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Abstract

This paper provides a comprehensive descriptidhefinancial environment for households
and small businesses in a defined geographicabmegilt develops a new, functional
approach to financial access surveys, which inwlasking detailed questions about how
respondents meet their financial needs—from puicbasventory to paying for large,
medical expenses—rather than focus on a narrowfsitancial products. This approach
identifies innovative financial tools which arise iesponse to their needs that traditional
surveys miss, and is a scalable complement to diahnliaries and other more detailed
approaches. From here, we survey the providefgnahce, ranging from large state and
private banks, to moneylenders, shopkeepers andr dibuseholds, with the aim of
developing the first comprehensive approach to nmgpan area’s financial landscape. The
primary contribution of this work is methodologicdlowever, we describe preliminary
findings from the pilot regions before concludingthwrecommendations for additional
analysis and scaling up of the methodology. It fe@pamine in a direct way the challenges
of designing policy to improve the way householda esmanage risk and savings and small
firms can respond to investment opportunities. hBbe approach itself and the findings that
arise are likely to influence not only the way data gathered in the future but also the way
in which policies are designed for inclusion andvgh.



1. Introduction

Finance serves a long and often-recited list ofgyolt mobilizes savings, allocates funds to
their most productive uses, and facilitates exckarigis central to risk management:
allowing firms and farms to manage exchange risttgat against the loss of productive
assets, and insure against productivity shocks asarought or flood. It allows households
to smooth consumption and manage risks such afetith of a primary earner, health shocks,
or the loss of housing or livestock. It facilitai@vestment, be it a poor household investing
in their children’s education, a farmer purchaderglizer or a medium-sized firm upgrading
its machinery. With these goals in mind, accedsmtmnce is widely considered to be a
critical component in the development process basetie accepted belief that it directly
improves welfare and encourages growth. A housethalidcannot manage finance in the
place of shocks risks a child dropping out of s¢lmwdoss of land: crucial issues or inclusion.
A small firm or farm that cannot respond to an stweent opportunity loses out on rising
income and growth.

Yet our measures of access remain rudimentaryrarwriplete. Individuals are often
defined as having access based entirely on whethwest they currently maintain a formal
deposit account. In some cases, average distesoehbuseholds to an ATM serves as a
measure of financial access. While access to aasisuch formal accounts are indeed one
useful dimension in understanding the role of fogim development, they are incomplete.
Individuals in less-developed countries use a ssing range of formal and informal
products and services to meet their financial ne&isveys such as FinScope take an
important step in fleshing out our understandingbling a richly detailed set of questions
covering the most common formal and informal finahproducts in each country where the
survey is conducted. But even the best survelsi®sort are lacking in three respects.

First, individuals, households, farms and firm&DCs use a myriad of creative and
complex tools to meet the two broad goals of firarig the mobilization of assets and
efficient allocation of capital; (i) moving inconstreams across time or states of nature.
However, most existing research focuses on a preHigd set of products and services,
thereby presenting an incomplete and often mistepglicture of how finance truly works.
Put another way, if individuals had access to sesavings and flexible loans at reasonable
rates through a reliable informal mechanism unknowwWestern countries, it is not clear we
would care if they had a savings account at a fobaak. Second, surveys have tended to
focus on individuals rather than firms, leaving alkey element for economic growth.
While there have been some attempts to measurs' fateess to finance specificafiyt is
critical to recognize the often blurry lines betwdems, farms and households. A spouse’s
wage income may be used to purchase inventorhéfamily business or proceeds from a
loan intended to purchase an income-generating assd to pay school fees. We can only
understand how access to finance affects develdapwitgndata collection methods that
recognize and are robust to these indistinct baueslar hird, research on access to finance

! Collins et al’s (2009) “Portfolios of the Poor”asnotable exception focusing on the financialdieé poor
individuals.

2 FinScope has begun to expand into small busimessdial surveys, which, though largely distinarfr
their individual surveys, may prove of great valdéhe IFC conducts extensive work on a range ofs&to
finance advisory services to MSMEs including SMBKag advisory work, microfinance, leasing, housing
finance and credit bureaus.



has largely ignored the supply side of the mark#hen research has focused on the supply
side, it has tended to take a narrow perspectige, fecusing on microfinance) and thus has
been able to say little about questions of geremgallibrium, substitutes and complements,
and industry dynamics that span multiple products.

This report describes a pilot study that beginfltthese gaps. First, the core survey
instrument targets households and businéssesdefined geographical region using a
survey built on the functional uses of finance.r &ample, rather than ask about a specific
product such as trade credit from a supplier @rmél savings account, the survey asks
specific questions about how a firm financed it Iaventory purchase or how an individual
paid for recent medical treatment. Importantlys tidlows the researcher to be surprised by
creative approaches to finance. Targeted surveysareful qualitative field work have
identified the importance of funeral societies thigpia or flexible credit terms in northern
Nigeria (Udry 1990; Dercon, De Weerdt et al. 2008)ird, this survey targets the sources of
finance (e.g., moneylenders, two-wheeler leasiremnesy and providers of gold loans) to
refine the picture of financial access.

The demand-side sample frame for the pilot prajeatprises all households and
businesses in a defined geographical region. Tpplg-side sample frame covers all firms
or individuals providing financial services or ptmts in this region, regardless of whether
they are physically located in the region. Thesed or individuals have been identified
through the demand-side surveys and through cotopatternative-supplier questions on
the supply side. While every effort has been ntaddentify a typical region for the sample,
the survey is not representative. Rather, theistm provide as complete of a picture as
possible for the chosen region. The survey teanpteted primary field work in January
2011 and data entry in March 2011.

While the depth of this survey requires a narroeuf the aim of this pilot project is to
determine how to best capture information abowraial access that is missed by current
methodologies. Unless we accurately see the paspafsfinance, how households and firms
pursue these aims, and how the supply and demdinthate really interact, policy can
easily become disconnected from its goal of adwvandevelopment, encouraging growth,
and alleviating poverty. It is essential to redagrthat the structure of data capture largely
determines our ability to produce credible andoaable information. One aim of this study
is to reaffirm and strengthen the connection betwdsga gathering and policy goals for
financial access.

A key example of the way in which this type of infation could, in principle, influence
policy lies in financial aspects of the investmelithate. Improvements in the investment
climate—from a more reliable electricity supplyféaver visits from government officials—
can significantly increase investments by small mredlium enterprises. Recognizing this, a
great deal of policy has focused on improving firatslity to finance investment
opportunities. However, if we do not understanohit perceived financial needs and how
resources are managed on both sides of the mé#rkatpolicy design will likely miss crucial
issues and be much less effective. Both growthiaeidsion would suffer.

The remainder of this paper proceeds as follovecti@n 2 reviews the current state of
work measuring access to finance and describas¢tieodology of the functional approach.

% Some respondents in the pilot survey area engagegticultural activities, but these were modest a
none could appropriately be considered farms. Hewedhe methodology employed can be easily exgtale
farms and households engaged primarily in agricailtactivities.



While this report focuses on methodology, sectia@escribes the pilot sample and, with the
gualification that data analysis remains in procssstion 4 discusses key observations to
date? The final section describes the additional owgpiat are expected from this project
over the next 12 months, discusses methodologisabhs, and recommends next steps to
push forward. The key deliverable is a hybrid syrthat improves the current standard of
guantitative questions and adds a small set oitqtigé questions that augment the
guantitative results and are robust to differettirsgs. We will then seek to extend the
survey to other areas in India and to differenintoas (e.g., Ghana, Tanzania, Ethiopia,
Mexico, and Pakistan) to allow for comparative gsigl and to inform diverse future research
on access to finance.

2. A functional approach to supply and demand

As Karlan and Morduch note, much hope has beerglan the transformative power of
access to finance. This hope is epitomized byrtemse interest and microcredit, the
provision of small loans to typically poor borrowen poor countries. But careful, recent
work on the impacts of microcredit suggest a magious view(Banerjee, Duflo et al. 2010;
Karlan and Zinman 2010). More broadly, it is getigraccepted that access to finance is
closely linked to growth and poverty alleviatioBconomic theory regarding the impact of
reducing financial frictions and alleviating credanstraints is clear (Stiglitz and Weiss 1981;
Besley 1995; Ghatak and Guinnane 1999). Numenmmss-<«country studies have
documented a robust correlation between finan@ptidand growtfi. But a causal link from
financial development to growth is harder to essibdilue to well-understood problems of
reverse causality and omitted variables. Thosdiestuthat attempt to tackle the causal
guestion head-on support the conventional wisdoma#itial development appears
important for growtH. However, a clear, micro-level understanding efiechanisms is

still wanting. For example, Burgess and Pande9%2 study of India’s rural bank branch
expansion policy between 1977 and 1990 is oftesd@s evidence that access to finance
reduces poverty. However, the authors themseklweson that the results may be due to the
fact that 40% of borrowers in new branches neveaitetheir loans and hence effectively
benefited from a large cash transfer. Even alibentaveat, leveraging these findings into
effective policy requires understandingwindividuals benefited from the presence of banks.
Did they utilize more effective savings mechanisn&ibstitute away from high-cost
informal loans? Benefit from more robust risk sh@mand insurance? Find employment in
firms founded or expanded with loans from new bha&se

On one hand, the policy and research communitgpsaaching these questions through
careful evaluations of specific programs. Goodypess is being made here. Exemplary
studies include Banerjee et al's (2010) evaluatiba traditional, group-based microfinance
program in Hyderabad, Karlan and Zinman'’s evalugtiof consumer loans in South Africa
(2010) and microenterprise loans in the Philippi{2€d.0), Dupas and Robinson’s work on
savings in Kenya (2009), and Ashraf et al's stutlgommitment savings products in the
Philippines (2006). On the other hand, there remaicollective need to do a much better
job building descriptive data to understand whatas to finance really means. This
includes documenting contractual terms, costgjdns, usage patterns and limitations to
various financial products.

* Data collection for the pilot was completed inlgaarch 2011.
® See Levine (2005) for a summary of this research.
® Examples include Rajan and Zingales (1998) andgi&¢u(2000).



Supply-side, macro measures such as populatiobgrds branch or mean distance to
nearest financial institution allow convenient ca@rpons across regions or countries, but the
picture they provide is at best incomplét&or a stark if somewhat casual example, consider
an individual who sleeps in an ATM vestibule. Diésghis proximity, he is almost certainly
excluded from the financial system. More seriousbnsumers in Western Europe are
increasingly indifferent to bank placement becaafsenline banking and the near universal
acceptance of debit cards. In Kenya, clients oésaRare not only holding but using less
cash because they can rely on mobile banking favatransaction modality. Access to
finance remains of prime importance to these didnt it is determined by a diverse set of
agent points rather than the traditional bank ndtwémportantly for this study,
conventional measures of financial access oventmyel solutions to financial needs.

Existing surveys can be updated to include spegifiestions about new or previously
unknown products, but they are necessarily reactiv&ey goal of the functional financial
access survey is to provide a systematic methatetdify and describe emerging and
innovative financial products. As such, it cansken as a complement to broad, demand-
side surveys such as FinScope and the World Balolsal Financial Inclusion Indicatofs.

These surveys play an important role, but are éichit their ability to identify evidence
gaps and inform policy. FinScope, for exampleytes excellent data on what percentage
of individuals have formal bank accounts. Impr@von previous studies, it even provides
some information on barriers to financial acceshsas self-reported reasons for not saving
formally. But additional information is necessamytranslate this information into either
further research or a policy response. When idd&is say they do not save because they do
not have sufficient funds, is this because mininhatlances are too high, because transaction
costs are large relative to account balances, @ause of some other non-convexity in the
returns, real or perceived, to savings? When iddals say they do not borrow because they
“don’t believe in it”, what is it they do not belie? That the returns justify the interest
expense, that borrowing is ever a good optionhat potential lenders are trustworthy?

Standard data collection tools tend to focus oreaspecified set of products and services.
This is necessary for short, wide surveys, butaspnts an incomplete and potentially
misleading picture of how finance truly works. Ruabther way, if individuals had access to
secure savings and flexible loans at reasonal#s tatough a reliable informal mechanism
unknown in western countries, it is not clear weuldacare if they had a savings account at a
formal bank. There are, of course, notable exoapti Collins et al's (2009 ortfolios of the
Poor develops a set of year-long financial diaries fnaliagers and slum dwellers in
Bangladesh, India and South Africa that track howgeholds manage basic needs and
accumulate assets at the transactional level.o@f, they capture how households actually
use finance for specific needs such as putting twothe table each day despite highly
variable income, paying lumpy school feels or fedtexpenses, or coping with illness and
old age. Ruthven (2002) takes an anthropologigpia@ach to studying the financial services
used by inhabitants of a squatter settlement int\Weki. Similar to both of these, we will
begin to document the myriad innovate ways in wiichseholds meet their financial needs
and, more importantly, to propose a systematic iwayather data about them.

" See, for example, the IMF’s Financial Access Syiitp://fas.imf.org) or CGAP’s series of reports on
financial accesshftp://www.cgap.org/p/site/c/financialindicatdrs/

® The World Bank’s Development Research Group, stpddy a ten-year grant from the Bill & Melinda
Gates Foundation, has developed a financial astgsey module, which will be included in the GalMyorld
Poll and addressed to at least 1,000 people petrgon 150 countries beginning in 2011.




It is worth reiterating that there is nothing pergood about a formal savings account or
any other financial product. Financial services amly valuable to the extent they serve a
consumer’s needs. That is, they must allocatdalagfficiently, allow her to transact, and to
optimally move income across time and states afreatThese are the goals of any financial
system, and assessing how well they are met slbeullde ultimate aim of any study of
access to finance.

While much of the work on access to finance hasredron specific financial products,
e.g., formal savings accounts, it has generallydsebfurther exploration into the supply side
of the market. Exceptions have tended to take@wgperspective, e.g., focusing on
microfinance, and have thus been able to say atiteut supply-side constraints. The current
literature commonly groups consumer answers suttoasigh fees” or “difficult to access”
as supply-side constraints when discussing baraefisancial access. However, in addition
to lacking specificity and context, these respomgsgribe the current market equilibrium,
e.g., high transaction fees, and not the specificket or organizational features that give rise
to such barriers. At best, they signal the neecdalitional evidence on which to base policy
prescriptions. A narrow, product focus also makesficult to address issues of general
equilibria, substitutes and complements, and ingwstnamics that span multiple products.
There is a tendency to think about access to fimamthe context of financial services used
in the West. Markets are much more creative than t

Our functional approach to access to finance begitisthe recognition that finance
exists to either allocate capital to its most pthe use or to move flows of income across
time or states of the world. Frictions reducecgdficy, but there is no a priori best product to
serve these aims. As such, instead of asking gdastitular products, we ask how
individuals address 34 specific needs where finanag serve an enabling rolewhen was
your last large medical expense and how did youfgay? How do you buy inventory for
your business? How do you (or your parents) exjpestanage your basic needs in old age?
When was your last major festival, how much did gpend, and how did you pay for it?
How do you pay for routine expenses such as fobadsn when you are short of funds?

Through this process we identify the range of foalhproducts, formal and informal,
that individuals use to meet their needs. We thegment this list by asking about specific
financial products that may have been missed, @ogypu belong to a chit fund? These
guestions capture few overlooked products—the B4tfanal questions cast a broad net—
but are used to probe financial histories, demand,reasons for non-usage.

From these two sets of questions, we build a commfik of the financial products used
by the household. We then ask about the speeifind and usage of each of these products.
To build our understanding of the supply side, ¥ge ask about alternative providers and
other market conditions. These questions areréallto specific provider/product types:
savings; formal loans; self-help groups and micrarfice providers; informal lenders; chit
funds; credit cards; insurance; shop credit andi@yeps; and individuals. Box 1 shows the
guestions asked regarding informal lenders, antoseck and G of the household survey in
Appendix 4.1 contain the full detail.

° See Appendix 4.1 for a complete list of houselsoid/ey questions.



Box 1: Detailed questionsregarding providers of informal loans.

* Do you currently have any loans outstanding witis[tndividual]?
e What was the loan used for?

* What would you have done if you didn’t get thisriBa

e How much did you borrow? How much did you ask for?

* If different, why Probe: fees, bribe, interest up front, source did mave sufficient funds
source wouldn’t allow additional borrowing Follow up for bribes, fees or source
wouldn’t lend more answers. Why?

e How did you receive the money?

e How much do you currently owe?

* What is the interest rate on the loahdck time perio®

* What is the repayment schedut®y often, size of payme)its

e If you do not have enough funds to make a schecpagdchent, what do you do?

e If you were not able to repay this loan, what wogdd do? What would happen?
e When will the last payment be made?

* How do you make the payments? Do you have tolttav@ake the payments? How
often? How far?

* Did you have to pay any extra fees to get the logditat were they fomfocessing, bribe,
othen? How much were the fees?

¢ When did you first borrow from this lender?

* Why did you originally borrow from them? How didwydind out about them?
e How much did you borrow originally?

e Describe your borrowing history with this source.

* How many loans have you taken?

e Has the amount changed over time? How?

* Has the interest rate changed over time?

* Has the collateral changed over time?

* Have the repayment terms changed over time?

e Has anything else about the loans changed?

e What could this lender do to serve you better?

* What is the most credit [this individual] would ert to you?

* Are there others that you could use to providaralai service? If so, why do you use
your current provider?

As described above, this approach is a complenard substitute for short, wide panel
surveys. It aims to provide a wide funnel with efhto identify market failures, supply and
demand constraints, and innovative financial sohgithat would be missed by necessarily
narrow, fixed-response surveys. The implementatidhis approach can best be seen in the
actual survey implementation, the topic of the reedtion.

3. Thepilot sample

We conducted the pilot in Ghola, Sodepur, North fityd-our Parangas, a peri-urban area
16km north of central Kolkata. The area compreseariety of household income levels,
businesses, religions, and castes, providing asbv&ample and facilitating generalizability
of the survey methodology. We conducted a cenktiearea, identifying approximately
600 households and 150 small shops and businegé&ésin Ghola, we targeted two



neighbourhoods: Musalman Para (“Muslim part”) aridiliram Nagar, a predominantly
Hindu ared® While every effort was made to identify a typicagjion for the sample, the
survey is not representative. Rather, the aimtavg@sovide as complete of a picture as
possible for the chosen region and to test a sunstsument that could be generalized.

For the demand side of the survey, we attempteeach all households and businesses in
these neighbourhoods. The supply side of the gumes defined by a “random walk”. For
all sources of finance identified by the demandsys, we gathered precise identifying
information from respondents. These included fdrsoarces of finance (such as banks and
insurance companies), semi-formal providers (ssdkials and non-bank finance
companies), and informal sources (such as monelgtsrand other households). The full
survey required an average of two hours to compl8taveyors wrote responses to closed-
end questions such as gender or religion, digitatyrded the full audio of the interviév,
and collected GIS positioning data for all resparige

Survey teams then interviewed as many of thesecesuf finance as possible given
administrative constraints. They concentrated raadycts and services offered, prices, costs,
clients populations targeted, and the operatioaildetf the enterprise. Particular attention
was given to contract terms, payment enforcemdieftcselection criteria, and products
specifically targeted at lower-income populatidnsaddition, we explored the sources of
finance for the providers themselves as well asagers’ professional historiés.

Substantive field work concluded in January 20ht], we completed quantitative data
entry and interview translation in March 2011.tdtal, the survey covers 156 households
and businesses on the demand side. On the sugelyitancludes 180 shopkeepers (many of
these overlap with those surveyed on the demam, Sicbanks, 12 moneylenders, 15
providers of other semi-formal financial servicexluding chit funds, microfinance
institutions, insurance companies and other notkfiaance companies), and 44 employers.

4. Key lessonsto date

The following section summarizes key lessons frampoeliminary analysis of the pilot data.
Interpretation of these findings requires two aangi First, results are preliminary and
subject to further analytical refinement. Secdhdse findings are specific to the pilot study
region. They identify important areas for furtihesearch but should not be generalized. In
sum, they point to the value of an integrated, flon@l approach to assessing access to
finance and suggest lessons for extending thisoagprbroadly and systematically.

4.1 Banksseeserving BPL customersasa necessity rather than a profit
opportunity and do so inefficiently.

Based on responses from household surveys, sem&rbbench managers, and a wide range
of alternative sources of finance, neither statepnivate banks appear to regard below
poverty line (BPL) customers as attractive potémfiants. The Indian government
encourages and in some cases requires openingdridlsisavings account to receive official

19 Although not the central focus, we also conduetetreamlined business survey in several busy
commercial areas to test different data collectiesigns in environments where longer surveys diieudt.

" Translation and transcription were performed stemdously by bilingual date entry officers due to
difficulty of typing Bangla script.

12 |Instead of field survey staff, supervisors andewbassociates conducted interviews with bank mersa
and money lenders due to the potentially sensitatare of the conversations.



payments (e.g., state pensions, NREGS paymenitampngalaries, etc.) and to participate in
government subsidized loan schemes. Such accbawtslow or no minimum balances, a
different fee structure, and typically relax idéioaition (KYC) requirements. Expansion of
such accounts has been widely viewed as a firgtteteards financial inclusion; however,
although 25% of households report having some farenbank account, not one reported
using a no-frills account. This is consistent WRBI reports that the majority of all accounts
opened under the current financial inclusion dresaain inactive. Despite perceptions, no-
frills accounts carry significant real and perceiwests. While all of the banks in our survey
reported that their no-frills accounts had no teemion fees and zero or very low (less than
Rs. 100) minimum balances, most households citadfficient funds as the main reason for
not opening a bank deposit account and severaftezbolosing accounts because costs were
too high®® For example, Punjab National Bank’s no-frills @ect has a zero minimum
balance, but households believed at least Rs. Wa80equired to open an account. A few
households also reported that opening an accoguireel substantial side payments to
branch managers. Managers reported that if theg eygproach by a BPL customer
interested in any financial services outside a gawent scheme, they would direct them to
microfinance institutions. However, as is well dowented and heavily debated,
microfinance institutions in India are prohibitedrh offering savings products and hence
BPL households may find it difficult to access thagptimal set of financial services.

Mangers also report poor experiences with govermsaremes for lending to
traditionally underserved populations. For exampie manager claimed that it was
effectively impossible to deny a government appdolean under the unemployed educated
youth loan program (PMRY), but default rates ar&36 50%. We speculate that as a
consequence, managers view all such programs asynaecost of doing business

Our interviews with bank managers and potentialarusrs also raised a number of
organizational issues that merit further studyxiTaivers seeking vehicle finance described
nine to twelve month delays for loan document psec® after paying a 25% deposit. We
were unable to determine if these delays were painistrative, but they may be related
to the banks’ desire to improve collateral quali§ome potential borrowers reported that
they were able to delay payment on bank vehicledd®y making side payments to collectors.
In contrast, NBFCs typically processed vehicle toemless than one month, charge modestly
higher interest, and utilize more stringent remgdhethe event of late payment.

4.2  Community clubs, a heretofore undocumented financial institutions, are
key sour ces of both funds and enfor cement capacity

Our functional survey identified a series of finehdnstitutions that, to the best of our
knowledge, have not been previously describedcomemunity club. Throughout the study
area, various community clubs exist that provigeto both club members and members of
the community at large. Examples include unreggstdut organized groups of community
moneylenders who pool resources and extend loahsé goal of making a profit,
communal savings clubs, similar to ROSCAs or saifried self-help groups (SHGs) that

loan out of aggregated savings and religious cgratbmmunity groups. Interestingly, most
of these groups, particularly the latter two typEten intermediate in loan disputes and
connect potential borrowers to outside lendersseleral cases, individuals and money
lenders report enlisting such groups to serve @esmng and enforcement agents for loans.

13 The State Bank of India is considering imposirarall transaction fee on no-frills accounts to cove
infrastructure costs related to initiating openasian rural areas (Business Standard, 24 Octoli?)20



Before extending a new loan, moneylenders willardy approach a community club for
reference checks on potential borrowers but wklthe club to agree to sanction borrowers
in the event of non-payment. That is, the cluliseséo reduce information asymmetries and
mitigate risk within the financial supply chainhdre was no evidence of direct remuneration
for this service, but we conjecture that the clebks a local social benefit (screening and
enforcement activities not only utilize but enhaacdub’s social capital) and benefits from
links to outside capital sources. In situationgrehinformal credit and insurance is
important, such links improve a community’s abilityinsure aggregate shocks and may be
particularly valuable (Townsend, 1992%).

Many households and small businesses reportedergmee for community clubs to
microfinance loans where available because of thileib insurance aspect of community
club loans—payments are typically rescheduled spaase to financial shocks—and because
of the clubs’ simple rule structure. Potential @xisting MFI clients complain of substantial
paperwork and several days of “training” beforefdiability groups can request a loan.
Community clubs also make exclusively individualbility loans whereas MFIs in the study
region remain focused on joint-liability lending.

4.3 Distinctions between dejure and defactorulesarecritical.

There are substantial differences between the tefdnsancial contracts as written and the
terms as implemented. Moreover, potential clieb&diefs about product terms and
restrictions tend to be substantially less favolgrétan posted terms, creating an additional
demand-side barrier to financial access. Becaasksdo not make a profit from low-
income customers, they have little incentive taectrthese misperceptiofs.This

information gap extends beyond the divergence tatwpested and perceived fees described
above. The starkest example we found was therfaoly households reported forfeiting
savings deposits at banks when the account haddiessified as inactive. The RBI
recommends treating an account as inoperative/ddriindoere have been no transactions in
the account for two years; however, many individuaported their accounts being so
classified after a period of only six months. Aest RBI mandate seeks to reduce the hassle
for customers seeking to reactivate dormant acsgifiowever, it does not stipulate precise
procedures for reactivation beyond appropriate KM€ diligence and a prohibition against
fees to reactivate. In practice, depositors repalostantial difficulty in submitting
applications to reopen dormant accounts (many e individuals are illiterate or semi-
literate), difficult KYC requirements, and subsiahtharges, generally described as
unofficial, to reinstate. As a consequent, modividuals report writing off funds in dormant
accounts and express an understandable reluc@open accounts with any perceived risk
of being classified as dormant. This issue islinated to standard deposit accounts.
Households also report abandoning insurance pslraiger than cashing them out when they
cannot make instalment payments. We were unaldeteymine if insurance companies

14 While we are not aware of other research that mhecus similar institutions, private conversations
between the author and Rob Townsend suggest thadasinstitutions exist and are an important pdrthe
financial landscape in Thailand. We believe theyritrfurther study.

!> Some of these misperceptions may be the restlieofery poor reputation held by financial service
providers. Several respondents report being ctidntdife insurance companies or savings clubs.st\dthers
have heard of others being cheated. A few indafslueported being asked for bribes from officéférnancial
institutions well-regarded by outsiders. Most iattingly, the survey team uncovered a large Psoie@me
operating in the study area. The scheme was egbtwtthe police and RBI and is currently undeestigation.

16 See RBI Master Circular DBOD.No.Leg.BC.9/09.07 2089-10 dated 1 July, 2009 (available at
http://rbidocs.rbi.org.in/rdocs/Notification/PDF8MCC010710 F.pdf




deliberately obfuscate cash-out provisions or wéreliouseholds are simply unaware of
these terms. Taken as a whole, these findingssstihe importance of understanding beliefs
about and de facto terms of financial contractsaathan relying exclusively on official
terms.

4.4  Individualslearn practical lessons about finance through utilization, but
even with experience lack basic financial literacy.

Most households expressed an initial reluctan@etess formal financial products, including
borrowing from microfinance institutions which wegenerally perceived as having
complicated rules and onerous training and mee&ggirements. However, once
individuals borrow from a microfinance institutiaihey appear to rapidly develop as a
financial consumer and navigate the competitivelsaape. Approximately 38% of our
sample had borrowed from a microfinance instituti@f those that had borrowed from an
MFI, 40% reported having more than one loan outstenat the same time. Over 10% of
borrowers had more than three loans outstandimge sbrough different branches or
borrowing groups of the same MFI. Interviews witicrofinance institutions themselves
suggest that even these seemingly high numberdombaglow average. One microfinance
provider claimed that 85% of applicants have ouatditag loans at the time of their initial
application, and among those that do the mean nuailbeans outstanding is four.

Interestingly, we do not find evidence that micnafce provides a first step in the
migration towards formal finance. Microfinance twwers were no more likely than others
to have an outstanding deposit or loan account avitirmal bank (28%), nor are they more
likely to express an interest in opening an accolNgither does experience with formal or
semi-formal finance appear associated with higkeels of financial literacy. Fewer than
half of respondents could correctly identify thermattractive loan as part of a basic
financial literacy test; distressingly, this acayaate was independent of whether or not
individuals maintained formal bank accounts or baed from MFIs’

45 Consumption smoothingisthe primary financial need for households.
Shopkeepers, employers, and informal loans from friends and family serve
thisrole.

As Collins et al (2009) document, consumption sriogf is perhaps the most important use
of finance for poor households. Median househatdine in our sample was approximately
$3 per day (Rs. 130); however the most report lightiable income largely due to the
uncertainty of obtaining work. Even householdswégular employment must cope with
lumpy and delayed income. Over 90% of the samggents smoothing consumption with
store credit. Those households that utilize stoedit to smooth consumption report
borrowing from an average of just over three ddférshops, with food being the primary use.
In our sample, store credit appears to be the pyis@urce of consumption smoothing for
households. Households typically repay when féasibd are encouraged to settle their
accounts each month, although few report ever felpaying. Almost all shops report giving
products on credit to regular customers. Shopksegenot require collateral (or rather, the
loan is collateralized by reputation and the futtwexmercial relationship) and frequently

" We asked a battery of 12 basic numeracy and fiahliteracy questions, which appear in sectionfD o
the household survey. The referenced questior?,vés “Suppose you need to borrow Rs. 1000. Teaple
offer you a loan. On loan requires that you pagkidas. 1200 in one month. The second loan reqyoago
pay back in one month Rs. 1000 plus 15% interéhtich loan is the better deal for you?”



restructure repayment in response to economic shde&w report taking any action beyond
reminders to collect debt, although some hint abheng more forcefut®

46 Other

We also identified several items of what for novpiisnarily theoretical interest. | describe
one here as an example of the ancillary benebis imore systematic, open-ended,
descriptive research. Informal insurance differgriportant ways from the way it is
generally understood. A large body of literatuesatibes the functioning of informal
insurance networks, which serve as the primarycsoof smoothing idiosyncratic shocks for
many low-income households (Townsend 1994; Mordi899; Ligon, Thomas et al. 2002).
There is concern that increasing access to formahfe may crowd out these informal
relationships and, in the short run, reduce welfareese networks are generally described as
symmetric, bilateral, and reciprocal. Two indivadisihave similar (or identical) wealth and
income processes. When one receives a negatick,she other provides insurance, not
with the expectation of future repayment but wite expectation of reciprocal insurance.
That is, a similar transfer will be made if thelesgbare turned in the future. In our sample,
this is not the case. Many transfers are unidoeaet—from the relatively wealthy to the
relatively poor—and they tend to be explicitly stiwred as loans, with repayment expected
albeit flexibly. This has profound implications faow these mechanisms interact with
formal finance and evolve with increased economit geographic mobility. As such, they
merit further study.

5. Discussion

This section recommends next steps to integratengtbodological lessons from this
research into a comprehensive strategy for impgpoir understanding of access to finance
and expanding our evidence base for policy. ktuBises limitations to the current approach
and opportunities for improvement. Finally, it delses anticipated outputs to follow directly
from this research over the next 12 to 18 months.

The principal goal of this pilot was to test an noyed method for gathering information
about access to finance. As described below, sisaty the pilot data will continue through
summer 2011; however, we can already draw cleanadetogical lessons. Context matters.
While short, predefined surveys covering accesmémce are useful for generating
comparative statistics and creating measurablectbgs, they are insufficient to identify
evidence gaps or to direct research that can infiiiey. Individuals, firms, and markets in
low-income countries produce creative solutionBrtancial needs. Both the policy and
research communities would benefit greatly fronystesmatic data collection effort that was
capable of identifying both impediments to finahaecess and innovative solutions as they
emerge.

The approach taken by this pilot is not the answidre open-ended questions necessary
for such a flexible survey have not, to our knowledoeen implemented in a scalable fashion.
We therefore cast a wide, exploratory net acrassige of potential questions designed to
ascertain how individuals actually use or fail &g dinance. Our survey instruments were not
intended to scale. The household module alonergttenearly 3,500 pages of transcribed

18 Households describe social pressure and the [iiigsil being unable to shop at a particular stasethe
primary motivations to repay. In certain circunm&tas, shopkeepers may use alternative means. One
shopkeeper explains: “If a person does not repaiy tiebt money, | am compelled to misbehave wigmthi



notes, and completing the full data analysis \ailet considerable time. However, they can
be distilled to develop a functional approach tdemstanding access to finance that can
improve our growth policy and should be scaledsdgiaon the pilot, we make the following
recommendations:

1. Develop a short battery of qualitative questiorad tan be completed in less than 30
minutes'® These questions should include (a) a subsetnatifinal usage questions, (b)
identification of alternative sources based ondresswers, and (c) a discussion of
perceived strengths and weaknesses of identifietes as well as any formal
alternatives not mentioned by the respondent (eeglth insurance or formal bank
savings).

2. Preliminary analysis of the pilot interviews sudggiat for households, the functional
guestions should include how the household: (@nived the purchase of a large
consumer durable, e.g., a television in the lasttortwo years; (b) made a predictable,
lumpy expenditure, such as school fees or festiutays; (c) made an unforeseen, lumpy
expenditure, such as large medical expenditureandt plans to do so in the future;
and (d) how the household smooths food consumption.

3. For businesses, the questions should include hewirth: (a) financed its last inventory
purchase and how it decided how much inventoryutchase; (b) financed its last large
capital expenditure, if any, and how it decidedlwat particular expenditure; and (c) was
initially financed and how it financed growth.

4. The precise set of questions should be determiasédon piloting in other locations
both within India and in other countries.

5. For both households and firms, once a source alyatds identified, surveyors should
ask about the contractual terms and the histotliefelationship (e.g., how the
respondent picked a particular products) beforengdkow this financial need would
have been met if the utilized product had been aitee.

6. Scale up the survey in representative urban, pearuand rural areas in a range of
locations. For a first wave, we would recommenééhndian states at different levels of
financial development (e.g., Bihar, West Bengal @athil Nadu) and at least two
African countries (e.g., Ghana and Rwanda).

7. In each area, a viable rollout plan would be: firsiplement a revised, full (two-hour)
survey with approximately 10 households and 10rmssies. Review translations
immediately for any anomalies and make any necgssanges to short survey.
Implement short survey in 25 to 50 householdsdefaned geographical location. The
precise number of firms to be interviewed dependthe density of economic activity.

Note that clustering is crucial for identifying soes of finance and being able to describe

the competitive landscape. The total cost peresuarea would be approximately
£7,000-£20,000 depending on firm coverage and leocahomic conditions.

8. ldeally, the short, qualitative survey would be docied in tandem with one of the large-
scale, quantitative surveys such as FinScope dMibréd Bank/Gallup poll. Any

¥ Thirty minutes represents the first fall off petim respondents’ attention. The next generallyeaps at
about 90 minutes.



patterns in the responses would help add deptrettatge-scale surveys and link
qualitative data back to measurable statisticedonparison across time and locatiéhs.

9. Interviews with financial service providers arergical component, but pilot results
suggest they are hard to systematize for thre@msadg-irst, the very nature of this
exercise highlights that financial service provglare idiosyncratic. Only a small
fraction of relevant data can be easily coded.oB@caccess can be a challenge. For
example, securing interviews with the 12 moneylesndeour sample took repeated visits
over two months, with information often providediementally. Third, as described
above, there are large differences between posted and actual practices. The former
can be gathered with relative ease, but understgrite latter is necessary if we are to
effectively address policy challenges.

10.Based on the insights from this pilot and futureseys, analyse which aspects of
financial access are likely to be susceptible tlmémce by policy, whether it be providing
new opportunities or removing obstacles, and whetey is likely to have the greatest
impact. This can help focus policy reform effaststhose areas most likely to benefit
growth and inclusion.

While providing a basis for more informative datdlection was the primary aim of this
project, we expect it will generate a number ofiadidal deliverables over the next 12 to 18
months. Chief among these is a detailed desceginmmary of the financial network in the
pilot study area. The most similar existing wakRuthven (2002); however, this output will
also include detailed information on the supplyesidl the market and a careful description of
the relative merits of available financial products addition, we will look more closely at
shop credit, a heretofore overlooked source ohfteawhich appears to be the primary
mechanism for income smoothing in the study af@liminary findings suggest that this
generalizes to other low-income populations. Giwgemmportance for household finance and
as a use of funds for shopkeepers, the structustocé credit may have important
implications for how individuals evaluate the retatmerits of alternative financial products
and migrate towards formal inclusion. Moreoveg, personal nature of these financial
arrangements appears to place natural boundsrmomgfowth and merits further study.
Longer term, we identified significant principaleag problems within financial institutions.
Careful documentation of these issues will servgriss for specialists in organizational
economics to turn their attention to financial ingions in low-income countries.

2 One limitation of the pilot was our inability tsmplement either of these surveys in our settingMark
Trust considers its actual survey instruments petgmy, and we were unable to obtain a copy formuposes.
We considered implementing some sections of the d\Rank/NCAER Rural Access to Finance Survey, but
determined that he 39-page survey increased thkindérview time well beyond respondents’ reasdmab
attention spans. The Gallup financial access nmiduhn appropriate length, but was unavailabtheatime
filed work began.

2L The International Growth Centre’s finance progtzas added the organization of financial entitieissto
core research themes.
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