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percent for Southeast Asaand 35 percent in the Newly Industrialized Economies. Aside from being
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national accounts from expenditure and production datathat are themselves quite unreliable.
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savings. Survey evidencein turn showsthat household savings are primarily in the form of non-
financial assets. Financia savings are predominantly directed to informa markets and ingtitutions.
The paper documents these trends and provides asimple model of portfolio alocation to guide future
research. Itissuggested that an array of transaction costs associated with formal financial markets,
coupled with the risk management strategies and production activities of households in Africa account
for the patterns of saving and portfolio allocation observed in the data
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SAVING IN SUB-SAHARAN AFRICAI;|

Ernest Aryeetey and Christopher Udry

1 INTRODUCTION

In much of the recent development literature that attributes Sub-Saharan Africa's relaively dow
growth in the last three decades to ownessin capital accumulation, agreat deal of attention is paid to
the apparently low saving rate in the region (World Bank 1994). For the entire region, gross domestic
savings averaged only 8 percent of GDP in the 1980s, compared to 23 percent for Southeast Asa and
35 percent in the Newly Industridized Economies of Korea, Hong Kong China, Singapore and Taipei
China. Aside from being generdly low, saving rates have shown consistent decline over the last thirty
yearsin most countries, seldom exceeding 15 percent of GDP. Where rises have been seen, these have
been very modest.

Having noted that saving ratesin Africa are generdly estimated to be low and stagnant, we must also
point out that it isaso not entirely clear what the data actually capture. Most data concerning saving in
Africaare based on estimates of national or domestic savings that are compiled by the UN relying
national accounts statigtics. These are generdly problematic, as has been noted by several researchers™
The main problem is that consumption estimates are seldom actually measured but derived as
residuals from production and expenditure data that are themsalves severely understated (Srinivasan
1994). Heston (1994) suggests that the inability to reconcile the outcomes of the production and
expenditure approaches that are used for different components of national income makes it difficult to
uncover mgor discrepancies in income estimates and hence obscures the lack of credibility of the
data. “Where production side estimates are the basis.... it is still common for a number of countries
with weak survey sources to derive consumption as a residua. Because of this, estimates of saving
and particularly investment, may appear to be more precise in such countries than in fact they are”
(Heston 1994, pp.35). This is indeed the Stuation in many SSA countries where the production
approach is generally used.

These difficult nationa accounts data issues notwithstanding, it is apparent that domestic and national
savings are dominated by private savings, and that household savings form the more substantia part
of these in most countries (Deaton 1989). Household savings may be measured in a number of ways.
One approach is provided by the flow-of-funds perspective (Wilson, et.a. 1989), in which the
capital expenditures of households are added to their acquisition of financid assets in the first
instance. Any changesin their liabilities are subtracted from thisto yield their gross persona saving.
An dlowance for capital consumption yields the net personal saving in the flow-of-funds account.
Making further deductions for spending on consumer durables and income adjustments yields

! This paper is essentially about sub-Saharan Africa. Any further reference to Africais related to sub-Saharan
Africa

2 Deaton (1990) discussesin great detail the shortcomings of these measurements.



persona saving by the flow-of-funds approach on the same conceptua basis as measured by the
national income and product accounts approach. Data limitations, however, make it difficult to
measure the household saving rate by the flow-of-funds approach in amost al African countries.
The National Income and Product Approach in which expenditure is subtracted from income is
therefore widely used.

Given the known problems of nationa accounts data, it iS necessary to try to improve our
understanding of saving data and saving behavior with household survey materia. But while it
appears that microeconomic data from household surveys may contribute to a better understanding of
patterns of aggregate saving, they are themselves problematic. Surveys in many developing countries
seem to significantly understate both consumption and income, with income subject to the more
serious downward bias. This means household saving is often underestimated, sometimes quite
dramatically. Indeed, most developing country household surveys imply that households are
dissaving, contradicting national accounts statistics. Deaton (1997) suggests that the appearance of
dissaving can be explained by the underestimation of household incomes. Large numbers of
households that are involved in small family businesses and farming are likely to be confused about
“personal and business incomings and outgoings’. When such people are interviewed for surveys,
they are not likely to know what is required if asked about profits from farms or own enterprises. “The
only way to obtain such measures is by imposing an accounting framework on the data, and
painstakingly constructing estimates from myriad responses to questions about the specific
components that contribute to the total” (Deaton 1997, p.29). Most household surveysin SSA do not
attempt such a careful accounting of business activities.

Moreover, there are very few countries that have completed comprehensive income and expenditure
surveys in recent years, thus making generalizations based on them very difficult. There are, however,
a few household surveys, completed in the last decade, that provide promising ground for study,
particularly if the data are considered alongside the aggregated data for trends across the region.

Cross-sectiona data on asset holdings is less subject to the definitiona problems which afflict the
income and consumption (and hence saving) data. Households generaly hold a significant amount of
assats. This stock of wealth plays acrucia role in peoples management of predictable changesin their
resources over their life-cycles, and also in Strategies to cope with unpredictable shocks. In situations
where consumers are relatively impatient and risk averse and when labor income is subject to random
variation, assets act as a buffer stock to protect consumers against uncertain future incomes. When the
precautionary demand for saving interacts with borrowing congtraints, they provide a motive for
holding assets.

A buffer stock of assetsis critical to enable risk-averse households facing liquidity constraints to cope
with unexpected shocks. An assetless household that is constrained in its access to credit may not be
able to survive a negative shock. In practice, many such households do survive, but at the cost of
adopting an extremely risk averse production strategy. In many rurd areas, for example, this strategy
might be reflected in the sacrifice of expected return as farmers choose safer, lower yield crops, thus
perpetuating the cycle of poverty and h ing economic growth as credit constraints force farmers
to choose sub-optimal production patterns”.

% See Morduch (1993) for an exposition and test of this argument.



There are many assets that households hold and control, particularly in the informal sector that may
not be reflected in the aggregated national data. Households in Africa appear to hold quite diverse
portfolios of non-financia assets. Many have observed the accumulation of livestock, stocks of
goods for trading, and grain and farm inputs by rural households. In southern Ghana, Aryeetey and
Gockel (1991) reported the holding of construction material and unprepared farm land. A wide
variety of consumer durables (for example, jewery or cloth) are also held. Indeed, depending on other
socio-cultura conditions, holdings of assets that can easily be sold to smooth consumption may be
very extensive. Obvioudly, these savings are not recorded in the accounts of financia ingtitutions, and
indeed they may often be mistakenly attributed to consumption in the national accounts.

The composition of household asset holdings reflects the return on different assets, the covariance
sructure of risks associated with the different assets, liquidity condraints, transaction costs, and
production interactions between the different assets. In effect, the composition of household portfolios
is affected by liquidity preference, which is derived from perceptions of liquidity constraints and the
ease of asset-switching. Hence it is possible to draw conclusions about the financia environment
within which househol ds operate by examining the equilibrium compostion of their portfolios. On the
environment, we may note that the economic turmoil that has characterized many SSA countries in
the last two decades has established the role of macroeconomic phenomena, as well as unstable
politics, on asset choice (Nissanke and Aryeetey 1998). High and very uncertain inflation rates have
had major influences on the asset holdings of private agents. They have to choose between non-
financia assets and financial assets, and within the latter, between assets denominated in domestic
currencies and those held in foreign currencies. Much of this paper is concerned with documenting
the patterns of household portfolios in Africa and understanding what these patterns imply about the
financial environment facing these households.

A crucid fact of portfoliosin Africais the predominance of non-financia assets in household wealth.
The domination of non-financial assets in household portfoliosis related to the degree of complexity
of economic activity. In economies that generate greater opportunities for more complex and
intermediated economic undertakings, financial assets are more likely to dominate. In contrast, where
financial markets are fragmented and small-scale production activities predominate, then household
portfolios will tend to include a higher proportion of non-financial assets. In sum, we note that the
composition of household assets is affected by the economic and ingtitutional environment in which
private agents find themselves as well as by the cultural, demographic and other socio-economic
characteristics of their communities.

While many African economies may exhibit a greater potential for voluntary savings than hitherto
known, the largely non-financid assets households hold tend to be highly liquid. The agricultura
production cycle and the risky environment within which they live create an urgent need for liquidity.
The need for liquidity puts a premium on relatively liquid assets, often dictated by the seasondlity of
agricultural activity and the associated rural household income. As Deaton (1989) notes, many of the
informal savings arrangements which dominate household savings in Africa are smal in transaction
size and of a high-frequency nature. Thisis hardly surprisng given the essentia role of savings as a
buffer between uncertain and unpredictableincome and alow level of consumption.

This has ggnificant implications for the savings-investment nexus. The smal scae and high
frequency of saving imply high transaction costs for ingtitutions that want to intermediate such



resources. Wesak financial intermediation makes long term investment difficult and costly and helps to
depress such investments.

We believe that there are two key research questions that need to be asked about saving in Africa
First, how can nationa accounts and household survey data best be used to determine the level and
composition of savings in Africa? Second, how can we explain why households do not financialize
their assets? Sections 2 and 3 of this paper provide an overview of what is known about the level and
composition of savings in Africa, as a first step towards addressing the first question. Much more
research is required, however, before a coherent strategy for improving knowledge about savings
patterns in Africa can be proposed. Section 4 provides an overview of knowledge about the
composition of household assets in Africa and describes a theoretical framework and an econometric
methodology for using data on the composition of portfolios to address questions about the financia
environment faced by households. We intend this section to serve as a guide to researchers who have
access to relatively standard data (Smilar to that available from Living Standards Measurement
Surveys) and who wish to test smple hypotheses about financia markets. Findly, in section 5 we
discuss some of the most important institutional barriersto financialization of assetsin Africa

2. SAVINGS TRENDSIN AFRICA

There are no hard and fast rules on the determination of how well national and domestic savings
should perform in any given year. Thus, in discussions of how well savings are doing in any economy,
the standard is usually to compare that economy to other economies of smilar Size and structure, or to
compare the same countries savings performance over time, or even to compare actua performance
to planned performance. In this section, we shal focus our discussion on these three indicators with
respect to the observed changesin the levels or magnitude of savingsin the last three decades and |ook
at factorsthat have been identified to be influencing these.

Some Trends in Savings Rates

Asnoted in the introduction, SSA’ s savings performance is far below that of other devel oping regions,
notably Southeast Asia. The generd picture is depicted in Figure 1, as aregion, SSA appearsto have
low and stagnant saving. Some of the best saving rates in Africa may be found in Angola where the
domestic saving rate has averaged 28 percent in 1980-96, and Gabon with an average saving rate of
38 percent for the same period. These are by al accounts outliers in a region where a mgority have
domestic saving rates of under 15 percent of GDP and sometimes negative savings. Their high saving
rates can be attributed to their being relatively smal economies with large oil exports. The public
sector dominates saving in these two countries.

Despite the economic reforms that many African countries attempted in the last decade, there is little
evidence of these having a major impact on savings and investments in countries (World Bank 1994).
Figure 2 provides examples of trends in aggregate saving over the period 1988-96. Only a couple of
serious reformers saw some modest improvements in their savings performers. One of the more
comprehensive reformers, Ghana, has had a very low average domestic saving rate of about 5 percent
of GDP for the same period. Indeed, Ghana s saving rate only rose from 4 percent to 7 percent after a
decade of reforms. By 1990, the only SSA economies (besides Angola and Gabon) with domestic



saving rates above 20 percent were Kenya and Zimbabwe. One of the characteristics of al the data on
domestic saving rates is that they declined for most countries in the period 1980-96 and have not seen
areviva yet. (See Elbadawi and Mwega 1998).

The region indeed boasts of some contrasts in country performance with savings. In Tanzania,
aggregate savings ratios remained strikingly low throughout the period of adjustment. During reforms,
saving rates turned negative and the gap between national and domestic savings ratios widened, as net
factor payments abroad rose significantly. The government continued to dissave on alarge scalein the
early part of this decade, even though the rate of dissaving has dowed down since. Huge losses made
by public enterprises have been a substantial drain on the economy's financia resources. The high
domestic investment rate of amost 40 percent in 1990 (it was smilar in other years) was made
possible only by large inflows of externa finance.

Nigerian trends with aggregate savings have been interesting and different from the situation in many
other countries. It first experienced a general decline during 1979-86, but this was reversed after that.
While this was happening, however, increasing debt service payments widened the gap between
national and domestic savings after 1986. The domestic savings ratio rose to more than 30% in 1990,
anincreasethat waslargely accounted for by private savings as government savingsfell.

In terms of a comparison on the basis of planned savings growth and actuas, we note that most
countriesthat prepared development plansin the 1960s and 1970s usualy had a planned saving rate of
20-25 percent, derived on the basisof Harrod-Domar type models (Todaro 1997). By the 1980s, most
of such development planning had been abandoned due to difficulty in meeting targets. But working
with planned saving rates was not that easlly abandoned. The achieved average saving rate of 8
percent up to 1994 was substantially lower than the targeted regional saving rates of 16.6 percent for
1995 and 20 percent for 2000 that Calgagovski et a. (1991) estimated was necessary to achieve
overal macro-economic growth targets. Using the standard two-gap mode, they calculated the
minimum saving rate required to achieve economic growth of 5 percent p.a. for the region by year
2000. This growth target was, in turn, a minimum acceptable rate if the region was to attain a
modest increase of 1.3 percent in real per capita consumption by the turn of the century (World
Bank 1989). In Ghana, for example, under a program for accelerated growth in the midst of Bank-
supported reforms that would transform the economy into a middle-income economy by the year
2020, it was programmed to achieve an annua growth rate of 8% for the rest of the century which
would require an investment/GDP ratio of 25 percent, assuming the ICOR remained at 3 percent.
This would push the required domestic savings/GDP ratio to 20 percent, assuming foreign s*avings
remained at 5 percent (World Bank 1993). Obvioudy, the challenges posed by those demands on
the domestic economy were enormous, and it is not surprising that not much progress has been
made in that direction. Indeed very few countries have ever achieved their savingstargets.

In contrast, we note that the fast growing East Asian economies recorded average saving rates of about
33 percent in 1980-95. Singapore maintained a saving rate in excess of 45 percent for the period while
Korea exceeded 35 percent. In southeast Asia, Maaysia has seen impressive growth of its savings
which aso went beyond 36 percent, indeed reaching 40 percent in 1995. India s performance in South
Asiawasfar higher than the African average at 20 percent.



An interesting point about the performance of savingsin Africain contrast with savings performance
in the fast growing Asian economies during the reform period isthat any changesin the saving ratesin
Africa were driven by public savings (World Bank 1994), while in Asiathey were usualy driven by
private savings. Srinivasan (1993) observed about largely East Asian savings that "public sector
savings, if anything, do not appear to have increased significantly in the last four decades. .... One
has to look for an explanation in the behaviour of the private sector for the measured rise in
aggregate savings rates'. The importance of private savings in Asiais again underscored by Collins
(1991) who suggests from Korean data that while urban households have increased savings
dramatically since 1965, rurad households on average save a lot more. This savings, however, is
primarily in inventory increases, and excluding this component shows average rura savings to be 6.5
percent as opposed to 18.6 percent of disposable income for urban households.

In contrast private saving in Africa dropped from 11.4 percent of digposable income in the 1970s to
7.5 percent in the 1980s. By the mid-1990s it was still less than 9 percent. Public saving performed
even worse, staying a under 3percent of digposable income by the mid-1990s after faling from 4.5
percent in the 1980s. In many of the African countries where saving rates declined, they did so
because public savings declined. This was certainly the case in Kenya and Niger. In countries like
Tanzania and Madawi the decline in the saving rate came following large increases in externa
transfers. Indeed, theissue of foreign savings substituting for domestic savings has been noted (World
Bank 1994). The important issue for Africa is why private savings, including household savings, do
not rise fast enough to offset the negative trendsin public savings.

There are very few estimates of saving rates in Africa based on microeconomic data. Those which do
exis are often imply patterns of saving which are dramatically different from those in the national
accounts. In 1990 South Africa, gross private savings according to the national accounts was 25% of
GDP. Household survey evidence indicates that in the same year, households saved an average of
2.6% of their income (Makgetla, 1995). In Ghanain 1996, gross domestic savings were 8% of GDP,
but the following year in a household survey of southern Ghanaian farmers, Goldstein and Udry
(1999) found that the median household saved over 30% of itsincome.

Explaining the Trends
Mwega (1997) has conducted a comparative analysis of average private saving rate in 15 African
countries and finds evidence that saving rates are unambiguously lower than in other developing
countries. Relying primarily on life-cycle and permanent income intertempora mogdgels of household
saving, he estimates a private savings function for a number of developing countries’. The estimation
for the entire sample shows (among other things) a positive and highly significant coefficient on per
capita income (that decreases as income increases), a positive and highly significant coefficient on
growth of per capita income (1% increase in economic growth raises private saving rate by 1.6%), a
negative and highly significant coefficient on public saving (1% increase in the public savings rate
reduces the private rate by at least 0.9%), a positive and highly significant coefficient on the degree of
financial depth (M2/GDP), and an insignificant coefficient on financial congtraints (suggesting that
these congtraints are either unimportant, captured by other variables or that the variable is a poor
proxy). The estimation for the African countries shows that the unambiguoudy important variables
determining private savings behavior are the dependency ratio, level of per capita income (negative

* His sample of 33 developing countriesincluded 15 African, 9 Asian and 9 Latin American countries with
comparable data for the period 1970-1993



effect), economic growth (larger effects compared to other developing countries), terms of trade
(negative effect) and public savings rates (less negative effect compared to other countries). Mwega
(1997) concludes that the low savings rate in Africa reflects both the private savings function and the
initia economic conditions not explained by his study.

Given the low saving rates from the private sector, we need to understand saving behaviour in rura
or poor communities. Deaton (1997) has discussed methodologies for testing the various hypotheses
for saving using household data. For example for the life-cycle hypothesis, he has considered a range
of methodologies including such ssimple ones as plotting the age profiles of household heads against
income and consumption using Ivorian LSS and Thai household data. He looked at consumption and
saving by cohorts. In all these there is very little evidence of life-cycle rationdizations for saving. Of
particular interest was the Ivorian case where no divergence in incomes and consumption was
observed across al age groups. In the 1986 Cote d' lvoire survey, income and consumption were
lower for 40 year-olds than they were for 45 year-olds. The only thing that is clear from alot of the
empirical work is the fact that over the long term consumption and income are closely correlated.
Consumption is observed to track income. There is no evidence, therefore, of life-cycle saving in
preparation for old age in Cote d'Ivoire.

The weskness of the life-cycle hypothesis for poor economies is corroborated by the work of
Collins (1991). She discusses saving behaviour in ten developing countries (nine in Asaand Turkey).
Aside from highlighting savings trends in these countries since the early 1960s, she answexs questions
about the magjor determinants of savings empiricaly, using primarily a life-cycle modet®. She finds
that the population share of children, per capita income and growth of per capita income are al
significant. Household saving aso seems to be less sendtive to the age distribution as well as to
changesin income for poorer countries in the sample. Furthermore, there is adistinct interaction effect
of mean age of consumption/ earnings and real growth rate that suggests that middle income countries
reduce savings when dependency ratios increase. These same countries increase aggregate savings
when per capita income increases, while decreasing savings when the growth rate of per capita
income increase.

If poor households everywhere have the same motivations to save, why do African households save
less than others? Thisissueis currently unresolved, but we can glean some partial explanations from
the existing literature. Deaton (1992) suggests that when agents do not have access to credit markets,
they can till smooth their consumption over time by accumulating and selling off assets. He suggests
that saving behavior may be guided by rules of thumb, and that short-term fals/increases in income
are the primary causes of savinggdissavings. These rules of thumb are of a remarkably smple form,
and in some ingtances correspond quite closely to the optimal nonlinear saving rule. If we define the
sum of current income and the value of assets as cash on hand, the rules take the form "consume all of
your cash on hand if cash on hand isless than anumber x, and save a constant fraction of the excess of
your cash on hand over x otherwise'. The number x will be something like the mean over time of the
household's income, and the fraction will be something like 20 to 40 percent. He tests these generd
hypotheses on two West African countries, Ghana and Cote d'Ivoire and aso on Thailand®. Informal

® The life-cycle model of savings used highlights level and growth effects, as well asincluding mean ages of
income earnings and consumption. The author uses this model to construct a specification with per capitaincome
and percentage of population below age 15 as the explanatory variables.

® Deaton uses the WorldBank's LSM S household surveys, summaries of debts and credits as well as distribution of



arrangements dominate the credit market, and despite the large numbers of both creditors and debtors
in the sample, loan sizes are not large enough to conclude that they play a role in consumption
smoothing. When observing the pattern of loans in the seasonal data, he finds a more definitive
correlation between loans and consumption smoothing. Deaton (1992) cautioudy suggests that a case
could be made for credit markets playing a modest role in smoothing consumption, a view consistent
with Udry's findings in Northern Nigeria (1990). The role of credit markets isimplied to be moderate
at best.

Deaton's (1992) andysis, however, is unlikely to provide a route for understanding the generally low
level of household saving in Africa. Variations over time in saving by an agent are determined largely
by variationsin income, so that looking over time at an individual's saving you will find high saving in
periods of high income, and low saving in periods of low income. This does not, however, trandate
into aggregate differences in saving rates. The buffer stock mode of savings does not imply any
strong relationship between average levels of income and average saving rates. Asde from
preferences, the primary determinants of saving rates in this model are not average incomes, but: (1)
the variance of income; and (2) the availability of credit markets. Agents facing a more uncertain
income path will be willing to sacrifice a larger amount of current consumption in order to protect
themselves againgt large drops in consumption in the future. And agents without access to credit
markets are forced to rely more heavily on buffer stocks of saving to protect their future consumption.
On both counts, we might expect householdsin Africato have higher rates of savings than households
in other parts of the world.

Institutional impediments to saving may be particularly important in Africa. One important clue is
that a substantial part of that saving in Africais doneinformally, which may be attributed to the nature
of the savings ingtitutions in rural Africa. Discussion of the structural and ingtitutional congtraints to
savings mobilization has seen a contribution from Ikhide (1996) who argues mainly that rura savings
mobilization is weak because of the low presence of formal institutions. He studied the extension of
commercia bank offices to rura areas in five African countries to assess their impact on private
savings, conducting empirical tests of the determinants of gross domestic savings rates using
population per bank branch as one of his explanatory variableS'. It turned out to have the strongest
effect on savings. The individua country regressions show the weakest effect of the population per
bank branch variable in Ghana (7%) and the strongest effect in Kenya (21%).

Nissanke and Aryeetey (1998) have discussed a number of structurd and institutional constraints to
the mobilization of savings, particularly from poor households. They suggest that financial marketsin
Africaare highly fragmented and that the high transaction costs for economic agents of trying to move
across different segments act as a disincentive in savings mobilization. They relate these structura
features to various ingtitutional condraints of the forma sector, noting, for example, that savings
mobilization from rural areasisvery costly and that banksin Africa have not been designed to counter
this through innovative approaches in savings mobilization. The answer does not smply liein having
more rurd outlets for commercial banks, as they indicate that rura savings mobilization is not
necessarily positively corrdlated with the number of bank outlets. Indeed, many of the rura outlets

loans by season of contract and termination in Ghana and Cote d'lvoire.

" The study countries were Nigeria, Ghana, Ethiopia, Kenya and Tanzania. Other explanatory variables are real
exchange rate and rate of growth of per capitaincome. All three independent variables are shown to be significant
and together explain over 80% of the change in domestic savings ratios.



turn out to be unsustainable, hence the tendency to close many of them with financial sector reforms.
Nissanke and Aryeetey (1998) suggest that there have been few innovative savings instruments
developed with aview to reaching untapped segments of the financial market.

While informal sector agents are acknowledged to play a mgor role in savings mobilization, their
operations are confined to specific groups of people, which effectively precludes the participation of
others not belonging to those groups. The fact that only a few such informa savings mobilizers aso
lend creates a problem for financid intermediation. The outcome is that even though the informal
sector provides a haven for many savers, its full potentia has not yet been reached. Together with all
the reasons provided about the uncertainty of the rural environment, this would explain why saving in
rural areasisintended to meet specific expenditure targets.

3. COMPOSITION OF HOUSEHOLD SAVINGS

In looking for a pattern in the composition of household savings and the associated saving behavior
we need to keep in mind that “one way of classifying saving behavior is by the length of time period
over which households can detach consumption from income” (Deaton 1997, p.335). While the term
structure of deposits matters, it is equally important to distinguish among various savings instruments
by the returns on them and the flexibility of the contracts associated with them. In genera, when this
has been done, two types of saving are often identified, namely forma and informal. Formal savi
may have a less flexible structure and be less liquid and of a longer maturity than informal savi nﬁ
We must point out, though, that recent studies of financia systems suggest that this distinction is no
longer that straightforward between formal and informal savings.

In addition to the changing characterization of forma and informa savings, the very low number of
published household surveys makes it extremely difficult to discern clear patterns in the composition
of household savings across the region. There are very few surveysthat report on the asset holdings of
households on alarge enough scale. An example of thisis the study of rural finance in northern Ghana
by I1PC (1988) that showed that only 20 percent of household assets were held in financid assets, and
that thiswas divided as follows. 12 percent informa savings and 8 percent formal savings. In a recent
survey in southern Ghana, Udry (1999) found that only 19 percent of farming households had any
financia assets with forma indtitutions and these were valued at only 4 percent of the tota vaue of
assets exclusive of the value of land.

While it is relatively easy to measure the magnitude of formal savings, assuming that the monetary
authorities reports provide ample dissagregation of the ownership of various bank liabilities, it is not
that easy to do the same for the informal sector. Most of what we know today about the magnitude of
informal savingsis from small sample surveysin afew countries’. We will discuss briefly here some
characteristics of forma savings and how they have performed in recent years and contrast this with
informal savings.

8 Other forms of saving, including social security contributions and other pension funds are negligible in most
countriesasthese cover only partsof the modern sector s of the economy.

® See Aryeetey, E. (1992), Informal Financein Africa, AERC, Nairobi.



Formal Savings

It has been usud to gauge the performance of forma savings with the measure of financia deegpening,
Mo/GDP ratio. While this may not provide an accurate picture of how people wish to save, it
nevertheless provides a good picture of how well a financid system is performing in terms of its
ability to attract surplus funds®. The financia deepening indicator for most African economies
provides very few indications of sustained improvements in the financia systems, with ratios that
averaged 24 percent in the early 1990s declining in many countries. In other words, the capacity of
formal financia ingtitutionsto attract deposits has not seen much improvement in the last decade.

Most suggestions that private saving, including household saving in Africa is not growing rapidly
enough are supported by trends in bank liabilities and data on deposit mobilization. Some of the most
recent data on household holdings with banks is from the work by Nissanke and Aryeetey (1998). On
magnitude, they indicate from reviews of central bank annual reports and flow of funds analysis that
private deposits are larger than government deposits, and the private deposits are largely held by
households. What their work aso showsisthe relatively high liquidity of savings instrumentsin many
countries. They show from bank-branch data that in the study period (1989-93) which adso saw
consderable reform of financial sectors in their study countries, the numbers of depositors and the
amounts being deposited did not vary significantly. In the cases where some increase in the deposit
Sizes were observed, as in Ghana, this was attributed to an income effect following economy-wide
reforms.

In terms of the liquidity of forma savings, Nissanke and Aryeetey (1998) note that a feature of
commercia bank deposits is that they are overwhelmingly short-term, and attract little or no return to
the depositors. Very few depositors use the few long-term deposit instruments that are available. One
of the most important changes that occurred in their study countries was a reduction in the proportion
of depodits in liquid instruments. The proportion of demand deposits to the total dropped from 70
percent to 57 percent in Ghana between 1985 and 1991. Added to savings deposits, this left about
two-thirds of all bank liabilities in liquid instruments. Tanzania, Maawi and Nigeria aso showed
similar variation, even though demand deposits continued to dominate total deposits.

Using survey data on the numbers of depositors and average deposit sizes from sample branches,
Nissanke and Aryeetey (1998) a so show inconsistent growth in the numbers of depositors and deposit
Szes over the period 1989-1991. They observed that where deposit mobilization grew fastest, it was
usudly the outcome of some exogenous intervention in the process. For instance, in Tanzania, they
observed that commercia bank branches in Dar es Salaam saw their depositors grow 11 times as fast
asinregional towns in the period 1990-92. In small rura towns, the number of depositors grew even
fagter than in Dar es Sdlaam. Thisrapid growth was largely the result of a government decision to pay
sdaries and farmers payments through rura bank outlets. Many bankers that they interviewed
believed that the most significant factor behind the rapid rise in the number of rural depositorswasthis
new payment mode adopted by government for agricultural export purchases. Indeed, as in many
other African countries, many people holding deposits a banks do so under compulsion, as their
salaries and other payments are channelled through banks. They are usualy kept in the most liquid

19M, clearly reflects the use of deposits for transactions rather than the demand for long-term savings. The argument
that it is not a good reflection of how people wish to save is supported by fact the monetary base in many African
countries with growing M,/GDP ratios has remained high, and has been not much |less than the ratio.
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deposit instruments, and withdrawn within days of placement, thus supporting the argument that they
aremore areflection of transactions balances than a demand for savings.

Informal Savings

The widespread use of informa agents for saving is quite well documented (Chandarvarkar 1989;
Aryeetey 1995). The severd different types of informal deposit mobilizersin different regionsinclude
savings collectors, savings and credit associations, cooperatives and credit unions (Seibel 1989). As
indicated earlier, while this may be a well-known avenue for saving throughout Africa, the structures
are such that only people with specific characteristics can save with particular kinds of agents
(Aryeetey 1995). These are generdly persons or households about whom the operator of a savings
facility has enough information to enter into repeated transactions. Thus, for example, one will haveto
be a member of a cooperative to be able to save with it, and membership is not open to al. Similarly,
membership requirements for a number of other informal groups may be based on ethnicity, religion,
age or other sociad characteristics that may effectively bar open participation.

Despite the above limitations, saving informally remains popular in many parts of Africa. Deaton
(1989) suggedts that this form of saving is intended to smooth consumption over reatively short
periods. While there may be alack of exactitude about the relative magnitudes of forma and informal
savings in African economies, there are a number of other country reports that support the view that
informal saving is larger than forma saving (Aryeetey 1995). Field surveys for the Nissanke and
Aryeetey (1998) study suggested that informa saving grew in popularity in a number of African
countries even as they underwent financial sector reforms. The growth was attributed to alow level of
confidence in the formal sector as well as the relatively high transaction costs associated with formal
saving.

While the suggestion that saving informaly is largely intended to smooth consumption over short
periods is certainly credible, there is dso evidence of consderable variation in the manner in which
informal savings can be utilized. And thisis related to the period over which the depositors can afford
to give up control of the asset. There are very short periods, as in the case of the one-month deposits
held with savings collectors in West Africa. In contrast, some ingtitutions are designed for longer
periods of saving, as with some of the rotating savings and credit associations, which can tie up
savings for a period of between six months and a year. Most studies of fund utilisation by such
associations suggest that funds are usualy spent on consumer durables and for providing working
capital (Miracle et.a., 1980). For traders and other market women in ROSCAs the fund is normally
regarded as working capita, utilized in replenishing stocks (Aryeetey and Gockel, 1991). Chipeta
and Mkandawire (1991) reported that in 1988/89, 72 percent of takings from savings and credit
associations in Maawi were "invested”, which was made up of expenditures on fertilizer (64.9
percent), farm labour (4.9 percent); and school fees/uniforms (2.9 percent). Consumer goods and
services took the remaining 27.3 percent. In Ghana, some market women explain that they use the
fund to "expand" their businesses, which often means increasing the stock of whatever items they
sl at the market (Aryeetey and Gockel 1991). There are hardly any exclusive uses of such funds.
The findings of Miracle et.a (1980) on the uses of savings funds portrayed a broad scope of use
patternsin West Africa

On net financial returns, while there is considerable variation by type of agent and by region/country,
there is reason to believe that these are generaly lower than returns on forma sector savings
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(Aryeetey 1995). It may be noted that savings and credit associations seldom pay direct interest on
deposits, while savings collectors in West Africa actudly charge a fee to take in deposts. In the
absence of direct financid returns, why do people chose to save via these informa agents? In many
cases, the primary motivation seems to be to gain access to loans from the informa agent or to
accumulate a target amount for consumption or other purposes without incurring the large transaction
costs associated with accumulating that amount in forma savings (Aryeetey 1995). Indeed, where
borrowing possibilities exist, as with some savings collectors in Nigeria and Ghana, deposits have
been known to grow fastest. The predominance of informal savings in financia savings, therefore,
appears to be a consequence of imperfectionsin forma financid markets.

4. ASSET HOLDINGS OF HOUSEHOLDS

The available sketchy evidence indicates that the value of forma sector financia assetsislessthan
half the value of financia assets held by householdsin Africa, and financia assetsoveral area
relatively small component of the portfolio of assets held by households. For example, the Ghana
Living Standards Survey reportsthat in urban areas, only 5 percent of the value of household
portfoliosis held in the form of financia assets, while dmost haf of the value of portfolios consists of
assets used in non-farm enterprises (see Table 1). Inrura areasfinancia assets are even less
important, and wealth in the form of farm land and livestock dominates the portfolio. To providea
contrast, Wolff (1993) reports that over 40 percent of the assets held by American households arein
the form of financia savings.
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Tablel: Asset Types by Household Location in Ghana

Sharesin tota portfolio

Asset types Urban Rurd
Livestock 011 0.30
House 0.13 0.20
Farm 0.09 0.31
Land 0.15 0.07
Non-farm Enterprise Assets 047 0.16
Net Savings 0.05 -0.04

Of which: Net loans 0.25 0.10

Of which: Savings 0.30 0.06
Net remittances -0.01 -0.01

Source: Computed from GLSS3, Ghana Statistical Service, 1993

A smple and direct approach to understanding the environment within which households make their
decisions regarding saving, borrowing, and investment isto examine financial ingtitutions themselves.
Thisisthe method used by many authors, including Nissanke and Aryeetey (1998) and Udry (1994).
The data requirements of this method, however, are quite severe. At aminimum, rich descriptions of
the relevant ingtitutions are required, and these will have to be linked to data on financia transactions
and household allocation decisionsif progressis to be made on quantifying the effects of the
ingtitutions on behavior. In this section, we describe a simple method for comparing more readily
available data on household portfolios with the implications of successively more rich models of the
financial environment. Aswe noted in the introduction, thiswill enable the anayst to draw some
tentative conclusions about the financial environment without detailed information on transactions. In
order interpret the results, however, it will be vita that information concerning the institutional
structure of financial markets be brought to bear.

Consgder astandard model of intertemporal choice with more than one asset (to keep it Smple, we
will consider the case of two assets, though nothing we say is specia to that case). Let household
utility be of the very smpleform

U = E évr(cr)- «y

Suppose households can hold two assets. afinancia asset wy and an asset that isused directly in
production wp. Thefinancial asset earnsareturn that isindependent of the amount that is owned (for
example, abank account, or aphysical asset for which there are good rental markets). The productive
asset is combined with household labor and used directly in household production.
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In period t the household dlocatesits available resources (the vaue of current assets A plus some
exogenously specified income y;) between consumption ¢; and holdings of the avail able assets wit

(C{f.p}):

Gt wr t W, = At Y, 2
The current value of assetsis determined by last period’ sinvestment and production choices

A: ( 1+ rf(et) )Wf,t—1+(1+ rp(Wp’Zt))Wp,t—l' (3)
For preliminary analysis, it is useful to consider y; to be exogenous labor income. Thisassumption is
incorrect in most African contexts for anumber of reasons. Most importantly, for dmost al
households, the bulk of their portfolios are held in assets used directly in household production.
Where labor markets are imperfect, the magnitude of y; will be determined simultaneously with the
allocation of wealth among the various assets because the demand for labor in household enterprises
will be affected by the quantity of the physical asset owned by the household. Evenif labor markets
operate perfectly, y; will be jointly determined with w; unless labor is supplied inelasticaly. To the
extent that labor markets are imperfect or labor is supplied elastically, the assumption of an exogenous
Yt isincorrect. So while this assumption smplifies the problem, it will be important to consider the
consequences of relaxing it.

The distinction between this and conventional models of saving and portfolio choiceliesin
our explicit acknowledgment that at least some assets are used in household production, that rental
markets for these assets are imperfect, and that at least some other factor markets are imperfect. For
these assets, the return depends upon the outcome of the household production process. In addition,
the return to an asset used directly in household production depends on avector of (exogenous)
household characteristics (d ;) such asfamily size, levels of education, and holdings of assets which
cannot be transacted through markets. The vector d ; might also include househol d-specific random
shocksto asset returns. Finally, the return depends on avector of random shocks (&) which are not
specific to the household. Let z =[e’ d/]’ summarize these latter two sets of variables. Some assets,
of course, are not used in household production. For these financial assets, the return isamarket
return which depends only on the vector of random shocks g which is not specific to the househol d.
For such assets, the interest rate can be written ry(e).

It might also be the case that there are constraints on the levels and growth of individual assets:

w20 0i0sSOl 4)
WjIZWj,t-l DJ |:| J |:| I (5)

Sisthe set of assets subject to short-sale constraints, while Jisthe set of assetsfor which investment is
irreversible. We begin, however, by assuming that there are neither irreversibilities nor short-sale

congtraints, so that S=3={[}.

Households maximize (1) subject to (2) and (3). The value function of thisproblemis
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Vi( A )= max v ( Ve t AC- Wit — Wy )+ Et Vit (I 1y (et+1 Dwy + 1+ rp(Wpt’Z[+1))Wpt)

(6)
Thefirst order condition relating to asset the asset used in productionis

arp(Wpt) Zt+1)

P) Wpt) Vt’+1( A+1)
Wt

w(c)=E (1+ rp(Wpt!Zt+l)+

arp(Wpt|Zt+1) (7)

d Wit
where the second equality follows from an envelope argument applied to (6). The second termin
equation (7) isaconsequence of the use of asset holdingsin production. Increments to holdings of
asset p result in diminishing returns as fixed household factors are spread more thinly across the
productive asset.

=E (1+ rp(Wpt v Zuw1) T Wpt)Vt’+l(Ct+l)

One striking implication of the direct connection between asset holdings and household production is
apparent if we abstract for amoment from risk aversion. So assume that either (a) households arerisk
neutral; or (b) households have access to complete insurance markets. For simplicity (though thisis
not essentia to the argument), we will aso assume that the intertempord variation in vy(c;) can be
captured through a smple discount factor b. Assume, therefore, that

w'(a)= .BVt‘+1( Civ1) (8)
for any ¢ and ci+1. (7) now becomes

6rp(Wpt ) Zt+1)
aWpt

B - 1= Et(rp(WptaZt+l)+ Wpt) (9)

The distribution of the return to the financial asset does not vary across households. Let E; riv1 =y

(we have here made an inconsequential assumption that the mean of r;; does not change over time).
Financia market equilibrium requiresthat 1+ , =f3. Inthiscase,

0 , Ziv
rp(Wpt Zt l) Wpt) (10)
0 Wit

and al of the assets held by householdsin the economy earn an expected (marginal) return equal to
that of the generdlly available financia asset. Look more carefully at the determinants of the return to
the asset used in a household enterprise. Output of the enterprise depends on avector of purchased
inputs x (available at the price w) aswell as on the asset wy,.. In thiscase, define

G( Wit ) = Eerp(Wipts zi+1) W™ MAX Bt F(Xer1s Wt s Z2r1) = rea Xt (11)

Xt+1

Ff= Et( rp(Wpt)Zt+1)+

where F(x,w,z) isincreasing and gtrictly concavein (x,w) for al z. From (10), wy will be chosen so
that
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arp(Wpt aZt+l)

re=E(rp(wp,zi)+ W )= G'( Wi ) (12)
0 Wit
The RHS of (12) is gtrictly decreasing in w as a consequence of the strict concavity of F(.). Hence
. : . . dw, dw,
there exists (at most) aunique value w, which solves(12). Moreover, dv_vpt <0 and dVX" =0.
I

Thefina equality is particularly interesting. Household ownership of the physical asset is
independent of household wealth. Demand for that asset is determined entirely by (&) the return on
aternative assets; and (b) the margina productivity of that asset in the household enterprise.
Household wedlth affects neither (a) nor (b). Any changein wealth A; isreflected in changesin
holdings of the financial asset wy, and leaves holdings of wy unchanged. Obviously, household
characteristics d affect w, , but two households with the same d. will have the samew,,, evenif their

weslth levels differ.

If it was possible to observe the entire vector d; for a sample of households, then given a particular
functional form for F(Xu1, Wy, Z+1) it would be possible to test the implication thatw,, does not

depend on A;. The test would be implemented by regression of holdings of the physical asset wy: on
d;, and on A;. The coefficient of A, should be zero.

Were oneto run such aregression, it islikely that one would observe a positive correlation
betweenw,, and A; evenif the restrictions of thismodel are correct for two reasons. First, asset

ownership is measured with error, and any error in the measurement of v, would induce aspurious

positive correlation betweenw,, and A; because A; includes w,, . Second, not all of the components

of d; are observable. A; islikely to be correlated with the unobserved e ements of d;, because
household characteristics which increase (decrease) the productivity of the physical asset will increase
(decrease) wedlth over time. One potentia solution to this problem would be an instrumental variable
approach, purging A; of itslikely correlation with omitted eements of d,. Ideasfor potential
instrumentsinclude inherited wedlth, or perhaps the wedlth of an individud's parents. A solution that
addresses the first problem, but not the second, would be to examine the correlation between wy and
wi;, which should aso be zero.

Aryeetey and Udry (1999) implement this approach in astudy of the saving behavior of Ghanaian
households using GLSS data. In that paper, it isfound (subject to standard econometric caveats) that
(2) holdings of productive assets are not the same across households with similar values of d;; (2)
variationsin these holdings are systematically and positively related to financia wedth; and (3)
holdings of financia assets are positively correlated with the share of non-farm assetsin the total value
of directly-productive assets.

These results are not surprising. It isunlikely that the assumptions required to derive these results are

correct anywhere in Africa (or theworld, for that matter). To reiterate, here are the most important of
the many questionable assumptions made so far:

(A) no liquidity constraints
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(B) no risk aversion or compl ete insurance markets

(© perfectly integrated markets for the financial assets
(D) no irreversibilities in investment

(E) everybody has the same production function

Assumption (E) isarather trivia objection, but it has some power given the very fruga specifications
that researchers might need to use given data aslimited as LSM S surveys. It isimportant that the
vector diwhich isincluded in the regressions described above be very rich in order to account for as
much as possible of the variability in production conditions across the sample of households.

Itislikely that assumption (D) isfase - quite clearly it isdifficult to reverse adecision to plant a cocoa
tree. However, there are often (imperfect) markets for the sale of capital goods, and these provide a
measure of reversibility. Consequently, wewill not focus on this objection.

It would be quite a surprise wereit to turn out that assumption (C) istrue. Retaining assumptions (A),
(B), (D) and (E) but dropping (C) isatrivid theoretica exercise, but has dramatic consequences for
the cross-sectiond properties of the portfolio. Households facing alower interest rate will have larger
holdings of non-farm and farm assets. If total wedlth is held constant, then these households will have
lower levels of financia wealth, and thus we should see an inver se relationship between financial
wealth and holdings of productive assets. Ghanaian dataindicates precisely the opposite relation.
However, it may be the case that richer households are able to borrow at lower interest rates. The
correlation between financia wealth and holdings of productive assets might then be positive. If
detailed information on financia marketsis available it would be possible to examine this hypothesis
directly. If information on interest ratesis lacking but the data has a pandl structure it might be
possible to examine the evolution of consumption over time, and from this to deduce the cross-
sectiond variaion in interest rates. However, to usit seems unlikely that this type of market
imperfection is at the heart of the strong positive relationship between holdings of financial assetsand
holdings of directly productive assets.

Assumptions (A) and (B) seem to be the most plausible candidates for an explanation of patterns of
portfolio alocation in Africa. Without dropping (A), it isimpossible to understand the presence of so
many households with zero holdings of either farm or non-farm assets.  Without dropping (B), itis
impossible to understand the positive correlation between holdings of financial and directly productive
assets throughout the distribution of wealth.

Congder first theissue of liquidity constraints and the form that they must take in order to be a
potentia explanation for the patterns we see in datafrom Ghana. In particular, it cannot be the case
that they take the standard form of alimit on the overal value of wealth. The conventiona
assumption would be that wr + w2 0. If thiswere our assumption, even households with zero net
wealth could set wiy at its optimal value and borrow to fund this investment. wy would remain
invariant to total wealth. Our assumption must be stronger - financial wealth must be constrained to
be non-negative.

So maintain assumptions (B)-(E) while dropping (A). Suppose that no asset can have a
negative vaue. In particular, financia borrowing is not permitted. Equation (6) becomes
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Vi(A)=max (Yt Ac-wi =Wy )+ EVer (1F 1 (841)) wr

. (13)
+ (1+ rp(Wpt ! Zt+1))Wpt )+ z /\it Wit

where A;; isthe Lagrange multiplier corresponding to constraint (4) for asseti in periodt. Weretain
therisk neutrality assumption (8). Thefirst order condition for the productive asset is now

Orp(Wp»zis1) Ao~ At
0 W pV(c)

where complementary dackness holds between Aj; and wi.. Consider the case where the return to the
directly productive asst is high - high enough so that for ahousehold with total wedth A,

arp(A!ZHl)A). (15)
aWpt

This equation smply statesthat if the household devotes all its wealth to the productive asset, the
return from that asset is till larger than the return to the financial asset. Without liquidity constraints,
this household would ssmply borrow financial assets (at expected interest rate ¢, ) to accumulate more

of the directly productive asset until it accumulated enough wiy to drive down the expected return from
that productive asset to r, . If such borrowing is prohibited, then equation (14) comesinto play. For

this household, Ax=0 because the liquidity constraint on the productive asset is not binding. However,
A>0 because wy=0. The household' s portfolio will bein equilibrium with

Ff: Et(rp(Wpt|Zt+1)+ Wpt)+ (14)

Ff< Et(rp(AaZt+l)+

ri<EG(A) (16)

For households with small enough wedlth, holdings of directly productive assets will beincreasingin
total wedlth, and financial asset holdings will be zero. Only for households with sufficient overdl
wealth will holdings of directly productive assets be fixed by considerations of production efficiency.
To be precise, define A” asthe value at which

ri=EG(A). (17)
For those households with wealth lessthan A”, financial wealth will be zero and holdings of directly
productive assets will increase with wealth. Only households with wealth greater than A” will behave
as described in the section above. A, of course, will depend upon the household characteristics d.
Figure 3 shows the correspondence between holdings of financial wealth and directly productive
wesdlth as overall wealth increasesfor ahousehold if thismodel is correct.
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Figure 3 - Correspondence Between Productive Assets and Financia Assetswith Liquidity

If this model is correct, and given the fact that A” isafunction of d, it would not be surprising for a
smple bivariate nonlinear regression of productive assets on financia assetsto show agenera upward
dope, as Aryeetey and Udry (1999) document in Ghana. Let I(cond) be the indicator function (equal
to one when the condition istrue, and zero otherwise). The correct specification of the modd is now:

V\;pt:al(Wltzo) + Bl(we>0) + ywy + X¢ O + &
Wpt = I(V\;et>0)V\;pt
where w isalatent variable. The non-linearity of the theoretical relationship portrayed in figure 3 is

captured by the indicator functions in the first equation of (18). When we estimate (18) we should
find a<b and g=0.

(18)

Aryeetey and Udry (1999) find that in Ghana g>0 - holdings of productive assets are positively
correlated with financia wealth even when looking only at households with positive financia wealth.
In fact, the relationship in Ghanalooks like that described as 'data in Figure 3 - holdings of directly
productive assets increase smoothly with holdings of financia assets throughout the distribution of
wedlth.

In order to reconcile that evidence with individual optimization, amode with both liquidity
congtraints and risk aversion isrequired. We have just seen that liquidity constraints alone are not
consistent with the observed pattern of portfolio alocations. Similarly, risk aversion aoneis not
consistent with the data, because relatively poor risk averse households would borrow to finance the
acquisition of directly productive assets (though not to the profit-maximizing level of A"). The
intuition behind this argument isthat at zero wealth, the first order effect of increasing expected profit
by borrowing to finance the acquisition of wy; outweighs the second order effect of the increased risk
associated with that transaction.
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We conclude, therefore, that the alocation of household weslth that we observe in the Ghana GLSS
data is consstent with household optimization in an environment characterized by (A) significant
asset-specific liquidity congtraints, and (B) risk averse households without access complete insurance
markets. As a consequence of (A), we do not find significant levels of borrowing to finance the
acquisition of directly productive assets in household production. As a consequence of (B), we find
households holding diversified portfolios in which they acquire financial assets even when their
holdings of directly productive assets are below profit maximizing levels.

S. CONSTRAINTSTO FINANCIALIZATION OF HOUSEHOLD ASSETS

Broad patterns that are evident in cross-sectiona data on equilibrium portfolios show that liquidity
congtraints and imperfect insurance markets are sdlient features of the financia markets in Sub-
Saharan Africa. To gain further insight into the nature of these imperfections, it is necessary to
examine the markets themselves. In this section we discuss specific characteritics of financial
marketsin Africathat have limited the role of formal financid assetsin household saving Strategies.

There is a large literature on the economic theory of saving decisions and credit transactions in
economies that are characterised by incomplete markets and imperfect information. Much of this
work explores the implications of such imperfection for contractua forms in credit markets in low-
income environments.~ For understanding saving behaviour, three themes from this literature are
particularly important. The first is the role of risk and liquidity preference (Fafchamps et.a 1998;
Udry 1994). The second is the responsiveness of saving to changes in nomina rates of return
(Townsend 1987), while the third is transaction costs (Stiglitz 1989).

Risk and Liquidity Preference

The liquidity preferences of households are closdly tied to the kinds of economic activities they are
engaged in and their income Situation as a consequence of that activity. Depending on the nature and
the environment of the activity, households become exposed to various risks, including idiosyncratic
ones that affect individual or specific households (e.g. the loss of land due to poorly defined “tenancy
agreement”) and systemic or covariate risks (e.g. inflation, drought) that affect wider areas. Risks are
pervasive throughout African economies. Indeed in most poorly managed African economies, where
agricultura activity tends to be the main source of income for large numbers of rurd people, both
idiosyncratic and systemic risks tend to be quite significant. The high risk environment and the
frequent incidence of large income shocks heighten demand for mechanisms and institutions for risk
management, even if only for sheer surviva. Households whose low incomes depend on rain-fed
agriculture are likely to have erratic income streams and therefore require frequent consumption-
smoothing measures. Households with more regular income streams have a lesser need for such
measures and hence have ahigher preferencefor lessliquid assets.

We have seen that portfolio choices are strongly influenced by risk, when insurance markets are
missing and insurance possibilities are limited. In many communities, there are a variety of

1 Alderman and Paxson (1992) provide a useful bibliography of such studies.
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financia institutions that serve as an imperfect substitute for insurance (Besley 1995). For example,
in Northern Nigeria, households can use small scale credit transactions to effect a degree of ex-post
consumption smoothing (Udry 1990). While poor households may sometimes be able to “insure”
againg idiosyncratic risks under mutual/informal insurance arrangements, such insurance tends to be
highly costly, not dways effective and tends to limit the freedom of economic agents in making
choices about savings and investment (Besey 1994).

As noted in section 4, households in this environment hold assets as a buffer between uncertain and
unpredictable low income and low consumption. Udry (1995) found in Northern Nigeria that
“households dissave when they suffer an adverse shock and save more when they are favored with a
positive shock” (p.1298). The modd of section 4 implied that the assets used to buffer consumption
would be financid" assets not directly used in household production. At the sametime, in order to be
ableto dissaverapidly in the event of such an adverse shock, the assets must be very liquid.  If formal
sector financial assets are not very liquid, then households might use informal substitutes for them.
Hence in Northern Nigeria, the primary asset used as a buffer stock is harvested grain, which is quite
liquid and which earns alinear return (depending upon the seasond risein the price of grain).

While money as a store of wedth could theoretically play the role of providing liquidity and
flexibility, there are a number of reasons why it has not played that role effectively in many African
economies. The historical dimension of this phenomenon is drawn from the fact that monetization of
African economies has been very dow. The dow monetization is both a cause and effect of the
duaism that characterizes these economies generdly. In many such economies, the modern sector
was drawn from the colonid trading relationships that were established. Thus, households that were
involved with export crops were more likely to have a certain portion of their assets denominated in
cash terms in order to facilitate transactions. Similarly, labor that was engaged in modern activities
received cash payment in exchange. But these economic agents had to conduct further economic
transactions with other people that were not engaged in modern sector activities, for example in the
acquisition of land, where property rights were often based on custom and had little to do with market
conditions. In these conditions, households and other economic agents make asset choices that will
assure their continued ability to produce (Hill 1970).

There is evidence from the work of Polly Hill that asset choices in rurd West Africa are strongly
influenced by the desire to guarantee income and consumption across generations as well as over
shorter periods of time. She discussed in her pioneering work how “the forms of capita, represented
by cocoa trees, cattle, fishing nets, manure, lorries, and so forth, play a crucia role in indigenous
economies’ (Hymer 1970). She adso shows how the accumulation of these assets have been
influenced by prevailing socia structures and individuas and families attempts to break out of the
established modes of production, often through migration and the accumulation of new forms of
capital. She shows that, in order to preserve or add to the value of assets that ‘rura capitalists may
have, they are influenced by various socia practices and norms to hold both productive and financia
assats. The ingtitutions had not been developed at the time of her study to facilitate the financiaization
of assets with ease. “The mgor problem of capital accumulation in underdevel oped economies is not
so much a shortage of savings but a lack of ingtitutions to channel the existing or latent surplus into
productive investment” (Hymer 1970).
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In more recent times, there has been a great deal of uncertainty associated with the macroeconomic
conditions of countries, making it preferable to hold non-financial assets. A lot of the economic
difficulties that began in the latter part of the 1970s for most African economies continued right
through the 1980s, and have not eased much in this last decade (Easterly and Levine 1994). Thus,
despite reforms, most African economies are characterized by inflationary tendencies even if the rate
of inflation has come down considerably in some countries. Average annual change in the CPI for the
period 1980-90 was 16.1% and 30.7% since 1991 for the region. There are a number of countries
where annual inflation rates have averaged over 25% for more than a decade, including Ghana, one of
the most comprehensive reformers. Quite a bit of the inflation in Africais related to rapid exchange
rate depreciation (Younger 1992). The combination of high inflation and rapid exchange rate
depreciation has been shown to have the effect of making people withdraw from the monetized
economy in a number of African countries as shown by Nissanke and Aryeetey (1998). They write
that “in a number of African countries demonetization has taken place as more rura households have
retreated into subsistence during the crisis periods. A clear example of this is Zambia, which once
registered the highest coefficient of monetization in sub-Saharan Africa, at 93 per cent in 1975. A
smilar process of demonetization is reported to have occurred in Tanzania, Uganda and Ghana’
(p-38). Nissanke and Aryeetey (1998) also suggest that the real demand for money relative to income
and output declined in al those countries and the domestic currency amost ceased to function as a
store of value.

Even though a measure of stability returned to a number of African economies earlier in this decade,
other structural and institutional constraints still restrain households from making a switch to money-
based assets. There are rlatively few financid ingtitutions that have been designed and structured to
take care of the high frequency and liquid nature of agricultural savings. This would explain the
domination of the relatively small amount of financial saving by informa arrangements, including
various types of savings and credit associations and cooperatives. Even where formal financial
ingtitutions have grown rapidly in rura aress, which is often not the casein Africa, there has been little
growth in savings mobilization by those ingtitutions (Nissanke and Aryeetey 1998). But thereisalimit
to how far informa agents can go to mobilize financial savings. The growth of the savings
mobilization function of those agents is constrained by the characteristics of informal finance, i.e. the
need to redtrict their operations to specific groups of people with distinct socio-economic
characteristicsin order to limit informational problems (Sted et.al. 1997).

Returns on Different Assets

The most basic reason why households prefer to hold assetsis that they expect to receive some return
on those assats. Is the predominance of non-financia assets in household portfolios a smple
consequence of extremely low expected returns to holding financia assets? This brings into focus the
role of interest rates and how they are perceived in smal African economies in relation to the return
on other assets. We must caution that the role that the returns on assets play is one whose importance
has been the subject of debate for decades and remains unresolved.

The relationship between the interest rate and saving is ambiguous in theory and weak in the data.
Higher interest rates increase the opportunity cost of consumption and therefore encourage households
to save through their subgtitution effect. But they aso increase the wealth of savers and thereby create
a positive income effect on consumption. Various studies of saving in sub-Saharan Africa have come
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up with inconclusive evidence of how interest rates influence saving (Mwega et.d. 1990, Oshikoya
1992, Azam 1996). The generally weak link between interest rates and saving have often led to debate
about the strength of the financia liberalization propositions from McKinnon (1973) and Shaw (1973)
with respect to Africa. [See, for example, Nissanke and Aryeetey 1998).

Why should the subgtitution effect of interest rates for relatively poor rura households be particularly
weak in Africa? Red interest rates are often generaly low in most of SSA for a number of reasons,
including relatively high inflation and other indicators of macro-economic instability, as seen earlier,
as wdll asingtitutiona factors that have often repressed interest rates. It is interesting that despite the
financia sector reforms undertaken in a number of African countries throughout the last decade, real
deposit rates have not risen gppreciably in many of those countries (Nissanke and Aryeetey 1998).
Indeed, the real deposit rates have risen far dower than lending rates in many countries, leading to a
continually widening spread in rates for close to a decade in some countries, including Ghana,
Malawi, Tanzania, Uganda and Kenya. There are indications, however, that when there is some
stability in macro-economic conditions and deposit rates rise, depositors react postively to such rises
as happened in Ghana at the end of the 1980s and in Nigeria earlier (Nissanke and Aryeetey 1998).

In a study by Aryeetey and Gockd (1991) market women in Ghana were asked about their
responsiveness to bank deposit rate changes and over 70 percent indicated indifference to them. The
survey had been conducted after a relatively long period of high inflation, severa years of financial
represson and rather arbitrary regulations on banking that had left many people with very little
confidence in the banking system. It took another decade of unusualy high treasury bill rates to get
Ghanaians to once again purchase financia instruments to any appreciable degree.

The above illustration suggests that pervasive market falure in Africa makes the deposit rate an
inappropriate tool for gauging the expected direction of people’s preferences. Market failure forces the
return on other assets to assume a greater role in asset dlocation. But data on the return to non-
financial assets is scarce. It is, for example, difficult to measure the return on land when it cannot
easly be traded (Binswanger and Mclintire 1987). It is, however, less difficult to determine the return
on many other productive assets, such as those used in rurd non-farm enterprises, or livestock
(Bigsten et.al. 1998). The scarcity of good measures of rates of return makes this a fertile area for
further research. We compare below rates of return on physical capital engaged in manufacturing from
five countries estimated by Bigsten et.al. (1998) with red interest rates in 1996 for those countries.
While Kenya and Zambia show no or little difference in the returns on physical and financia assets,
the differences arelarge for Ghanaand Zimbabwe in favor of physica assets.

Table 2: Rates of Return on Physical Capita and Financial Assets

Country Rate of Return on Physica | Red Interest Rate % p.a
Capitd % p.a 1996

Cameroon 19 na

Ghana 32 -10*

Kenya 22 22

Zambia 10 13

Zimbabwe 35 10

Source: Bigsten et.a (1998) for column 2 and World Development Indicators 1998.
* Cdculated directly from Bank of Ghana Data.
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Transaction Costs

As households weigh the decision to put wedlth into particular assets, the dternatives that they
confront come with costs that are intringic to the transaction. One important source of such costs is
incomplete information. Most of the work relating to information asymmetry in developing
economies has been applied to credit market transactions (Stiglitz and Weiss 1981), but they hold
equaly wel for savings transactions. This is because saving like lending is an intertempora
transaction as households trade present consumption for future consumption in which the agents
expect to gain. The important issue becomes the conditions under which that gain will occur. These
will be influenced by (a) the nature of information (probably asymmetric) possessed by depositors
and deposit-takers on intertempora conditions, and (b) contract enforcement possibilities on the
financial markets.

In these Situations where potential savers are concerned about a future gain, two types of costs
concern them most. Thefirst isthe cost of ‘administering’ their savings; the second is the cost of the
deposit-taker defaulting on the contract. In the case where somewhat functional financia markets
can be found, depositors are concerned about the likelihood of their deposits been returned to them
with the expected return agreed upon with the deposit-taker. Studies in a number of countries have
shown that both the administrative cost and default risk cost components of transaction costs can be
quite high for financia assets (Nissanke and Aryeetey 1998).

A magjor source of adminidtrative costs for saving in rura Africa is transport cost. Due to long
distances that depositors would have to travel in order to find formal financial institutions, transport
costs tend to be high. Aryeetey and Gockel (1991) have indicated an average travel time of over an
hour is required to reach a bank in rural northern Ghana and the cost of such travel is about the
equivaent of the prevailing minimum wage. Many potentia savers cannot afford the expense
involved in making a deposit at a bank in that kind of environment. It is interesting to note that
innovative financia arrangements are not necessarily immune from significant transport costs. In
many schemes where the innovation requires that the deposit-taker travels to the depositor, there is
evidence of this affecting significantly the operational costs of the schemes, which are then passed
on to their clients. They have to limit their operations to district towns mainly, as a consequence.
Webster and Fidler (1995) attribute the relatively low scale of a number of micro-finance
arrangements in West Africain part to the sparse population in many of the rura areas they serve in
the Sahdl.

Because the few forma financia ingtitutions are usually centralised in regiona or district centers,
there is often seasona congestion and long waiting periods for customers. Aryeetey and Gockel
(1991) showed that in a number of banks located in regional and district towns in Ghana, service
time a the end of each month for people making deposits could go beyond an hour. For many
depositors, the opportunity cost of that time is immense, particularly if they have travelled to the
district town from their villages to transact other business.

But holding non-financial assets does not have zero administrative/opportunity cost, even though
we suggested earlier that these are often thought to be negligible. Livestock owners have to spend
time away from ploughing fields, planting, caring for and harvesting crops in order to take care of
their livestock. There are no known actua estimates of the opportunity cost involved for any
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African countries, but Fafchamps et. d (1998) suggest that it would be significant. In many Sahelian
communities, taking care of livestock on amore regular basis is the responsibility of boys of school-
going age, who are subsequently deprived of forma education. The associated private and socid
costs are bound to be very high. Other costs in relation to holding livestock, stored crops, etc. will
come from their value possibly diminishing with time as aresult of death or spoilage. Findly, there
are significant transaction costs associated with the sale of virtually any non-financial asset, ranging
from conventional transportation and marketing costs to the costs associated with imperfectly
observed quality variation in the asset. All of these must be weighed by the asset holders against the
expected return on the asset. The savings decision of households, and their equilibrium portfolio
allocation depends on al of these asset-specific transaction costs, as well as on the more genera
considerations, discussed in section 4, of risk, liquidity constraints and the intertemporal allocation
of lifetime resources.
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