
125

A. M. Iregui-Bohórquez <airegubo@banrep.gov.co>, L. A. Melo-Becerra <lmelo-
bec@banrep.gov.co>, M. T. Ramírez-Giraldo <mramirgi@banrep.gov.co>, A. M. 
Tribín-Uribe <atribiur@banrep.gov.co>, Research Unit, Deputy Governor’s Office, 
Banco de la República (Central Bank of Colombia). The authors wish to thank 
Paula Zamora and Alejandro Herrera for their work as research assistants during 
the preparation of this project. We are also grateful for the comments received 
from Héctor Zárate, María Victoria Landaberry, María José Roa, Ignacio Garrón 
and Jonathan Barboza, as well those from participants at the XXI Meeting of the 
Central Bank Researchers Network held in Brasilia, on November 7 and 8, 2016, 
and attendees of the Joint Research on Households’ Financial Decision-Making 
meeting, held in Mexico on September 22 and 23, 2016. The opinions expressed 
are those of the authors and not necessarily those of the Banco de la República or 
its board of governors.

Formal and Informal Household 
Credit in Colombia 

Ana Mar ía Ireg ui -Bohórquez
Lig ia Alba Melo -Becerra

Mar ía Teresa Ram írez - Giraldo
Ana Mar ía Trib ín -Uribe

Abstract

This paper provides evidence on the determinants of household credit, formal 
and informal, in both urban and rural areas in Colombia. We also study the 
factors that affect the likelihood that a household is in arrears. Results show 
that the probability that a household has credit is positively related to marital 
status (married), education, income, household size, home ownership, and 
labor market participation. Estimates indicate that income and education 
are positively correlated with the probability of having a formal loan, and 
negatively related to the likelihood of having informal credit. Finally, house-
hold income, credit usage, and unexpected events increase the probability of 
credit default.

Keywords: household debt, formal credit, informal credit, credit default, 
Colombia.
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1. INTRODUCTION

Access to credit enables households to use resources to meet 
their consumption requirements, purchase a home, or make 
profitable investments, which can contribute to an accumula-

tion of assets and a reduction in poverty. Moreover, credit can play 
an important role in rural sector development. According to Jia et 
al. (2015), access to credit enables farmers to take greater risks in 
more profitable projects instead of investing in less risky, but prob-
ably inefficient ones. Thus, as pointed out by Ibrahim et al.(2007), 
understanding the factors that determine households’ access to 
credit is important for designing policies aimed at reducing poverty, 
especially in low-income countries. However, such efforts have been 
hindered by the absence of household-level data.

Households can also face credit constraints, due to institutional 
factors as well as household-specific characteristics (for example low 
income, few assets) that might not allow them to smooth their con-
sumption, make profitable investments, or cope with shocks that 
could destabilize the household. As a consequence, households 
need to turn to other sources of funds to meet their credit require-
ments. Hence, the coexistence of formal and informal credit mar-
kets, which is widespread in emerging countries. 

In Colombia, household credit obtained from the formal sec-
tor has been increasing as a proportion of gross domestic product 
(gdp), rising from 9% in 2005 to 20% in 2015. Nevertheless, this per-
centage is low when compared to other countries. According to to-
tal credit statistics from the Bank for International Settlements, in 
2014 average total household debt as a percentage of gdp was 72% 
in advanced economies and 31% in emerging ones. Furthermore, 
concerning some other Latin American countries, Colombia’s per-
centage is lower than that of Brazil (25%) and Chile (38%), but high-
er than those of Argentina (6%) and Mexico (15%).

According to the Financial Capabilities Survey in Andean Coun-
tries (Mejía et al., 2015), rates of financial product holdings among 
households in Colombia are very low, with a general lack of knowl-
edge about the characteristics of such products. There are also sig-
nificant differences among population segments, such as between 
rural and urban areas, between women and men, and among age 
groups. Education and income are the two most important factors 
explaining such differences. 
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This paper aims to provide empirical evidence on factors that af-
fect the likelihood of households having credit in urban or rural ar-
eas using data for middle- and low-income households in Colombia 
obtained from the Colombian Longitudinal Survey of the Univer-
sity of the Andes (elca). Since households can have credit simul-
taneously from the formal as well as the informal sector, the paper 
also investigates the possible factors determining whether a house-
hold has a loan, taking into account the origin of such resources. 
Moreover, it analyzes the probable determinants of the likelihood of 
households being in arrears given that a deterioration in the portfo-
lio could affect the stability of the financial system and households’ 
standards of living. 

The results do not generally display any significant differences be-
tween urban and rural areas. The likelihood of a household having 
a loan is positively and significantly related to the marital status of 
the household head (married), education, income, household size, 
labor market participation, home ownership, and shocks faced by 
the household. In particular, households use formal credit to set up 
a business and finance both productive and investment activities. 
Meanwhile, they use formal and informal loans to pay debts. In ur-
ban areas, households use both sources of funds to purchase clothes 
or food, whereas in rural areas these requirements are mostly met 
with informal credit. Finally, the results show that income, credit 
usage, and unexpected events mainly explain the likelihood of be-
ing in arrears.

The paper is divided into five sections, including this introduc-
tion. Section 2 reviews domestic and international literature. Section 
3 describes data employed in the paper and provides some descrip-
tive statistics. Section 4 discusses the empirical strategy of the study 
and presents the results of the estimations. Section 5 gives the main 
conclusions. 

2. REVIEW OF THE LITERATURE

The theoretical framework for household borrowing decisions dates 
back to the life cycle theory (for example Ando and Modigliani, 1963; 
Modigliani, 1966) and the permanent income hypothesis (Fried-
man, 1957). As mentioned by Vandone (2009), the standard theo-
ry is based on the reasoning that consumers seek to improve their 
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standard of living by smoothing consumption at different times in 
their lives. Households make their borrowing decisions while tak-
ing into account their wealth, available income, and expectations 
regarding future income. In these models, therefore, credit sup-
ply and demand are determined by sociodemographic, economic, 
and institutional factors. They also assume households do not face 
constraints in getting credit, an aspect that has been considered in 
other related studies.1

Households’ participation in the credit market, as well as the 
constraints they face, have been the subject of extensive empirical 
study in international literature with an emphasis on developing 
countries.2 The formal and informal rural credit market in Viet-
nam, for instance, has been analyzed by Barslund and Tarp (2008), 
who find that formal credit demand mainly depends on land owner-
ship, whereas informal credit is negatively associated with age and 
education, and positively associated with a bad credit history and 
the number of dependents. Meanwhile, Nguyen (2007) and Duy et 
al. (2012) study the determinants of formal credit in rural areas of 
Vietnam, finding that among the most important factors are family 
size, the household head’s work in the agricultural sector or com-
munity involvement, marital status (married), distance to the mar-
ket center, a household’s capital endowments, and the region where 
they are located.

Also, Vaessen (2001) finds that the likelihood of access to rural 
credit in Northern Nicaragua is positively related to formal educa-
tion, family size, non-agricultural activities, and access to networks 
of information. For the case of Egypt, Mohieldin and Wright (2000) 
study the determinants of formal and informal credit in four villages 
of the Kalyoubbiya province. In these villages, the people that work 
in agriculture and own land (loan guarantee) are more likely to get 
a loan, while larger families are more inclined to have formal credit, 
although this effect declines as family size increases.

1	 For further details on pioneering literature about credit rationing, see 
for instance Baltensperger (1978), Stiglitz and Weiss (1981), and Jaffee 
and Stiglitz (1990).

2	 For a detailed review of the literature, see for instance Vandone (2009), 
Pastrapa and Apostolopoulos (2015), and the references mentioned 
therein.
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As for urban areas of developing countries, Doan and Tuyen (2015) 
find that for peripheral urban areas of Ho Chi Minh City (Vietnam), 
household size, phone ownership (as a proxy for wealth), labor in-
come, and households’ dwelling location have a positive impact, 
while age and marital status (married) have a negative effect on the 
likelihood of taking part in the credit market. For Ethiopia, Ibra-
him et al. (2007) analyze the determinants of credit constraints and 
the amount borrowed by urban households. The authors find that 
households’ resources, number of dependents, and geographic lo-
cation are the most important factors.

In the case of developed countries, Crook (2001) investigates the 
determinants of debt requested by households in the United States.
The results show that a household demands less debt when the head 
of household is aged over 55 and is relatively risk averse. Moreover, 
a household demands more debt when its income is higher, when it 
owns its own home, when the family size is larger, and the head of the 
household is working. Del Rio and Young (2006) examine the deter-
minants of household participation in the unsecured debt market 
in the United Kingdom (uk). They find that the main determinants 
of the decision to participate in the credit market are the age of the 
borrower, their income, education, job status, and the amount bor-
rowed (in the case of mortgages). 

Meanwhile, Magri (2007) analyzes the determinants of Italian 
households’ participation in the debt market. The author shows that 
the age of the household head increases the probability of request-
ing a loan up to a certain threshold. Moreover, household income 
increases the likelihood of having credit, while it reduces credit ra-
tioning. For Portugal, Costa and Farinha (2012) find that the prob-
ability of households having debt increases with income levels and 
real wealth, and decreases with their level of financial wealth. In ad-
dition, households with children are more likely to have mortgages, 
whereas larger households have a higher probability of having other 
debts. Age also has a negative impact on debt market participation.

The literature on household indebtedness has also studied the 
probability of households defaulting on their loans. For instance, 
Bridges and Disney (2004) analyze arrears on debt among low-in-
come households in the uk, while Holló and Papp (2007) study the 
main factors affecting households’ credit risk in Hungary, and Alfa-
ro and Gallardo (2012) examine debt default behavior of house-
holds in Chile.
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For the case of Colombia, literature that studies households’ ac-
cess to credit is very scarce.3 Recently, with the higher availability of 
data, this topic has begun to be studied given the impact household 
indebtedness could have on the economy’s financial stability.4 For 
instance, Murcia (2007) studies the determinants of credit access 
for Colombian households (credit cards and mortgage loans), using 
data from the 2003 standard of living survey. The author finds that 
variables such as income, wealth, geographic location, access to so-
cial security, education, and age affect the probability of using such 
financial services. Furthermore, González and León (2007) employ 
data from financial accounts provided by the Banco de la República 
and individuals’ income tax statements to examine the main vari-
ables influencing household borrowing decisions during the period 
1993-2004. The authors find that collateral, carried debt, and finan-
cial burden are the principal drivers of household indebtedness.

Besides, Cano et al. (2015) use the 2012 Financial Capabilities-
Survey to empirically assess the determinants of access to financial 
products from the demand side. In the particular case of credit, the 
authors find that the variables making a positive contribution to cred-
it are education, marital status (married), the economic variables in-
dex, the liquidity requirements index, the intertemporal preferences 
index, and the number of establishments per 10,000 inhabitants.

Using the elca, Cadena and Quintero (2015) present a descrip-
tion of the evolution of Colombian households’ credit between 2010 
and 2013, as well as a socioeconomic characterization of such house-
holds in rural and urban areas. Meanwhile, Rodríguez-Raga and Ri-
año-Rodríguez (2016), using the first round of the elca (2010), study 
the determinants of households’ access to formal financial products, 
including saving, credit, and insurance. Concerning credit, these 
authors find that the probability of having credit increases with the 
age of the household head, the holding of fixed asset, and the loca-
tion of the home.

The literature on debt default and overindebtedness among 
Colombian households is scarce. One exception is Gutiérrez et al. 

3	 As mentioned in Murcia (2007), most papers on credit in Colombia 
have addressed the matter from the supply side, mainly focusing on 
the study of credit constraints.

4	 For a review of the literature on the relation between financial stability 
and financial inclusion see Roa (2016) and the references therein. 
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(2012), who use the 2010 survey on household financial burdens 
and education for Bogota to analyze conditions of indebtedness 
and the determinants of the probabilities of household default and 
overindebtedness. The authors find that income, employment, and 
the household head’s age have an adverse effect on the probability 
of default. On the other hand, debt levels and the refinancing vari-
able increase the likelihood of default.

3. DESCRIPTIVE DATA AND STATISTICS

An analysis of the likelihood of having credit was performed for ur-
ban as well as rural areas using the second round of the elca con-
ducted in 2013. The survey constitutes an important source for a 
study of household access to credit because it includes data on the 
sources, usage, and conditions of loans obtained by such households 
(Cadena and Quintero, 2015).

In particular, we used data on the heads of 4,911 households in ur-
ban areas and 4,351 households in rural areas. Most of the household 
heads are men, 63% in urban areas and 80% in rural ones. The age of 
household heads varies between 17 and 88 years in urban areas and 
between 19 and 97 in rural ones. The urban survey is representative 
for strata 1 to 4 in Colombia and five of its geographic regions: Bo-
gotá, Central, Oriental, Atlántica, and Pacífica. The rural survey is 
representative of small farmers in four microregions: Atlántica Me-
dia, Altiplano Cundi-Boyacense, Eje Cafetero, and Centro-Oriente. 

Concerning the relevant variables, 59% of urban households re-
ported having at least one loan. As mentioned previously, formal and 
informal credit markets exist alongside one another in Colombia. A 
household can, therefore, access both credit sources and have more 
than one loan with each of them.5 Thus, 72.5% of urban household 
credit corresponds to loans granted by formal institutions, 23.9% 
to the informal sector, and 3.6% to unidentified sources. In addi-
tion, 49% of rural households reported having at least one loan, 
while 65% of these households’ loans were obtained from formal 

5	 For instance, 53% of households in urban areas that reported having 
credit had only one loan, while around 10% had four or more. In rural 
areas, 58% of households that reported having credit had only one 
loan and close to 6% had four or more.
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Table 1
DISTRIBUTION OF HOUSEHOLD CREDIT SOURCES

Percent

Urban area Rural area

Have credit (percentage of households)

Yes 59 49

No 41 51

Who they borrow from 
(percentage of loans)

Formal sector 72.5 65.0

Banks or financial entities 46.8 52.0

Employee funds or cooperatives 7.5 3.8

Department stores or supermarkets 15.9 6.4

Family compensation funds 0.7 0.0

Unions or associations 0.2 1.9

Employer 0.5 0.4

Government education loan 
(Icetex) 0.9 0.4

Informal sector 23.9 32.0

Family members 4.1 5.8

Friends 5.5 8.9

Moneylenders 9.3 3.3

Storekeepers 3.9 12.2

Catalog shopping 0.9 0.8

Pawnshops or trading houses 0.2 0.9

Other sources 3.6 3.0

Note: A household can have different types of credit at the same time. 
To calculate the values presented in this table all the loans reported by 
households were taken into account. These values, therefore, show formal and 
informal loans as a percentage of total loans.
Source: Authors own calculations based on the elca.
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institutions, 32% from informal ones and 3% from unspecified 
sources (Table 1). Although banks are the main credit source for 
households, it is important to highlight that only 13% of households 
requesting credit from such institutions obtain it. On the supply 
side, the most important reasons for rejection reported by house-
holds are poor credit rating, insufficient income, and inadequate 
guarantees. On the other hand, some main demand-side reasons 
for why households do not request loans from the financial system 
are the need for “too many requirements and a lot of paperwork,” 
behavioral biases such as fears of not being able to pay a loan and 
lose the guarantee, as well as the belief that even if they requested a 
loan it would not be approved. For these reasons, households seek 
alternative sources of financing. 

With respect to usage, among urban households the main pur-
pose of credit is to purchase furniture, home appliances, and other 
assets (20%); buy clothes or food (17%); pay debts (16%); set up or in-
vest in a business (13%); make home improvements (9%); and pur-
chase a home (7%). In the case of rural households, it is important 
to emphasize that 36% of loans are used for investing in agriculture, 
livestock, and farm buildings, while 17% are for purchasing clothes 
or food, 13% for furniture, appliances, and other assets, and 9% for 
paying debts.6

4. EMPIRICAL STRATEGY AND RESULTS

In this section, we attempt to identify factors affecting the likelihood 
of a household having credit. We also perform estimations that take 
into account formal and informal sources of credit. This analysis 
is important given that in developing countries like Colombia the 
coexistence of formal and informal credit markets is widespread. 
Households might face constraints for accessing formal credit due 
to their inherent characteristics and institutional factors. These 
households, therefore, need to turn to other credit sources to meet 
their borrowing requirements. According to Mohieldin and Wright 
(2000), the coexistence of formal and informal credit markets can 
be explained by two opposing views. On the one hand, regulations 

6	 These percentages were calculated taking into account the usage of all 
household loans. For further details, see Iregui et al. (2016).
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limiting interest rates lead to the creation of an alternative market 
(informal) where interest rates are not controlled. On the other, 
different costs associated with contract detection, monitoring, and 
compliance, cause credit market fragmentation. The literature has 
also found that there are significant differences in credit usage de-
pending on its origin. For instance, loans from the formal sector are 
mainly used for investment and business activities, whereas informal 
credit is used to satisfy household consumption.7

Households that are in arrears and their determinants have not 
been widely studied in Colombia. Household overindebtedness 
could become a problem for economic authorities given its impact 
on financial stability stemming from a deterioration in the portfo-
lio. It is therefore interesting, given the data included in the surveys 
employed, to analyze the possible determinants of the likelihood 
that middle- and low-income households are in arrears with at least 
one of their loans, be they formal or informal.

4.1 Determinants of the Probability 
of a Household Having Credit 

To analyze the factors that might determine whether a household 
has at least one loan, be it with the formal or informal sector, logit 
models were estimated.8 The estimation equations for urban and 
rural households are written as follows:

  1  	 Credit X X Xi i i i i� � � � �� � � � �0 1 1 2 2 3 3, , , ,

  2  	 Formal credit X X X Xi i i i i i_ ,, , , ,� � � � � �� � � � � �0 1 1 2 2 3 3 4 4

  3  	 Informal credit X X X Xi i i i i i_ ,, , , ,� � � � � �� � � � � �0 1 1 2 2 3 3 4 4

where Credit, Formal_credit, and Informal_credit  are binary varia-
bles that take the value One if household i has at least one loan, one 
formal or one informal loan, and 0 if it does not. X1,i  contains the 

7	 See for instance Zeller (1994) for the case of Madagascar, Mohieldin 
and Wright (2000) for Egypt, and Jia et al. (2015) for rural areas of 
China. 

8	 The estimation included the corresponding expansion factors.
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characteristics of household i (income, whether the household saves 
or not, whether it benefits from a government transfer program, size, 
region where it is located, or home ownership), X2,i  includes the cha-
racteristics of household head i  (age, age squared, sex, education, 
marital status, and employment), X3,i  contains some shocks that have 
been able to destabilize the household, and X4,i  corresponds to the 
main credit usage of household i  (for example paying debts, purcha-
sing clothes or food, setting up or investing in a business, education, 
acquiring a home, and purchasing an automobile, among others). 
Annex contains the definitions of these variables.

With respect to formal lenders, the survey allows for identifying 
whether these are banks or financial entities, employee funds or 
cooperatives, department stores, supermarkets, unions or associa-
tions, or government bodies granting education loans. Informal 
credit sources include friends, money lenders, family members (from 
other households), storekeepers, catalog purchases, and pawnshops 
or trading houses.

Table 2 shows the marginal effects of the estimations carried out 
using logit models.9 The results show that the likelihood of a house-
hold having at least one loan decreases as the age of the household 
head increases, although in a nonlinear manner.10 In particular, a 
10% increase in the age of the household head reduces the probabil-
ity of having a loan by close to 12% in urban areas and 18% in rural 
ones. This suggests that the older the head, the lower the likelihood 
of being in debt; this could be due to the fact that with increasing age 
these households are covering their needs (e.g., acquiring a home, 
children’s education) with higher income, or become averse to in-
debtedness. When separate estimations are performed for formal 
and informal credit, in contrast to the case of informal credit, the 
results show that the probability of having formal credit increases 
with the age of the household head. This might be due to the require-
ments demanded by financial institutions (for example, credit his-
tory, guarantees, and stable employment). 

9	 The estimations were also performed for the sample of household 
heads in employment in order to establish whether the probability of 
having credit depended on the type of employment of the individual. 
In addition, estimations were carried out for each formal and informal 
source of credit. The results are not presented here to save space, but 
are available upon request.

10	 The marginal effect of age refers to the impact of age and age squared.
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The likelihood of having at least one loan is higher in both urban 
and rural areas for married individuals as compared to the reference 
group (single/widowers). It is to be expected that these individu-
als need more credit to meet the requirements of their families.11 
Meanwhile, household heads in rural areas that are separated are 
less likely to borrow from formal sources and more likely to do so 
from informal ones.

As for education, in rural areas, having a tertiary education in-
creases the probability of having credit by 21% compared to house-
holds where the head has only a basic or lower level of education. In 
urban areas, having a tertiary education is associated with a higher 
probability of a household having formal credit (13%) and a lower 
probability of having informal credit (17%). Other studies have also 
found a positive relation between formal credit and education. For 
instance, Magri (2007) finds that household heads with higher levels 
of education might have less difficulty gathering and assessing the 
information necessary to apply for a loan. Moreover, Chen and Chi-
vakul (2008), and Swain (2007) point out that higher human capital 
increases a household’s capacity to generate future income, facilitat-
ing access to credit. 

Concerning household income, according to the literature the 
relation between current income and debt is ambiguous (Magri, 
2007). For instance, Chen and Chivakul (2008), Del Rio and Young 
(2006), and Swain (2007) find that as current income increases, the 
likelihood of debt declines. Pastrapa and Apostolopoulos (2015), and 
Sorokina (2013) show that income does not affect the probability of 
having credit, while Crook (2001) finds that middle- and low-income 
households demand more credit when their income increases. Along 
the same lines, our results indicate that as income rises the probabil-
ity of having at least one loan also increases, both for the sample of 
households in urban areas and that for households in rural areas. 
This result could be explained by the fact that the marginal utility 
of consumption is very high for low- and middle-incomes, meaning 
an increase in income might be reflected in increased spending, 
and therefore in a greater demand for credit (Magri, 2007; Del Rio 
and Young, 2006). When formal and informal credit are analyzed 
separately, we find that income increases the probability of having 

11	 Del Rio and Young (2006) found a similar result for the United King-
dom.
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formal credit in both urban and rural areas, and reduces the prob-
ability of having informal credit.

In urban areas, we also find households that save have a higher 
probability (4%) of having formal credit, given that savings can be 
used as a guarantee. These same households also have a lower prob-
ability of having informal credit (7%). Meanwhile, households in 
urban areas receiving government transfers (Families in Action 
program) are 6% more likely to have credit than those not receiv-
ing such transfers. Beneficiaries of this type of program probably 
have more information on access to credit because one of the re-
quirements for participating in them is having a bank account. As 
for household size, we find that the probability of having credit de-
creases in urban areas. This could be a result of the fact that more 
individuals contribute to the family economy in such households, 
thereby reducing their credit requirements. 

A dichotomous variable was included as a proxy for wealth that in-
dicates whether a household is a homeowner or not. The latter asset 
can also be used as a guarantee, meaning a positive relation should 
be expected between this variable and the probability of having 
credit.12 Our results suggest households that own a home are around 
9% more likely to have credit than those that do not, in urban areas 
(6% in rural areas). 

A positive relation is also expected between the work status of the 
household head and having at least one loan, given that individuals 
in employment might be less uncertain about their future income. 
The results show that a household head who participates in the la-
bor market is around 6% more likely to have at least one loan than a 
head that does not, in urban areas (5% in rural areas).

As for shocks that could destabilize a household, the results show 
that in urban areas the household head becoming unemployed, natu-
ral disasters, and other shocks (for example, the death of a household 
head, spouse, or another family member; robbery, fire, or destruc-
tion of household assets) increase the probability of having credit. 
Meanwhile, in rural areas, plagues, loss of livestock, and the arrival 
or intake of another family member increase this probability. 

The choice of credit source (formal or informal) could depend on 
the use given to the loan. A dichotomous variable was constructed 

12	 See for instance Chen and Chivakul (2008), and Mohieldin and Wright 
(2000).
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for each usage that takes the value One if the household has at least 
one loan for such use and 0 if it does not. The results show that house-
holds use formal as well as informal credit to pay debts. In particular, 
in the sample of households in urban areas, if the credit is used to 
pay debts, the likelihood of having a formal loan is 5% higher than 
if the credit was for other purposes, while that of an informal loan 
is 18% higher. In rural areas, this probability is around 17% higher 
for both types of credit. 

Households in urban areas also use both types of credit sources 
to purchase clothes or food. Thus, for such households the proba-
bility of having formal credit is 4% higher than if the resources were 
allocated to other uses, while that of having informal credit is 16% 
higher. In rural areas, informal loans are mostly used for meeting 
household consumption requirements. The probability of obtaining 
informal credit for clothes or food is 61% higher than for other pur-
poses, while the probability of obtaining formal credit is 12% lower.13 
It is important to highlight the role of storekeepers as a credit source 
for financing the consumption requirements of clothes or food. 

As would be expected, households turn more to formal loans, es-
pecially with banks or financial institutions, when setting up a busi-
ness. The results suggest that the probability of having a formal loan 
is 14% higher in urban areas and 27% higher in rural ones, compared 
to other uses. With respect to credit used for purchasing a home, in 
both urban and rural areas, the likelihood of having formal credit 
is 16% higher than for other uses. Households also make home im-
provements using credit. In particular, the probability of financing 
these renovations with formal credit is 16% higher in urban areas and 
23% higher in rural ones. As for purchasing furniture, home appli-
ances, and other assets, the likelihood of having at least one formal 
loan is 15% higher in urban areas, whereas both credit sources are 
used in rural areas. In the case of formal credit, this probability is 
14% higher than that for other purposes, while that of having infor-
mal credit is 7% higher. The results also indicate that if the house-
hold credit is for purchasing an automobile, it is 10% more likely to 
be financed with formal credit in urban areas.14

13	 Jia et al. (2015) find that, in rural areas of China, informal loans are 
mainly used to satisfy the consumption requirements of farmers. 

14	 Using credit to purchase an automobile is only considered in the urban 
sample given that only 1% of households had credit for this item in 
the rural sample. 
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Formal credit is frequently used in rural areas for financing busi-
ness and investment activities. For instance, 88% of loans used for 
investing in agriculture, livestock, and farm buildings was granted 
by banks or financial institutions. The estimates indicate that the 
probability of those households having formal credit for such items 
is 48% higher, while for informal loans the probability is 12% lower.

4.2 Probability of a Household Being in Arrears 

In this section, we examine whether socioeconomic variables, cred-
it usage, and different shocks that affected households could have 
some impact on the probability of debt default. The estimation equa-
tion is written as follows:

  4  	 Arrears X X X Xi i i i i i� � � � � �� � � � � �0 1 1 2 2 3 3 4 4, , , , ,

where Arrears  is a binary variable that takes the value One if house-
hold i is not up to date with payments of at least one of its loans and 
0 if it is up to date with all loans. X1,i, X2,i, X3,i  and X4,i  are defined as 
in Equations 2 and 3. Equation 4 is also estimated separately for for-
mal and informal credit. 

As can be seen in Table 3, in general terms the results demonstrate 
that the sociodemographic characteristics of the household head 
do not significantly explain the probability of being in arrears. The 
variables that mostly explain these results are income and credit us-
age. In particular, the likelihood of being in arrears decreases with 
the age of the household head for formal credit in urban areas and 
for informal credit in rural areas.15 If the household head is mar-
ried, in rural areas the likelihood of being in arrears is lower than 
for individuals who are single/widowers, which might be because 
the household head receives economic support from their spouse. 
In the same areas, the likelihood of being in arrears is lower (6%) for 
household heads that have middle or high school education than 
for those with basic or lower level of education. For informal loans, 
this likelihood is 5% lower. 

15	 Estimates were also carried out disaggregating age into the following 
ranges: 17-27, 28-37, 38-47, 48-57 and over 58. The estimations are not 
shown here, but are available upon request.
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As for income, the probability of being in arrears decreases for 
the highest quintiles in both areas. For instance, in urban areas, the 
likelihood of being in arrears with a formal loan is 7% lower in quin-
tile 5 than in quintile 1 (reference quintile), and in rural areas, this 
likelihood is 4% lower. Meanwhile, this probability rises for formal 
loans in both areas as household size increases. However, this is not 
the case for homeowners, whose probability of being in arrears de-
creases in both rural and urban areas.

With respect to shocks that destabilized the household, in urban 
areas the household head becoming unemployed as well as other 
events (for example the death of the household head, spouse, or 
other family member; a spouse or other household member becom-
ing unemployed; robbery, fire, or destruction of household assets, 
among others) increase the likelihood of being in arrears given that 
such shocks have a direct impact on household income. On the other 
hand, the arrival or intake of a family member, and the occurrence 
of a natural disaster (flooding, avalanches, collapses, river overflows 
or landslides, storms, tremors, or earthquakes) increase the prob-
ability of being in arrears by 5% and 9% respectively.

Finally, when considering credit usage, we find that the likelihood 
of being in arrears in both areas is generally higher if the loans are 
used to pay debts (10% in urban areas and 14% in rural ones), to pur-
chase clothes or food (15% in urban areas and 24% in rural ones), 
to set up businesses (17% in urban areas and 9% in rural), for other 
assets (14% in urban and 6% in rural) and to purchase a home (close 
to 36% in both areas), as compared to other uses. Nevertheless, for 
purchasing a home, the probability of being in arrears is 5% lower 
in urban areas if the loan was obtained from informal sources. On 
the contrary, the likelihood of being in arrears is higher if credit is 
used for education and home improvements than if the resources 
are used for other purposes. In rural areas, this probability is high-
er if the credit is used for agricultural investments and is obtained 
from formal sources.
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5. FINAL REMARKS

This paper studies two important topics concerning households’ fi-
nancial behavior. First, the determinants of formal and informal in-
debtedness, and second, the likelihood of them being in arrears. The 
coexistence of formal and informal credit markets is a widespread 
phenomenon in Colombia. Hence, understanding the factors that 
affect the probability of a household having credit, depending on 
the origin of the resources, is of significant interest for a developing 
country such as Colombia. 

The evidence presented in this paper highlights the importance 
of increasing the participation of formal credit among the sources 
of financing used by households to reduce the risks and costs associ-
ated with some informal credit sources. This process should be ac-
companied by appropriate regulation, as well as greater financial 
education to prevent overindebtedness among households, consid-
ering the risks this might have on the stability of the financial system. 
The high share of credit used for clothes or food could reflect prob-
lems of low incomes for meeting households’ basic needs, meaning 
public policies oriented toward creating and formalizing employ-
ment might be necessary. 

The results demonstrate how the probability of having formal 
credit increases with the age of the household head, education 
and income, which is the opposite to what occurs with informal 
credit. The results show that young people, low-income individu-
als, and those with low levels of education are less likely to have ac-
cess to credit, especially formal credit. These individuals face credit 
constraints which marginalize them and prevent them from devel-
oping their business potential, generating poverty traps. Hence, 
public policies aimed at creating and formalizing employment are 
needed. Some strategies could include investing in education and 
technical training. In Colombia, a randomized trial of the Youth in 
Action program, which provides classes and training to thousands 
of unemployed youngsters (Attanasio et al., 2011) showed that, ten 
years after the intervention, participants had a greater probability 
of working in the formal sector and having higher earnings. This 
type of initiative could, therefore, help loosen credit constraints 
and reduce inequality.

The factors most explaining arrears are income and credit us-
age. In this direction, public policies could be envisaged that are 
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geared toward improving the management of household finances 
and responsible use of money, such as preparing a spending plan 
that identifies sources of income, and defines expenses and debts so 
a household can be aware of its budget and stick to it. Messages (re-
minders) reminding individuals of commitments, spending limits, 
and payment dates also help them to be more responsible with their 
finances (Karlan et al., 2014). 

Finally, it would be important to consider behavioral factors that 
might affect arrears on debt. In particular, the literature has shown 
how common behavioral biases such as problems of self-control, 
present-bias, limited attention problems (people forget to set aside 
money for expenditure needs) impede individuals from being up to 
date with their payment obligations (Karlan et al., 2014).

ANNEX

Description of Variables Used 
in the Estimations

DESCRIPTION OF VARIABLES

Variables Description

Endogenous Variables 
Loans One if the household has at least one loan; zero if 

it does not have any
Formal credit One if the household has at least one loan with 

banks or financial entities, employee funds or 
cooperatives, department stores, supermarkets 
or Codensa, family compensation funds, unions 
or associations, employer or Icetex; zero if it 
does not.

Informal credit One if the household has at least one loan with 
family members (from other households), 
friends, money lenders, storekeepers, catalog 
shopping, pawn shop or trading house, and 
other informal sources; zero if it does not.

Arrears One if the household is in arrears with at least 
one of its loans; zero if it is up to date with all its 
loan payments.
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Explicative Variables 
Age The age of the household head in years at the 

time of the survey.
Sex One if the household head is male; zero if not.
Married One if the household head is married or 

cohabiting; zero if not.
Separated One if the household head is separated; zero if 

not.
Widower One if the household head is a widower; zero if 

not.
Single One if the household head is single; zero if not.
No education One if the household head has not completed 

primary/basic education; zero if they have.
Primary One if the highest level of education completed 

by the household head is basic/primary; zero 
if not.

High school/
middle school

One if the highest level of education completed 
by the household head is high school/middle; 
zero if not.

Technical/
technological 
education

One if the highest level of education completed 
by the household head is technical, with or 
without a degree, or technological, with or 
without a degree; zero if not.

Tertiary education One if the highest level of education completed 
by the household head is university, with or 
without a degree, postgraduate degree, with or 
without a degree; zero if not.

Household 
income

Total household income consists of labor and 
non-labor income. An alternative definition 
was used for the rural sector that also includes 
additional payments other than salary received 
by the household (food, housing, education, 
subsidies, food and transport vouchers, or 
family allowance) and net profits or fees 
generated by their activities.

Household size The number of individuals in the household
Homeowner One if the household is a homeowner (fully paid 

for or being paid for); zero if not.
Labor 

participation
One if the household head participates in the 

labor marker; zero if they do not.
Usage debts One if credit is used for paying debts; zero if not.
Usage clothes/

food
One if credit is used for purchasing clothes or 

food; zero if not.
Usage business One if credit is used for investing in a business; 

zero if not.
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Variables Description
Usage education One if credit is used for their own or their 

children’s education; zero if not.
Usage purchasing 

a home
One if credit is for purchasing a home; zero if not.

Usage other assets One if credit is used for purchasing other assets, 
furniture or home appliances; zero if not.

Usage home 
improvements

One if credit is for home improvements; zero if 
not.

Usage automobile One if credit is for purchasing an automobile; 
zero if not.

Usage farming 
investments

One if credit is for investing in agriculture, 
livestock or farm buildings; zero if not.

Shock accident One if a household member suffered an accident 
or illness that prevented them performing day-
to-day tasks; zero if not.

Shock separation One if the spouses were separated; zero if not.
Shock leaving One if the household had to leave its habitual 

place of residence; zero if not.
Shock 

employment
One if the household head became unemployed; 

zero if not.
Shock family 

member intake
One if a family member arrived or was taken in by 

the household; zero if not.
Shock plagues One if the household suffered plagues or crop 

failures; zero if not.
Shock loss of 

animals
One if the household suffered loss or death of 

animals; zero if not.
Shock disasters One if the household suffered flooding, 

avalanches, land collapse, river overflows or 
landslides, storms, tremors, or earthquakes; zero 
if not.

Shock others One if the household experienced death of the 
household head, spouse or another family 
member; a spouse or another household 
member becoming unemployed; bankruptcy or 
closure of family businesses; loss or reduction of 
remittances; loss of farms, lots or plots of land; 
robbery, fire or destruction of household assets, 
or were victims of violent crimes. Rural areas 
also included whether the household had to 
move away from its habitual place of residence, 
if the household head became unemployed, and 
if the spouses separated; zero if not.

Government 
transfers

One if the household is a beneficiary of the 
families in action program; zero if not.
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