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New Paradigm of Rural Finance: Financial Linkage
—Comparative Advantages and Market Microstructure

MI Yun-sheng', DAI Wen-lang®, DONG Li'

(1. College of Economics and Management s South China Agricultural University .
Guangzhou 510642, China 2. School of Informations, South China Agricutural University ,
Guangzhou 510642, China)

Abstract: From the angles of comparative advantages between formal
and informal financial institutions and rural credit market microstructure,
this paper analyzes the mechanism of financial linkage. Then it deduces theo-
retical hypotheses and makes an empirical test by constructing a production-
oriented Stackelberg model. Theoretical study and empirical analysis show
that the comparative advantages of informal financial institutions in aspects
such as information screening, supervision, contract execution and transac-
tion costs are positive incentives for financial linkage, and low fixed costs
and market power which are endogenous in rural financial market promote
financial linkage. As for formal financial institutions, low costs because of
addressing systematic risks are the critical advantage of their participation in
financial linkage.

Key words: financial linkage; comparative advantage; market micro-
structure
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