ The secondary market in which the interest

earned from the principal is also lent based
on member’s bids.

The Principal market

The primary market starts like a murual informal
money market. Members contribute a fixed or
variable amount of money. The money collected
islent based on a bidding process. Asin a normal
bidding, the participant that offers the highest
bid gains the total amount contributed or “kitey.”
The bidding starts at an amount determined by
a minimum acceptable interest. The member
with the winning bid must have another member
stand surety for him. The role of this guarantor
is to reimburse the fund in the case of the
insolvency of the borrower. The winning bidder
receives the kitty from which is deducted an
amount equal to the extra money brought by

the bidding. Each member can obrain the kicry
only once.

The African Journal of Finance and Management Vol. 11 No. |

For example, suppose that participants in the
bidding financial market collect a sum of
$1,000,000. If the rule of the market sets the
minimum interest rate on any loan to be 10%.
the bidding will begin at $1,100,000 =
$1,000,000 + (10% x $1,000,000). Let us
assume that ;omeone bids $1,200,000. The
interest he agrees to pay will be equal t©
$1,200,00(- $1,000,000 = $200,000. Instead of
receiving $1,000,000, he will be lent
$1,000,000-$200,000 = $800,000. However
he will have to reimburse the initial $1 ,000.090
at a specified date. This process takes place in
the primary marker.

The Secondary Market

The secondary marker is the markert place for
interest earned by the principal sold in the
primary market. The interest (premium) IS
divided into small batches, which are also sold
on a short-term basis. A member can buy
money more than one time from the secondary
market.

Returning to our example for the primary
market of $1,000,000, the remaining $200,000
representing the premium or interest from the
first sale is now split into smaller amounts and

these sums are traded on the secondary market
in the same fashion.

CONCLUSIONS

Thc markets described here may 5°u‘n,d

unusual to many readers. Ne:vt:rthelc:ss,'lt
should be recalled that these informal financ! al
markets are found in less developed countri€s
where the formal financial sector has failed ©
meet all the demands for financial services:
Many people are excluded from the forrﬂ?_!l
financial system and access to loan or deposit
services because of their low income. In
addition, many individuals, groups., and
companies that may have access to the formal
financial system do not trust it because of its
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:icf'l:rﬁ l;q;ldll‘y._As a result, they rely on the
'mal financial system as an alternative

solution,
inf:rl:\: ?‘lf:mccqnlomic point of view, the
efficiens Wh'r;cmh mark.c.ts are not always
eposit monclc' the decision to lend or to
some n‘:quirec[y is still generally gc?v_f:mcd by
casily eqn rate of return, a partlf:lpant can
real rerur oo Clgat{l:ve real return. This n‘cgatlve
Payment is r ults criom the fact that no mt.crest
Some sayin ';Iuclire on some loans nor Pand on
i“ﬂationary En leposits. T?gether. wnth. the
and the Prcmivnronrr'lent, risk considerations,
um paid to the money keeper,

dep H
0s1tor: X
i s/lenders may earn a negative rate of

ing )
e:;:; ::lcsiplte 0_f this, participants still make
Theref, provide funds for loans.
€mand fo:c’h the market satisfies some
xplained |, tnem. These markets may be
SUpport, 5 Y aspirit of mufual cooperation and
ture use iua:ha"tec of available funds for some
‘CSOurCes: r the advantage of pooling financial
“Refsa:(cﬂe;s of the reasons, such informal
°r shore nd to favor loans of small amounts
on the Othpe‘:f;lods of time. The forma! sector,
g term |e ;-nd’ tends to spcci.alizc in large,
e aCtiVitiesn 'ng: As described in tl:ns paper,
N paral| (l)f the informal financial sector
ractiop }: those of the formal sector.
©mmgp I ctween the two sectors is also
“omp e;;, t seems that the two sectors alfo
e"elopmﬁ:ant each other in cconc.m.llc
dSer thﬂt - the informal sector prOVldlng
set_:tor Prov'c dg'thh of small business; the fO
Privage pr Oljelcl:sg funds for the larger public and
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