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1. Introduction

Many developing countries are faced with the dilemma that on the one hand the state
of underdevelopment requires larger investment to accelerate the pace of economic
development and on the other hand limited financial resources restrict them to under-
take such ambitious development program. Pakistan is no exception to this state of
affair. Although Pakistan's economy has been experiencing a respectable growth rate
of 6.5 percent per annum during the last couple of years its performance with regards
to savings has been poor. Infact, saving as a fraction of GNP are one of the lowest
among the developing countries. The current saving rate of about 14 percent of GNP
fares badly with 23 percent of low developing countries'. If this trend is allowed to con-
tinue, about one third of the required investment will have to be financed through for-
eign borrowing, raising the already high outstanding debt liability.

What are the reasons for such a poor performance of savings in Pakistan? It is "'gener-
ally argued that with respect to private savings the insatiable urge for consumption
prompted by liberal baggage rules, smuggling and above all social tolerance for con-
spicuous use of illegitimately acquired resources’ while in the case of public savings
the *'ever-rising public expenditure and stagnation in revenue realization'" are consi-
dered as the chief reasons for low savings in Pakistan?. What is surprising to note is
that no mention has been made about the proper reward for savings. A society when
postpone their present consumption for future expect a proper reward. Ignoring this
factor is tantamount to ignoring the reality.

The purpose of this paper is to provide some explanations as to the causes of low sav-
ings in Pakistan and suggests short-term and long-term measures to increase its level.

In recent years, two school of thought have emerged, namely the “financial
repressionist’'3, and the “financial structuralist'’ that have provided some insights into
the causes of low savings, investment and growth in developing countries. The former
led by McKinnon (1973, 1976) and Shaw (1973) argues that the low (or negative) real
interest rates caused by arbitrarily set ceilings on nominal interest rates and high and

1, See Government of Pakistan, Pakistan Economic Survey 1986-87, Ministry of Finance. 1987
2. Ibid pp. 7.

3. Financial repression has been generally identified with low nominal Interest rates and high and variable rates
of inflation, or alternatively with the existence of negative real rates of interest
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variable inflation rates are the major impediments to savings, financial deepening, capital
formation and growth. The solution, therefore lies in freeing the interest rates to find
their equilibrium levels in a free market environment. The latter school of thought led
by Goldsmith (1969) attributes the low savings, investment, and growth in developing
countries to the relatively less developed financial structures in terms of financial as-
sets, institutions, and markets. He asserts that a widespread network of financial insti-
tutions and a diversified array of financial instruments will have a beneficial effect on
the saving-investment process and hence, on growth.

Prior to the emergence of ‘financial repressionist” school led by McKinnon (1973) and
Shaw (1973) the economic policy makers in developing countries frequently adopted
policies of low interest rates as a way of promoting economic growth in accordance
with the Keynesian and neoclassical theories. McKinnon and Shaw were the first to
challenge seriously this conventional wisdom. They argued that higher nominal interest
rates, or in other words positive real interest rates will act as an inducement to save
in financially repressed economies and these savings will serve as a "“conduit’" for cap-
ital formation®. In other words, McKinnon and Shaw made savings (deposits) and cap-
ital complementary assets. Here, an increase rather than a reduction in real returns
on financial assets stimulates savings and investment.

Keeping in view its importance for developing countries, considerable effort has been
made to test empirically the model of financial repression developed by McKinnon and
Shaws. All these studies have found considerable support for financial repression in
developing countries. With respect to Pakistan, however, only Abe et al. (1977) and
Qureshi (1981) have tested empirically the McKinnon-Shaw model and found that finan-
cial repression holds domestic saving below the level which would occur under a policy
of financial liberalization.

In this paper beside testing empirically the view points of two schools of thought men-
tioned above we also examine the impact of income (or permanent and transitory in-
come), unanticipated inflation and price uncertainty on the savings behaviour in Pakistan
covering a time period from 1959-60 to 1987-88. It has been argued in the literature
[for example, see Gupta (1984)] that for purpose of capital formation what is important

4. For further detail on this issue see Roe (1982), IMF (1983) and Molho (1986).

5. For an extensive list of papers on this topic see Gupta (1984}, Eckus (1977}, Fry (1978, 1980, 1982), Galbis
(1877, 1879), DeMelo and Tybout (1986) and Abe et al. (1977)
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is not only an increase in aggregate savings but also increase in financial savings. It
has also been recognized that aggregate savings may not be quite sensitive to change
in real interest rate compared with financial savings and savings in physical assets®.
Thus, we also estimate a disaggregated saving function i.e. we divide the total savings
(national savings) into financial savings and physical savings and examine the impact
of various factors Iiged above on these two types of savings separately.

The plan of the paper is as follows. The methodology and data are discussed in section
2 while the results are reported and discussed in section 3. The policy implications that
arise from the analysis are presented in section 4 while the concluding remarxs are
contained in section 5.

2. Methodology and Data

To achieve the objectives of this study we use the following general model in line with
Khan (1984) and Gupta (1984)

S=ag+ oy, +a2yr+agp +ap’ (1)

+ gl + aBF + w,VE

where S is saving [aggregate (or national), financial, and physical savings]. Y is per-
manent income, Y, is transitory income, P is expected inflation, (P") is unanticipated
inflation, i is nominal return on deposits, F, is financial intermediation ratio, and VE is
inflation variability or price uncertainty.

Equation (1) can also, be specified as
S=08u+BY,+ 3y +dsr+3,p"

+ 35F, + BsVE

i 9

where r is the real return on deposits defined as

e

r=i-p .(3)

6. See Gupta (1984)
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The theoretical justification of different variables included in equations (1) and (2) are
as follows. The inclusion of permanent and transitory income hardly needs any expla-
nation. Following Friedman's permanent income hypothesis we expect w,=1 and
O0<w; <a,. The empirical research do not provide a clear consensus regarding the
direction of relationship between aggregate (national) savings and nominal return on
deposits and expected inflation. The inconclusiveness emerges basically from the two
opposing influences, i.e., income and substitution effects that return on deposits and
expected inflation exercise on savings. The direction of relationship is an empirical is-
sue depending upon the relative strength of income and substitution effects. However,
if the "financial repressionist’ view is correct then we would expect ;<0 and a;>0
and in the case of eq. (2) (3, to be positive.

The financial intermediation ratio (F)) is used to represent financial deepening or finan-
cial development and is defined in the literature as the ratio of broad money (M,) to
GNP or the ratio of broadest money (M,) to GNP [See for example, McKinnon (1973),
Roe (1982)]. For our purpose we use M,/GNP to represent financial development’. The
effect of F, on aggregate savings is expected to be positive on the ground that the avail-
ability of wide array of financial assets will facilitate savings.

As regards unanticipated inflation (P") and its effect on savings, very little empirical
evidence is available for developing countries®. It is generally argued that there is a
positive relationship with (P") and savings. This argument is based on the fact that eco-
nomic agents do not possess complete information about market prices, that is, they
cannot distinguish between the change in relative prices and absolute prices. As a result,
they misinterprete unanticipate inflation as a change in relative prices and reduce ag-
gregate consumption, hence increases savings®.

Finally, the impact of inflation variability has been examined by various authors in the
context of demand for money [see for example Klein (1977) and Khan (1982a)]. The
high rate of inflation and sometime its erratic behaviour gives rise to price uncertainty'®

7 There Is no unique indicator to represent the extent of financial development of a country. Goldsmith (1969)
has discussed a variety of useful indicators. The common practice in the literature, however, has been to use
M, or M; or My as a ratio of GNP or GDP 1o measure financial development. More on this issue see Gupta (1984)
8 Khan (1984) and Gupta (1982, 1984)

9 See Deaton (1977)

10 Khan and Abbas (1983} has found a significant positive relationship between inflation and its variability for
Pakistan
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which makes the future stream of real income uncertain and economic agents cope
with this problem by increasing aggregate savings''.

It may be noted that five independent variables (Y,, Yy, P®, P*) and (VE) in eq. (1) are
unobservable and therefore, they must be transformed into observable form. We pro-
pose to overcome this problem by using three different expectations schemes—namely,
perfect foresight, static expectations, and adaptive expectations. The rationale for us-
ing three expectations schemes is to check for the sensitivity of our results to alterna-
tive estimates of the unobservable variables. We assume that expectations are formed
according to the adaptive expectations model

Pf-P =0 —P) )

vE-yvh = =W -v5) ..(5)

where Ff represents the expected annual rate of inflation at time t formed during the
proceeding year; P, represents the actual rate of inflation during year t and © is the
coefficient of expectations which is 0<© <1. Similarly y and y, are respectively real
permanent income and measured income at time t and 0 <x < 1. The other two expec-
tations schemes—namely, perfect foresight and static expectations are the special cases
of the adaptive expectations model. For example, if ©=1 and A =1 then eqgs. (4) and
(5) reduce to perfect foresight

& i

- 7

Yi =% A7)

i.e. expected inflation is equal to actual inflation and permanent income is equal to meas-

ured income. Similarly, if © =0 and A =0 then egs. (4) and (5) reduce to static expecta-
tions.

Pf"p‘r:‘ =,Ci,_; .-.(8)

11. See Juster and Wachtel (1972).
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yllp =y_,_*_", =¥ (9
i.e. expectations do not change from one period to the next.

The adaptive expectations model can be expressed as the weighted sum of past (actu-
al) inflation rates and income by recursive substitution of eqs. (4) and (5)

B =0p,+0(1-0),,+0(1-0)p,,+ .(10)
or .

p=0Y (1-0)L'p,
and =0

YE =N AN =N+ M1 =N+ (1)
or

yP=h Z (1-N)'L'y,

where L is the lag operator.

To generate a time-series for the unobservable variables p° and y? it is necessary to
estimate the weights of egs. (10) and (11). We compute these weights by using the
quadratic-loss function proposed by Nugent and Glezakos (1979).

Z,=Y B,-p)= ¥ [p, 6 Y (1-0)Lp, | .(12)
=1 . =0 '

Z,= ), 0 y)Y=Y [y, NY (-N'LYy, ] -(13)
N =0 :

7=

In estimating the weights we have selected those values of () and A that minimize the average
losses from forecasting errors in the quadratic-loss function. The values of @ and A that
minimize the loss function is chosen by restricting the number of terms in egs. (10) and
(11) to three (including the current period) to economize on degree of freedom'2.

12 In an empincal study, Toyoda (1972) tound that price expectations are lormed on the basis of the most re-
cent actual price movement
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The transitory income (yf) and unanticipated inflation (8,') under static and adaptive
expectation models are defined respectively as

Y =V =Y .(18)

pl=p-p., ...(15)
and

¥, =yi=yf ...(16)

Py =p—pf (1)

Finally, the variability of the rate of inflation is defined as;

m

E P11 =Pt ...(18)

-0

V.=

|0

where p, is the annual rate of inflation and n is the number of years considered'®.

Before we close this section a few words regarding data and its sources are in order.
The data corresponding to national (Aggregate) savings'® for the period 1969-70 to
1987-88 are taken from Pakistan Economic Survey, 1984-85 and 1988-89 while for the
period 1959-60 to 1968-69 these are taken from Fatima (1983). Financial savings are
defined as the change in liquid assets (M, definition of money) that includes M, plus
various saving schemes, deposits with cooperative banks and NDFC bearer certificates.
These data for the period 1970-71 to 1987-88 are taken from Pakistan Economic Sur-
vey, 1984-85 and 1988-89. Data prior to 1970-71 are taken from Kemal et al. (1980).
Physical savings are the difference between national and financial savings. Data per-
taining to Gross National Product (GNP) are taken from Pakistan Economic Survey,
1988-89 while for the rate of return on 6 months to one year and one year and over
but less than two year time deposits are taken from various issues of monthly Bulletin
of the State Bank of Pakistan. The rate of change of GNP deflator represents rate of
inflation and these are calculated from Pakistan Economic Survey, 1988-88.

13. For further details on this issue see Khan (1982a) and Khan and Abbas (1983)
14. For delailed methodology of saving estimate, see Pakistan Economic Survey, 1984-85 pp. 55.
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3. Results

The results of equation (2) under different expectations schemes corresponding to ag-
gregate (or national), financial, and physical savings are reported in Tables 1, 2 and
3 respectively. Before we delve into the details, a few words regarding the quadratic-
loss function [eq. (12) and (13)] are in order. In order to construct series for expected
inflation p® and permanent income (v,) we needed the value of © and \. The optimal
value of © and ) that minimizes the average loss from forecasting error in the quadratic-
loss function is found to be 0.975.

We now turn to Table 1 where results corresponding to aggregate (or national) savings
under different expectations schemes are reported. A cursory look at the result is suffi-
cient to see that the marginal propensity to save (MPS) out of measured (y) and perma-
nent income (y,) under alternative expectations, schemes are close to each other. In
order to shed more light on the saving behaviour in Pakistan we re-estimated equation
(2) for the period 1969-70 to 1987-88 and the results are also reported in Table 1. It
can be seen that the MPS under different expectations schemes are almost the same,
though these are higher (0.16 and 0.17) compared with full sample estimates (0.13 and
0.14). The strong hypothesis about the MPS from transitory income (Y+) being unity
is not confirmed under both static and adaptive expectations schemes. However, the
basic hypothesis that MPS out of Y; be greater than out of Y, is confirmed.

As regards the impact of real return on deposits on aggregate savings, the coefficients
are statistically significant at the 5 percent level of significance and bear a positive sign
under all the three expectations schemes. The positive and significant impact of real
return on deposits on aggregate savings confirms the *“financial repressionist” hypothesis
propounded by McKinnon and Shaw. The result indicates that an increase in real in-
terest rate will stimulate aggregate savings in Pakistan.

With respect to the unanticipated inflation (6“) it is found that this variable has a sig-
nificant negative impact on aggregate savings in the case of static expectations only.
This is however, contrary to our a priori expectations. This result suggests that substi-
tution effect dominates income effect and as such we get a negative sign for the coeffi-
cient of (8").

15. For reasons as to why the optimal value of 8 and A should be close to unity, see Khan (1982 b).
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Table 1

ESTIMATES OF NATIONAL SAVINGS UNDER ALTERNATIVE EXPECTATIONS SCHEMES

Perfect Foresight Static Expectations Adaptive Expectations
Variables 1959-60 1968-70 1959-69 1968-70 1959-60 1968-70
1o to 1o 1o ta to
1987-88 1987-88 1987-88 1987-88 1987-B8 1987-88
Constant -2152.70 -16066 75 -1650 87 -15359.93 -1212.88 15743.58
(1.41) (267" (0 88) {2:33)" {0.55) {2.53)"
¥ 0.14 016
(12.4an* (11.94)°
Yo 014 017 013 D16
(6.25)* (6.36)" (5.08)* 6.42)*
Yy 0.28 D18 0.58 0.39
{1.33) (0 BE) (0.64) 0.17)
r H3.66 148 21 98.07 174.90 102.58 16015
(2.63)" (247" {2.36)° (1.96)" {2:21)* (2.33)°
p! 59 31 136 90 314,53
(1.38) (2.02)° (0.58)
Fy 3858.03 27587 BT 2440 80 2584471 1 134447 26707 46
[0.83) (2400 10.43) {1.96)" (0.21) (2.27)"
VE 816,45 B25 29 829 65
(2.14)" (199" (2.04)"
A 0493 0.94 0.92 093 a2 0.93
ow 1.41 191 134 17T 1.39 1.85
F 124 11 6457 65 54 37.69 58.19 48.61

Note: The t-values are given in parentheses and a star (") indicates that coefficients are statistically significant at the 85 percent
confidence level

The financial intermediation ratio (F,) has a significantly positive effect on aggregate
savings with all the three expectations schemes corresponding to shorter sample (i.e.
from 1969-70 to 1987-88) only. The positive impact of F, supports the “financial struc-
turalist”’ view point propounded by Goldsmith. Thus, in the case of Pakistan, the view
points of both schools of thought namely, “‘financial repression’’ and ‘“‘financial struc-
turalist'" are firmly supported. This has an interesting policy implication and will be dis-
cussed in the next section.

Finally, with respect to inflation variability it is found in accordance with the a priori ex-
pectations that this variable has a significantly positive impact on aggregate savings
under alternative expectations schemes with shorter sample period. The overall ex-
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Table 3

ESTIMATES OF PHYSICAL SAVINGS UNDER ALTERNATIVE EXPECTATIONS SCHEMES

Perlect Foresight Statc Expectations

Adaptive Expectations

iblas 196970 195860 1960-70 195960 1969-70
o 10 1o to o
1387-88 198788 1987-88 1987-8B8 1987-88
onstan 531012 266 27 5242 19 6722 &1 6821 .61
122 (& 58)° 130} (2.75)° (161"
¥ g6
451"
¥, 015 018 017 021
(3.84)" 3e1)° 13:55)° (3.50)
Y7 002 020 -2.80 -4 .52
{0 06) (0 52) (0.78) (1.03)
| 295 46 39 51
(1.94)° 114
| 114 51 118 BA 146 49 70 94
207" 142) 2 an” |0 60)
f 16 76
1 16)
1317 78
1 ]
¥
VE
H 0 64 062 Q65 062 &
ow 189 175 224 178 205
F 704 11 80 7.32 909 6.39
MNote: The t-values are given in parentheses A star (*) and a double star (© ) indicate that coalicients are statistcally significant

al the 95 percent and 30 percent conhidence leval respactivaly

The findings of this paper clearly point out the existence of financial repression on the
one hand and lack of financial development on the other hand in Pakistan. The exis-
tence of financial repression has multidimensional adverse effect on the economy. As
pointed out at the outset, financial repression is generally identified with low nominal
interest rates and high and variable inflation, or alternatively with the existence of negative
real return on deposits. The negative real return on deposits instead of encouraging.
actually discourages people to save because this is a tax rather than the reward for
saving. This results into a precipitous flight from banking deposits and monetary authori-
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ties are then forced to curtail their lending operation to the private sector of the econo-
my. “‘The resulting shortage of credit prompts the authorities to adopt policies of credit
rationing and to regulate the allocation of credit by selective credit policies™'7. Further-
more, under financial repression there is a tendency for various forms of quasi-financial
intermediation, such as unofficial finance companies to develop. Yet another adverse
effect of financial repression is the flight of capital from the country. This problem be-
comes especially acute when returns on deposits abroad are high. The large outflow
of capital which aggravates the current account problems arising from reduced domes-
tic saving, forces the authorities to impose severe restrictions on capital movements.
Nevertheless, flight of capital continues through a variety of clandestine channels?®.

In the light of the findings of this study it is suggested that the solution lies in freeing
the return on deposits to find their equilibrium levels in a free market environment. In
particular, the authorities should strive to make real return on deposit positive either
by raising nominal return or by reducing inflation. The policy of maintaining low return
on deposit in many developing countries is based on the inverse relationship between
the interest rate and the desired investment. However, this policy ignores two impor-
tant facts — first, that it implicitly assumes that additional resources for investment will
somehow be obtained, while there is a good reason to believe that investments in many
developing countries are constrained by the availability of savings. Second, it ignores
the distinction between the desired and actual investment. There will be some reduc-
tion in desired investment as interest rates rise, actual investment will increase as long
as the elasticity of saving is greater than zero'®. Thus, it is suggested that the elimi-
nation of interest rate repression will increase savings and hence the long-run capacity
of the economy to finance domestic investment.

As regards the lack of financial development it is found that there is a significant posi-
tive association between financial intermediation ratio and aggregate and financial sav-
ings. In the light of this finding it is suggested that a widespread network of financial
institutions and a diversified array of financial instruments will have a beneficial effect
on the saving-investment process and hence, on growth. The diversified array of finan-
cial instruments along with the positive real return on deposits are bound to increase
savings in Pakistan.

17. See IMF (1983), pp. 14
18. For further details on the adverse effects of financial repression, see IMF (1983)
19, Ibid.
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5. Concluding Remarks

The purpose of this paper has been to provide some explanations regarding the low
savings in Pakistan in the light of recent theoretical development. It is found that there
exists a significant positive association between the real rate of return on deposits and
aggregate savings. The interest elasticity of national savings ranges from 0.01 to 0.03
depending upon the choice of sample size. This suggests that given the existing real
return on deposits (3.78) if it is increased by one percentage point then increase in ag-
gregate (or national) savings will range from 0.3 to 0.8 percent depending upon the
choice of sample size. The aggregate real income (measured or permanent) is also found
to be a key determinant of national, financial and physical savings. The MPS out of
real income under various expectations schemes for three types of saving functions
range from 0.06 to 0.21. Financial development measured by financial intermediation
ratio is also found to have significant positive influence on national and financial sav-
ings while negative influence on physical savings. Thus, the view points of two schools
of thought, namely “financial repressionist’” and “‘financial structuralist'’” are fully sup-
ported in the case of Pakistan.

Besides real income (measured or permanent) and real return on deposits there are
other factors such as unanticipated inflation and variability of inflation are found to have
significant impact on these saving functions. Finally, various expectations schemes were
used to transform the unobservable variables into observable form. It is found that our
results are not sensitive to the alternative expectations schemes.
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Abstract

Most of the developing countries face resource constraint during the process of their
economic development and Pakistan is no exception. The savings rate in Pakistan is
one of the lowest in developing countries and as such the policy makers are faced with
the problem of harnessing sufficient resources for financing economic development.
This paper attempts to provide some answers to the causes of low savings in Pakistan
in the light of recent theoretical development in this area. Two schools of thought have
emerged, namely the "financial repressionist” and the “'financial structuralist'' that have
provided some insights into the causes of low savings in developing countries. The former
argues that the low (or negative) real interest rates caused by arbitrarily set ceilings
on nominal interest rates and high and variable inflation rates are the major impedi-
ments to savings, financial deepening, capital formation and growth. The latter asserts
that a widespread network of financial institutions and a diversified array of financial
instruments will have a beneficial effect on the saving-investment process and hence,
on growth. This paper finds overwhelming supports for the view points of both the
schools. Savings in Pakistan is found sensitive to the changes in real return on deposits.
Financial development is also found to have significant positive influence on national
and financial savings while negative influence on physical savings.
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In this book, Frits Bouman has provided students of development a very readable description of the rural finan-
cial market in one corner of India. It joins a growing body of literature documenting the workings and the distri-
bution of alternative financial arrangements in LDCs. While the book is not highly analytical, it does develop
a cogent argument for how development specialists might profitably view informal finance. And, what it lacks
in elegant equations, it makes up in systematic presentation of the way in which economic agents (in particular
small-scale agents) obtain and provide financial services when the formal system does not perform. In this, the
book infarms the debate on how financial intermediation proceeds in certain economic contexts and how it might
best be supported.

Bouman starts by engaging the reader with a paradigmatic anomaly, Conventional development theory leads
us to expect increased economic development to be associated with growth in the volume of funds intermediat-
ed through formal financial institutions and a concomitant decline in intermediation through informal financial
arrangements. Why then, the author asks, did he find in Sangli Town — the capital of an Indian district that
had experienced rapid growth in agricultural investment and incomes — an apparent expansion of informal finan-
cial intermediation?

Bouman sets out to describe the relationship between agricultural investment and formal financial institution
(in the Indian example read for formal *'state-dominated'') on the one hand and between economic opportunity
and the self-interested response of informal agents on the other. He prefaces this description with a summary
of the conventional approach taken toward financial market development and of the foundations for the more
recent interest in informal financial arrangements. In both the summary of conventional approaches to financial
sector development and in the history of Indian financial sector policy that follows, Bouman avoids the appear-
ance of 'policy-bashing™ by being extremely summary. One waits in vain for him to report the price tag for poli-
cies that resulted in the politicization of credit allocation, formal financial institutions dogged with loan repay-
ment problems, and, in the end, a system that did not go very far toward the goal of providing affordable finance
to the broad masses of Indian peasants; but Bouman is more gentle than that, leaving the conclusions to his
readers. It is, after all, a book about informal finance.

Itis not until chapter four that Boumnan starts in earnest his description of informal finance in rural India. Here,
he establishes one of the defining characteristics of informal finance by distinguishing between two types of
cooperatives (one of which is top-down in its constitution, the other of which is more organically constituted)
in the rural financial system. The dominant type in terms of number of societies is the Primary Agricultural Credit
Society (PACS). These societies were mandated under Indian rural development policy and were therefore typi-
cally initiated by village level government officials. Moreover, since they are used as a channel for gavernment
credit programs, they have little autonomy with respact to lending policies. The other type of credit cooperative
found in Sangli is the Urban Credit Society (UCS}, which, despite their name, are found in villages throughout
the district and accept savings deposits. These societies were more spontaneous in development and since
they mobilize their own funds, are more independent of official control in their policies. Underlining the question
that motivates the study, the more autonomous UCS enjoyed much higher growth during the period when agricul-
tural investment was increasing.

In the following chapter, Bouman goes on to develop in further detail the structure and performance of the cooper-
ative credit system in India, describing a financial system that defines top-down, targeted credit policies. In terms
of performance, he documents the poor loan recovery performance of both the State Co-operative Banks and
of the Land Development Banks. He then leaves it to the reader to connect these two phenomena. But, toward
the end of this chapter (page 41), Bouman makes an uncharacteristically boid proposition:

"“Such a sorry state of affairs undoubtedly creates a climate that is ultimately conducive to the in-
troduction and acceptance of an alternative financial institution. In a sense, PACS in Sangli have
paved the way for the popularity of Bishi (...informal savings and credit societies...) and UCS."
In this proposition, Bouman seems to answer his question about the growth of informal finance in the context
of increased agricultural investment. Given that the formal system — predicated as it was on the assumption
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that state cantrol could compensate for the perceived inappropriateness of a more spontaneous, market-based
system of financial intermediation — did not work, then a spontaneous, markel-based system arose to fill the
gap. Economies abhor a financial vacuum. To the extent that the formal financial system was synonymous with
state-supported institutions, then the alternative arrangements that developed would, by implication, be infor-
mal. Doubtlessly, this goes a long way toward answering the question why informal finance has boomed in San-
gli in the face of increased agricultural investment and productivity.

Following his description of the quasi-formal cooperative credit system, Bouman then moves on o the more
purely informal financial arrangements found in the Sangli district, starting with the "'bishi mandal”, a form of
rotating savings and credit society. For this reviewer, it was this discussion that provided the greatest reward.
The debate about government and donor support for financial sector development which pits indigenous, organ-
ic responses to financial opportunities and needs against the more fundable imported model has raged for so
long that one hardly expects that much that is new can be found to say about it. So many Alexanders have
already cut the knot and yet, amazingly, there is still a knot there. One despairs of ever resolving this debate.
Yet in his description of the workings of bishi, Boumnan captures a compelling image of people gathering together
to satisfy an economic want (savings and credit services) and of their doing so in a way that is internally sus-
tainable, flexible according to changing circumstances, and patently serving the participants’ own self-interests.
If he could have found some way to tie more closely this description of a nascent financial institution to his
apocryphal quote regarding formal finance through the PACS ("' Surely the PACS charge a lower interest rate...
but that is because farming is risky’’) he might have made more clear the cause for optimism inspired by bishi
and similar informal innovations.

Another cause for optimism provided by the description of bishi and the other informal financial mechanisms
in that it undercuts one of the more depressing criticisms leveled against the political allocation of credit and
credit forgiveness in India — e.g., that it was producing a generation of farmers who thought that credit means
free money. It is implied by the development and spread of these informal innovations that farmers and small
scale producers distinguish between state-supported credit which may not need to be repaid and ''real credit”
originating through real institutions which of course must be repaid. One must appreciate such silver-linings
in the realm of financial markel development.

In his evaluation and summary, Bouman pays his respects to the successes of farmal credit in the economic
development of agriculture in Sangli district. He notes that formal credit was instrumental in the transition to
a more productive agricultural sector, though he does not attempt to analyze this contribution in terms of returns
on investment. But this is a book about informal finance, primarily, and he quickly moves on o this topic. He
notes the benefits of organic financial intermediation — higher returns for savers, quicker access for borrowers,
sustainability, to name a few — and he notes the dismay which these innovations inspire in government policy
makers. Arguments are reported that, for the good of the peasants, only formal finance should be allowed. The
sense of foreboding that this inspires is offset by consideration of the fact that earlier arguments along this line
and the policies they engendered seem to have been one of the preconditions for the expansion of informal
finance that Bouman reports.

People have an uncanny ability to succeed in spite of the plans and agendas of development policy makers,
and that |s the strong sense that one carries away from this book. One may wish that people be allowed to get
on with serving their interests in regard to financial intermediation, but that outcome seems improbable. As a
consolation one can at least recognize through the stories told in this book that even in the face of the considera-
ble resources that governments are able to bring to bear, they are able to effect outcomes only partially, and
often in ways that lead in unexpected directions. It serves as a reminder that sometimes people are able to
work around governments' best laid intentions and achieve satisfactory solutions in the end

Robert C. Wieland
IMCC

Arlington, Virginia
USA
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Summary

Rural women have been one of the most consistently
neglected groups in development planning and pro-
gramming, and, paradoxically, one of the groups with
the greatest unrealized potential. Direct access to
credit, accompanied by savings, can become a catalyst
for change that brings benefits to rural women, as well
as to their families and communities. The book will ad-
dress this issue as follows:

— In the introductory chapter, the reasons for direct,
lending to rural women in developing countries are
highlighted and women's creditworthiness is reviewed.
— A review of women's informal practices of borrow-
ing and saving, their advantages and disadvantages
is given in Chapter 2.

— This is followed by an overview of women's limited
use of formal financial markets for borrowing and sav-
ings, and existing constraints on the supply of credit
to women in Chapter 3.

— Chapter 4 discusses women's demand for credit,
its assessment and promotion, with reference to bath
institutional credit and to savings.

— Chapter 5 provides an overview of institutional
strategies for providing financial services o rural women,
either separately or together with men, with extensive
case illustrations; the variety of operational linkages that
are being tried between credit and savings.

— The role, development and functicning of grassroots
credit and savings groups, and the factors that determine
its effectiveness in practice are discussed in Chapter 6.
— The concluding chapter summarizes what we have
leamed about the planning of appropriate financial ser-
vices for women and the related policy implications.
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