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“Informal Finance: A Theory of Moneylenders” (JOB MARKET PAPER) 

This paper argues that weak legal institutions explain the coexistence of formal and informal financial sectors 
in developing credit markets. Informal finance emerges as a response to the formal sector's inability to 
perfectly enforce its claims in an environment with poor creditor protection. Given this setting, the theory 
incorporates the possibility of a credit-rationed informal sector to show that entrepreneurial and informal 
sector assets can be either complements or substitutes. The theory rationalizes the observation that 
entrepreneurs employ multiple lenders and suggests that an unequal wealth distribution promotes investment 
in poor societies. 
 
“Monopoly Banks, Moneylenders, and Usury” 
The paper demonstrates that monopoly banking can explain both the prevalence of moneylenders and the high 
effective interest rates in many developing credit markets. When moneylenders are rich relative to 
entrepreneurs, a monopoly bank can extract more rent by channeling funds through moneylenders than by 
lending directly to entrepreneurs. The argument rests on the assumption that moneylenders are better than 
banks at preventing opportunistic behavior of entrepreneurs. When moneylenders are sufficiently rich relative 
to entrepreneurs, they are less prone to divert bank funds. Therefore, a monopoly bank need not share rents 
when it lends through the moneylender. Banking competition is the key to both eliminating usurious interest 
rates charged by moneylenders and promoting investment. 
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Banks provide credit and take deposits. Whereas a high price in the credit market increases banks' retained 
earnings and attracts more deposits, it reduces lending if borrowers are sufficiently poor to be tempted by 
diversion. Thus optimal bank market structure trades off the benefits of monopoly banking in attracting 
deposits against losses due to tighter credit. The model shows that market structure is irrelevant if both banks 
and borrowers lack resources. Monopoly banking induces tighter credit rationing if borrowers are poor and 
banks are wealthy, and increases lending if borrowers are wealthy and banks lack resources. The results 
indicate that improved legal protection of creditors is a more efficient policy choice than improved legal 
protection of depositors, and that subsidies to firms lead to better outcomes than subsidies to banks. There are 
also likely to be sizable gains from promoting banking competition in developing countries. 
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