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SUMMARY

AID Responsibility

This report evaluates the project "Experimental Approaches
to Rural Savings' (936-5315), known prior to FY 1983 as 'Rurel
Savings for Capital Mobilization." The project is being carried
out under the Bureau of Science and Technology, Office of Rural
and Institutional Development, Regional and Rural Developnent
Division. It was obligated by Cooperative Agreement No. DAN-
5315-A-00-2070-00, dated September 27, 1982, as amended, between
USAID and the Ohio State University Research Foundation (osu).

Project Purpose

Experimental Approaches to Rursl Savings (EARS) had a cen-
tral purpose testing the ability to mobilize rural savings and
thereby increasing the availability of financial capital for
improving economic circumstances, particularly of small borrow-
ers. As the project evolved, its purposes expanded toc encompass
a broader range of rural financial market (RFM) reeds. This in-
cluded technical assistance for improving efficiency of admini-
stration, credit allocation and training. An ultimate goal of
the project was to assist AID missions in establishing, testing,
and implementing improved approaches to mobilizing savings 1in
rural areas.

Evaluation Purpose and Mcthodology

This is the final and only evaluation of the EARS project.
Evaluation cbjectives were: (a) to examine contributions made
by the project; (b) to recommend further research that may be
tequired, and (c¢) to indicate prioritias for continuation of
S&T/RD efforts in support of rural savings mobilization and
financial systems improvement. Methodology was consistent with
the AID Evaluation Handbook and Chepter 12 of AID Handbook 3, and
is outlined in annex B to this report. An extensive selection of
project documents were studied and listed in 8 bibliography.
Persons interviewed are listed in annex D, Fieid visits were
made for discussions with project staff at OSU and to the Domini-
can Republic to observe one of the specific country projects
directly,
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Fincdings and Conclusions

The general assessment of OSU's performance was quite favor-
able. Their research effort was of high quality, and project
stafif were professional. Good field working relationships were
apparent. = Over the course of the project, OSU appears to have
clearly emerged as a leader in research on rural financial mar-
kets.

Findings and conclusions are described throughout the re-
pcrt. Some of the more important ones are summarized below:

° Demonstrating the ability to capture rural savings in
certain countries.

] Supporting the thesis that saver-dominated institutions
show lower loan delinquency, greater efficiency, and
greater viabilijty.

° Demonstrating that loan targeting increases lender
costs and contributes to poor loan recovery.

Many subsidiary findings and conclusions were observed as
supportive or contributory to the more general results.

° Despite the high quality of research, only modest gains
were achieved in the area of policy dialogue in Hondu-
ras, due apparently to political questions.

° In searching for a success story, it appeared that in
the Dominican Republic top administrators and central
bankers were not yet fully converted to the '"new think-
ing. (3]

° No systematic procedure exists for selecting countries
to receive assistance for their rurel financial ingti-
tutions. This poses a risk of receiving inappropriate
policy or infrastructure support.

(] Rural financial markets may not be limited to farmers
Or even to the more general rurel population but to all
savers and borrowers that are considered marginal by
the formal system.

® Questions of negative real interest are very difficult
to deal with, even in an experimental setting, 1{.e.,
Banco Agricola in the Dominican Republic actually had a
negative rate after considering the inflation factor,

. In the Domirican Republic, success of Banco Agricola in
deposit wmobilization may not bhe solely due to mobili-
zing rural deposits but also to attracting relatively
large urban deposits.
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OSU did an adequate job of disseminating research results,
largely through reports, papers, seminars, and personal contacts.
Some question is raised whether more dissemination to bankers
would be beneficial, especially in non-project countries.

The project has unquestionably made an impact on donors and
host governments, but it is difficult to describe or measure.
International donors and most practitioners of development bank-
ing in LDC's are actively aware of this new thinking. To test
the magnitude and rate of change would, 1in itself, Tequire a
significant research budget.

Recommendations

Recommendations are made throughout the report. Some of the
moTe important recommendationg are summarized below:

° AID should continue to pley an active and leading role
in supporting development of and research on rural
financial institutions, drawing on the established
strengths of OSU and Incorporating contributions from
other groups with complementary skills.

° AID should continue to develop both internal and
external sources of individualg with capacity to
undertake financial sector policy dialogue, both in
Telation to rural financjal markets and, when needed,
broader financial sector policy issues.

° AID should encoursge 0SU to continue to develop its

policy support methodology under proper conditions.
° AID should encourage OSU to assiet local financial
organizations to use proven concepts and methodologies.
° AID should support additional resecrch in new financial
areas, such as: similarities and differences in RFM

and urban, entreprenuerial financial needs; informal
institutions and methods of integration into financial
markete; role of credit unions; related managarial
Tesearch and other subjects.

° AID should develop a follow-on pProject through a
procese of mission and AID/W participation and may draw
upon suggestions for rTesearch, institution
strengthening, and coordination project components

described in the evaluation.
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CHAPTER 1. EVOLUTION OF PROJECT

This report is the final evaluation of the AID Project
entitled Experimental Approaches to Rural Savings (No. 936-5315).
The objectives of this evaluation are to:

(a) Examine project contributions;

(b) Recommend further research and field support; and

(c) Indicate priorities to continue AID efforts to support
imprevement of rural financiel markets.

This evaluation was carried out pursuant to a contract with
Social Consultants International, Inc., of Reston, Virginia. The
statement of work is given in Annmex A. Evaluation methodology is
described in Anmuex B. & bibliography is included in Anne: C, and
key contacts are listed in Annex D,

This report is organized into five chapters and a summary.
Chapter 1 describes project evolution including environment,
history, and project description. Chapter 11 deals with project
activities performed by Ohio State University (OSU) (field work
and impact on donors and host countries) and by Dr. Maxwell Fry

(major study). Chapter 111 provides an overall assessment of
issues, such as: OSU policy dialogue methodology, informal finan-
cial markets, and operational questions. Chapter IV jdentifies

knowledge gaps and suggests possible next steps. Chapter V is
devoted to conclusions ‘and reconmendations.

A. Environment

AID bhas supported agricultursl credit programs for a long
time, during. which "old style" subsidized credit projects have
evolved to "new style'" rural financiel markets (RFM) projects.
AID and some other donors have changed attitudes towards subsi-
dized credit projects partly from disillusicnment with their
impact, and OSU has advanced and articuleted the reasons for this
evolution. Concomitantly, AID has provided leadership in trying
to reorient other donors and host governments away from subsi-
dized credit to self-sustaining financial systems.

Donors have supported agricultural {and industrial) credit
projects with large amounts of funds. Exact figures are not
available; however, estimates can be made. For AlD, total fund-
ing approximates S$1 billion for agricultural credit programs
during 1950-85. The World Bank has extended $10.1 billion in
1967-86 for agricultural credit ($6.3 billion) and industrial
credit (S3.8 billion). The International Fund for Agricultural
Development (IFAD) financed nearly $0.4 billion of rural credit
projects in 1978-85. Within the past few years, these three
donors have averaged close to $900 million per year for credit
projects, Thus, the policy approach to these projects has a



substantial impact on donor and host country budgets.

1. Policy Guidance

AID's forthcoming Policy Paper on Financial and Capital
Market Development will cover rural financiel markets and should
be completed soon. Until it is ready, policy guidance is pro-
vided in the following sources:

First, the AID Policy Paper "Pricing, Subsidies, and Related
Policies in Food and Agriculture," 1982, describes key elements:

° AID will support financial institutions chat mobilize
and allocate private indigenous finsncial Tesouces;

° Financial institutions should be free to set interest
rates high enough to clear markets bectween savers and
borrowers ;

° Financial institutions' spreads should provide self-
sufficiency end eliminate subsidiee; and

° Missions should seek innovative, cost-effective methods
to serve previously unserved groups on a self-sustain-
ing basis.

Additional guidance is found in "Guidelines on the Terms of
Aid," dated May 16, 1985. This guidance requires AID to make
Privete sector loans at interest rates paid on U.S. Treasury
obligations of similar maturity and not less than the prevailing
local interest rate approximating the oppor.unity cost of capi-
tal. At minimum, the interest rate must be positive in real
terms. For intermediate financing institutions, adjustments may
be made for extre costs of innovative activities.

Guidence is also contained in AID Cable State 252939 dated
September 9, 1982, entitled "Policy Regarding Credit Programs.'
The cable, after the 1981 Colloquium on Rural Finance, says that
Missions should support expansion of indigenous institutions that
mobilize and allocate pPrivate recources; real interest rates must
become positive; interest and credit controls must be eliminated;
targeted credit must become self-sustaining; and financial insti-
rutions should be financially viable.

To amplify policy guidance, the Agency has developed discus-
sion papers. None, however, has been published. They are:

° "Intermediate Financial Institutions: An  Overview,"
dated January 1985. This discussion paper proposed ar
agenda to unify approsches to credit programs for
intermediate financial institutions. It proposed five
subjects for consideration and included nine policy
recommendations. While the pape: was well thought
through, it may have been too ambitious an undertaking
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at the time.

"Alternative Financial Instruments for Less Developed

Countries," by E.F. Hutton & Company, dated November
1986. This study is competent and well grounded; how-
ever, it does not make specific recommendations. Its

broad approach to financial sector issues is more suit-
able for reiatively sophisticated financial systems,
and it does not draw upon this project.

Related Evaluations

Evaluations also reveal the Agency's environment towards
credit projects, and three recent evaluations support ''new style"
financial markets projects.

“Agricultural Credit, Input, and Marketing Services,"
by Ray Solem, et al., August 1985. The purpose of this
evaluation was to determine factors contributing to
project effectiveness and to assess strengths of var-
ious institutions (i.e., public, mixed, or private).
In 1958-82, 203 projects provided agriculturel] credit,
agricultural inputs and marketing services. 0f these
projects, 50 percent included credit as the principal
or a8 significant component. This eveluation cqncluded
that AID planners are still ambivalent about
agricultural credit's role: as an input or as financial
intermediation. The report lists three major lessons:
borrowing rates must be high enough to ensure institu-
tional viability; 1loan application procedures must be
prompt; and farwing operations must be profitable.

"A Synthesis of AID Experience: Small Farmer C(Credit,
1973-1985," by Joseph Lieberson, et al., October 1985,
This evaluation assessed the economic impact of credit
projects by examining conceptual approsches and insti-
tutional delivery mechanisms. The authors selected 50
out of 80 projects for review. The evaluation identi-
fied critical factors for project success, developed a
"winner's profile" and provided a project checklist.
Success was judged by financial viability of both cred-
it institutions and small farmers. This evaluation is
comprehensive and informative; it examined factors in a
context of macroeconomic issues, financial policies,
and credit delivery issues. This evaluation was also
used 8s a key AID paper for the AID-IFAD Small Farmer
Credir Meeting in June 1985.

"Credit Programs for Small Farmers," by Siew Tuan Chew,

draft dated October 1986. This report summarizes AID
experience, policy, and lessons learned. It is inten-
ded for AID project managers. It describes

"conventional approach'" and '"new emphasis" projects,
synthesizes 1issuer, and describes this project and =&
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Honduran equity investment project. The evaluation
notes unresolved issues as: banks' needs to wmanage both
assets and liabilities instead of only loan portfolios;
and project evaluation criteria as viability of finan-
ciel institutions instesd of loan usage and impact
(which will be discussed in Chapters III1 and 1V).

3. Complementary Programs

AID supports a variety of projects in financial scctor
development which are influenced by this project's intellectual
leadership. Some of these projects, which complement this pro-
Ject, are outlined below.

a. Financial Merkets Development Program

AID's Bureau for Private Enterprise (PRE) manages the §2
million Financial Markets Project (No. 940-2005) which was au-
thorized in September 1985 for two years. Missions can partici-
pate by ‘'buying in" (i.e., sharing costs) to finance specific
activities. The project purpose is to assist Missions to develop
strategies and design projects incorporating the use of various
financial markets. The project concentrates on: (1) policy dia-
logue to improve the climate for private enterprise and savings
mobilizavion; (2) technicel assistance to countries with a favor-
able financial sector climste; :=d (3) strategies for financial
markets. Technical services are provided by a joint venture of
Arthur Young & Company (accounting firm), Ferris & Company
(investment banking/stock brokerage), and International Resource
Group (consulting firm in financial intermediaries), complemented
by the First Boston Group (irvestment bankers) and Curtis,
Mallet-Prevost, Colt & Mosle (law firm in financial markets).

The project has financed an impressive array of activities.
At the end of July 1986, it had 21 on-going activities and 14
potential or completed activities. These include short-term
programs for: assessment of financial systems, analysis of finan-
cial sector policier; establishment of financial institutions;
mobilization of savings; etc. PRE i{s considering concentrating
Project resources to target a limited number of countries. Cri-
teria would be based upon: (1) a minimum level of market sophis-
tication and (2) host government willingness to change policies.
Countries being considered are: Indonesia, Ecuador, Morocco,
Kenya, and the Philippines.

b. PL 480 Program for Local Currency Lending

PRE 8lso sssifts miscions in administering the PL 480 pro-
gram for Jlocsl currency lending to private enterprise, The
amount of funding'could Teach S200 millior. per year, to be avail-
able to interme iary financial institutions (IF1) such as banks,
non-bank financial i{nstitutions, coo eratives, and private volun-
tery organizations (PV0), which ne?ect bocrowers and take the



credit risk. Several guidelines govern this program: 1IFI's are
to be privately owned; interest rates should be free market vates
or, approximate the opportunity cost of capital; and activities
should be consistent with donor efforts to promote financial
sector policy reform.

Overseas missions develop country programs according to
local needs. Three programs are presently in formative stages.
The Sri Lanka Mission is Teviewing plans to create & venture
capital company or to select 1Fls based upon their proposals
which will include: interest rate to be paid the U.S. Government;
proposed types of loans and customers; and description of new
activities. The Morocco Mission has an agent bank, which will
help find 1IFl's, negotiate loan agreements, help establish
lending guidelines, and monitor performance. Tunisia has a 1im-
ited number of private IFI's, and plans are not yet firm.

c. Credit Union Projects

AID's Bureau for Food for Peace and Voluntary Assistance
(FVA) monitors several grants to cooperatives, which may involve

the financial sector. First is the $2.6 million Credit Union
National Association (CUNA) Project (No. 940-0332), authorized in
1986 for cthree years. The project purpose is to expand and

strengthen the international system of democratic, productive,
and viable credit unions. This grant finances CUNA/World Council
of Credit Unions (WOCCU) assistance for speciaslized credit pro-
grams, participant training programs, study tours, technical
consultancies, and other activities for member organizations.
CUNA/WOCCU currently provides technical assistance to seven pro-
jects including regional confederations in West Africa and the

Caribbean and credit unions in Togo, Lesotho, and Jamaica. In
addition, FVA also monitors grants to several cooperatives which
often design or implement credit projects. Recipient coopera-

tives include: cthe Natjional Cooperative Business Association
(formerly CLUSA), Agricultural Cooperative Development Interna-
tional (ACDI), Cooperative Housing Foundation (CHF), and Volun-
~<¢ers in Overseas Cooperative Assittance (VOCA).

d. Small Enterprise Support Project

AID's Bureau for Science and Technology (S&T) manages the
$2.9 million Small and Micro Entecprise Support Institution
Development Project (ARIES) (No. 931-1090) suthorized in 1985 for
five yeavrs. The project purpose is to strengthen capabilities of
support institutions which promote small and micro enterprise,
including financial sector sctivities. It funds field research,
technical assistance, and training under 8 contract with Robert
R. Nathan Associates, Harvard Institute for International
Development, Control Data Corporation, and Appropriate Technology
International. Some activities include: a working paper entitled
”Improvinﬁ Rural Financial Markets: Appropriste Design of Savings
Projects;” o discussion poper on informal financial markets;
technical asgirtance i{n training for Ll Salvador's Credit Cooper-
ative Federatior; and financial expertr to help design projects,



establish training programs, ete.
e. Individual Financial Sector Projects

41D geographic bureaus have a large number of separate
projects which support financiasl sector development. These pro-
Jects usually provide credit facilities and technical assistance
and are usually intended tc benefit small farmers Or entrepre-
neurs.

4, A1D Science and Technology Series

A non-technical book on AID's accomplishments in rural fi-
nance will be added to the "AID Science and Technclogy in Devel-
opment Series.' Author Avrom Bendavid-Val plans to complete this
60-100 page book in Fall 1987. It ought to contribute to easy
understanding of this subject, including developmental problems.

B. Historv of Apricultural Credit

"Old style" agricultural credit projects sre at least as 0ld
«6 Spanish efforts to subsidize tobacco exports from the Philip-
pines. Undoubtedly earlier examples could be found. Post World
War 11 development efforts led in 1952 to an international
conference on agricultural and cooperative credit at 3erkley,
California. This conference recommended additional agricultural
credit projects, characterized by: subsidized borrowing rates;
targeting of borrowers; establishment of specislized institu-
tions; and more donor contributions. By the 1960's, donors were
providing substantial funds for both industrial and agricultural
credit, spurred by the Green Revolution.

OSU undertook its first contract with AID to study wgricul-
tural finance in 1964-67. These studies concentrated on costs of
operation:, and were & period of "stumbling around, to find cut
what was going on," according to Dale Adams, of OSU. 1n 1968-69,
AID provided funding to further investigate Brazilian data. oSsu
continved work in Brazil in 1970-75 under the Farm Capital Forma-
tion Project. O5U conducted 3,000 farm survevs and concluded
that traditional agricultural projects wers grescive as an
income transfer mechanism. In 1971-74, 0OSL ..so0 received AID
grante to study savings in Taiwan and South Kores and concluded
that large savings capacities existed. By this time, O0OSU had
become an acknowledged critic of "old style'" traditional agricul-
tural credit projects.

The 1972-73 AID Spring Review of Small Farmer Credit under-
took & mojor reconsiderstion of "old style'" credit rojects.
This Review included individua) country papers, regionnf confer-
ences . and a conference in Washington, D.C. The resulting 20-
volume report contained country studies and academic papers (sum-
marized ir Cordon Donnld, Credit for Small Farmers in Developin
Countries., Westview Preoss; ')

¢ y L.B. Pice, formerly with AID: wrote several country and




analytic papers; and conducted 15 workshops. This Review con-
cluded that financial systems of developing countries share com-
mon problems, policies, and assumptions.

This period was important for other contributions to support
''new style" projects in the area of rural financial refoim. In
1973, the theoretical basis for financial 1liberalization was
described in two books: E.S. Shaw's Financial Dee eninE in Eco-
nomic Development and R.1I. McKinnon™s Money and Capital in TcCo-
nomic Development. Both of these books were an outgrowth ot the
AlD-supported work of Professors Shaw, John Gurley, and Hugh
Patrick in connection with financial sector reforme in Kores in
1965. Shaw and McKinnon advocate market determination of inter-
est rates, integration of financial markets, and encouragement of
efficient financial markets. in 1975, the World Bank published
its '"Agricultural Credit Sector Policy Paper," and the Food and
Agriculture Organization (FA0) hosted a conference to debate
agricultural credit itsues.

In 1976-80, OSU participated in the predecessor Rural Finan-
cial Markets Project. This project provided applied (not state-
of-the-art) research and short-term consulting services. Re-
search activities included: savings mobilization projects in Peru
and Honduras; finuncizl market studies in Thailand; transaction
cost studies in Bolivia; and studies of a development bank and
small farmer credit programs in Jamaica, Research expanded upon
earlier . conclusions on availability of savings, importance of
interest rates, and non-interest rate charges. OSU also
constructed a network of experts; published 21 quarterly newslet-
ters from 1976 to 198]; prepared three annotated bibliographies;
and conducted two dozen seminars in Thailund, Jamaica, and other
countries. AID funded S1.7 million in 'core" financing, and
Mission "buy-ins'" increasec the amount to $2.1 million.

This predecessor project was included in the 1983 AID S&7
Bureau's evalustion of the effectiveness of AID's Cooperstive
Agreement as o mechanism to support research. The evaluarion
concluded that: (1) the project made & significant contribution
by emphasizing adverse incentives of cheap credit; (2) research
was incomplete as to making policy recommendations; and (3) it
lacked 8 model of rural credit within the financial system. This
evaluation was not a customary project evaluation and did not
cover tecknical asssistance and other OSU activities.

The 0SU-AID-World Bank Colloquium on Rural Financial Markets
at Washington, D.C., September )9&] odvocated "new style" pro-
grams and disparaged "0ld style" credit projects. O0SU feels that
AlD  penerally oagreed wi b ite principles; the World BRank and
Interamericen Development Bank held mixed reacrions but penerally
agreed; FAO provided rome fupport; and IFAD aid not agree. The
nub ol difference berween “oYd #ty¥le” and "new style" projects

Pivotn on the role of finance: 1p {t an agricultural input as in
! e 1 {¢ 4 { » " !
old ftyle" projecir or i it scnancial intermedintior af In ''new
£tyle" oprojectr? Chief ¢iffrvencer Letweer O1@ anc new Etvle




projects are outlined in Annex E.

C. The Project

1. Project Description

The Experimental Approaches To Rural Savings Project (No.
936-5315) was authorized as a $1,392,000 grant in 1982, Subse-
quently, it was increased to a funding ceiling of $7 millionm,
comprised of S3 million '"core" funds and $4 million Mission "buy-
in" funds. The project was obligated by Cooperative Agreement
(DAN 5315-A-00-2070-00) with Ohio State University on September
27, 1982; it has been amended 15 times (as of April 30, 1987).
The project's original four-year life has been extended by two
years to December 31, 1988.

The project paper focuses on rural savings mobilization.
The project pgoal is "to assist USAID missions in establishing,
testing, and implementing improved approaches to rural savings
for capital mobilization so as to aid in the development of rural
areas of LDCs." The project purpose is 'to mobilize private
savings in rural areas, to increase the availability of financial
capital in rural areas -- especially to small borrowers -- and
thereby improve the economic circumstances of these borowers."
The project was intended to expand financial capital in rural
areas through savings mobilization by formal financial institu-
tions. Thus, technical assistance would be available only if
clearly linked to savings mobilization. If so linked, then
technical assistance could be provided to improve: efficiency of
financial administration; allocation of credit to small rursal
borrowers; and training in loan administration. As the project
evolved, it expanded beyond this narrow "savings only" approach
to encompass 2 broader range of needs required for rural finan-
cial markets projects.

Project outputs were planned in four categories:
° Savings mobilization demonstration projects;

° Technical assistance and training to support demonstra-
tion projects and;

° Applied research on impediments to savings, including
economic, social, cultural, and institutional issues;

® Dissemination of results through seminars for develop-
ment practitioners, scholars, etc.

Project inputs were to include:
) §1,392,000 in core funding (increased to $3 million);

) A comprehensive volume on the 1981 Colloquium on Rural
Financial Markets (published as: D. W, Adams, D. H.



Graham, and J. D. Von Pischke, eds., Undermining Rural
Development With Chea Credit, 1984; VWestview §ress§.
and parallels J. D. Von Pischke, Dale W. Adams, and
Gordon Donald, eds, Rural Financial Markets in Develop-

ing Countries, 1983; Johns opkins Press) ;

° AID mission and host government project contributions;
and

° Advice, guidance, and decision making by the AID S&T/RD
Human Resources Sector Council;

2. Project Activities

Project activities are outlined below and are described 1in
more detail in Annex F. Activities described in this evaluation
include O0SU's work in five selected countries, And Dr. Maxwell
Fry's report on Domestic Resource Mobilization.

a. OSU Cooperative Agreement
(1) Selected Countries

(2a) Honduras: OSU conducted seminars to support
the $1 million Agricultural Credit Project, which provided tech-
nical assistance to banks. Research was conducted on savings
mobilization, lending costs, and financial market structure and
competition, borrowing costs. Work was performed during 1983-85.

(b)  Dominican Republic: OSU provided a broad
range of technical assistance, field research, and - dissemination
for the S1 million Rural Savings Mobilization Project, a pilot
project. Work started in late 1983 and was scheduled to end in
1986.

(c) Bangladesh: O0SU provided field research and
dissemination to support the $75 million Rural Finance Project,
OSU performed research to determine whether the project was
achieving its purpose and to document changes in the financial
system resulting from the project. Work was performed in 1984-
86.

(d) Niger: OSU, irn cooperation with the Insti-
tute de Researches et Sciences Humaines, conducted a comprehen-
sive analysis of rural financial markets, to support USAID's
policy dialogue under the §32 million Agriculturel Sector
Development Grant Project. Work was performed in 1985-86.

(e) Philippines: OSU is to conduct research to
support the $20 million Rural Financial Services Project, which
1s tied to a $100 million World Bank project. OSU research will
include monitoring project performance, as in the Bangladesh
project, and also independent studies, such at loan and savings
costs. Work is to be performed in 19&7-88.



(2) Other Activities

(a) Guatemala: OSU sub-contracted with Arizona
State University for a comprehensive assessment of several AID
rural credit programs. together with & seminar on results and
recommendations. Work was completed in 1984.

(b) Dominicen Republic: OSU studied rural
financial institutiuns to help design a savings &nd loan compo-
nent of an agricultural project. Work was completed in 1986.

(c) Project Guidelines: OSU sub-contracted for
guidelines of AID rural financial markets projects. This is
available in draft. It has, however, pointed out the difficulty

of developing operational guidelines for field application.

(d) O0SU Book: OSU will consolidate what it has
learned under this project, which will be published as a book in
1988 or later.

b. Report on Domestic Resource Mobilization

In addition to OSU work, Dr. Maxwell Fry, of the University
of California - Irvine, prepared a compreherieive review of the
theoretical basis of the financial sector ‘n econoric develop-
ment. He presented his dreft report on Domestic Resource Mobili-
zation in September 1986.

3. Evaluations and Audits

No evaluations have been performed previously of this pro-
ject. However, evaluations have been performed of two projects
in "selected" countries. The first is the evaluation of the

Dominican Republic Rursl Savings Mobilization Project dated Feb-
ruary 1985. The report was highly complimentary of OSU's perfor-
mance in providing research and technical assistance. The second
is the evaluation of the Bangladech Rural Finance Project datad
February 1987 which commented that OSU adequately performed che
assigned activities.

Audits have .not been performed of the AID-0SU Cooperative
Agreement nor contracts under the project.

4, Project Monitoring

The project is monitored by AID's Bureau for Science and
Technology, Office of Rural and Institutional Development,
Regional and Rural Development Division.

The Cooperative Agreement requires O5U to provide quarterly
Teports. OSU provided eight uarterly reports covering the pe-
riods April 1983 to March 198?. These reports succinctly des-
cribe progress in carrying out project activities and appear to
be & good reporting system. Starting in September 1985, OSU has
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only submitted monthly financial reports, which do not provide
much substantive information. AID and OSU should improve the
project reporting system.

In addition, OSU provided annual work plans with derailed
descriptions of proposed work, estimated staffing and budgets.
Although the work plans are somewhat long, (1985-87's was 86
pages), they contain much helpful information.
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CHAPTER I1. ASSESSMENT OF ACTIVITIES

This chapter reviews major project activities which in-
clude field work performed by OSU and a monograph on domestic
resource mobilization by Dr. “Maxwell Fry. The main thrust of
this project has been 0SU's work in five selected countries
(Honduras, Dominican Republic, Bangladesh, Niger, and the Philip-
pines). This chapter will provide a qualitative assessment of
OSU's outputs Telating to: savings mobilization demonstration
projects; applied field reseaich on impediments to savings;
technical assistance and training; and, dissemination of practi-

cal results, Following the review, the chapter will assess the
impact of these activities on 41D, host countries, and interna-
tional donors. Finally, the chapter will provide a brief cri-

tique of Dr. Fry's monograph.

A. OSU Activities

1. Savings Mobilization Demonstration Projects

Although the project paper emphasized savings mobilization
demonstration projects, this emphasis shifted early to include a
broader concern with the efficient functioning of rural ' finan-
cial markets. It was found that one could not mobilize savings in
8 vacuum, but that macroeconomic policies and favorable regula-
tions were alsc necessary as Preconditions. As a result, of this
shift, spectacular results in savings mobilization could not be
expected nor were they achieved. Nevertheless, these experiments
produced a number df important findings regarding savings mobjili-
zation that will continue to be cited in policy dialogue agenda
for their relevance to the rural financis] market.

a. Savings Mobilization -- Honduras

The Honduran savings mobilization demonstration project was
completed under the present project but was begun under the

earlier one. This firsc activity under the present agreement
signaled the shift in emphasis toward concern with rura finan-
cial markets. 1t did not call for a demonstration project, but
rather for ctudies to document savings performance and incen-
tives. Although no demonstratjion project was called for, OSU 's
work with rural credit unions demonstrated the validity of {ts
ma jor theme -- ''new view" rural financial murkets. In 18 months
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%
work with five credit unions and a control group of 10 OSU
demonstrated conclusively both the practicality of capturing
voluntary savings from modest rural households as well as the
predicted institutional strengthening resulting from offering
deposit services. The five credit unions participating in the
experiment not only increased savings and time deposits at a
significantly faster rate than the control group, but they aiso
became stronger financial institutions through dramatic improve-
ments in loan collection and overall efficiency.

The central theme in this demonstration project was the
issue of saver-dominance versus borrower-dominance of financial
institutions. This experiment concluded that borrower-dominated
institutions tend to show high rates of loan delinquency, poor
rates of growth, perennial liquidity problems, and other weak-
nesses associated with dependence on external sources of funds,
whereas saver-dominated institutions tend to show steady growth
in assets and liabilities, lower loan delinquency and greater
efficiency and financial viability.

Comparison In frowth Of Credit Unions' Key Liabilities

(In Honduran §)

Five Project Credit Unions

June, 1982 December, 1983 e Change
Shares 486,370 (79.0) 629,596 (69.2) 29.4
Savings 61,856 (10.0) 141,075 {15.5) 128.1
Time Deps. 67,577 (11.0) 139,154  (15.3) 105.9
615,804 (100.0) 906,825 (:.00.0) 47.7

Control Croup of Ten Credit Unions

Shares L74,147 (77.7) 478,798 (74.8) 1.0
Savings 61,555 (10.1) 71,977 11.2) 16.9
Time Deps. 76,237 (12.2) 89.726 [14.0) 20.9
609,940 (100.0) 640,502 (.00.0) 5.0
T T e .ee
The 1C credit unions do not conrtiture a control group in a
trict methodologicsl srense. Rather, o the 15 participating

institutions, five were selected on the busis of their wi ling-
neée to instituce policy changes for depos:t mobilizstion. There
~88, there.ore, s bias and a certain amount of momentum favoring
savings mobilizatior in these institutionr. This bias does not
affect the velidity of the demonetration.
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While these conclusions were expected, inasmuch as they bhad
been argued in the literature for a number of years, this pro-
ject's dats wmake a strong case for the importance of savings to
institutional viability.

b. Savings Mobilization -- Dominican Republic

The project's only savings mobilization demonstration activ-
ity was established in the Dominican Republic, as part of the
Mission's Rural Savings Mobilization Project (No. 517-0179).
This activity provided technicsl assistance to the Agricultural
Bank and to a small number of cooperatives belonging to the
National Federation of Cred:t Unions (FEDOCOOP) with the twe
purpcses of improving financial viability and helping savings
mobilization.

The principal OSU advisor spent three and & half years in
the Dominican Republic and was the same individual involved in
the earlier Honduras project. He had an office in the central
bank, was supported by a project coordinator and a capable staff,
and was backed up by 0OSU faculty, & number of short-term consul-
tants, and, for work with the credit unions, several capable and
dedicated Peace Corps volunteers. He divided his time approxi-
mately equelly between the Agriculitural Bank and the credit
unions, when averaged over the three and a half years, but the
Agricultural Bank received more attention during the first half
of fthe project, and the credit unions more during the second
half.

Savings Mobilization At The Agricultural Bank:

The original plen called for a Pilot savings effort at just
four branches, with the modest goal of mobilizing between
DR$50,000 and DRSIO00,000 at each location within the first year.
These activities were soon expandsd to include all 131 of the
Bank's offices, despite OSU's misgivings at the rapid pace of
expansion. What began as & pilot project evolved into a bank-
wide activity esimed at transforming the institution. Project
activities far exceeded their modest gosls, and the Bank inter-
nalized the savings mobilization effort, Ther: are {mportant
questions, however, which have not been emphasized in OSU re-
ports, cthat are significant to the design of future activities.
In a trip to the Dominican Republic, Gustavo A. Vega of USAID/
Bolivia, raised some of these questions in a memo:

++. in presenting alternstives to the Mission in
Bolivia, it would be worth mentioning that some of the
information provided by Banco Agricola does not present a
clear {dea of the actual results of the ssvings mobilization
pilot plan, e.g.. how many out of the 30,911 passbook ac-
counts opened ar of October 1966 are active? Many of the
BavVings accounis were opened in {solated Tepions on one and
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only [one] trip; how are these deposits served? It was

ractically impossible for the Banco Agricola officials to
Ysupply information] concerning how much it cost per peso
attracted. Why are they changing strategy, going back to
the urban areas to attract savings, and why are they inter-
ested. in promoting induced savings, if the essence of the
Project is to demonstrate that rural savings exist and can
be successfully mobilized?

A visit to the Bank's La Vega office--the first office to
participate in the project--resulted in a number of similar
questions. A hasty review of individual ledger cards, for exam-
ple, showed that the great majority of savings accounts--perhaps
upwards of 80%--showed no movement after an initial deposit
except for monthly interest calculations. It appeared in discus-
sions that opening & "no-minimum balance" savings account was
just another bit of paperwork to be completed in applying for a

loan. Furthermore, a perverse, little discussed coroliary of
Prof. Gunzales Vega's Iron Law of Interest Rate Restrictions*
seems to obtain in this case: An unanticipated result was the

concentration of loans made from locally mobilized funds. At the
time of the visit, funds mobilized from almost 3,000 individuals
were placed in a total of eight loans to cattlemen and rice
merchants.

It appears that the Bank's success in mobilizing deposits may
be due to its ability to attract large urban deposits. This
finding ie consistent with the importance placed on the Bank's
securing permission to offer certificates of deposit in minimum
denominations of DRS10,000. These certificates pay 14%, as op-
posec to the 6% paid on pass book accounts, and the 10% paid on
regular time deposits, and were considered hecessary to permit
the bank to compete more effectively for funds. Judged strictly
from the point of view of rural savings mobilization, the find-
ings sugpest that the demonstration project may have achieved
lesc than has been claimed for it. On the other hand, the Bank
has been affected more profoundly by this project than it would
have been by a small pilot effort.

Ferhaps the most interesting aspect of the project was cthe
Bank's readiness to embrace savings mobilization and to absordb
technical assistance. According to Bank officers, earlier visits

*The Iron Law of Interest Rate Restrictions says that when
interest-rute ceilings become more restrictive, the size of loans
gfranted to the nonrationed borrower classes increases, while the
#i7e of the loans granted to the rationed borrower classes
diminisher, ns defined in Claudio Gonzalez-Vega 'Credit Rationing
Behavior of Apricultural Lendere: The lron Law of Interest Rate
Restrictions” in Undermining Rural Develo ment With Chea
ed. by Dale W. Adams, ouglas H. Graham, an .
Westview Press, 1984; Boulder, Colorado; page 86.
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by consulting teams had planted the seeds of savings mobilization
to resolve the problen of dwindling funds from traditional sour-
ces. Factions within the Bank were anxious to proceed but
lacked the confidence to embark on a potentially unknown area. It
took the external project to push the idea through the Bank.

Given the Bank's readiness to explore alternative sources of
funds, potential tension existed between their desire for sav-
ings mobilization and the project's focus on rural savings mobil-
ization. One of the customary arguments for savings mobilization
is that it imposes discipline on financial institutions to
achieve greater efficiency and better resource allocation. A
subtle weakness in project design is that demonstration projects,

€r 8&, may not be consistent with the new view of rural tinan-
cial markets. In this case, the insistence on mobilizing rural
savings was & close relative of loan targeting so well Yknown
from the '"old style" agricultural credit projects. This percep-
tion was strengthened by the un-bank]ike project requirement that
deposits be lent only in areas where they had been mobilized.
This was an unnecessa8ry constraint on the Bank's ability to
manage 1its liabilities, which raised costs with no discernible
benefits. It is a requirement that goes against both the new-
view insistence on allowing financial markets 8 greater role in
allocating rTesources and the project's own institution
strengthening goals. The geographic restrictions on lcnding.
coupled with preoccupetion with the collectibility of loans made
with these .funds, dempened the Bank's enthusiasm for savings
mobilization and undouttedly reduced savings mobilization totals.
It should be borne in mind, however, that the Bank achieved
results far in excess of the project's modest goals.

While the project's goals were modest in terms of the smalil
number of offices originally included in the experiment and first
year savings targets, they were ambitious in attempting not
merely to transform an inexperienced institution into an ‘effi-
cient mobilizer of domestic savings but into an efficient mobili-
zer of rural savings. The project caused the Bank to undertake
savings mobilization not in the relatively easier and lower cost
urban financisl markets, but rather in the more difficult rural
financial markets where more experienced retai]l commercial banks
are cauticus,

Future interventions with agricultural banks may want to
adopt & less ambitious, two step approach that begins with an
ottempt to transform the one-sided credit institution into a
domestic financial intermediary--accepting the fact that it may
be easier for an institution with no experience in liability
management to begin working with large certificates of deposit
mobilized in urban areas. Once savings mobilization has been
internalized, it should be pousible to initiate, as a logical
second ‘t.f' mobilization of rural savings. Such an approach was
not possible, however, given project time constraints. A second
lesson learned i¢ the incontistency betwaen the project's objec-
tive of wmobilizing rural kovinge anc¢ the Bank's oljective of
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mobilizing resources from least-cost sources. The latter objec-
tive is consistent with the project s institution building goals.

A major conclusion is that savings mobilization should
proceed on a step-by-step basis. First, institutions should
begin mobilizing the 1lowest cost and most economic deposits.
Then, they should expand their marketing base to include
additional, higher cost funds to finance expansion of their loan
portfolios. The danger of using agricultural development banks
to demonstrate in a One-step process the viability of mobilizin
rural savings is that the unavoidably wobbly initial steps o
learning resource mobilization may be cited as evidence against
the process. There is a danger that the data generated by this
experiment could be used to support such an erroneous conclusion,

Savings Mobilization With Credit Unions

Savings mobilization through credit unions is hampered by &
weak national federation, FEDECOOP. Despite the country's rela-
tively weak credit union movement, however, substantial success
was achieved in demonstrating rural savings mobilization. Credit
unions showed strong deposit growth as well as improvement in key
indicators of financial viability, such as sharply declining
rates of loan delinquency. As in the Honduran case the impor-
tance of share capitsl on the liability side of the balance rheet
declined, while savings and time deposits increased.

The growth in time deposits outpaced the growth of savings
deposite 1in three of the four institutions, but the percentage
figures for time deposits are relatively meaningless due to the
extremely small base number. Of greater interest is the strong
growth in savings deposits in all four institutions, particularly
the largest, which infers that this instrument is preferred by
small depositors. The largest cooperative incressed time degou-
its by 59 ger cent (from DRS670,722 to DR$1,037,206), passbook
savings by 78 per cent (from DRS$497,556 to DR$884,926), and share
capital by 34 per cent, (from DR$1,013,461 to DRS1,361,428).

OSU pointed out an interesting aspect of cooperatives' sav-
ings mobilization: They 8ppear to compete with the informal
sector for funds. If thic i{s so, the credit union cavlngl mobil-
ization experiment is immune from one of the oft-repested criti-
cisms of formal sector savings mobilization projects, namely that
they merely transfer deposits from one intermediary to another,
with no increase in financial intermediation. 1f, however, cred-
it unions compete with the informal syctor for funds -- and
evidence from other countries indicates that they do -- then
ssvings promotion by credit unions will tend to cause the formal
fector to grow at the expense of the informsl sector, Whether
such a development i{s beneficial to long-run economic growth is s
subject that cannot be exhausted here, other than to remark that
there seemc to be a prima facie case for such a contention,
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Despite the predowinance of credit unions in savings mobili-
zation demonstration projects, they appear to be under-discussed
in OSU's rural financial merkets literature. A cursory review of
CSU's 112 titles in the Domirican Republic Project Papers and
documents, for example, revealed only four on credit unions. This
reticence may reflect an understanding of the difficulties facing
these institutions. It is equally likely, however, that this
reticence reflects a lack of appreciation for their long-run
potential.

OSU bhas pointed out that a missing element is & strong
seco>nd level financial institution, which has led to the poor
petformance and the low opinion held by many development practi-
tioners. Future finsnciel sector projects involving credit
unions might include the creation or strengthening of second
level institutions. & project financed by USAID/Cameroon and
implemented by the World Council of Credit Unions (WOCCU) sug-
gests that a national federation of credit unions should operate
8 central liquidity facility, provide technical assistance and
audit assistance. The experience gained in Cameroon w: be
brought to bear on the rural savings pilot project to be 1ini-
tiated in Niger.

c. Savings Mobilization -- Niger

The OSU research repnrt on "Rural Finance in Niger,'" conduc-
ted as part of the Mission's Agricultural Sector Development
Grant (No. 683-0246) recommended establishment of a rural savings
mobilization project involving credit unions. The report states
that "village level savings and credit cooperatives...are the
only formal vehicle of financial intermediation that can...emul-
ate the strength of informal finance at the village 1level,"
and that "... an emerging network of these village and town
level cooperatives offers the potential for financial intermedia-
tion between surplus and deficit units across village coopera-
tives, once they have become established.'" The report states
that “this intermediation across villages is precisely what
informal tontine and money-keeper activities cannot carry out."
We question whether the research provides clear evidence on this
matter and would 1like to see it explored further. In other
countries such intermediation has taken place. In December 1986,
Nigerien Government officials decided to promote village level
local credit unions and took fteps to obtain technical assistance
from WOCCU,

Perhaps the most important cause of credit union fajlure {;
the absence of & ftrong second level financial institution clear-
ly tied to its affiliates. The 0OSU report could be faulted, for
failing to alert AID and Nigerien officials to the importance of
setiing Up o strong, second level or anization even in the begin-
ring stages and for failing to incfudc such an {nstitution {n
their three year plan of action. The plan of action provides for
& study tour for promotion agents to Cameroon, where a strong,
pecond level fnetitution existe,
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2. Applied Field Research:

Applied field research was initially subordinate to demon-
strating rural savings mobilization. As the project emphasis
shifted, however, beyond the narrow focus on savings demonstra-
tion projects, to 8 broader concern with rural financial markets,
field research became the principal activity. With this shift in
emphasis, there was also a subtle shift of emphasis away from
applied research toward research per Be. As a result, it is
probably 8ir to conclude that while we learned considerably
more about the structure and functioning of RFM than we might
have without the shift, we probably learned less about financial
technoiogies to improve deposit services. Given the rudimentary
state of understanding uf RFM at the start of this project, the
trade-off was beneficial from the long-run point of view.

The following sections review major field research activi-
ties. The amount of project-sponsored research was enormous, and
only the major themes and findings will be discussed. it s
useful to besr in mind a few principles and constraints of this
research. First, the Evaluation Team did not have access to the
field research itself, but to the reports of this work: the
papers, memos, articles in scholarly journals, etc. Secondly,
there were at least three distinct rationales for conducting
research. First was the long-run rationale of extending the
knowledge of rural financial markets in a variety of settings.
This 1is the academic ideal culminating in presentations in the
austere style of refereed journals. Altﬁough possibly remote
from the nuts and bolts approach of practitioners who make deci-
sions on limited information, this is nevertheless -the most
valuable Lkind of research. It has the disadvantage of being
costly; but it is the kind of research at which OSU excels. At
the other extreme is the research rationale that is provided from
without, say, at the request of someone in the central bank,
ministry of finance, or AID, who has an interest in a certain

topic. Such research might be undertaken simply as a means of
geining access to such a person for the long-run policy dialogue
process. Finally, there is the rationale of developing indigen-

ous research capability in rural financial markets.

It 1{s important to recall that each rationale imposes its
own criteris for assessment. For example, it would be misleading
to judge local output by the same standards set for OSU acedemic
research, just as it would be misleading to judge academic
production by the bottom-line criteria o businessmen. Field
research under this project was carried out on a wide front
embracing al)l these rationales. The emphasis here will be re-
scarch undertaken under the firse rationure. with the assessment
criteria applied for academic work.

6. Field Remearch -- Honduras

19



In Honduras OSU first tested its model of policy dialogue
based on country-specific research. OSU performed path-breaking
research on transaction costs facing both individuals and insti-
tutions as well as on the economies of scale and scope. Based on
household surveys and on econometric analysis of institutional
data, OSU demonstrated conclusively that: (1) loan targeting
increases costs substantially; (2) transaction costs ration
credit in the absence of price rationing; and, (3) borrowing
costs are regressive (i.e., implicit borrowing costs, being rela-
tively fixed, fall more heavily on small borrowers than large
borrowers).

Using institutional data, OSU also demonstrated that loan
targeting not only increases lender costs substantially but con-
tributes to dismal loan recovery performance. The development
bank data showed that a large share of bank resources were de-
voted to loan disbursement and monitoring activities with few
resources left over for crucial approval and recovery activities.
Date supplied by a large commercial bank, with good loan
recovery, showed the opposite pattern of resource allocation with
most resources allocated to loan approval and Tecovery but litcle
to monitoring.

An 05U Master's thesis approached the delinquency problem
from s different angle. Eased on an analysis of 6,000 loans made
at 30 credit unions, it demonstrated that loan repayment is
closely linked to the likelihood of obtsining new loans. Accord-
ing to this study, small farmers routinely discriminate between
providers of financial services snd want to maintain creditwor-
thiness only at institutions that provide good service. Institu-

tional variables appeared to be of great statistical
significance as predictors of loan delinquency, this with bor-
rower profile being of secondary importance. Both approaches

suggest that loan delinquency is an institutional management
problez and that the traditional reasons cited for poor collec-
tion of loans to small farmers (too poor, uneducatsZ, involved in
risky business, ctc.) are fallacious.

OSU also looked at macro iesues, such as the fiscal regula-
tory frameworks, to examine other applications of the Iron Law of

Interest Rate Restrictions. OSU found two corollaries: concen~
tration  of tinancial services in the largest banks and
geographical concentration in the largest urban areas. Investi-

petion centered on discovering whether the re ulatory framework
étimulated competition or encouraged oligopo?y and on deposit
flows under price distortione. To approach this question, OSU
studied the flow of funds within the Ennking eystem. This study
reveasled not onlv the anticipated flow of funds from rural to
urban nareae, bLut also an overs)) movement from south to north
towards the more industrinlized cities., Civen this tendency to
Tesllocate resources from rura) areas., O5U formulated the main
policy dilemma facing the projece: Should rural deposit mobi)i-
zation be promoted in thie bind of environment” i case for ihe
fontrary coulic be made on st leart tw posate, Firet, the {low
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of resources out of rural areas seems to defeat the argumeat for
deposit mobilization to provide rural capital formation. How is
rurel capital to be formed if it is transfered out of rureal
areas? Second, what if these flows of funds reflect distorted
market signals? What if the financial market is directing
resources into ectivitjes with low marginal social product due,
for instance, to poorly conceived lmport-substitution policies?
Wouldn't it be better to leave rural resources unmobilized wunder
these circumstances” To this question OSU responded with a
clear '"No," «citing the argument that the alternative 1is sub-
sidized credit which introduces additional distortions and pro-
longs the life of uneconomic activities. OSU also points out that
the demand for deposit facilities presumes a welfare gain to
savers. Also, building the financial system is 8 long term
activity, even if the present environment is characterized by
price dis&ortions.*

Empirical findings indicated that the degree of market con-
centration had beer decreasing for 10 years and that with savings
rate ceilings the banks had engaged in non-price competition,
largely through the opening of additional limited service deposit
windows ("agencias"), thus lowering depositor transaction costcs.
While the Iron Law of Interest Rate Restrictions appears to hold
for individuals (i.e.. loans are concentrated among the largest
borrowers in low interest rate environments) the converse appears
to hold for institutions: s4Vings rate ceilings lead to non-
price competition among banks, resulting in proliferation of
deposit facilities with the smaller banks expanding their market
share at the expense of larper ones.

The research conducted by OSU in Honduras appearr to have
beer excellent. Despite the acadewic slant to the research, {t
was considered valuabie by bank officials who were anxious to
learn more about thelr cost structures, Paurticipation appesars to
have been minimal, however, due to a vreported lack of sophistica-
tion among local resenrcners.

b. Field Kesearch -- lDominican Republic

Fleld research concerned chiefly the two savings mobili-
zation demonstration acrivities, hpproximately half{ of the )17
titles of papere and Feporte relate to the demonstration pro-
Jects, and the bull of the titles are either progrese repores,
memoe. internal documente, or theoretical treatises, + consider-
able number are of Dominicar GTIRIN.  Une doed not have the sense
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that major research activities lie behind these reports, as in
Honduras.

Given the importance and time required for the demonstration
projectc, this relative deemphasizing of research may be consid-
ered a healthy development. It affirms that the major effort
did not go into rcsearch, but rather into other project activi-
ties namely demonstration projects, technical assistance, and
dissemination. Much of the research output reflects technical
assistance to counterpart institutions, such as the economic
studies department of the Central Bank end the Catholic Univer-
sity.

OSU did, however, undertake a ms jor new research investiga-
tion of the non-regulated, non-bank financial sector. Although
this market is principally an urban phenomenon, there are strong
arguments for including it under the rural financis]l markets
umbrella. Indeed, one of the lessons learned is the need to
recognize the interconnections of financial markets, whether
rural or urban, formal or informal. Financial markets in develo-

ping countries tend to be fragmented but connected. Funds move
from the formal market to the informal, and from rural areas to
urban areas. The implications of broadening the view of rural

financial markets is a healthy development and compares to OSU's
earlier efforts at broadening the conceptual horizon by insis-
tence on rural credit as opposed to merely agricultural credit
and the concern with providing both savings facilities as well
86 credit instead of just credit.

The emerging view of rural financial markets suggests that
the line should be drawn not so much along geographic as along
Bocio-economic lines, and that the target group for imgroved
financial services should not be merely farmers or rural ouse-
holds but all savers and borrowers that are marginalized by the
formel financial system. Furthermore, this emerging new view
recognizes that one cannot use the financial cystem to target
restricted  populations for benefit. One can only attempt to
bring more ‘actors into the market.

c. Field Research -- Niger

Field reseatch was the principal activity in Niger and
supported the Mission's Agricultura? Sector Development Grant
(No. 683-0246). The OSU terms of reference required a comprehen-
sive study of the rural finance system. This was OSU's first
work in Africs, end it collaborated with an expert in Niger.
Initial activities a pear to have been a mutual learning process
with 0SU helying tﬁe Mission to understand the new approsch to
rural financial markets and the Mission helping OSU to understand
local working conditions. Once underway, work proceeded at a good
Pace, and OSU researchers were obviously enthusiastic about what
they accomplished in Niger. The Mission appears quite satisfied
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with OSU's effort and professionalism. The OSU report recommen-
dation for establishment of a savings mobilization project was
discussed above.

d. Field Research -- Bangladesh and the Philippines

The O0SU involvement in Bangladesh and the Philippines was
more limited than in the other countries. In Bangladesh, O0SU
performed a monitoring and advisory role for the Mission separ-
ately from work performed by the prime contractor Robert R.
Nathan Associates. OSU carried out, nevertheless, important
research based upon unique data generated by the prime contractor
which served as the basis for studies of transaction costs,
deposit mobilization and loan recovery. An unanticipated result
of the analysis of transaction cost analysis was that some insti-
tutional loan costs were found to be too low -- an indication of
inadequate loan screening.

The working relationship between OSU and the prime contrac-
tor appears to have been quite good, and OSU also appears to have
had exceilent rapport with the Mission. Yet one is left question-

ing the lasting impact of these accomplishments. The principal
lesson learned concerns the difficulty of conducting a meaningful
policy dialogue in & setting such as Bangladesh. There was an

excellent AID mission; there appears to have been close coordina-
tion among key donors; OSU fielded a good team and did solid
work; individual institutions seem to have benefited from re-
search results; and the 1986 seminar program got off to & good
start with plenty of discussion of the major issues and a lot of
play in the press. Yet the Mission may be at a crossroads con-
cerning its support for the project because of the difficulty
of working with RFM where political patronage seems to be the
principel means of allocating funds. The prime contractor sup-
ports the OSU model of policy dialogue based on in-country re-
search, but imsiste that the model is relevant only over the long
haul . It suggested cthat the model be refined to emphasize the
establisbment of local data collection 4nd research together with
the cultivation of working relationships with key officials.

A major challenge facing AID is how to work with a model that
is relevant only over the long-term, when institutional memory is
little longer than the average tour of staff duty, One partial
solution is to maintain & long-term working relationship from
Washington with an outside institution whieh provides consistency
of individual contacts. One of the surprising things about this
project was its apparent independence from the predecessor Rural

Finance Experimental Project (RFEP). For example, an OSU Mag-
ter's thesis contains the following statement: "This study
could not include interest rate as a variable in the model be-
cause of uniform interest rates across districts." Yet the RFEP,

completed just & few years earlier, was designed partially around
varying interest rates. 1In the Rural Finance Project, one vearns
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to hear about the rural bank branches involved in the RFEP. Are
they continuing to mobilize deposits at the earlier rates? Has
their loan recovery continued to be better than average? And so
forth. At the level of field research, there seems t. be almost
no connection between the RFEP and present Rural Finance Pro-
Jects. This. is an unfortunate development that might have been
svoided if one research institution had been involved in both
projects, in some capacity.

The Philippine project calls for OSU to perform specific
studies and applied research to provide the Mission with indepen-
dent analyses of the impact of policy changes with emphasis on
savings mobilization. OSU's involvement is being negotiated and
will apparently parallel its monitoring role in Bangladesh, once
the prime contractor is in the field. OSU has recently started
work.

3. Technical Assistance

Technical assistance consisted principally in the work of
long term advisors in the Dominican Republic, Bangladesh, and
Niger. They were supported by outside consultants and staff of
local institutionms. AID Missions virtually unanimously praised
the high quality of these professionals and the importance of
their contributions. In most cases, technical assistance in-
volved local staff in all project activities, that is, in demon-
stration projects, field reseaich and dicsemination activities.
Also, technical assistance wag occasionally carried out at the
highest levels by OSU, such as the economic studies department of
the Dominican Republic Central Bank.

4. Dissemination

Dissemination activities consisted of seminars and workshops
to discuss research, distribution of reports to key individuals,
extensive personal contacts, and an impressive list of publica-
tions in academic journals. Some concern has been expressed
that OSU may not have reached all of the people it needs to
reach, such as commercial bankers and union leaders. These people
might be more effectively reached though articles in professional
or trade journals or other means. On balance, however, OSU has
done & successful job of dissemination. For instance, commercial
bankers do not need to be told many of the things that make up
the OSU message, such as the importance of savings mobilization,
controlling costs, loan recovery, and so forth, and are not
interested in hearing many of the others, such as potential for
savings mobilization in rural areas. The seminar-workshop ap-
proach seems well sujted to policy dialogue objectives. One
informant commented that his particular Mission would have been
happier simply with more of the same in the ares of dissemina-
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tion, even at the expense of research.

Well-done sem.nars and workshops appear to be an excellent
means of dissemination with considerable potentisl for impacting

policy dialogue. The seminar orgunized in Bangladesh is a8 case
in point: It received good press coverage, which brought the
discussion of the research agenda to millions of people. One

suggestion concerring seminars is to slow the pace of presenta-
tion and to give local policy makers more time to discuss issues.
A seminar which appears to be a forum draws more policy makers.
By and large, policy makers welcome the opportunity to Jdiscuss
difficult issues with colleagues and informed experts, but they
are not used to the passive lecture format.

5. Project Impact

This project has had an impact on policy makers in the donor
community, host countries, and local financial institutions.
Exact measurement of the impact, however. is not possible. Many
factors besides 0SU's policy oriented research affect decision
makers, and some of these factors -- perhaps the majority -- may
be a varying mix of political, social, etc., factors. Also, the
problem of separating the impact of this project from earlier OSU
efforts is unsolvable.

OSU appears to have had considerable impact on donors be-
cause policies and projects seem generally but not always
consistent with the "'new style" rural financial markets orienta-
tion. There is & high degree of cooperation at most project
sites among the various donors, articularly the World Bank and
the Asian Development Bank, witg the Inter-American Development
Bank agreeing in most instances.

In the next section ve consider some specific exaaples that
describe project impact at the close-in range of i{ndividual
Missions and countries.

In Honduras, the project had a negligible impact on the host
country because of political considerations, Such considera-
tions, however, do not explain the private sector's lack of
support for the major policy objective of frcein§ interest rates
by, .for example, the argest private commercial banks. In any
country, government policy is influenced by factions that support

or oppose certain policies. It was & great disadventage to OSU
that it was not supported by a major group which would have
benefited. OSU's impact on the Mission, however, was conside:-

able. Although it is difficult to separate the impact of the
Ercdecessor project from this project, it is clear that by the
eginning of the present project, OSU could count on a number of
staunch Mission supporters for its new view policies. During this
period, the Mission adopted a strong stcnce on conditionality
issues in negotistions for a larger financial sgector project.
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This position was unacceptable to the Honduran Government, and
the large project was not funded.

In the Dominican Republic, O0SU had a significant impact on
the Agricultural Bank and credit unions, although not 8ll of the
Central Bank and national leaders support these policies, as
described above.

In Niger, OSU's impact was felt after its research report
was completed. The Government of Niger showed considerable
interest in the findings, if not universal agreement. After the
final report became available, government officials and donor
representatives held a roundtable discussion. The government.
liked the reccmmendation to establish a pilot credit union pro-
Jject, on the model of those in neighboring Cameroon and Togo but
was understandably more reluctant to act on the recommendation to
close the Ceisse National de Credit Agricole.

In Bangladesh, OSU had considerable impact on the Migsion.
OSU was characterized as being particularly effective in keeping
the Mission on track, reminding them at crucial times that the
Project was not an ordinary one, and that it was doing unusual
and good things. OSU was also credited with encouraging develop-
ment of savings mobilization and transaction costs studies. The
impact on the host country was more problematic. Many !ndividuals
within the Bangladesh Bank were positively affected by involve-
ment with the project, as were a number of key commercial bank-
ers. At the poficy making level, however, clear impact was not
discernible because of a tendency to view the financial system as
8 means of distributing patronage.

B. Report on Domestic Resource Mobilization

Two years into the project, the S&T/Bureau recognized that
it was increasingly being asked to deal with a broad range of
financial system and policy issues. At the time, the PRE
Bureau's Financial Market Project did not exist, end AID did not
have a policy paper on financial and capital markets. Moreover,
more and more missions recognized that financial factors were
affecting their projects and they wer:» promoting market oriented
interest rates as part of their policy dialcgue.

For many missions which did not have financial economists,
and for some that did, this project was perceived as having the

technical capability of analyzing financial sector issues. At
the time, S&T was debating the impact of the financial sector on
economic development and the role that AID could take. To

provide a research basis for these concerns, S&T contracted with
Dr., Maxwell Fry, Chairman of the Department of Economics of the
University ofi Californis, Irvine, who has both practical and
research experience in financial sector growth and liberaliza-
tion. The work was to be organized in twu stages:
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Stage 1 consisted of a comprehensive review of research
findings on financial sector performance in LDCs. The primary
objectives were:

(a) To provide a basic reference source with comprehensive
documentation of empirical evidence relevant to AID
policies involved directly or indirectly with the
financial sectors of LDCs;

(b) To identify the effects of different financial
conditions on domestic resource mobilization and
allocation, specific economic sectors (in particular,
agriculture), income distribution, and employment ;

(¢c) To devise a typology of LDC financial sectors that
identifies normal, exceptionally effective, and
pathological stagee of financial development with
respect to financial institutions:

(d) To devise a typology of financial instruments and
markets that includes an anslysis of both the
effectiveness and ineffectiveness of various types of
instruments and markets existing currently in LDCs or
adaptable from industrial countries.

Stage 1! analyzed the effects of alternative monetary and
financial policies (in particular, interest-rate and selective
credit policies) on the efficiency of domestic resource
mobilization and alloccation through the financial sector.

The work resulted in a three part encyclopedic draft report
entitled "Domestic Resource Mobilization and A location Through
the Financial Sector." Fry will revise the rteport, add a
regulation and supervision section, and include s list of olicy
conclusions. It is expected that the report will be published as

8 book in 1988. The first part reviews theoretical models of
financial development. Part TWwo presents empirical tests of the
financisl development models presented in Part Onme. Part Three

presents & discussion of the institutional aspects of financial
development.

Part Three is the most relevant to AID and examines
institutional aspects of financial development. It reviews the
financial structures and experiences of a number of countries,
mostly in Asia, and gives helpful generslizations about sources
of difficulty and corrective actions. This kind of information
could be useful to AID missions and policy-makers concerned with
institutional reform and the probable effectiveness of different
regulatory policies. It &also relstes closely to this project
which is mainly concearned with micro approaches to institutional
reform.

The report's Chapter Nine is & useful review of literature
on indigenous financial instituions which describes how important
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they are and that they appear, at least in some cases, to be more
efficient, effective and equitable than is commonly assumed. At
no point 1is any consideration given to how policy-makers might
devise & positive approach to these institutions. Questions
regarding methods of encouragement and integration into the
national financial system are simply not asked. Given the common
tendency either to ignore, to try to substitute for, or to try to
destroy the indigenous financial institutions, it would seem
worthwhile, 1in & study that notes positive contritutions of such
institutions, to give some attention to whether and how they
might be strengthened.

Parts One and Two are of greater interest to the academic

community. Part One is an extended analysis of alternative
theoretical models of financial development and empirical tests
of their relative merits. It may have some interest as an

academic cxercise, but it has minimal relevance for policy
makers, or for policy advocacy by organizations such as AID. Part
of the reason for this is that the differences in the models 1is

mcre esoteric than basic, often reflecting differences in
assumptions about the reasl world rather than how it actuall’:
works. The empirical tests are not convincing because the data

are mnot good and critical pieces are missing, such as the
activities of the informal, unrecorded financial markets.

The Shaw-McKinnon family of neo-classicail financial
development models escentially ignores informal markets, whereas
the neo-structuralist models include them in their theoretical
framework, but lack data to include them in their empirical
formulations. The two schools do not disagree about fundsmental
directions of financial policy. Where they do differ is, first,
in their expectations about how the rest of the economy will
respond to financial policy changes, and, secondly, in whether
financial policy makers should, or could, make further policy
adjustments to cope effectively with changing conditions after an
initial "financial reform" or "shock." This is a basic dilemms
for "pure' models. There is no good way to build in the learning
and adaptation which happens in the real world.

McKinnon, who wused to be a staunch advocate of financial
liberalization and letting free markets take care of the
ad justment process, has come around to the view that markets do
not always function perfectly, and that some continuing policy
adjustments may be desirable, This is quite close to the neo-
structuralist critique.

On the other hand, Lance Taylor, the leader of the neo-
structuralict camp, has recently suggested that in some settings,
where inflation is basically demand-driven and basic prices
(wage, interest and exchange rates) are reasonably f{lexible, then
neo-classical Shaw-Mckinnon-Fry-type stabilization programs and
financial reforme can probably be successful. But where these
conditions do not exirt, cthat is where cost-push and ratche:
effects »f bLaoric pricer ure the common pattern, then peneralized



monetary-policy measures are not likely to be successful. Thus
leading expruents of the two schools seem to recognize that their
mode.s may be more culture specific than they originally thought.
Neoclassical models work better in Asia where flexible prices and
informal markets prevail, while structural models are etter for
Latin America, where unions &are more powerful and inflation
adjustments are part of economic structure.

The author 1{s clearly in the McKinnon-Shaw camp, and he
seems to be more concerned in Parts One and Two with defending
his case and refuting the neo-st uciuralists than with
establishing the agreed general principles and the remaining
areas of dispute.

41D played & crucial role in initiating the interest in
financial sector policies by bringing three academics (Shaw,
Gurley and Patrick) to Korea in 1965 to study that country's
financiel system and recommend reforms. From that involvement
came many of the strands of subsequent writing on financial
policy and one of the test cases of financial liberalization that
has been studied and cited by ﬁrnctically all students of
firnancial policy. The attempt to build the experience of Kores
and & few other countries into & generally applicable model of
financial reform is probably not a very worthwhile undertaking,
but it seems to be the intent of Parts One and Two of this
Teport.
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CHAPTER 1I11. CROSS-CUTTING 1SSUES

This chapter presents a broad and more general discussion of
steps taken by AID, O0SU, and others with respect to the develop-
ment of Rurel Financial Institutions (RFI) under this project.
The chapter is set up as a series of questions.

1. Should AID concentrate on RFM or national finance?

At present, the World Bank and the IMF have both the person-
nel for and the task of assisting with macroeconomic policy and,
to 8 lesser extent, on national {inancial development. There is
no other donor agency which focuses on assisting rural financial
development, although some Canadian and Scandinavian groups are
active in credit union assistance. Nor is there any institution-
al parallel to OSU where research and training in rural finencial
markets is undertaken to the extent and degree that it now is.
Meanwhile, many LDC's would clearly benefit from developing vi-
able RF1's. Therefore, there is both a need and capacity for AID
to continue its assistance to the development of RFM, even though
certain additional resources are needed to make its involvement
more effective.

The question of broad, macroeconomic policy dialogue
involvement is more complicated. To the extent it requires
participation in a macroeconomic policy dialogue (8s it often
must s6ince interest .ates and exchange rates are often key in a
finsncial reform, even just for RFM development), it takes AID
somewhat beyond its normal capacity, although there may be cases
where it is needed. To the extent that it requires more narrowly
focused assistance in improving national bank or financial market
regulation, mechanisms such ac check clearing, or banker training
it is desirable for AID to become involved. However, the Team
felt that AID has and ought to continue to have a speciel role as
a8 lead agency in promoting RFM, This is an area where it has no
peers, wherc development is clearly consistent with AID priori-
ties, and where needs are urgent.

2. Should AID undertake RFM and macroeconomic policy dilloguc?

Changes in policies to support RFM development often involve
broad financial and macroeconomic reform. It is natural that AID
should consider what role it should play in this dialogue. AlID
is often interested in influencing policy for rural financial
market development. This is best done by communicating not just
occasionally with top level People (as might a Missjion Director),
but more frequently with others at a working level as well. By
explaining, helping craft alternatives, and ansvering new ques-
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tions the policy perspective (if it is cogent and applicable)
becomes much more embedded in the thinking of people than through
external pressure or "leverage."

Under this project, OSU developed a policy dislogue model
which has three basic elements. First, it is "extended," that
is, it is expected to go on for relatively long periods of time,
For instance, in Honduras OSU has been working for about five
years and in the Dominican Republic, some four years. Financial
sector policy changes are not made quickly and, once made, some
time lapses before impacts are measurable. Second, OSU conducts
policy diaslogue at three levels: (1) with international donors;
(2) with officials and professionals of central banks and Telated
institutions; and (3) with financial institutions themselves.
With regard to other donors, AID and OSU recognize the importance
of coordineting financial market reform proposals; otherwise, one
agency may work at cross purposes with another agency. This is
particulary important when financial market reforms modify inter-
€St Tate structures, reserve re uirements, etc., since changes
may be sabotaged by the inflow o other donor funds under subsi-
dized conditions. Under this project, OSU consulted with the
world Bank on Bangladesh and Niger, the Asian Development Bank on
Bangladesh, and the Inter-American Development Bank on the
Dominican Republic, to urge consistent policies towards RFM.

Third, with regard to loca) institutions and officials, OSU
has developed a mode of interaction to influence local policyma-
kers on controversial issues in rural finance. This two-stage
process is summarized as follows:

(6) Research. Research is undertaken within the countery
itself, Citing relevant studies in nearby or comparable coun-
tries is helpful but often insufficient to convince doubrful
officials of tﬁe wisdom of financial reforms. This research must
be carried out fror a gecure and influential institut{onal base,
such as the economic vesearch division of the central bank, and
local staff should be drawn in as collaborators, This allows a

domestic support for financia) reforms suggested by the studirs,
This model has been followed wvith positive results in HNonduras
(30 studies), the Dominican Republic (112 papers and reports),
Bangladesh, and Niger.

(b) Workshops and Seminars. Research is disseminated 1{n
workshops where 0OSU, loca) researchers, professionals, and offj-
cials from the central bLank, relevant ministries, and financia)
institutions participate. An important e¢lement of these work-
khops  {e¢ the open and rofescionn] debate on KFM issucs that
destroys many conventiona eythe atout {inancie) policy, causes
of dietortions in {inancia) mArkets, and socia) costs and equity
consequences of overregulation of financial institutions. The
active participation of local staffs from fina~i{a] {nstituiions

3l



ensures a professional understanding of the value of operations
innovations, promotes effective contact with the central bank,
and instills confidence for future work. The combination of
locelly produced research and workshop activity seems to be most
promising as & useful tool when oriented to policy dialogue
issues,

In the Dominican Republic, ‘"for instance, OSU provided a
highly =skilled and personally sympatico professor who visited
frequently and worked on & broad range of issues including macro-
economics, There is no doubt that this person was usefu] to the
Mission Director and to parts of the government. This model
provides one set of circumstances under which 8 policy dialogue
can be conducted with some success. On the other hand, it is not
likely chat this specific set of conditions will be frequently
replicable. !t requires broad skills, good personal chemistry,
institutionasl independence from AID, and nearly constant avai]-
ability. Even with 8)] these positive atrributes, however, it did
not produce clear cut success within the narrow range of macro-
econoxic Teforms needed to support RFM.

Generally, if AID can provide an independent contractor who
can replicate such functions, there is no doubt that this can be
very wusefu]. (An independent contractor is more likely to com-
mand confidence cthan an internal AID professional, who will
usually be closely identified with AID's own agends.) Experience
from other countries cuggests that at least one person should
gerve ne o primary liaison and be able to call upon others who
can work on different problems, but be able to receive help from
the primary person in defining problems and selling solutions.
Finding appropriste people for these slots can be difficule,
There (s no clear cereer path for such pecple. and they need to
be highly skilled and, oftern, to have a fairly long acquaintance

with the country concerned. Universities are a possible but
limited source for these pecple, and most consulting {irms have a
zuch shorter time horizon than {6 needed. About all that can be

Raid e that if ¢ {s possille to create conditions under which
such peoylc become available, there is & higher probability of
Bucceseful policy dinlogue.

In summary, the OSU "model" 18 one of a moTe Reneral set of
conditions in which trusted and 6killed people carry on long
letm, broad ranging coneulting and advisory service to a govern-
ment . To the extent that the AID agenda {s consonant with cthe
povernment ‘& objectives, that agends can be promoted by someone
who can explain, interpret, and discuss policy options with work-
inp levels as well as top levels of a government.

Folicy dialopue concerning KFM may {nvolve a set of issues
Tanging from  procedurs) changee in {:inancis) institutions, to
central banl regulations. to interest rate and other reforms
which may impact macroeconosic policies, In dealing with cthe
last proup of broader BhcToeconomic and overall financial sector
poliey reforme.,  AlD shouie continue to involve {tsel! only occa-
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tionally and carefully and to coordinate with the World Bank,
IMF, and other donors.

Macroeconomic reform is politically sensitive and requires a
set of skills not now typically available internally with AlD,
nor easily mobilized externally. Other institutions, such as che
World Bank and International Monetary Fund, are more oriented
towards these issues and will typically play a leading role.
However, there may be cases where AID finds itself as & ma jor

layer, especially if reforms associated with RFM development
Fead to broader discussions. Having some internal capacity and a
greater ability to call upon external experts will be helpful in
such cases. It is especially impertant to realize that LDC's may
wish to hire their own experts in such cases to insure neutral-
ity, at least at an analytical or working level, although in some
cases third party experts hired by AID can play an important role
if they are perceived as being independent. These warnings are
less applicable if the i{gsues 8Te narrower: €.g.. providing
agsistance to specific financia)l training institutes. Many U.S,
organizations are available to advise on technical i{ssues such as
check clearing, selting up securities markets, bank regulation
and insurance, and banker training. AID has and should continue
to provide funde so that such organizations can provide technical
8scictance 1o interested governmente,

3. How should countries be selected for RFM develcpment?

There is really no fyetematic procedure to assess a host
country's ability to undertake hecessary steps for RFM develop-
ment . Yissions tend to take the initiative {n {inviting OSU to
become involved in a particular country, and OSU responds to the
extent that its limited resources wi)) allow, To be sure, there
&8y be various levels of AID investment in a country, A low
level of AID support for Jocal Tesearch, ctransactions cost and
Cake ELUCiee, tTaining, and policy dialogue via seminars or local
Nisslon interaction with Eovernment officisls can be undertaken

cheaply and with little rish. This activity may change percep-
tions of !inancia)l sector issues and strengthen the hand of pro-
refore groups within & government. On the other hand, powverful

RToups often benefit from subsidized credit and will often block
Attempre to reduce subsicdies,

Yor o larger amount of AlD investment, an assessment should
be made as 1o whether s kovernment is likely to undertake certain
Bacroeconotic, repulatory, and Ranapement reforme. At 8 macro-
tconomic  level, the povernment should be willing to control
inflation so that ft §s low to Boderate, have savings rates be
equal to or above the inflation Tatek. and have an exchange rate
that (¢ reastnable. (Trie Jast point reduces the likelihood of
Epeculative rune un the local currency and insures that interest
Tatee  on  eavinge will not have to exceed inflation by & very
large amount . ) Femnlietic pricing for rura) outputs is not neces-
RATY L0 Fet up EIM. LUt is needed to insure that EFl savinge will
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not be siphoned off to urban or even international borrowers.
Without & fevorable macroeconomic climate, it is difficult even
for well run RFI's to function, and nearly impossible to estab-
lish or transform RFI's that will be viable.

The assessment should also explore whether certain regula-
tory changes are needed. Regulations are typically set by the
Central Bank or Ministry of Finance. Regulations which mandate
quantitative lending by sector or product, decree savings and
lending rates, impose high reserve requirements and control the
number and distribution of branches, al) impede the successful
development of RFl's. A more liberalized approach is needed, 1in
which banks are not forced to lend to Earticular categories of
borrowers, interest rates ire set by market forces, and decisions
abou. the location of branches and the services offered are
determined by the RF1's. Managezent reforms may also be neces-
6arv to make financial institutions viable, and owners must be
willing to undertake needed changes.

Because the amount of talent available to assist RF] develop-
ment is limited, sicuations should be chosen carefully before
comxitting significant human resources. Indeed, it {s the ability
to ackess promising situations and respond quickly, patiently,
and effectively that constitutes the greatest potential leverage
that AID has. While donor funds way help strengthen the hand of
pro-teforz elemente in a government, there must already be a
significant group supporting RFM development. Otherwise, attempts
to use donor funds to promote policy actions are .ft tc become
bogped down, und scarce human resources will have low prcductiv-
ity.

4 longer run approach would be to develop talent that could
be helpful in assicting NFM development. A major limitazion ..
probably the high cost of consultants that provide services for
accounting, management, and banking firms at a multinational
level. Their salaries are well beyond the levels agricultural
banks are willing to pay. They also have not had relevant exper-
lence with some of the unique problems that small scale lenders
encounter -- high transactions costs, highly decentralized activ-
ity, poor documentation, etc. People that can work in these
difficult environments, over long periods of time, and at a
varfety of levels are hard to {ind or even develop., Outside of
A#1D or the World Bank, there is no logical career path for them
end few highly qualified young people are drawn te such a diffy-
cult and uncertain activity,

L, bnee » nation i chiosen, how should AlD become involved?

Thit depends on the capacity and institutions {n any partic-
Vlar nation, bhut some renernl puidelines are evident. First, as
OSU hae showr, loca) researchers #hould become involved {n local
Etuciee of borrowvere. lendere, and credit and wavinge. Initisl
work should focue on the ptete of exieting I'Fi'e, both forme! end
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informal; their penetration among the rursl population, and the
types of products they offer. Coet studiee will shov levels of
loan losses, costs ol bpranches, etc. Tnis Tesearch wi]l] provide
essential information about the nature, extent, and limitations
of existing finuncial intermediation.

Often a particular institutjon €Derges as & major player in
rurel lending. This institution may be functioning poorly due to
"old style" policies and poor training of staff. At this point,
thare has to be a three pronged effort. First, macroeconomic
reforme should be addressed so that the environment suppores
financial intermediarijes. Second, regulatory reform should allow
Institutions, including the target institution, to make their own
decisions concerning interest Tatee, loan allocation targecs,
borrowers, and branchec. Finally, cthere should be & program of
hanagement assistance and training. For instance, new accounting
and reporting systemc, more effective Bupervision, new product
design, better review of personnc), and other icsues typically
muet be addressed. (Ever if there ig NOL one target institution,
support  for this type of activity in a national bank ctrainin
6chool can often assist interested RF!'sg gRenerally, especially i
they are competing private banke . )

3. How can these reforms renliestically be inplemented®

Cetting governments to change policies {s difficulr. First,
choosing situations where fiscal stringency or other pressures
have created a favorable climate jor refore {s helpful. Coordina-
ting RFM reforms with broader reforms supported by the World Bank
and or IMF {s one way Lo increase the llrelihood that the overall
environment will be supportive, Second, the process of olicy
dislogue is ‘mportant, although at least some Bajor players
should be perceived ac neutral -- l.e.., not simply Trepresenting
A1D interests. Third, 1§t {s helpful {f the process of training,
pereuasion, and discussion ‘oes on over an extended period. Many
of these reforms take timpe or must wait for favorable circumstan-
cet. In any case, governments are likely to listen to people they
know, trust, and believe to be disinterested.

The OSU model to eupport policy dialogue {s usefu) ir this
context. It sugpests » continuing effort to bring around key
players amidet ongoing efforts to improve RFP¥, That process
requires & fasrly broad ReUpe, senjor person either in country or
close-Ly over an extended Yer!od assisting the AID Misrion, This
et of conditione {6 seldon available, especially since the
continuity in AID Missions (e.p.. Miugfon Directors and staff{) is
Veually licited 1o 3-4 years. Ihis suggests a of)ecws. Findin~g
the appropriate personnel and reepiag policy focused over an
extended period may be quite ¢iff{.cult for AID. There es* be only
8 limited number of gituations !n which substantial progress can
be made within the Job cyele of o typica) Migsion director,
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6. Why aren't there more success stories of profitable RFI's?

There &are several reasons for this, some of which have
already been suggested. First, the countries chosen for major
investment may not have been especially promising in terms of
their willingness to undertake the necessary macroeconomic and
regulatory reforms. (Most AlD-assisted countries lack sophisti-
cated financiel systems, end donors are becoming increasingly
aware of the need for such reforms.) This appears to be the case
in the Dominican Republic (see Annex H case study) where after
several years of energetic and well directed effort aimed at
changing policy, there are still negative real interest rates for
savers and 100% reserve requirements on deposits -- i.e., essen-
tially complete sectoral targeting of loans. While a number of
important decision makers have been persuaded of the validity of
the new view, these apparently do not yet include the President

A second problem is that, especially where pro-reform forces
are weak, the changes needed require a period of several years of
sustained effort. The process works best when a skilled person is
involved over & long period. Getting such people is not easy.
Changing priorities may make success difficulce.

4 third problem involves the lack of management or of an
overall strategy. So long as RFM development is thought of as =&
technical problem, the OSU-AID arrangement is reasonable. Trans-
ferring technical skills may take some time but can be compart-
mentalized and handled as it has been. Missions contact AID
Washington (S&T), which contacts OSU, which provides research or
training. OSU has stated that it did not feel responsible for
overall management of RFM reform -- that was far beyond its terms
of reference. It responded to requests for assistance with very
limited core resources. Yet there has been a gap. No one person
hase had a sense of the overall picture, of how OSU's contribu-
tions would fit into a total program of action. Given the nature
of the problems -- that Lthey range from macroeconomic and regula-
tory to managerial, serious efforts must be made to identify the
overall goal and then tailor efforts to that goal. Various groups
need to be identified and coordinated. The need for a coherent
vision and effective management of different resources to bring
it about is perhaps the single largest factor that has limited
cuccess. To some extent, it underlies the other problems. It
explains some of the surprising findings in the Dominjcan Repub-
lic -- the lack of branch level] rofit and loss statements, for
example, or the lack of an intcrgranch funds transfer mechrnism.
In a program where basic institutional issues were in the fore-
front, many of these isgues would have been addressed initially,
rather than at & later stage.
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While an organizational solution to this problem must rest
with AID, a8 few observations may be helpful. First, the degree of
management needed cannot come from Washington. More focus and
contact is needed than can be managed from & central point.
Second, the skills needed for this type of management will be
scarce, but need not be resident within the LDC being coordi-
nated or even within AID. The notion of & “"circuit rider" was
discussed -- someone who spends 8 good part of his or her time
visiting RFI projects and helping keep the parts of the overall
effort coordinated. This person would also be & good surveyor of
possible new projects and disseminator of lessons and literature.
Third, to the extent that many problems reappear in regional
contexts, the circuit riders might be based in ar LDC and cover a
rTegion or part of a region in order to maximize the value of
shared experiences.

7. How well have the research findings been disseminated?

OSU has been extremely active and successful in reaching an
academic and educated donor audicnce through its books and jour-

nal publications. It had been distributing a newsletter which
was discontinued «ue to lack of support from AID which was cer-
tainly reaching a wider audience. In the Dominican Republic,

they were extremely active in setting up seminars and meetings
where the results of local research were reported, and the 'new
style" of RFM pushed.

There are, however, other groups which have probably not
been reached and have certainly nnt been persuaded by the work to
date. Few bankers in non-project countries appear to have been
reached, ard even policy makers have only occasionally (sometimes
by M.A. level training and subsequent promotion) been involved.
Systematic consideration needs to be given to the types of publi-
cations, seminars, national training institutes or courses, tech-
nical assistance, or visits which would Teach & broader and less
academic or donor oriented group. In this context, OSU's M.A.
training is a valuable activity that deserves continuing and
increased support. However, there are a variety of other activi-
ties which AID may wish to undertake independently or in consul-
tation with O0SU. More policy makers and bankers need to be
persuaded than have been thus far.

Another dimension of dissemination is thet as operational
results and experiences are accunulated, these too should be
spread among interested groups. Seminars which are more partici-
patory, newsletters, and contributions to local or regional bank-
ing journals might be an appropriate way to communicate this type
of finding, and also to reach Broups not now interested or in-
volved in present patterns of dissemination.

Finally, much of this information is not so much presernted

as sold. Therefore, a circuit rider for s region could play a
valuable role in not only cisseminating but marketing the find-
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ings and experiences being generated. He or she would be a useful
conduit for disseminating information, synthesizing experiences,
and overseeing periodic seminars or cCiscussions.

8. Can informal institutions help RFM development?

The team took special note of the importance of studying
informal financial institutions and considering their role in the
overall development of RFM. O0OSU did an apparently good job of
surveying the informal sector institutions in Niger, although a
number of details about survey techniques and likely sources of
bias were not covered. £ further question is how well they ap-
plied these findings to their ultimate recommendations. It ap-
peared that there were not strong or even evident links between
the findings about vigorous informal institutions and the conclu-
sion that local moneyholders would he a good basis for new formal
institutions. The Fry monograph similarly acknowledges the impor-
tance of informal institutions in the theoretical section, but
then goes on to summarize and interpret the empirical findings
without the caveat that they ignore the informal sector. Since
the informal sector is typically larger, and sometimes much
larger, than the formal financial sector in rural areas and
sometimes even nationally, these omissions are serious. On the
other hand, Part Three and Chapter Nine of Fry look ar selected
courtries and their financial structures and experiences, and
review the literature on indigenous financial institutions. This
is a useful examination which provides a link to micro approaches
to institutional reform, and which opens the question (without
Teally posing it) of how informal institutions should be treated
in RFM development. The team feels that at both micro and macro
levels there is a need for a wide range of additional research.
Right now there is only a scant basis for saying if informal
RFI's should be discouraged, ignored, or built up and ultimately
integrated into national credit markets. As they seem tc be more
pervasive, and sometimes more equitable and efticient than formal
sector institutions, a clearer sense of how to proceed is needed.

Increasingly the research and project work on rural finan-
cial markets is coming to acknowledge not only the existence but
also the potential contribution to rural welfare of the many
types of informal financial institutions, Despite this recogni-
tion, there remuains an almost total lack of consensus as to what
to do about it.

One approach has been to try to replace the informal insti-
tutions with formal ones that are at least registered with and
often promoted by government. The process of replacement can be
facilitated by attempting to suppress the informal institutions,
or by replicating them as close Yy 85 possible with formal insti-
tutions, or by encouraging existing or new formal institutions to
8t least provide some similar services and thereby compete the
informal institutions out of existence,
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A second approach has been simply to ignore the informal
institutions, to let them continue to play their role, but not
teke them into account, and to expect that eventuslly, as rural
developmeant proceeds, they will wither away.

A third approach, which has not received much attention, is
to explore ways in which the existing informal financial activi-
ties in rural areas can be made more effective and beneficial to
rural inhabitants with the Possibility thst eventually these
informal institutions may grow up into, and want to become, more
compiex institutions that would benefit from registration and
recognition as formal regulated entities.

It may be, as some of the OSU reports suggcst, that the
localized informal financial institutions are not well integrated

into the broader national financial markets. It weuld first of
all be wuseful to try to find out whether this is in fact the
case. 1If it 1is, then some consideration should be given to

whether the formal institutions are themselves linked into

nationally integrated markets, or whether government ©policies

discourage effective financial integration. If that is not the

case then it may be worth exploring whether tho formal institu-

tions might provide financial services to the orgenizers or

zranagers of informal institutions that would helg to tie them
e

more closely to the formal markets. This might as simple as
holding deposits of, or making short term loans to, the informal
institutions. Or it might include introducing accounts receiv-

able financing for small rural shops that extend credit to their
customers, ‘

AID could encourage and support further studies of informal
rure]l financial markets 1in developing countries not only to
understand better their present role in the societies where they
are found, but also to explore ways of integrating them better
into the financial fabric so thst they can mske s most construc-
tive contribution to rural development and equity. Whether this
would simply perpetuate the informal institutions, transform them
into registered and regulated institutions, or replace them with
new or existing regulated institutions would need to be worked
out in each setting.

Whoever is chosen to undertake such work should be capable
of approachin? it with an open mind and not committed in advance
to any particular outcome.



CHAPTER IV, ACCOMPLISHMENTS, KNOWLEDGE GAPS AND NEXT STEPS

This chapter gives a brief overview of the state of
knowledge about rural financial markets. It describes some
accomplishments and principles which are now generally accepted
intellectually (although sometimes not in practice); it identi-
fies and prioritizes some knowledge gafs for future investiga-
tion; and suggests some possible follow-on activities as next
steps. The chapter is organized around these three concepts and
draws upon material covered in earlier chapters. Consequently,
some discussions here may be relatively brief.

A, Accomplishments

1. New View Rural Financial Markets

First, OSU has helped pioneer "new style'" rural financial
markets concepts and has clearly emerged as a lead.r in research.
It has contributed several books and & large number of papers
that have documented, supported, and elaborated the basic in-
sights of the 1973 Spring Review. They have clearly persuaded
academics and manv in the golicy community of the logic of the
new view. They deserve to be congratulated for this work.

AID and OSU have played & key role in redefining the think-
ing about the role and structure of RFM's, and in linking their
development with the broader developments in financial theory and
practice. Briefly put, the 1950's and 1960's view was that subsi-
dized credit was one way to support a particular sector, usually
egriculture or industry. Credit was an input for a given output,
its quantity needed being related to some predetermined input
package. Institutions providing credit existed to help the chosen
sector or product, and were most helpful when the credit was
subsidized. The full implications of this view ?tldﬂllly became
apparent. RFl's failed to devclop a loan appraiss capacity since
most credit was dictated by program requirements or sectoral
8llocations. And in very few cases was the availability of this
type of credit shown to be of positive value to agricultural
output,

The new view, which i{s now widely accepted among academics
and many donor prectitioners, 1is very different. 1t holds that
rural people need functioning financial institutions for a
continuing flow of financial services for a wide variety of
economic activities. These services include providing a reliable
source of quickly available credit for any remunerative activity;
collecting savings at a positive real rate of interest; and
providing for safety, liquidity, and cash transfers. The only way
to provide these services in a convenient and reliable manner s



to develop profitable and self-supporting RFI. Savings must be
generated to reduce dependence on fluctuating budgetary support,
and this implies paying a positive real interest rate to savers.
An adequate spread thst covers cost of funds, loan losses, ad-
ministrative costs of making loans, and profit is needed to
insure an adequate branch network and continued operation. Loans
should not (indeed cannot effectively in any case? be targeted by
sector or specific output, but made for any profitable purpose.
Interest rates rather than directives and red tape should ration
the credit available. The result will be more equal access to
loans across income classes, less land concentration and
uneconomic mechanization, and viable RFI's that promote economic
efficiency and distribution.

This view is still controversial Among some LDC policy
makers and donor officials. Some argue that cheap government
credit compensates borrowers for low, government controlled pri-
cing or exchunge rate distortions. The evidence does not gupport
this view. Others believe that the new approach makes meeting
sectoral or output targets more uncertain, although there is
little evidence to support that belief either. It also makes it
harder to reward favored political groups through cheap credit,
often a major consideration.

2. Savings Mobilization

Second, OSU has demonstrated the importance of savings mobi-
lization. Even .if RFI's are & small part of the total financial
picture -- and whether this is actually so depends on estimates
of the size of the informal sector -- it is clear that they can
be a significant element in wobilizing savings and contributing
to rural development. Unless there are severe distortions in
other markets, it seems likely that the benefits of liberaliza-
tion in rural markets will out-weigh the costs, although this
conclusion depends on the impact of liberalization on informal
markets and the extent of ~he distortions in product markets.
Certsinly most nations tcjay would benefit if more domestic
savings could be mobilized, and if more were available in finan-
cial form. This would allow lower levels of foreign borrowing
and/or higher levels of investment.

3. Transactions Costs Studies

Thirdly, OSU's recent work on transactions costs also holds
promise as an effective tool for describing elements of RFI's and
diagnosing Yreliminary problems in & particular inmstitution. It
seems likely to be especially useful in an initial assessment of
the RF1 situation, to be supplemented later with more functional
and managerially oriented studies. There are probably only a
limited number of nations in. which lengthy transactions cost
studies are needed at the standard of academic publishing. More
nations woulc benefit from shorter policy oriented research. This
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latter type of research lays less stress on novel or advanced
methodology, and more on finding and demonstrating expected re-
sults. OSU has developed a ?uestionnaire for transactions cost
analysis with a high degree o transferability across countries.
This is one example of the direction that policy oriented re-
search might take. Other possible areas are discussed in the next
section.

B. Knowledge Gaps

This project is facing a juncture -- some of OSU's key
theses now seem adequately verified, but new questions have
arisen which need resolution. This appears an appropriste time
to examine opportunities in relatively unexplored areas of re-
search. Also, it may be desirable to brosden somewhat the scope
of the program for research and institution strengthening beyond
that of the existing project. Research must be directed to a
greater extent to describing the conditions under which success-
ful RFI can be successfully implemented.

First, the very notion of what kind of credit is being
studied has changed and is continuing to change. The initial
notion was that credit was for smallholder agriculture, often in
specific crops. This was later broadened to general smallholder
credit, and later to general rural credit for groups thet did not
have access to "normal" large scale commercial lending. There is
now & growing realization that many urban groups (e.g., small
scale enterprise and the informal sectors have difficulties
getting small to moderate sized loans, and that they share simil-
ar problems with those in rural areas. As the focus has shifted
from programs to help crops to institutional development that
will result in better financial services to the poor and small
scale producers, the exclusively rural emphasis of RFl develop-
ment has begun to be diluted. Civen the interrelated nature of
financial, product, and labor markets this is an expected and
welcome development. Research needs to be conducted to make sure
that accepted principles apply also to this market and to inves-
tigate any unique characteristics. In addition, s new acronym is
needed.

Secondly, more emphasis needs to be given to assesring the
likely commitment of o government to undertaking reforms. As
previously suggested, this assessment will help AID determine how
much support should be provided for RFI reform. This type of
assessment is not the classic academic research, Lut more the
informed judgement of a highly experienced person. It consists
of a short visit and many questions, preferably with people that
know the country, not just the government, being visited. A good
circuit rider might be a good assessor but so may others.

While the assessment itself is not basically an academic

exercise, there is a need for scademic research that could ei4d
the assessors, Studying what macroeconomic and regulatory condi-

42



tions are favorable to RFM development is an area in which more
needs to be known, based on empirical studies. How important, for
example, is inflation control compared to positive interest
rates, or flexibility in setting rates and selecting lenders even
if funds do not come from savings? Research in this srea includes
analyzing the impact of financial sector liberalization combined
with continuing distortions in the real sector.

Thirdly, one type of academic research which is needed is how
to describe and assess a set of financial institutions in a
relatively brief period, say of no more than a few months or so.
Before any policies are prescribed or proscribed, a basic study
of what the major sources of credit are, their interest rates and
terms, type of customers, sources and costs of funds, etc. needs
to be undertaken. The output needed is something like an abbre-
viated World Bank Financial Sector Study, but with more emphasis
on informal and small scale credit. Both the informal sector
studies and the transactions costs studies should fit in here,
though additional work may be needed in some cases beyond the
initial period. This suggestion bears some resemblance to the
"Rapid Appraisal of Marketing Systems' (RAMS) approach that AID
has promoted, but its purpose is fairly broad gauge, while RAMS
is supposed to be focused on a well defined part of the agricul-
tural system.

Thie sort of rapid depiction of a financial system would be
egsier if certain basic prototypes of country institutional
situations could be drawn. We note below the need to study
particular subtypes of situstions, such as rice economies with
strong minority businesses, or settled African smallholders.
Better understanding of the patterns or prototypes will allow
more confident analysis of nations resembling the prototype.

Fourth, there is a need to study not only the types of
informal institutions, but also to study and experiment with the
ways that they can be used to promote RFM development. As these
institutions often form a predominant part of rural financial
Eervices, and often are better able to serve their clients than
formal institutions, a more coherent étrategy is needed to incor-
porate them. This research might require a multidisciplinary
approach including RFM experts plus anthropologists, sociolo-
gists, bankers, lawyers, etc. Some suggestions are made as to
how cthis can be done in the previous chapter.

Fifth, there is a vast range of management related .esesrch
which needs to be undertaken and disseminated. The best wvay t»o
judge market potential, types of services needed, eiting of
offices, accounting, etc., are all areas needing much more atten-
tion. This research covers s wide spectrum of subjects which mey
require contractors with Danagement experience, academic resear-
chers, or combinations of both. Included in this spectrum are
"second generation" problems of financial intermediaries which
recently started sevings mobilization programs and must find ways
to reduce transactions cogtf. Some research subjects could in-
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clude:

Management activities such as rapid methodologies for
market studies of financial services needed; siting of
branch offices; the best forms of performance incen-
tives, supervision, accounting, etc.;

Development of financial technologies to reduce trans-
actions costs, such as improved infrastructure (bran-
ches, mobile units, and microcomguters). new deposit
instruments, and new institutiona designs and organi-
zations;

Assessment of credit unions as financial intermedia-
ries: their role, structure, development, and opera-
tion. Studies should include comparisons across and
within countries. Recommendations should address fac-
tors for success and institutional viability, including
role of parent holding companies.

Research procedures may have to be developed for sever-
al prototype situations of financial markets rather

than for a single general case, Some countries have
fledgling financial markets while others have well-
developed institutional structures, and policy
Prescriptions may vary widely. This could be true even
within a continental area. Islamic banking presents
different protlems in the Middle East than dc systems
organized around standard western , concepts. Survey

techniques to determine the role of the informal sector
might differ markedly in going from the Caribbean to
the altiplanv or from the Sshel to settled African
agricultural areas, or from Asian settings without
economically impcrtant ethnic minorities to those that
have this characteristic.

Methods to estimate costs of subsidized cradit should
be developed. 1lluminstion of these costs, including
drains on national budgets, might be useful in policy
dialogue agenda to help convince host governments and
donors of the need for chsnges. Methods need to be
developed to estimate both measurable costs and alscu
opportunity costs,

Bad and delinquent loan causes should be investigated
including recommendations for strategies to echieve
reductions, Costs of bad loans can exceed sl] other
costs of subsidized credit. Problems stem from a com-
pPlex of political, social, legal, economic and institu-
tional issues. Comparative studies among countries
night be useiul {n articulating reasons and discovering
solutions.
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There are other research topics which we note here. One
guestion which came up, but on which little work has been done,
1s whether it is better to reform an existing RFI or start up a
new one. The Lieberson evaluation, A Synthesis of AlD
Experience: Swall-Farmer Credit, 1973-85 noted that it was
difficult to start new institutions and the success rate in
Africa was lower due to the need for Creating many new institu-
tions. Until there are more success stories to study, che Team
endorses this view, although the alternative of supporting a
number of private or informal RF1's as well should not be ruled
out. The types of assistance appropriate to a quasi-governmental
Agricultural or Rural Bank mey have to be very different than
that extended to private or informal institutions.

Special emphssis might be placed on the best techniques to
use in small countries or projects of limited size in a large
nation, especially when the existing pool of local research
talent is limited. The cost/benefit ratio of using axpens!ve
foreign technical assistance to do 8 lengthy study of informal
markets when the savings or lending potential of the institutions
mey be less than the cost of the consultant stands as a reminder
that judgement is needed in forming a research and assistance
agenda.

Another quettion arose regarding the relation of RFM work to
overall progress in financial development. Fry focuses on overall
domestic resource mobilization and allocation. Arguing in the
tradition of Gurley-Shaw-Mckinnon, he clearly takes the view that
{inancial reforz is an essential part of economic development,
ARsinst this view is the neo-struccuralist position (e.g.. Lance
laylor) that partial liberalization in the finsncis]l sector can
lead to negative outcomes on output and equity. The initia)
positions of the two camps have converged somewhst over time. It
a8ppears as though the two sides are poving towards a common
{ramework in which the methode of liberalization can be evalusted
and apeliorative policies, 1f needed, can be implemented. The
Teaz felt that macroeconomic research under this prograz should
be confined to studying the macroeconomic conditions under which
RFM  development is hampered or enhanced. AID Day also wish to
undertake separate initiatives Telating macroeconomic stabiliza-
tion and oversll national resource noetlizatlon and f{inancis)
development . Such research would be valuable, but {s beyond the
scope of that necessary for RFM development

Another facet of macroeconomic research concerns the i-;.a:
of financial liberalization Liven particular sets of distortions
often found in exchange rates . tarifis, or product pricing. It {s
at  lenst possible that decontrol of the financia]l sector with
continued distortions in (he real #ecror would result in a
worsening of economic conditions. Tnere is 4180 & necd for exam-
ining the {mpact of such policy experiments {n countries vhere
tney have occurred,
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C. Next Steps

Ir. looking at next steps, the Tear (felt that {ollow-on

activities should reflect severa) lmportant principles. They
should:
° Build upor existing, demonstrated Institutional
strengths;
° Draw upon institutions' comparative advanteges {n dif-

ferent fields of expertise;

o Be flexitle, to respond to nev needs defined by new
Tesearch and by host country requirements; and

° Develop a means to pull together AID's different inter-
€sle in the {inancis] sector.

Based upon these principles and conclusions of the evaluation,
follov-on activities should concentrate in three chief areas:
Tesearch, institution etrengthening, and coordination.

1. Research

A large amount of effective research has already been accom-
plished under this project. Because of these successes, nev
subjects have nowv emerged as important.  These ctasks may be

suitable for AID/W core funding.
6. Acadezic Institution(s) Role

Ar academic institution(s) with a capabilicy to work on
{inancial market issues could perfore applied resesrch and re-
lated tasks under » Cooperative Agreement or other arrangements,
Sample taeks nre outlined below:

° Applied research described in the “knowledge pgaps”
gection;

° Technical assistance to stimulate loca) research in
subjects orfented to policy dialogue;

® Dissemination of re.:arch resules Lo acadenics, benk-
€re, development practitioners. and others;

® Acadesic training of praduste studencs;

° Suppoert {or KI1D Misrion policy dialogue efforts; and

° Advisory services to AID/W and Mieeions on financial

marbete including: short and long-tern technical sup-
port. iInput Lo scopes of vork, pProject monitoring sys-
tems, etc,
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b. Individua)l Roles

Individuals or poesibly academic institutions could perform
Tesearch on macro-finance issues to complement applied research.
This work might be performed under individual contracts. It
could include such topics as:

° Mecroeconomic and regulatory conditions which favor RFM
development ;

° Relationships between real and f{inanciai sector poli-
cies;

° Relationships of fiscal and monetary policies to rural
anc vrban {inancial markets:

° Uptimal sequencing of financial sector reforms to mini-
Bize acivetment problems; and

) icpacts, costs, and benefits/constraints of comparative
regLlatory practices with recommendations for optimal
FyEtems.

<. Inetitution Strengthening

It 18 obvious from 0OSU's work on savings demonstration
projects that many financis) intermediaries need technical assis-
tance. USU hae identified “second generation" problems which
ariee ae {inancial markets develop and has emphasized the {mpor-
tance of finding innovations in {inancial technology, such as
eobile branches, new deposit instrupents, and new forms of organ-
jration. In addition, bankers in financial Tegimes which are
liberalizing can spoed efficiency by drawing upon expertise of
wove sophieticated practitioners. Effective management and oper-
atione of {inancial {ntermediaries is kev to improving {nstitu-
tional viabislioy,

Thte word could be carried out by a group of organizations
offering & brosd range of expertise. Such a group might be
formed by & management consulting firm, an sccounting firm, s
bank., and¢ others. Connections with local firms ate important for
accees Lo local law, practices, and language. This group might
be  complemented by developing liete of individual experts, In
Rddition, centra) bLank  technica) assistance could be obtained
under & TALA with the Vederal Keserve System, say, for bank
examination, ete, Fetired experts in all fields might be ob-
teinec from the International Executive Service Corps,

Activitiee mipht include:
° Technical advieory pervices;

’ vevelopment  of or-the-job and claseroos treining pro-
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grams;

° Dissemination of research and management information on
8 broader basis, perhaps with asgistance of & public
relations firm;

° Diagnostic studies of markets and institutions;

° Project feasibility and design studies;

° Policy dislogue support for Missions; and

° Development of training modules for host country and

AlD personnel.

Contracting could follow patterns established by other S&T
Bureau projects, such as ARIES, which permit Mission buy-ins.
After competitive bidding and contract, & work order mechanisec
could provide services tailored to specific needs. Alternative-
ly., it may be possible to draw upon PRE's contract under the
Financial Markets Project, which provides a broad range of tech-
nical services. It would be critically important to assure that
work was consistent with research findings.

3. Coordination

AID {s undertaking s large variety of financial sector
activities in several bureaus, all of which draw, to some extent,
upon this research project for intellectusl stimulus. The degree
of coordinetion among bureaus is not clear; 1t appears to be ad
hoc without formal institutional Tequirements. Some might
consider this coordination question establishment of overly rigid
inter-bureav clearance procedures. This ares is close in concept
to Chapter 111's diecussion of the need for management or an
overall strategy in {i{nancial sector projects.

The Tear does not see an essy and practical resolution to
the need f{or coordinating a range of coapabilities -- strategic
and sectoral policy guidance, operational research, applied
short-term technical assistance -- in addressing financial

sector problems. Several plans have been discussed, but each
has drawbacks. One plan might be to ask OSU to undertake this
role; however, 0SU is not sufficiently staffed nor is the task
suitable for a reseuarch-oriented univereity faculty. A »second

slternative might be to divide thie role between management -
oriented consultants and research-oriented academics, perhaps
with & prime contractor who draws upon 8 variety of sug-
contractors' expertise for epecific tasks, somewhat like PRL's
Financin] Markets Project. Here, the problem is the question of
suitably qualified entities: Which f{rw; Which individuals®
Which persons for which tasie® Can they do the job Tequired? A
thivrd alternative cipht be 20 underthbe the role within AID where
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the basic notion might be a new "center" unit supported by
regional financial sector officers (somewhat akin to ‘"circuit
riders"). Such & structure might require AID to hire & staff of,
say, five highly qualified individuals who have both theoretical
knowledge of financias]l economics and practical knowledge of
banking. Perhaps, this plan could be tried on a less ambitjious,
experimental basis with substantially more modest staffing by
drawing upon some existing AID staff to cover mini-regions with a
narrower substentive focus. If suzcessful, it could be expanded.

There are, however, some steps which AID might take at
little or no cost: first, establishment of a Financial Sector
Working CGroup and, second, establishment of a Central
Coordination Unit, outlined below.

a. Financial Working Group

It rmight be useful to form an AID Financial Sector Workin
Croup with representatives from bureaus interested in financia
maTtket development. This Working Group might be patterned afcer
AID's Sector Councils, but with a considerably narrower focus and
reduced role. It could include representatives of S4T, PRE, Fva,
PPC, and geogr:phic bureaus and could be expanded or contracted.
1t could start on an experimental and informal basis, perhaps of
the brown bag lunch variety. Activities could include:

) Askuring the flow of information and exchange of ideas
among buresus on financial market development ;

° Coordinating AlD programs and projects in resecarch and
institutiorn etrengthening;

° Disseminating information on research results and pro-
Ject activities within AlD; end

® Maintaining Yiaieon with other donors,

b. Centrul Coordination Unit

A central unit might coordinate the effective delivery of
follow-on project services st the Tight time and place. This
task must continuously balance demands between research and
institution building. between academic and consultant objectives,
between Miseion ambitions And host povernment desires. This unit
neede to bave & broad perepective of {inanc'sl mector activities
B0 that St can mateh Migeson and bureau needs with academic and
consultant capabil ties, AiD/W might prefer to maintain control
of this funcrjon w;tr Eta{! ameistance f{rog preferably, a
consulting firm, or possibly, n Univereity. This unit might have
several tasks:
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Assisting Missions to develop projects by providing
éxperts to perticipate in policy dialogue agenda; by
helping conceptualize and guide design of technical
assistance, research activities, and treining; and by
reviewing completed studies in cooperation with others;

Guiding the design of academic and individual research
on macroeconomic and Cross-cutting issues of the
financial sector;

Brokering among AID offices, academics, and consultants
for performance of services: developing key contacts
in various fields of expertise;

Monitoring work of 'circuit riders" (even on an
experimental basis) and serving as their chief AID/W
contact point;

Developing & program to disseminate information to AID,
donors, and others regarding AID activities in
financiel market development;

Maintaining liaison with other donors to encourage
compatibility and non-duplication of activities.
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CHAPTER V. CONCLUSIONS AND RECOMMENDATIONS

This  chapter addresses some of the more important
conclusions and recommendations. It does not attempt to include
8l1 of the many recommendations described in previous chapters,
nor is it intended to be a comprehensive list of recommendations.
Consequently, this chapter's recommendations refer to previous
chapters which provide amplification of subjects covered.

1. AID Role in RFM Development

The general assessment of this project is favorable. OSU's
research effort was of high quality, and project staff were
professional. Good field working relations were apparent. Over

the course of the project, OSU has clearly emerged as a leader in
research on rural financial markets.

While AID has epparently acquired an institutional
conviction about the deficiencies of subsidized credit projects,
and & commitment to promote viable rural financial markets, these
views are not necessarily fully shared by, or at least, have not
become the operational guidelines of, other development
assistance agencies. Thus there remains a role for AID to play
not only in acquiring a greater understanding of how rural
financial markets work, but also of giving appropriate support to
institutions that are attempting to fill this important function.

The rationale for this is clear. Developing RFM remains a
priority need for many LDC's. Knowledge about RFM development is
not widely spread, nor are other donor agencies positioned to
play & major role. By virtue of its experience, ability to
provide assistance in-country over a number of years, and its own
priorities, AID is able to ang should choose to support RFM
development.

Recommendation: AID should continue to play an active and
leading role in supporting development of and research on rural
financial markets, drawing on the established strengths of OSU
and incorporating contributions from other gTOUPS  with
complementary skills, as amplified in Chapter 111.

2. Policy Dialogue

AID should involve itself in broader macroeconomic and
overall financial reform only occasionally and carefully, and
coordinate with the World Bank and IMF when this is possible.
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Macroeconcmic reform is politically sensitive and requires a
set of skills not now typically avajlable internally within AID,
nor easily mobilized externslly. Other institutions are more
oriented towards these issues and will typically play s leading
role. However, there may be cases where AID finds itself as 8
major player, especially if reforms associated with RFM
development lead to broader discussions. Having some internal
capacity and a greater ability to call upon external experts will
be helpful in such cases. It is especially impcrtant to realize
that LDC's may wish to hire their own experts in such cases to
insure neutrality although in some cases third party experts
hired by AID can play an important role if they are perceived as
being independent. These warnings are less applicable if the
issue is a narrower one, i.e., providing assistance to nationa)
financial institutions. Many U.S. organizations are available to
advise on technical issues such as check clearing, setting wup
securities markets, bank regulation and insurance, and banker
training. AID bas and should continue to provide funds so that
these organizations can provide technical assistance to
interested governments.

Recommnendation: AID should continue to develop both
internal and external sources of individuals with capacity to
undertake in financial sector policy dialogue, both in relation
to rural financial markets and, wheu needed, broader financial
sector policy issues, as described in Chapter 1I1I1I.

The OSU methodology to support policy dialogue appears = be
suitable for illuminating financial sector issues when the
correct mix of local research, workshops, individuala, and
incentives are present. However, it also requires lpgrOprintc
real sector policies and national commitment to support financial
sector reforms.

Recommendation: AID should encourage USU to continue to

develop 1its policy support methodology under proper conditions,
85 described in “hapter II1I.

3. Dissemination:

Existing dissemination has worked well transmitting the
results of research to academic and many donor institutions.
Training at OSU has also functioned well and should be expanded.
Seminars in project counrries have had a positive impact,
although they have not been as comprehensively successful as
hoped for.

The existing system is probably weakest in reaching bankers
and policy makers (and some donor agencies) that are not in o
Eroject country. Publications in non-academic journals read by
ankers, local or regional Newsletters; and participatory
seminars are sll possible techniques fur resching these groups,
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Recommendation: Dissemination efforts need to be broadened
to include bankers and policy makers not in project countries and
to cover operational experience as well as research, as noted in
Chapter I11.

4, Research Needs

OSU has successfully pioneered 'new style" rural financial
warkets concepts and has clearly emerged as a leader in research.
It has successfully demonstrated desirability of savings
mobilization, developed transactions costs methodology, and shown
the need for improved managerial techniques.

Recommendation: AID should encourage OSU to assist local
financie] organizations to use proven concepts and methodologies,
as described in Chapter IV,

Success in the originally defined area of savings
mobilization has revealed that more and different ctypes of
rescarch need to be undertaken.

Recommendation: A1D should support additionsl research in
new ilinancial areas, such as: similarities and differences

between RFM and urban, entre reneurial financial needs; informsl
financial practices and metgods of integration into financial
markets; role of credit unions; related managerial research; and
other subjects described in Chapter 1V,

5. Follow-0On Activities

AlD {s examining the desirabilicy of financing follow-on
octivities in financial markets. It plans to examine various
components which might be suitable for inclusion in a project and
to invite AID/W and mission participation in this process through
8 conference.

Recommendation: AID supports S&T Bureau's plan to continue
efforts In this area through & process of AID/W and mission
participation and it may want to draw upon suggestions for
research, institution strengthening, and coordination project
comporents described in Chapter 1V,
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Annex A

STATEMENT OF WORK

1. Objective:
The objectives of this final evaluation are to:

(a) examine the contributions of the Experimental Ap-
proaches to Rural Savings project (#936-5315), carried out for
AID under & cooperative agreement with Ohio State University
(0SU) ;

(b) recommend what further research and field support ac-
tivities are required, based on knowledge gaps and field support
Coverage gaps uncovered by the evaluation; and

(¢c) indicate priorities for continuation of S&T/RD's ef-

forts in support of rural savings mobilization and financial
Eystems improvement.

11. Scope of Work:

A. To carry out this evaluation, the contractor will:

1. Work with the AID project officer to identify and
review key project documents including the original PP,
the Cooperative Agreement, Mission add-on agreements,
working papers and research documents, work plans and
progress reports, studies, conference papers, consul-
ting reports, and other research Outputs produced by
the contactors with emphacsis on the work conducted in
the primary countries (Honduras, Dominican Republic,
Bangladesh and Niger);

2. Interview members of the OSU project team both on an
individual and group basis at OSu;

3. Interview key AID, World Bank, and other contacts with
knowledge of the project.

L. Examine the OSU contributions to the pilot savings
mobilization roaects being undertaken In Hon uras,
Niger, Enng!nges . Fhilippines, and Dominican Republic
(the 80 called, primary countries). Representatives of
the team should plun o one week visit to the project in
Dominican Republic, to be coordinated by the AlD pro-
Ject officer. The AID technical advisor to the project
will accompany the team to the Dominican Republic. ~ .
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10.

Exanine and assess the technical assistance undertaken
in both the primary countries an n other countries,
basing this assessment on key documents provided by
S&T/RD/RRD and OSU plus direct field observation in
Dominican Republic.

Assess the policy impact of 0SU's research and techni-
cal assistance activities in primary and other coun-
tries;

Assess the adequacy of OSU's dissemination process for
distributing the knowledge generated iIn the primary
countries, other geographical regions, within AID, to
development practitioners and learning centers (US and
overseas), at conferences and professional meetings,

and in books, journals and other professional outlets;

Assess the interaction of the Ohijio State University
(OSU) and other censultants and researchers around the
world interested in rural finapce and identify areas
where improvements can be made, such as greater use of
other than 0OSU consultants in technical assistance and
field research.

Assess the training component of the project in terms
of relevance, adequacy, and role in future or follow-on
activities.

On the basis of the above, and incorporated into a
final report, identify:

(8) Specific major contributions the project has made
in the rural savings mobilization field; emphasi-
zing knowledge breakthroughs and their policy
relevancy; contributions to policy dialogue stra-
tegies and approaches; methodological contribu-
tions; and insights into and approaches tested for
institutional reform and development ;

(b) Gaps remaining in the general Lknowledge base
important for continued work and progress in this
field, with particular attention to priorities
that should be addressed by AID in its future role
in the savings and finance area;

(¢) AID field support needs based on perceptions of
current and projected needs and the degree to
which AID is presently equipped to meet those
needs; and

(d) Beasic directions and priorities AID should pursue
in the savings mobilization and finance field.
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In all of the above, and es ecially in considering AID's
future endesvors in this fie?d of research and technical
assistance, the contractor is asked to bear in mind the
following questions:

° Are there savings to be mobilized and what is the
structure of their source?

° What factors affect or induce savings rate increasss
(political stability, inflation rates, economic confi-
dence, exchange rates, etc.)?

° How much savings can be expected from different income
levels with what kind of interest rates for depositors?

° How do transactions costs affect savings rates?

° Are policy reforms (interest rates, reserve rates, tax

structures) sufficient to attain institutional viabil-
ity for savings mobilization? If not, what is impor-
tant? ‘

° Can reform of financial institutions be effective in
the midst of other price distortions?

° Should we reform or rehabilitate existing institutions
OT Create new ones? What are the priorities for insti-
tutional reform and development?  How should AID ad-
dress them?

° Are the contractors and AID paying sufficient attention
to the existence of informsl capital formation and
credit offerings sand the interrelationship between
informa]l and formal financial markets? What are the
team's recommendations for future AID work in this
area’

e What research or knowlecdge generation remsins to be

done? What are the priorities as perceived through
this evaluation?

1. The contractor will assemble a team to carry out this
work with the following mAke-up:
2 economists, 22 and 2% days each
1 administrator, 19 days
2 finance advisors, 16 and 1% deys each
1 A.1.D. representative from the ANE Bureau
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The schedule for the evaluation will require one to two
deys preparatory work, one day of design work for the
study in AID/Washington, two days of AID/Washington
iuterviews, three days at Ohio State, and one week in
the Dominican Republic. A Teturn trip to Washington
for final coordination and presentation will also be
incluaded. The Administrator will not be required to
make &all the field visits. The two finance advisors
will participate in the design workshog in Washington,
asgist in reviewing the field team's o servations, and
contribute to the final evaluation report. The Admini-
strator will coordinate the contracting services and
reproduce the final report, and rhe ANE representative
will supervise the substantive developments of the team
and guide the overall evaluation process. The contrac-
tor will follow the proposed time schedule shown below:

Document Review January 1987
Evaluation Team Design and

AID/W Interviews Week of January 19, 1987
Visit OSU Campus Week of January 26, 1987
Visit Dominican Republic Week of February 2 or 9,

1987 (or as soon there-
after as possible)

Draft Report Presentation March 18, 1987
Draft Report Due NLT March 18, 1987
Final Report Due NLT April 30, 1987

The evaluation will be carried out prior to Msrch 3},
1967 and the final report will be due at the S&T/RD
office NLT April 30, 1987.

The evaluation team will incorporate the AID project
officers (PGs) into AlD/Washington discussions during
the design phase, brief the P0O's after the AID/Washing-
ton interviews, discuss all pertinent findings with the
PO's after each field trip, and hold & final report
seminar with «the PO's, S&T/RD staff and interested
AID/Washington personnel, based on the draft report.

The evaluation report will include 8 section on recom-
mendation f{or design and selection of the most appro-
priate contractual mechanism for any follow-up wactivi-
ties in the arca of {inance research and technical
sssistance. Thir part of the evaluation will be led by
the PO's, and involve the AID team members and the AID
contract office, The evoluation administrator will
8ssist with this investigation and assure its inclusion
in the final report,



Field language interpretation will be provided to the
evaluation team by the project (0OSU field representa-
tives) during the Dominican Republic (DR) field trip.
The project will also cover local transportation costs
in the DR and arrange for site visits and interviews.

The contract adwinistrator will arrange all travel and
other logistics for the evaluation, except for those
set out in C.5. above.

111. Required Reports

A.

Tne {inal report will be not less than forty pages nor
more than sixty pages in length.

An orel presentation of the draft report is due March
16, 19€7. The draft of the written report will be due
KLT March 16, 1967. The draft report will be submitted
in 10 copies plus one unbound copy. A.1.D. will
provide comments to the contractor by April 13, 1987,

Ten (10) copies an one photo ready copy of the final
report shall be submitted to S&T/RD/RRD NLT April 30,
1987.

The final report will incorporate the findings of the
evaluation tecm and address the following items:

l. A review of the historical evolution of the pro-
Ject with AID.

2. An analysis of substantive contributions made by
the project to AID operations, policy and institu-
tional reforms in pilot countries, and influences
on other donors' operations. (See sections 11.A.&
to 1i.A.9 and 11.A.10 (a).

3. A critical review of research findings as stated
in 11.8.

L, ldentification of knowledge gaps as indicated {n
11.A.10(b),

3. Recommendations with regard to 11.A.10¢, and

11.A.10.d, and 11.C.4.
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Evaluation Team

Thomas R. Tifft Team Leader
Agency For Int'l Delevlopment
Washington, D.C. 20523

David Cole Finance
Harvard Instit. for Int'l Devel. Advisor
Cambridge, Mass. 0213&

David G. Dapice, Chairman Finance
Department of Economics Advisor
Tufte University

Medford, Mass. 02159

Richard Hook Economist
Harvard Instit. for Int') Devel.
Cambridge, Mass. 02138

John Gadway Economist
Social Consultants Int']l, Ilne.
Reston, VA 22090

Robert C. Hoover, Asst. Dir. Contract
Public Administration Service Administretor
McLean: VA 22101

Isanc W. batnes, President Headquarters
Social Consultants Int‘l, Inec. Oversight
Reston, VA 22090
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Dates

Jan. 13
Jan. 20-22
Feb. 5 & 6
Feb. 9 - 11
Mar. 5 & 6
Mar. 12
Mar. 17
Apr. 30

EVALUATION SCHEDULE

Place/Event

Project organization,
AlD/W

Project briefing AID/W

OSU, Columbus

Dominican Republic

Boston: To prepare
first draft report

Deliver first draft
Teport to AlD

Oral presentution at
AlD

Subzit final report
to AlD

h=7

People

Barnes
Frydman
Anderson

All

Dappice
Gadway
Frydman
Anderson

Cadway
Frydman
Anderson

Gadwav
Frydman

All

Hoover
Tiffe

Hook
Hoover
Tiffe

Hook,
Tiffce
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Annex B

METHODOLOGY

Background

AID entered into Cooperative Agreement with Ohjo Staste uUni-
versity (OSU) to develop, test, and implement techniques for
mobilization of private savings in rural areas of developing
countries, An overall objective of this applied research in
deposit mobilization was to assess potential for developing
financially wviable rursl financial institutions without need for
public sector subsidies. This program inferred relending of
mobilized funds at & margin sufficienr to cover institutionsal
operating costs, but the emphasis was clea..y on savings mobili-
cation.

The prograw, us it evolved, became concerned with rural
financis]l wmarkets in u broader sense than savings mobilization
slone. It extended to mutters of linkages between savings and
lending, exploration of both financial and agricultural sector
poiicies, training, technical aseistance, dissemination of re-
search results end other related issues. The agreement between
AID and OSU evolved in scope and size through a series of modifi-
cations.

Specific activities took place in five primary countries,
namely Dominican Kepublic, Honduras, Niger, Bangladesh, and the
Philippines.

Provision for & project evaluation was fncluded in the
project paper, consistent with AID Tequirements in the AID Eval-
untion .Handbook and in Chapter 12 of the AID Handbook 3. The
evoluation was 'to determine the effectiveness and technical
feagibility of mobilizing private fovings in adequate amounts to
meet the financis]l capital needs of rural borrowers through
mechanisms Jike those initiated under the savings mobilization
demonstration projects."

Objectives were to:
° Examine contributions of the experimental ap-
proaches to savings mobilization.

® Fecommend further research and f{ield support
activitier required.

) Supgest priorities for continuation of support of
rural savings and {inancial svEtuDe improvement .

he]
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Sequence of Activities

The evaluation contract was designated as a minority set-
aside and awarded to Social Consultants International (SCI), an
"8A Firm." A contract was signed September 15, 1986, Substan-
tial slippage occurred and revised schedule for completion was
prepared. On January 13, 1987, the contractor met with the Pro-
ject Officer for initial planning and orientation.

On January 20, 21, and 22 the entire mission and AID repre-
sentatives met in AID facilities at Rosslyn for detailed planning
of the program of work and assignment of responsibilities.

The Team except for one finance advisor, proceeded to Colum-
bus, Ohio, on February 5 and 6 for briefings by OSU staff
involved in the project. The Project Officer and a Program
Office Representative accompanied the Team.

On February 9, 10, and 11 three team members were in the
Dominican Republic for first-hand observations. This is one of
Five countries selected for the experimental project. They were
accompanied by the Project Officer and Program Office Representa-
tive.

A first draft of the mission report was submitted AID on
March 13 and, an oral presentation was made on March 17. Comments
were received from AID, and a final report was presented on April
30.

Staff Selection

Titles for required specialists were included in the state-
ment of work. It called ior two economists, two finance advisors,
an administrator and an AID representative, Terms of reference
were not included for individual specialists.

Part of the team was developed directly by SCI; others
strongly reflected S & T suggestion, All except the AID
Tepresentative (team leader) were under the SCI umbrellas. The
team contained a mix of both academic research-oriented special-
ists whn focused on the future and other more practical field
implementer types who wcre concerned primarily with processes and

comparing performances with plans. The AID representative, re-
flecting a broad gauge of experience and capability, served as
the team leader. A continuing process of interaction took place

among the teamr members.

Design and Orientation

Evaluation start uﬁ began with a half-day design and orien-
tation meeting between the contractor and AlD. It was attended
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by two representatives of the contractor, che AID Project Offi-
cer, a Division Chief, and the AID team leader.

Among the significant outputs and plans pertaining to
methodology were:

) A revised time schedule was developed.

e Background documents were identified.

® A rough outline of the report was prepared.

° Strategy was firmed for planning of work and

assignment of responsibilities to be taken up
with a8 full Team meeting.

The Project Officer subsequently mailed key documents and
requested OSU to send background materials, which permitted Team
members to review them before the first meeting.

Work Planning and Assipnment of Responsibility

The work plan was firmed at a three-deay meeting in Rosslyn.
This followed the design and orientation session by one week.
Four major areas were covered:*

° Senior officials . in the Bureau of Science and
Technology briefed the Mission regarding their
expectations.

° The previous report outline was modified and
refined.
° Work responsibility was assigned for specific

sections of the report,
° Some interviews were completed with AID/W
staff and, via telephone, with Mission staff.
Additional background documentation was distributed over
these three days.

Certain emphases in the statement of work were introduced,

including the importance of addressing follow-on needs. Numbers
of person days were now also proposed to be increased by 10
percent. Time devoted to the traditional comparisons of perfor-

mance with plans remained cssentially unchanged, and one person
was given responsibility for this area.
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Field Visit to Ohio State University

About two weeks gfter the work planning and assignment
session, five of the six-person team traveled to OSU for briefing
and to question key project staff. The team was accompanied by
the USAID Project Officer and a Representative of the Program
Office.

For two days, five key OSU project staff gave presentations
on the areas of:

o Objectives of the Cooperative Agreement.
° Background and evolution of the project.
° Highlights of country projects.

- Honduras

- Dominican Republic

- Niger

- Bangladesh

- Philippines
° Priorities perceived for future work.

Among the many specific areas of discussion were matters
relating to:

o Special challenges in carrying out the research.
° Methods of becoming involved in country projects.
° Some conclusions reached.
o Dissemination of research findings.
° Development of policy dialogue.
o Transaction costs.
o Adoption of experimental findings by other
agencies.
OSU described related activities, including a brief

hirtory on mafor research projects, workshops and symposia, note-
worthy accomplishments, publications, roster of visitin profes-
sors, and foreign gradunte student involvement. A substantial
library of collected documents and Teports was also observed.

B-4



Questione were fielded throughout the presentations and many
still remeined as the session drew to a close, The Team prepared
8 substantial list of specific questions o the eve of the final
day to assure that they would be covered by project staff. These
ended up being addressed in "machine gun' fashion in the final
hours of the meeting. in an attempt to answer them all. The fine
foundation laid out over the two days could have been profitably
followed by another full day on specific questions.

Field Trip to Dominican Republic

Two days after the OSU visit, three of the Six-person team
traveled to the Dominican Republic to observe one of the field
projects d‘rectly. They remained in the country three days, and
were accompanied by the USAID Project Officer and Program Office
Representative,

The OSU on-site long-term adviser returned from a new
assignment in another country to assist the Tearn. Interviews
were conducted with representatives from USAID/Santo Domingo, the
Central Bank and the Agricultural Bank. Contact was also made
with credit unions. Credit union and agricultural bank branches
were visited.

Areas of inquiry covered such matters as:

° Perceptions and accomplishments of the project.

® Evidence of changes 1in mentality at the
participating institutions.

° Changes in attitudes regerding subsidized loans.

° lmpact regarding policy dialogue and reform.

° Philosophy surrounding savings mobilizatjion.

° Future uses of project results.

A limited amount of data was obtained to quantify the
general areas of lnguiry. Additional time would have permitted
closer scrutiny and confirmation of progress and results both in
the participating institutions and in the field.

Report Preparation

Report oreparation required innovative lOfiiticl because of
the widespread locations o participating specialists. This was
made possible largely because of the rather detailed outline
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prepared in advance and the assignment of specific sections to
each individual. Draft work was also done on compatible word
processor equipment which permitted merging and editing the var-
lous work conrributions through a central processing point,

Initial drafting was done at howe stations of the speciasl-
ists, and most Tesm members then assembled ar a common point to
work on the first draft. The preliminary draft was submitted to
AID for comments. Following this feedback, the tesm leader
edited a draft final report and circulated it for comments .
Comments were added and the final rTeport was reptoduced for
submission on April 30, cthe revised due date. 1t complied with
requirements of the terms of reference including size (40-60
pages) and numbers (10 drafts and one photo copy).

Critiaue of Methodology

The Team completed its assignment and achieved objectives
set out for it within the prescribed time limits. This "bottom
line" indication of success is perhaps the most important test of
methodology.

Strengchs

There were some specific arrangements that contributed to
success.

o A good, experienced team leader was selected with
knowledge of field conditions, nroject
activities, and AID policies and procedures.

o A team was selected that was knowledgesble in
their lgocialiticl. experienced in the field, and
compatible as 8 working team.

° Work planning that took place after the
tear was organized made rela:ively clear what
needed to be done and by whom.

® There was relative flexibility to organize and

cerry out the work, It was not over
controlled by rigidly defined procedures.

Contract Delay

Perhaps the biggest problems preceded mobi{lization and were
outside the area of technical performance. The time schedule was
set back by delays in awarding of the contract. For instance the
original due date for the first draft report was rapidly
approaching before the contract was signed.
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Budgeting Problems

An air of uncertainty over funding prevailed until well into
the evaluation process. The contract was initially underbudgeted
and was inadequate to cover prescribed staff. The contractor
proceedcd well into the evaluation in good faith with verbal
assurances that funding would be made available to complete the
evaluation and cover costs.

Planning Needs

The start-up process might have been made smoother by more
intense sdvance planning. A more thorough listing of needs, of
individual terms of reference to match these needs, and naming of
staff well in advance would have greatly simplified work. Inclu-
ding expected person days of effort along with individual terms
of reference might have reduced the budgeting problems.

Duration

Some questions may exist about the long duration of the
evaluation process extending from the January 13 initial planning
and orientation meeting through the April 30 final rTeport date.
Particularly in point are the series of intervals between action
points, e.g., between work planning and successive field visits.

Quantification of Achievements

Methods to quantify research effort and product might be
quest ioned. The project is applied research, not s "production-
type' project. It seems, however, that a void exists in develop-
ing quantifiable indicators to test ability to mobilize savings,
for example, without comparative statistics to give some quanti-
tative measure of success.

Limits of Field Study

A final juestion concerns <ost effectiveness and the Team's
heving visited only one field site. In terms of the cost of
total numbers of travelers it could have been possible to send at
least one ?eraon to other experimental locations. An evaluation
team should be concerned about the risk of being told only what
others want them to know., More intensive on-site inquiry and
investigastion is essentia) to this process.



Additional Methodology Criteris

Procedural Documentation.

Substantial amounts have been prepared by AID covering poli-
cies and procedures on project evaluation, including virtually
all pertinent components, e.g.:

° When to evaluate and when not to.

° Types and forms of evaluation.

° Methods and procedures to follow.

° Why eveluations should be conducted.

° What components should be evaluated.

° How it should be scheduled.

° What are the basic concerns.

° How should it be planned.

° Make-up of evaluation team.

° How reports should be prepared and formatted.

° Evaluation follow-up.

Several suggestions can be offered. First, a comprehensive

document might be helpful. The various sources could be con-

densed into & single document which could then be simplified by
reorganization and reduction in size. Secondly, an outline would
be effective as & guideline for reference. Advantage is seen in
keeping instructions and procedures brief, clear, and to the
point.

Research vs. Non-Research/Production Projects.

Concern exists about how the evaluation of research projects
should differ from operational type projects. 1t is suggested
here that, in principle, they can be basically the same. Inputs
and outputs are obviously quite different, but they do exist in
both instances. Differences in type and quality of inputs exist
whether {t be in the form of research techniques and visiting
professors or fertilizer and seed and long-term technical assis-
tance specialists. Output of & research project does not have a
precisely planned expectation in response to some input or an
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easy mathematical computation of internal rates of return. In
contrast, & research project starts with a thesis and does not
know what the result will be. But, in both cases, monitoring and
evaluation are identify results and whether corrections are
needed, or, if complete abandonment of the project is indicated.
With regard to evaluation methodology, it seems that similarities
are greater than differences between research and non-research
projects. Differences in methodology would perhaps be primarily
in "fine tuning' rather than broad outline.

Quantification.

Differing positions exist regarding the need for quantifica- .
tion of results from research projects. It is suggested here
that general "arithmetic" indications of regearch results should
be reported and then confirmed during project evaluation. This
does not necessarily suggest the use of complex and sophisticated
analytical and statistical techniques. Anticipated results can-
not be established in advance, in quantity, or even in type.
However, numerical changes occur which are significant to assess-

ing research results. A result need not be a2 precise rate of
return, as might be expected from a large corporate research and
development expenditure, However, o the extent possible, data

should be collected to indicate potential socio-economic benefits
in relation to -osts because these figures may affect implementa-
tion and replicability.

Advance Planning.

Efficiency and cost effectiveness can be greatly enhanced by
thorough prepsration and planning. This can be accomplished
through early appointment and use of the team leader if time
pressures preclude this effort from regular staff. Pertinent
elements include:

° Time Frames. Evaluation dates are presumably
nown in advance, according to existing
project paper requirements, and thus permit ad-

vance planning.

° Terme _of Reference. It would be helpful if
the statement of work contained terms of refer-
ence for each specialty and the number of person
days estimated.

° Specialists. Types of &pecialists should be
Igentlfica corresponding to individual terms of
reference.

° Consultants. 1f a consultihg firm is used, the
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contract should be awarded at least six weeks
before start-up to allow for organization.

o Schedules, Specific travel schedules should be
rm at least a month before start-up.

o Reporting. A good technique (used in this eval-

uation) is to prepare a fairly specific table of

contents at the beginning and assign responsibil-
ity to individual team members for drafting per-
tinent sections.

° Continujty. Travel can be minimized, continuity
of action enhanced, and utilization of experts
made more efficient if the team proceeds directly
from one location to  another without
interruption.

Flexibility

Evaluation requires an orderly framework, but the system can
be stifled by overly rigid proscription. There .s risk of becom-
ing '"procedure bound" and not using common sense. Flexibility is
needed to pursue the unexpected or unplanned and to avoid merely
"check-off" a list of evaluation items. Too detailed procedures
may require laborious reporting to address each point, even if of
borderline relevance.

Impact
Development projects have a "people impact' that might be
addressed in evaluations. It i{s perhaps even more significant
when such assiszance takes the intangible form of research or
training. ‘Do the people, officia) or otherwise, understand the

purpose, objective, and intended impact of such projects? Do
they know where the assistance is coming from? Do they feel
better toward Americs because of the expenditure?

Broad Areas of Evaluation

For simplicity, evaluation methodology can be considered
under four areas:

1. Processes. This measures, describes, and states
the mechanical items (like cost estimates, cimely-
ness), porsibly some indication of cultural or poli-
tical dimensions, etc,

2. Performance vs. Expectations. The PP normally de-
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scribes specific accomplishments (End of Project
Status) that & project would seek to accomplish. This
area of evalustion would identify them and compare
performance with expectations.

3. Unexpected Results. In research projects especially,
sIgni!xcant Tesults may be unexpected, incidental, or
unpredictable "ripple effects." Risks posed by
rigid evaluation procedures are especially grcat in
this aresa. lmportant developments would probably not
be on a predetermined list of things to evaluate.
Methodulogy should be flexible to encourage {nquiry
into the unexpected.

&, lmplications. Conclusions reached in 8 research
project may suggest & follow-on activity. This,
then, becomes s relevant area for inclusion.

Organizing evaluation methodology around these broad areas
offers a clearly focused and uncomplicated approach.
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Annex E

COMPARISON OF OLD AND NEW STYLE PROJECTS

'"01d Style"
Focus
Agricultural (or
industrial) credit at
specific institution(s)
Beneficiaries

Farmers only

Interest Rates
Subsidized borrowing rates,
to elicit investment and
compensate for other price

distortions.
Services Provided
Loans only
Targnting
Limits customer class,
e.g8., small farmers
Supervision

Required to ensure farmers use
inputs froperly

Institutions
Agricultural (or industrial)
development banks, coops, etc,

Impact

Farm level impact (i.e.,
increases in farmer inconme)

Impact not importunt |
farmer income is positive
in financial terms

E-l

""New Style"

Rea] Sector Policies
21

Financial markets

Rural or national
population, regardless
of occupation

Postitive, real rates
for savers. Borrowin
rates provide a sprea
for intermediaries.

Savings, loans, and
other customer services

None because of demand,
fungibilicy, etc.

Not required because
of fungibilicy

Multiple institutions;
divizion of labor

Institutional viability
with reduction in
monoposonic profits

“Harket oriented

policies are required



Annex F

DESCRIPTION OF OSU ACTIVITIES

A. OSU Cooperative Agreement
l. Selected Countries
a. Honduras

OSU was to provide research and seminars to support
the S1 million Honduras Agricultural Credit Project (No. 522-
0178) which was obligated in 1982. This project purpose was to
increase receptivity to policy changes and improve managerial
capability to adapt to a more competitive environment. The
project provided long-term advisors to the National Agricultural
Development Bank and cooperatives to improve their ability to
understand and analyze monetary and fiscal policies related to
savings mobilization and credit allocastion.

OSU's scope of work called for periodic workshops and
seminars to be undertaken with Hounduran Governument officials and
private sector barkers to discuss policy change leading towards
financiel liberalization. To make the seminars more meaningful,
OSU was to conduct field research at the institutional and farm
levels; and research results would form the basis of seminar
discussions. Three areas were Selected for investigation:

° Savingr mobilizetion studies, to include: savings per-
formance and incentives, elacticity estimates o sav-
ings with respect to interest rate changes, non-inter-
est rate incentives, costs of mobilizing ssvings, qual-
ity of service, etc;

[ Lending cost studies, to include: identification of
rural lending costs, measures to reduce costs, cost
reductions from decentralization, and economies of

scale; and

° Borrowing cost studies, to include: farm level survey,
loan size impacts, implici: costs, and explicit cost
trade-offs.

As a by-product of these three major aress, three minor
areas werc also to be investigated: credit rationing, decentral-
ization of credit administration, and the central bank rediscount
facility for basic grains. Investigations would focus on three
sets of institutions: the Central Bank, National Agricultursl
Development Bank, and private banks.
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Work was performed over a two year period starting April
1983 and ending March 1985. Studies were to be conducted with
participation of Honduran professionals from the Economic Studies
Division of the Central Bank, National Agricultural Development
Bank, and private banks. Costs were estimated at $365,000 funded
by the Mission.

b. Dominican Republic

OSU provided technical assistance to carry out the Domi-
nican Republic Rural Savings Mobilization Project (No. 517-0179).
The purpose of this pilor roject was '‘to demonstrate the feasi-
bility of wmobilizing wvo untary savings in rural asreass.” The
project was ''to suggest the desirability of major changes both in
the internal financial ma. -gement of participsting institutions
and in the set of apgregate financial policies, including inter-
est rate policies.” This project started in late 1983 and was
scheduled to end in 1986. AID financing is comprised of: Mission
project funds - $950,000; <his project's 'core'" contritution of
$21,000; and PL 480 funds. The project was asuthorized at
sgog.ooo in August 1983 and was incressed to $950.000 in August
1985.

The project had four closely linked components:

[ Improvement of institutional financial viability from
more efficient management of funds, reserves, loan
portfolio, and loan collection;

° Establishment of savings mobilization sctivities at the
Banco Agricols and four credit unions;

o Establ ishment of research capability on rural financial
markets in key Dominican institutions, including the
Central Bank, Banco Agricola, Catholic University, and
others; and

° Dissemination of rerearch results, psrticularly finan-
cial market studies, policy enalyses, and accomplish-
ments  through publications, seminars, workshops,
consultations uitﬁ key policy makers, and treining.

OSU's cost was estimated at $772,000 of  which the Mission funded
$731,000 and the core grant funded §21.000. Work was performed
under Cooperative Agreement Amendments No. 3, 6, and 10.

This project wvas evaluated by Charles Blankenstein and

Jerry Ladman in s Teport submitted {n February 198%. The evalus-

tion {s highly compl imentary of OSU performance sand rated it

“excellent overall.' USAID endorsed wost recommendations with

the exception of comprehensive finsncial and fiscal reforms which

were outside the scope of this g!lot project. The evaluation
T-.



recommended follow-on activities; making available additional
funds for completing and disseminating research studies; encour-.
eging Banco Agricofu to institutionalize some savings mobiliza-
tion procedure; and identifying ar institutional base for credit
union consultants.

¢. Bangladesh

In Bangladesh, 0SU undertook to perform research work to
support the $75 million Rural Finance Project (No. 388-0037),
first obligated in 1983. The purpose of this project was to
Cleate an economically viable rural financial system which mobi-
lizes savings and provides credit facilities to private farmers
and  entrepreneurs. Project components supported Bangladesh
Government policy and procedural changes in the financial system.
Policy changes included interest rate increases, savings mobili-
zation efforts, and steps to improve loan recovery. Procedural
changes aimed at increasing efficiency of rural tank branches and
the central bank. The $75 million included $71.7 million to
support Bangladesh Government policy reforms, and disbsursements
made ir 1983, 1984, and 1985, were attributed to the central bank
discount facility. The remaining $3.3 million financed costs of
advisory services, training. and a small amount of commodities.
Technical services were provided in three areas: training in
interest rate review methods (Dr. Maxwell Fry); central bank
operations (Federal Reserve Bank of New York); and prime contrac-
tor (Robert R. Nathan/S.F. Ahmed). The interest rate advisor and
the prime contractor have completed work. This five year project
is scheduled to end in 1988.

OSU was to undertake two sets of activities to support
thie project. First, it was to perform an independent project
reviev to assess whether the project was achieving its purpose.
OSU was to monitor three types of indicators: (f) systam-wide
indicators reflecting system trends (e.g8.., agricultural credit/
agricultural GDP ratio); (2) instictution-specific {indicators
(¢.p., savings mobilization); and (3) specific indicators descri-
bing development impacts of policy changes in the rurasl {inancial
eystec (¢.5., transactions costs), Tgooo indicators were to be
continually reviewed to determine positive or negative trends in
the rural financial system resulting froee chsnges iutroduced
under the project. This review supplements wvork performed by
project consultants.

The second task required research to documen: chun,ol in
the rural finance systes. OSU was to undertake studies in the
following areas: (1) deposit ssvings mobilization, covering
interest and non-interest savin # incentives, forced ve. volun-
LATYy savings programs, cost effectiveness of innovative asvings
rogramsé; (2) client transaction costs of savers' deposits and
orrovers’ losns; and (3) effectiveness of )oan recovery mea-
sures., perticularly in relation to influential borrowvers. The
latter two studies were to Tecosmend methods to improve financial
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efficiency.

OSU's work was to be performed over the tiiree-year period
1984487, Original estimated costs were $562,000, comprised of
$185,000 in core funding and $377,000 in Mission funding. Work
is provided by Cooperative Agreement Amendment No. 7.

This project was evaluated by Haris Jafri and Richard
Patten in December 1986. The report stated that OSU adequately
performed its assigned activities of implementing pilot savings
mobilization projects and monitoring project progress. The re-
port did not provide detailed comments on performance by any of
the consultants but addressed substantive project Iissurs.

d. Niger

In Niger, OSU performed s comprehensive study of rural
financial markets to support USAID's policy dialogue with the
government. This requirement arose from the $32 million A ricul-
ture Sector Development Grant Project (No. 683-0246), ob igated

in 1984, One of the two major objectives of this project was to
"promote agricultural production by diminishing policy con-
straints to development in the agricultural sector.”" Five aress

of policy reform were specified as essential for better resource
allocation, and specific policy reforms were agreed upon except
in one area. In that ares, the government and USAID sgreed to
undertake a study of agricultural credig, particularly the infor-
mal market, to formulate appropriate policies to promots develop-
ment of rural financial merkets. A study of the formal market,
completed earlier in the year, revesled its disarray.

OSU was to analyze the role of savings and credit i{n
rura. Viger and recommend eppropriare policies to stimulate
financia. msrkets. This Study was to be broad scoped. It would
describe the main . features of the Nigerian financial system,
including policy, regulatory, and institutionsl environment., It
would review experience of past and existing credit programs,
including csuses of poor Trepayment rates and measures for
improvement; costs of targeted, supervised credit; and feasib{)-
ity of a pilot savings mobilization program. It would investig-
ate the ‘"lender-borrower relationship” {ncluding transaction
COSLSE. It would try to ascess implicit demand for credit from
farm budget studies. It would conduct a field survey of formasl
and {nformal borrowers and savers.

The study was estimated to require 18 months beginning in
esrly 1965 and was to be carried out in cooperation with a local
institution, such as Institur de Rescheches et Sciences Humsines.
Cost was estimated st §777,000 of which the Mission would provide
5654,000 and the core grant would provide 613,000, Work is
governed by Cooperative Agreement Amendment No, 8.
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e. Philippines

OSU is to perform a number of research studies in support
of the $20 million Philippine Rural Financial Services Project
(No. 492-0394). This roject is s parsllel co-financing with the
$100 million World Bant Agricultural Credit Project. The project
purpose 1s to strengthen the policy and institutional framework
necessary to develop a self-sustaining rural financial system.
The AID project has two components: 8 §17.4 million loan, which
will provide resources to the Central Bank for rediscounting
specified loans, and a $2.6 million grant, which will finance
technical assistance, studies, and training for institutional
development. The financial systemw had displayed femiliar charac-
teristics of repression: subsidized rediscount window, high
levels of overdue loans, fgovernment subsidized agricultura]l cred-
it, weak deposit mobilization, cumbersome lending Yrocedures.
proliferation of special financing programs, and regulatory res-
trictions on capitalization and branching. After extensive re-
view, the Phi?ippine Government decided to undertake comprehen-
sive Eolicy and institutional reforms, and both AID and the World
Bank have pooled efforts to assist,

OSU  is to conduct a general project review, similar to
ite work on the Bangladesh project, and also specific studies and
applied research. The project review includes on-going monjitor-
ing and evaluation of project components, particularly research
end training. This review requires: identification of key fac-
tors for monitoring; review of study terms of reference,
methodologies, end results; establishment of collaborative rela-
tions with local researchers and institutions; suggestions for
additional studies; suggestions for policy and prograe changes
emerging from research findings; and organization of seminars,
workshops, and training programc to facilitste policy dillosuo.
In d:ddit}on to project review activities, OSU is to conduct
Btudiece of:

° Deposit mobilization including interest and non-inter-
€8t incentives and factors associated with institution-
8] services;

[ Viability of {nstitutions and markets including recom-
mendations f{or efficiency, such as costs and returns,
demand for loans and deposits, impact of policy

changes, etc.; and

0 Linkages betveen forms) and informal markets, including
relative importance, methods of Operations, costs, ways
Lo irprove access, etc.

O5U  1s to collaborate with the Philippine Institute of
Development Studies, non-yrollz vresearch institution, under
sub-contract. Tots]l cost o uo;k is estimated st §9319,000 over
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two years 1986-88. Work is provided under Cooperative Agreement
Amendment No. 13, which funds $300,000 of ertimated costs,

2. Other Activities
a. Guatemala

USAID/Guatemala neeced a comprehensive assessment of
several rural credit programs, which were part of the § 8.1
million Smull Farmer Diversification Systems project (No. 520-
0255) and the S 3.4 million Small Farmers Marketing Systems
project (No. 520-0238). The Mission needed an analysis of inter-
est rate structure, lending policies, and savings mobilization of
the National Agricultural Development Bank (BANDESA), an ‘'old
style" development bank and also four cooperative lending insti-

tutions. The report was to recocmend specific policies and
procedures to improve efficiency of these rural savings and
lending programs. After preparing the report, findings would be

Presented in a three-day workshop.

Under a sub-contract between O0SU and Arizona State
University, Dr. Jerry Ladman and Jose Issac Torrico prepared a
200-page report on BANDESA dated August 31, 1984, Costs estim-
ated at $53,000 were financed by $33,000 of core funds and
520,000 of Mission funds. This work is provided by Cooperative
Agreement Amendment No. 4.

b. Deminican Republic

OSU was to provide information on base-level rural finan-
cial institutions to help USAID design a savings and lending
component in its proposed 51.5--2.0 million Commercial Farming
Systems Project (No. 517-0214). OSU was to provide a report on
base-level rural financial institutions (credit unions and small
private banks): their status and organization; demand for credit
and savings services; customer characteristics; technical ascis-
tance needs; and bank policy and regulatory modifications. osu
wak 1o complete the work in two months starting 1966. Coet
estimate was 561,000, al) provided by the Mission. Work s
governed by Cooperarive Agreement Amendment No. 12,

€. P'roject Guidelines

A Teport entitled "Kural Financia)l Markets - Cuidel ines
for AID Frojects' was repared under a letter contract to OSU by
A. David Redding in 198¢. This rogort sumarized a large number
of the principal conclusions of OSY research as they apply to
project des{gn, However, {t was somewhst premature to develop
comprehensive guidelines for AID projects because of the need for
flexibility and lack of specificity to design financial sector

Tojects. Consequently, these Guidelines have not been released
~T  general distribution. Two of the report's {mplicit
Tecommendat ions., however, may be usefu):
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o To update AID guidance on rural financial markets pro-
Jects, including regional or country specifics; and

[ To provide specific training to project officers and
others.
d. 0OSU Book

OSU plans to synthesize and consolidate what has been
learned under this Cooperative Agreement. Hopefully, this work
can be published as a8 book, and the first draft is planned for
the end of 1987. An outline is not avajlable.

B. Report on Domestic Resource Mobilization

AID contracted with Dr. Maxwell J. Fry, Chairman of cthe
Economics Department, University of California - Irvine, to pre-
pare 8 comprehensive review and updating of the theoretical basis
of the financial sector in economic development. This 480-page
report is entitled "Domestic Resource Mobilization and Allocation
Through the Financial Sector." Work started in October 1984 and
was completed in September 19§6. Dr. Fry conducted a seminar on
financial sector development at AID in October 1986, based upon
the final report.

The final report is divided into threc major parts. Part 1
on theoretical models of financial development consists of five
chapters that survey and criticize the existing theories of the
role of the financial sector in the process of economic develop-
ment . The three chapters of Part 2 on empirical testing of
financial development models survey existing empirical tests and
present new tests of the financial development models covered in
Part 1. The test results Clearly refute the predictions of mome
of the financial development models surveyed in Part 1. Indeed
the data simply reject many of the propositions of the neo-
structuralist modelr, but .support the neo-clessical or McKinnon-
Shaw school models, Part 3 consisting of five chapters examines
some critical institutional aspects of financial development.
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Annex G

FACTS IN THE LIFE OF A CREDIT UNION

When &8 credit union is first formed it typically operates
entirely on share capital contributed by members, who usually
pledge to pay in a certain amount at more or less regulsr inter-
vals over time. This capital is used to make loans to members u
to some maximum multiple of the value of their shares, with eac
loan being guaranteed by other credit union members who pledge
their shares as collateral. This model is the financisl inven-
tion of the last century which allows tiny financial institutions
staffed by volunteers to safely make and collect loans. The
credit union built and strictly operated on this model will not
experience liquidity problems.* because properly executed loans
can never exceed shave capital, all loans are collectible, and
shares, wunlike savings, cannot be withdrawn without considerable
advance notice.

The weakness of the model--purticularly in evidence from the
point of view of the savings mobilization demonstration project--
is that it has an inherent bias towards borrovers. Since shares
are low yielding financial assets of low liquidity, they are
relatively unattractive savings instruments, of value chiefly as
o means of access to credit. A person who intends, barring
unforeseen events, to remain a net saver--precisely the person
targeted by savings mobilization demonstration projects--wil) be
relatively unimpressed by the services offered by & young credit
union, and hence will tend to stay avay, thereby cresting the
b;:a towards people desiring to be net debtors sunong the member-
ship.

The typical young credit union thus tends to be borrower
dominated. 1{ osome outside agency offers such an instictution
ACCess Lo cheap credit, the tendency toward borrower dominance
will become overwhelming. 1f. on the other hend, no outside
funds are available, the unsatisfied demend for credit among the
Dembersh/'p will cause the institution to begin seeking wmore
losnable funds by experimenting with more asttractive savings
instruments, such as time deposits offering a better yield, or
savings deposits offering greater liquidity, The natursl course
of healthy credit union development is thus in the direction of
increaeing horrowver cdominance.

*Which (s not at all the same thing as ssying there is no
unsatisfiec demand for credit among credit union members.
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The danger to which many credit unions in the third world
succumb is that by abandoning the safeguards built into the
original, share-based model they are, in effect, becoming bank-
like intermediaries without the ususl banking scfeguardas, notably
o &trong central institution that acts as a fiscalizing agent and
86 8 lender of last resort

Any future effort to ~xploit the potential credit unions
hold for mobilizing rursl savings must begin with the establish-
ment or strengthening of such an institucion.
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Annex H

OBSERVATIONS ON THE DOMINICAN REPUBLIC PILOT PROJECT

The Evalustion Team met in Santo Domingo with officials of
the Central Bank and Banco Agricols, in addition to USAID Direc-
tor and staff. A brief field trip was made to Vega, to meet with
representatives of the Banco Agricola. branch and the Vega Credit
Union. These meetings give rise to a number of questions that
bear on the expansion of the Dominican Republic project and more
b;oadly on the institution of savings mobilization programs else-
wWhere.

To put the Banco Agricola project into perspective, it
together with the four credit unions involved, comes closest to
an inscitution-wide program of savings mobilization undertaken
within the OSU Cooperative Agreement. The first branch program
starcted on July 13, 1983, By April 1985, the savings program was
in effect at all but one of the Bank's 31 branches and at 12
satellite offices. Starting in 1984 pilot savings mobilization
work has been carried out with four craedit unions, representing
sbout 20% of the viable unions cperatiug in the country, From
its inception in 1983 to the end of 1986, a total of SDR
10,873,655 was mobilized at Banco Agricola. While this is a
commendable beginning, starting alwost from s zero base, the
totals remain very small within the Bank {n relation to total
assets and deposits, as shown below.

Figures GCiven in SDR

Deposits/ Deposits/

Year Deposits lLoans Total Assets Assets-% Loans-S%
1983 72,250 238,050,766 323,290,189 0.1% 0.2%
1984 . 974,608 219,951 ,71¢ JLE,072,33) 0.9% 1.3%
1985 6,873,653 267,616,353 £15,749,222 1.6% 2.6%
1966 10,673,653 294,649,997 626,016,446 1.7% 4.3%

Source: Annual Reports, Manco Agricola

The [(irst two questions relate to the macr> environment,
financially and in terms of official attitudes, within which the
ptlot project exists. The balance of the points are nlnlgc-ont
end operations oriented, and raises queations as to the technical
and benking artangements that are necessary to move ahead vwith an
lns:!:ut!on- ide. let alune a nationa) program of savings mobili~
zation,
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1. Positive Real Rates: A basic tenet of the 0SU message
1s the importance of positive real interest rates on the savings
as well es the lending side. In Banco hAgricola, spresds appeared
adequate, with & rate structure of 6% on savings, 10% on time
deposits and 14% on the new certificates (low volume as yet), vs.

lending rates of 16-18%. However, with domestic inflation rates
sveraging 12-14% over recent years, most of the savings mobilized
are earning negative real returns. It is difficult to visualize

a large volume of savings forthcoming at rates of 6% and 10%,
The impression at the Vega Cooperative was of a much more dynamic
though smaller program. Rates on deposits are 10% for current
accounts and 16% for time deposits, with lending rates up to 30%
annually.

2. Range of Attitudes Within the Central Bank: It was
clear that cﬁere Temaine & wide spread of opiniod on some of the
basic messages conveyed by the OSU project, including the impor-
tance of real positive rates on savings, market rates on loans to
agriculture, and the reduction of targetec lending. Early in
1987, the Central Bank instituted 100% marginal reserve require-
ments on deposits, which are reiaxed if the banking institutions
follow Central Bank guidelines on loan portfolio Froportions and
desired sectoral lending. There is stifl 8 group within the bank
which is receptive to dunor supplied, targeted, low rate lending
to the rural sector. Much has been done by the OSU project to
convince officials within Banco Agricola, the Ministry of
Agriculture and the Centrai Bank of the fundamental requirements
for a workable rural financial system. The "policy massage"
process is clearly incomplete within the Central Bank, suggesting
the desirability of sctting up the framework fcr a continuin
policy dialogue where an important savings mobilization or rura
financis! syscems project is undertaken.

3. Accounting and Information Systems: Banco Agricola does
not have the accounting ability to produce branch profit and loss

statements. Without such capabilicty, it is very difficult to
rTeward good performance c¢r to evaluate branches against each
other, Rather than treating this as a "second generation" prob-

lew, it seems appropriate to design into the early ltlg.l of an
important new intermediatjion project, the capacity for decentrs]-
{zed evaluation of performance.

L. Personal lucentive: There does not appear to he o
system in place In Lanco Agricola to revard' branch personnel for
outstanding performance {n developing cdeposit business. Agein,
this appears to be a basic considcrat?on that should be incorpor-
ated from the beginning in order to enhance the chances of
successful promotion.

5. l.iquidity Management/Cash Flow/Loan Marke ] Sever-
al informsnts commented that anco Agricols has been extremely
cautious in lending out the savings mobilized for fear that large




losses or delinquency rates would endan;er the program. While
reasonable caution is part of the banker's trade, we learned to
our surprise that at the Vega branch, only one half of the mobil-

i1zed funds have been lent. There is clearly s need for training
in liquidity management, asset/liability coordination and loan
appraisal snd marketing. One or possibly two seminars have been
held on these subjects. This is a useful beginning, but what is

needed i- more operations]l and detailed training of branch and
headquarters staff in appropriate techniques. Again, information
cystems will have to be designed to provide the required data.

6. Iransfer Pricing: After three yesrs of pilot and now
institution-wide savirgs mobilization, the team was surprised to
learn that there 1s no transfer Price mechanism in place to
charge and credit branches for absorbing and supplying excess
deposits. Without this fundamental §ystem in place, brsnch prof-

it sppraisal becomes impossible.

7. Loss Reserves and Debt Write-Off Poliries: We learned
that at the Vega credit union, there Is no program for establish-
ing loss reserves and no clear policies for debt charge offs. It
was not clear whether such policies were in effect at Banco
Agricola.

These are basic operating questions that should be answered
early on, in order to have an established system to support
branch profitability analysis and to determine costs and pricing.

Overall, cthe OSU project in 2enco Agricola has indmed shown
that it is possible to mobilize savings in both rural and urban
aress. While the absolute amounts mobilized are modest, one
could argue that they are surprisingly high given the fact of
negative real rates of interest, .n3 8 lack of basic incentive
structure within the bank. As outlined above, a curprisiag
number of basic ingredients of normal banking practice sre mis-
sing in the Banco Apricola Program.
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