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Abstract 
The main objectives of the study is to analyze the share of informal 

loan in total borrowing, and the role of informal financial sector in 

promoting of economic activity in Pakistan. The study is based on 

primary data; a questionnaire was designed to collect the data from 

District Peshawar. It was observed that, 83 percent were informal and 

only 17 percent were formal borrowers. Fifty eight percent of 

borrowers receiving loan from informal lenders, lived in urban, 33 

percent from those lenders working and/or living abroad and 9 percent 

from rural lenders. Households received more than 90 percent of loan 

in the form of cash and 2.9 percent in kind. 
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Introduction 

The individual take loan for different purpose like consumption, 

investment and for other necessities from either formal institution like 

banks or informal sector like relatives, neighbors, money lenders and 

friends etc. The informal sector is more beneficial then formal sector 

because informal financial sector grant credit facilities and saving in 

rural areas for low level of formers and small scale enterprises and low 

level income households in urban area. The informal system is having 

very simple and straight forward procedure while formal institution has a 

very complex procedure. The informal sector play a vital role in mobility 

of rural saving to urban households. The informal  sector has a very low 

transaction cost but repayment rates are too high while formal institution 

has a very high transaction cast but repayment are too low.     

The informal loan is easy access to credit and transfers of 

payment in both in kind or in cash, is a key of supply of poverty 

lessening in a lot of developing countries in the world. The share of 

informal credit was 59 percent, with formal sector 34 percent and 7 

percent from hybrid sources (formal and informal) in Philippines. Their 

research further indicates that about 75% of the poor households were 
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customers to informal credit market in 1986 and subsequently 77 percent 

in 1987 indicating a positive correlation between poverty and informal 

borrowings (Agabin et al., 2008). 

The role of informal credit market is reduced due to the 

expansion and continuous growth of formal sector, but mostly in 

developing countries the business of the formal and informal lenders still 

continues to take place in parallel. Cost of the services provided by 

formal institutions is relatively high and replacing process of informal 

credit mechanisms require a strategic stance which could be enabled 

through infrastructure improvement. The importance of the informal 

lenders will not disappear altogether with the improvement and 

development of the institutional sources of credit (Schrader, 1994). 

In Pakistan during the year 1988, about Rs. 8000 on average was 

borrowed by households from informal credit market. However, the 

formal loan contribution in the agricultural production growth found that 

the loan operations in the farm investment are unevenly distributed. 

Formal credit was found to have limited contribution in the growth of the 

agricultural sector because formal credit was predominantly extended to 

few large and medium sized farmers. Small and landless farmers had a 

very little share of the overall pie because of restricted access to formal 

sources of credit due to absence of collateral and information. Major 

shares of the formal credit were mainly in the hands of big landlords 

(Qureshi and Shah, 1992). 

Despite the importance of institutional sources of credit has 

increased as compared to the non-institutional sources of credit but still 

small and landless farmers have least access to the institutional credit and 

the situation exhibits a deteriorating trend with no or little signs of 

improvement; as a consequence small cash strap farmers are often 

confronted by non-institutional money lenders (Malik et al., 1989). 

 

Literature Review 
Floro and Ray (1997) proclaim that formal sources of loan were the 

major sources of funds for informal lenders. Providing loan facilities to 

those borrowers who could not access to formal sector is dependent on 

the ability of formal sector to service the loan requirements of informal 

lenders. So in this way a link has been created between formal and 

informal sources of funds. They contend that the role of informal credit 

market in the economic development of a country is important and this 

indication needs to be re-examined because formal credit system faces 

several constraints to fulfill the requirements of small farmers. i.e., the 

lack of information about these small farmers which have no or less 

security or repayment guarantee which will be acceptable in the formal 

sources of credit. Another constraint to formal lenders is the 

responsiveness of government policy in which funds are fixed at low rate 
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of interest for rural areas which is inadequate and again these funds are 

utilized by big farmers because of the availability of the collateral to the 

formal sources of credit. This means that the need is not to extend the 

formal sector but to extend and develop informal sources of credit, in this 

way the need of funds to small farmers for productive purposes will be 

possible. High interest rate charged by informal lenders could be reduced 

by linking the funds of informal lenders to formal sectors and informal 

lenders can raised their funds for lending through formal sectors which is 

not surprising. It is, however, assumed that the informal credit market is 

competitive and there is no restriction to enter in the market as lender. 

Their analysis reveals that under the structure of informal credit market, 

there were chances that informal lenders by lowering competition 

engaged in strategic cooperation. Strategic cooperation was possible if 

formal and informal lenders were linked with each other. 

Malik (1973) argue that, in Pakistan, only 15.20 percent of the 

farmers have so far been satisfied from credit facilities provided by the 

Government of Pakistan with the share of small and medium sized 

farmers growing and accounts for almost 60 percent of the overall funds. 

According to Uprety (1990) women traditionally play a 

significant role in livelihood farming in Nepal, and contribute more to 

household income as compared to men. However, women lack access to 

banks and other formal institutions and are, therefore, disadvantaged 

relative to their male counterparts. In the light of such a situation, 

Production Credit for Rural Women (PCRW) was launched in 1982 that 

covers 44 of Nepal’s 75 districts. In spite of a few limitations such as the 

emphasis on livestock production, and lack of marketing facilities, the 

program, in general, has been successful. 

Mohieldin and Wright (2000) conducted their research in four 

Egyptian villages with a sample size of 200 households. Their findings 

indicate that informal sector accounts for 13 percent of the total 

borrowing and lending that had occurred between 1992 and 1994. Their 

findings reveal that informal sector was more dominant when compared 

with the prevalent formal lending institutions. The overriding barrier to 

the informal sector was mostly related to the scarcity of funds, often 

times due to the inability to generate a huge pool of funds for their 

business purposes. 

Besley (1994) in his research argues that the lack of information, 

perfect competition, and enforcement of costly contract are the 

characteristics of informal credit market. The problem of credit rationing, 

moral hazard and the selection was adversely leading to lack of 

awareness that raises the rate of interest in the informal credit market. If 

awareness is there, on the other hand, it brings equality between demand 

and supply of fund for credit. It also plays an important role to effect the 

lenders’ loan quality. 
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Barslund and Tarp (2007) pointed out that during the period 1997-2002, 

about 69 percent of households obtained one time loan and 46 percent of 

households obtained two or more than two times. During the period 

1999-2002, the importance of the informal credit deteriorated from 21 

percent to 17 percent. In Vietnam, the two formal institutions providing 

credit to rural credit market consist of “Bank of Agriculture and Rural 

Development (BARD)” and “Vietnam Bank for Poor (VBP)” and the 

informal institutions consist of friends, relatives and money lenders. 

Informal sector provided loan of 3904 Dong at a very high interest rate 

i.e. 1.8 percent per month as compared with the formal sources of credit. 

During the year of 2002, formal sector provided 81 percent for 

production and only 19 percent for consumption but this situation is quite 

different in informal sector as lenders provided 55 percent for production 

and 20 percent for consumption purposes and relatives provided 36 

percent for production and 29 percent for consumption purposes at zero 

rate of interest. The households who had older and well educated persons 

had no or less demand for credit but those who had bad credit history 

were the clients of informal lenders. 

Conteh and Braima (2003) pointed out that the credit needs of 

the poor households in the rural areas were not fulfilled by the formal 

institutions all over the world. Almost in all the rural areas, the informal 

credit market provides services including, marketing inputs, 

transportation facilities and resource persons etc. in different areas. 

Formal sources of credit were incapable to provide such auxiliary 

services based on non-collateral. The need is to develop policies that 

utilize informal credit market for economic growth. Due to the lack of 

capital access, low capital utilization and low production, informal credit 

markets were regarded as unorganized market. They further pointed out 

that the effects of the economic policy, like monetary and fiscal policy, 

on the informal credit market were no or very little because of its 

unorganized system. But the contributions of informal credit market to 

the economic growth were significant. The need was not only to 

recognize the role of informal credit sector but also to link it with the 

formal credit sector and economic growth. 

McKernan et al (2005) pointed out that the role of informal 

credit market is very important in Bangladesh as well as other parts of 

the world, such as in Madagascar where households received 96 percent 

of informal loan, in rural Philippines 89 percent and in China 26 percent 

of rural households received informal loan. Interestingly, there was 

observed a growth in women borrowers, but still men received larger 

amount of loan than women. In the informal credit market, women 

mostly relied on the informal gifts and household’ women received about 

three times of gifts than informal loans. 
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Boucher and Guirkinger (2007) propose that two types of borrowers are 

clients of informal lenders, first those who could not fulfill the collateral 

requirement of formal sources; second those who were able but not 

willing to take formal loan on the basis of their collaterals. Low expected 

income were accepted by these two types of borrowers in exchange of 

lower risk. The provision of partial insurance was also an important role 

of the informal credit market. The role of informal credit market was 

very important for relatively poor households and informal sources of 

credit depended on the performance of the agents. A relatively affluent 

borrowers’ selection is less risky as informal lenders depend on the 

wealth of agents. The importance of informal credit market depends on 

the development of formal credit market, its ready availability and the 

distribution of wealth at the rural areas. The impact of participation of 

the households in getting formal credit in rural areas was very limited 

because of the supply side constraints of credit policy of the formal 

sector. 

 

Table. 1:Market Share of the Informal Credit in the total volume of the 

credit 

 
*   Interest Rate per Year, ** Interest Rate per Month 

 

Objectives 

According to the above literature and concentrate on the share of 

informal loans in the total borrowing in Pakistan. The main objective of 

the study that the promoting of the informal financial sector to play a role 

in the growth of economic activity. Another objective encourages the 

informal financial sectors to give more loans to poor formers and small 
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entrepreneurs to increase production because the take lone from formal 

institutions was take more time and efforts.      

 

Methodology 

The current research paper is based on primary data; this data was 

collected though questionnaire from Peshawar district. 200 respondents 

were chosen through convenience sampling techniques. The data was 

analysis through simple techniques like average, percentage, tables and 

use different types of graphs to indicate results.     

 

Results 

The share of the informal loans in the total amount borrowed by the 

households which indicated in table 2 that was 35 percent of the 

borrowers were in possession of less or equal to one acre land and 17 

percent were having 9 acres of land or above. Households, having one or 

less than an acre of land ownership, took 4 percent of formal loans and 

the remaining 96 percent were drawn from informal sector. Households 

were having 1 to 4 acres of land, 21 percent of loan from formal source 

and 79 percent from informal sources. Households, having no or less 

than one acre of land ownership, took upto 8.54 percent of formal loans 

and 91 percent of informal loan out of the total amount borrowed. An 

increase in the size land ownership increases demand for formal loan and 

decreases demand for informal lending. Table 2 indicates that as land 

ownership increased from 1-4 to 5-8 acres, demand for informal loan 

decreased from 76 to 48 percent and formal loan increased from 23 to 51 

percent. 

 

Table. 1: Share of the Informal Loans in Total Borrowings of 

Households 

Source: Field Survey 

 

The empirical data generated from 500 households/ borrowers 

interviewed in the informal sector reveals that informal credit is more 

appealing as more than 80 percent of households were taking loan and 

gifts from informal sectors and less than 20 percent from formal  sources 

of credit during the year 2009. Similarly, the households received an 

average, of Rs. 75000 from informal and, an average of Rs. 18000 from 

formal sources of loan. It means that total households receiving both 
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loans and gifts from informal were 83 percent and loan taking from 

formal sector was only 17 percent as shown in figure 1. 

 

Figure. 1: Loans and Gifts Received by Households (in Percent) 
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The data generated (as evident from figure 2 below) shows that 

households were likely to receive loans and gifts but not likely to 

advance them. The gap between lending and receiving of loan is smaller 

than sending and receiving of gift as 10 percent of households were 

likely to receive loan and only 4 percent of households were entrusting in 

advancing loan. Similarly, 12 percent of households were likely to 

receive gifts and only 2 percent of households were interested in sending 

gifts. 

 

Figure. 2: Gifts and Loans Received and Sent by Households in the 

Informal Credit Markets  
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Source: Field Survey  

 

The empirical data gathered from the field survey reveals that households 

received loans from different locations as shown in figure 3. About 58 

percent of households living in urban areas took loans from informal 

lenders and 33 percent of households took loans from those relatives and 

friends working or living outside of the country (abroad) and only 9 
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percent of households living in rural areas took loans and gifts from 

money lenders 

 

Figure. 3: Location Wise Sources of Informal Loans and Gifts for 

Households (in Percent) 
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Source: Field Survey 

 

The households received more than 90 percent of loans and gifts in the 

form of cash and only 2.9 percent in kind. People thus preferred to 

receive loans and gifts in the form of cash as shown in figure 4 below. 

Similarly, the households lent 11 percent of loans and gifts in kind in 

comparison to 2.9 percent of loans and gift in kind.   

 

Figure. 4: Households (Received and Lent) Loan and Gifts both in Cash 

and in Kind (in Percent) 
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Source: Field Survey 

 

About 14 percent of the households neither received loans from formal 

nor from informal sector as shown in the figure 5. Upto 66 percent of 

households took loans from informal sector because of its being readily 

available, nearness and requiring no collateral. Only 12 percent of 
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households were the customers of formal sector on account of their being 

educated and knowing the procedure of banking transaction. 

 

Figure. 5: Informal Gifts and Loans Sent and Received by the Household 

(in Percent) 
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Source: Field Survey 

 

Discussion 

The need is that an inspection mechanism be chalked out to protect 

borrowers from the exploitation of those big money lenders whose 

liabilities are more than 10 Million. Government must involve in their 

activities and also take some corrective action and monitor their 

business. In out society, money lenders were considered as anti social 

elements, as it has many wrong attributes such as the exploitation of 

poor. Second, the use of informal credit mostly for consumption 

purposes and then lastly, there is no regulation like monetary policy of 

the central bank applied to the informal credit market. 

Informal lenders were divided into two categories i.e. rich 

informal lenders and poor. Rich lenders advance loan informally by 

using own funds not borrowed formally. Most poor lenders borrowed 

from formal sources of credit for their business and lent the same amount 

informally. It could be assumed that both the formal and informal credit 

markets face monitoring their borrower’s constraints in their framework. 

Informal lenders monitor their borrowers very closely because they 

personally know them and formal lenders were little hesitant in lending 

because of possession of limited information about their clients. By the 

co-existence of both the credit sources, the result shows three effects of 

the informal credit market. The first was the investment effect of the 

informal credit, the giving of more funds to informal lenders by the 

formal sources of credit. A disciplinary effect was next generated by the 

informal credit market. Informal borrowers need not pay for agency cost 

charged by the formal sector, and in this way the contribution of informal 

borrowers in investment was higher than other sources of credit. 
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Informal sources of credit reduced the default rate and increased the 

lending volume of banking sectors. Bank can also reduce a high agency 

cost (like screening of borrowers, monitoring problem) in case of 

providing credit to very poor households through the provision of credit 

to informal lenders. 

 

 

 

 

 

References 

 

Amjad, S., & Hasnu, S. (2007). ‘Smallholders' Access to Rural Credit: 

Evidence from Pakistan’ The Lahore Journal of Economics, 

12(2), 1-25. 

Agabin, M.H. et al (2008) ‘Integrative Report on the Informal Credit 

Markets in the Philippines’ Working Paper of Philippine Institute 

for Development Studies, 89 

Barslund, M. & Tarp, F. (2007) ‘Rural Credit in Vietnam’ Department of 

Economics, University of Copenhagen, Denmark 

Besley, T.J. (1994). ‘How do Market Failures Justify Intervention in 

Rural Credit Market?’ The World Bank Research Observer, 

9(1), 27-47. 

Besley, T.J., Jain, S. & Tsangarides, C. (2001) ‘Households 

Participation in Formal and Informal Institutions in Rural 

Credit Markets in Developing Countries: Evidence from 

Nepal’ World Development Report 

Boucher, S., & Guirkinger, C. (2007). ‘Risk, Wealth and Sectoral 

Choice in Rural Credit Markets’ American Journal of 

Agricultural Economics 89 (4) 991-1004 

Conteh, B.K., & Braima, S.J. (2003). ‘Micro Finance and Informal 

Sector Development for Poverty Alleviation, in National 

Microfinance Policy’ Government of Sierra Leone 

Malik, M.H. (1973). ‘The Role of Agricultural Credit in Integrated 

Rural Development’ Seminar on Integrated Rural 

Development, Lahore 

Floro, M.S., & Roy, D. (1997) ‘Vertical Links between Formal and 

Informal Financial Institutions’ Review of Development 

Economics, 1(1), 34-36 

Giang, H. (2004). ‘Rural Credit Markets in Vietnam: Theory and 

Practice’ Honors paper Macalester College. 

Government of Pakistan, (1990). ‘Rural Credit Survey of Pakistan’ 

Agricultural Census Organization, Statistics Division, Lahore 



Share of the Informal Loans in Total Borrowing in Pakistan                                                 Wahid & Zia 

Journal of Managerial Sciences Volume VIII Number 1  113 

Haugen, N. (2005). ‘The Informal Credit Market: A Study of Default and 

Informal Lending in Nepal’ Master Degree Thesis, Department 

of Economics, University of Bergen 

Khandker, S. (1998). ‘Fighting Poverty with Micro credit: Experience in 

Bangladesh’ World Bank Publication. 

Kongolo, M. (2007) ‘Women and Informal Credit: Lessons from 

Moretele’ South Africa. Journal of International Women's 

Studies, 8(4) 

Kochar, A. (1997). ‘An Empirical Investigation of Rationing Constraints 

in Rural Credit Markets in India’ Journal of Development 

Economics, 53, 339-371. 

Malik, S.J., Mushtaq, M., & Gill, M.A (1989) ‘Differential Access and 

the Rural Credit Market in Pakistan: Some Recent Evidence’ 

The Pakistan Development Review, 28(4), 709-716 

McKernan, S.M., Pitt, M.M., & Moskowitz, D. (2005) ‘Use of the 

Formal and Informal Financial Sector: Does Gender Matter? 

Empirical Evidence from Rural Bangladesh’ The Urban 

Institute. 

Mohieldin, M., & Wright, P.W. (2000). ‘Formal and Informal Credit 

Markets in Egypt’ Economic Development and Cultural 

Change, 48(3) 

Qureshi, S., & Shah, A.H. (1992) ‘A Critical Review of Rural Credit 

Policy in Pakistan’ The Pakistan Development Review, 31(4), 

781-801. 

Ramachandran V.K., & Swaminathan, M. (2001). ‘Does Informal Credit 

Provide Security? Rural Banking Policy in India’, Indian 

Statistical Institute, Calcutta. 

 

Schrader, H. (1994). ‘Formal and Informal Finance in Contemporary 

India’ Volume 251 of Sociology of Development Research 

Centre Working Paper-Arbeitspapiere, University of Bielefeld, 

Germany. 

Uprety, L. P. (1990). ‘Production Credit for Rural Women in Nepal’ 

Economic Journal of Nepal, 13(4), 65-71. 

 


