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Borrowlng Costs and the Demand for Rural Credtt 

By 

D. WAdams and (. I.ehman* 

Summarn-i
 

Authors argue 
 that higih borroin,- costs discourage rany 
rural poor in low Incoo Countries from usinlo formal 
loans. Borrgj .rl cost s &n dJf. _nd -s nominal interest 
payu piuc borrower lo.. transactirO polus 
chan....s in the -urchnsrowerof monev. - level 
infonti fr m Banadesh, Brazil and Colombia is 

DIresen~t ,(- sow,,-,-urhant s.-_1- subsan­
tially higre bor.aw-OF cc7 o. -mroe thanlarg boa do. . Au .:hc .<, ,.l, .at:,d 

i,ter 'st r-ts ra ider o reduce ovrall 
borrowinf< .... t.,. for'i- e; sma;ll n.n,!,b r,3,:r 

Th-e - l .... '.a q,,-. u_' loas -n .r.rl ny low i.ncone couZtries 
has e amn.ed ,,,,, rapidly in the nast Ow yea, w.th some countries ex­

perien c o 1 0 per en in a single y r n se 
these ftid. hcvx been, a-inu "d at st",-arng 

*.vi.. 
o­

er "'1lc.: vo 
hair also to lr3t asizable rart. M 'i a-- ds ",-o tne .'" r'o.ncy for 

Inter t iona, F..lot , World Bank]. A n'tm'er of -- .' cases cin be 

Pro ssoofx Economics, The Ohio State 1iversit\cultu and Ari­Er'conmt with h. A,enc fo- Ite"-nationalres...c..,ve . '1h ,.rcy ealo rnt in Paraguayfor, Lrternmioi Dvelcpent provided part ofthe Su .Stu Ot' is y. 
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identified which indicate that augrented credit supplies have supported 

-prut-output,Icirases -but -it -1i3 becomingincreasingly'apa ,rt-thi't" 

,,relativelylittle of theI additional loaniable funds have gone to the rural 

poor' ELadman, 1Veyer, Vogel]. 

At least three explanations have been offered for the continued iack 

of formal credit use among most of the rural poor. Lipton, for example, 

views the problem as resulting from urban bias. He feels that urban inter­

ests conspire aginst the rural poor and deny them access to sigificant 

amounts of fornal credit. Gonzalez-Veg provides an alternative explana­

tion which focuses on supply allocation problems within financial institu­

tions. He argues that widely used concessional interest rate policies, 

combined with relatively large lender loan transaction costs for servicing 

small or new borrowers, discourage financial institutions from lending 

more to Iany athe rural poor. other people present third explanation 

which focuses on limited credit demand among the rural poor. They argue 

that most poor do not seek fo rmal credit because they lack profitable in­

vestment opportunities, are not aware of the availability of formal credit, . 

do not know how to use formal credit, or are too timid to request formal 
loans..j 

Clearly, all three of these explanations are at least partially valid 

in many low income countries 1 We propose, however, a fourth explanation, 

not previously discussed. Our explanation focuses on differences in borrowing 
costs amongy various typsofrmlbrwes We argue that these differential 

borrowing costs strongly affect the willingness of the rural poor to seek loans 
4 4 from formal lenderis. We draw on data from several low incomr counti .ies to 

'Suppor thsagTLr4 



Borrowing Costs 

Mos
cr~itdemndanalyses equate the nominal rate of interest charged.on a loan with the price of the loan. We suggest that a more appropriateprice of credit" is the real net costs incurred by the borrower in acquir­
ing the loan. The borrowing costs (BC) may include three separate elements:
the nomninal~ interest payments 
 made to the lender (NI), additionaf§loan 
 trans­
action costs incur-red by the borrower (C, and changes in the purchasing 
power of money over the loan period (Ap) 2 . In most cases the borrower can
accurately predict the NC and TO elements of his total borrowing costs.

The expected change 
 in prtces (AP*) probably have a close relationship to
the recent changes in purchasing power of money 
 experienced by the prospec­
tive borrowers ECasrr. The expected borrowing cost (BC*) used by the pros­
pective borrower in making loan demand decisions would equal NI + TO - AP*.
It is unlikely that many potential rural borrowers in low income countries
 
igore oi 
 and AP* in making loan demand decisions. 

BorrowerTransactionCosts
 

Borrowers of small amounts and individuals who do not have prior borrow­
ing experience 
 with a prospective lender may incur relatively large transac­tion costs to acquire a loan. At least three kinds of borrower transaction
 
costs 
might be involved. These include: (1) loan charges collected by thelender beyond interest payments through such things as application fees,
forced purchaseco t i h e ofi other lender services,v l e . T e e i c ud service fees, rie: i l a c a g s , copensatoryc l e t db/balances, and closing costs. The lender my also raise the borrower's trans...
action costs ' l nd r b yo d '"by deducting interest ' "' " -' . :..charges in advance ..... nts. i ter st, aymch or collecting interesthro : s th as a pli ati n.:f es, ii '"V 



on the 	entire loan even though only part is withdrawn by the borrower.. 

many-,w .. tresathe-rua.poor. viybe. forcedto..negotlate.w...iome 


with someone outside the forffal lending agency before a loan application is 

formlly reviewed. This individual. may be an extension agent, a local 

official or leader, or a cosigner. In some cases a potential borrower must 

pay expenses for a technician to visit and inventory the borrower's farm
 

operation. Gifts and bribes may be involved in some of these cases.
 

(3) In 	many cases, the largest and most important transacton costs are the 

borrower's time and travel 	expenses involved in the loan transaction. Many
 

sml 	nd new borrowers are required to visit the formal lender a number 

of times to negotiate the loan, withdraw portions of the loan, and make re­

payment. Some of these visits may involve waiting in line for long periods 

and traveling long distances. Lost work time may become quite inportant, 

especially when loan transactions are concentrated inolanting and harvest­

ing periods when the opportunity costs of the borrower's time are substantial. 

Changes in Purchasing Power of Money 

Price increases have been very severe in low income countries the past 

few years. The International Monetary Funds reports average weighted changes 

i consumer prices for all low income countries in excess of 20 percent per 

year since 1972. This inflation combined with inflexible nominal interest 

rate policies have resulted in close to zero or negative real rates of inter­

est on 	most formal agricultural loans in almost all low incorre co'untries.3 

Borrowers in several inflation-riddled countries in Latin Amrica refer to 

such loans as "sweet money."~ A borrower who incurs relatively snail loan 

transaction costs is strongly drawn, for obvious reasons, to these sweet 

money loans. 
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•It is unllkely that borrowera adjusts 


short-term, unexpected 
 surges in inflation occur. Persistent inflationdeflation, orhowever, undoubtedly cause borrowers to include expected price 

changes in the calculations of expected borrowing costs. 

Farm-Household Level Information 

It is difficult to document the relative importance of borrower trans­
action costs and expected changes in the purchasing power of money in loan
 
demand decisions. We know of no research which reports on how expected 
changes in the purchasing power of money affects borrowing decisions in rural 
areas. There are also surprisingly few farm-level studies which document 
borrower transaction costs. We know of only three studies which touch on 
this issue: one in Bangladesh, another in Brazil, and one in Colombia. 
Despite the limited coverage of these studies, they give some valuable in­
sig.ts into the relative importance and make-up of borrowers' transaction
 

costs.
 

Bangladesh Case
 

In the early 1960's, ShahJahan and associates studied credit use among 
more than 2,500 farers in what is now Bangladesh. A part of this study 

gathered information on borrower transaction costs incurred in getting loans* from the Agriculturl Development Bank of Pakistan. During the period of 
- the study the Bank charged a uniform seven percent nominal interest rate on 
all loans. Borrowers probably expected the purchasing power of mney to be 
Por or less constant since very little change in consumer prices occurred 

~:* in Pakcistani during the early 19601s.* * 
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The borrower transaction costs detailed in the study included appli­

cation fees, form filling fees, loan registration fees, borrower's travel­

ing expenses, costs of "entertaining",people who assisted the farer in 

getting the loan, and the opportunity cost of the borrower's tlh- used in 

negtiating the loan. Unfortunately, the study did not provide information 

on the duration of the loans studied. Bark officials in Bangladesh report, 

however, that the average term of agricultural loans made during this per­

iod was between 6 and 12 months. 4 

In Table 1, we present information on the actual average loan transac­

tion costs for various loan size groups. We also present calculated inter­

est payments for hypothetical loans of both 6-month and 12-month duration. 

Borrowers of a 12-month loan are assumred to pay twice as much interest as 

borrowers of equal amounts for only 6 months. Since transaction costs are 

more or less fixed for a given loan, the effective annualized cost of bor­

rowing a given amount at a fixed interest rate decreases as the duration 

of the loan is lengthened. 

As can be noted in Table 1, interest payments made up less than half 

the totalborrowing costs in most loan-size groups for loans of both six 

and 12-months duration. For the smallest loan, interest payments made up 

only nine percent of total borrowing costs on a six-month loan and only 

percent on a 12-month loan. Interest payments were a much larger part 

of total borrowiing costs for borrowers in the largest loan-size group. On 

a, six-month loan, interest 'paymrents made up 40 percent of borrowing costs 

and-57, percent on a 12-month loan. 
Theeffectie annualized costs of borrowing, as a percent he total 

amout borrowed, aze presented in columns seven and eight of Table 1. As 

' ' [ ' , ) : 
J ! "! '': :, " " ii . , i ' : ' ,": ' '' ; .: >:. ; , .:- ' > , .: -, . , ' ,': i ,..I ' , . ., , 
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TABLE 1: Farmer Costs'of Borowi-in. l --from-Agricult ijial 'EL6veopment -
Bank in 1962-63 by Loan-Size Groups 

12 3 4 ' 5 6 7 8Aver- Loan Trans- Interest Costs Interestage action Costs as Effectiveif Loan a Percent ofSize Costs of Annualized CostsHeld otal Borrowing 
 of Borrowing
of Loan1 for 6 

as 
for 12 
 ot CostsMonths2 Percent of Loan
Months2 
 for 124 for 6Months Months 5 for 12Months 6
 

in 1963 Rupees 7 % 
 >% % 
50 16.73 
 1.75 
 3.50
150 9 117 74
25.54 40
5.25 
 10.50 
 17 .29
250 41
30.70 24
8.75 
 17.50 22 
 36 
 32 
 19


350 
 38.18 
 12.25 
 24.50 
 24
150 43.59 39 29
15.75 18
550 70.62 31.50
19.25 27 42
38.50 21 26 17
650 56.20 35 33 20
22.75 
 45.50 
 29
800 45
67.10 24
28.00 16
56.00 
 29 
 45
1000 24
67.51 15
35.00 
 70.00 
 34
1300 68.58 51 21 14
45.50 
 91.00 
 40 57 
 18 
 12
 

Source: 
 Adapted from Shahjahan, p. 77.
 
1 
Includes application fees, form filling and registration fees, costs for travel
and entertainment related to acquiring the loan, and value of borrower time
spent in negotiating the loan.
 
2 In 1962-63 the Agricultural Development Bank 
of Pakistan charged 7 percentannually on all agricultural loans.
 

3 Columns 2 plus 3 divided by Column 2.
 

4 Columns 2 plus 
4 divided by Columrn 2.
 
5 Coluns 2 plus 3 divided by 
Column 1 and multiplied by a factor of

2 to convert to annualan rate. 
? . 6 Colunns 2 plus 4 divided by'Colu-m 1. 

7 In 1963 the exchanige rate of rupees for one, U.S. dollar was 4.792.
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abe noted-the, rates drop-sharply -a-"zthe size -oflan.increase 

borrower of 50 rupee's (about $10 U.S.) incurred annualized borrowing costs 

equal to 714 percent of a six-month loan and 40 percent on a 12-month loan. 

For the sate periods, borrowers of formal loans worth 1,300 rupees (about
4270 U.S.) faced effective rates of only 18 and 12 percent respectively. 

Brazilian Case 

In a 1971 study, Nehnian analyzed borrowing costs arnng a samiple of 

fa.rers in the State of Sao Paulo, Brazil. Small farmers made up 

about half' the total sample. Approximately one-third of all farmers in­

terviewed 'ad formal loans. The average nominal rate of interest on these 

formal loans was about 13 percent,, but ranged from 7 t, i6G percent per 

year. These rates ' included a standard service fee which was added to 

most loans. The borrower's loan transaction costs included loan registra­

tion fees fIar appraisal costs covered by the potential borrower, and the 

borrower's t,im and travel costs involved in negotiating, acquiring and re­

paying the loan. As in the Bangladesh study, Nehman found that for most 

small and new borrowers, the time lost in negotiating loans made up a very 

large part of total borrower transaction costs, even when the borrower's 

tii. was costed at day-labor wages. He found that many new or small bor­

rowers were required to visit the forial lenders 5 to 7 ti rs to complete 

all loan ransactions. f z 

The figures 'in Table 2 si~Bmarize the' borrowing cost inforrrat ion col­

byctedby Nehm.. 'The inomto is~prsne by boroe'sfamsie 

As'can44be 4noted, the' loans were much larger than those reported in the Bang­

~ladesh ,case. Borrowers in the smallest farmr-size group acquired an average 44~ 
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of 680 cruz'eiros ($136 U.S.), while borrowers in the largest farm-size cate­

gory averaged 6,871 cruzeiros ($1,374 U.S..) in fornial loans. Most of the 

formal loans especially to small ard medium-sized farmers, were for a 

single crop period of 5 to 6 months. As in the Bangladesh case, we azsu 

two average loan duration periods in order to estimted nominal interest 

paymnts. We also assume an average nominal rate of 13 percent in mking 

the interest payme~nt calculations.5 

The average borrower's transaction costs for getting formal loans, 

shown in Table 2, are most interesting figures. As can be noted, borrwers 

in the smallest farn-size group incurred average loan transaction costs 

equal to 109 cruzeiros to acquire an average loan of 680 cruzeiros. At the 

same time, borrowers in the largest fann~r-size group with loans which 

averaged 10 tims more in value incurred average loan transaction costs 

wihich were only sliitly larger (144 cruzeiros). Some of the largest borrowers 

in the sanple, especially those who had previous dealings with the fomal 

lender, incurred almost no loan transaction costs. In some of .these cases 

a single telephone call from the borrower to the lender and one visit to the 

bank was sufficient, to negotiate the loan. 

As in the Bangladesh study the interest charges, as a percenit of total 

direct costs of borrowing,, igoring for the moment the changes in the pur- S 

!<1 :iI chasing power of money,.-.. ::< increased with the size of loan. On a six-month 

+ loan.±v.,interest payments~made up1 only 29 percent of direct 1borrowing costs 

woa 112-mont l they made up 45 percent At the same tim the 

largest borrowers paid 76 percent 1and 86 percent respectively of their 

4jj7 drect costs of borrowing in nominal interest payments. 1 



The artualized diret.ct costs of borrowing as a percent of loan value 
varited Lnver:;ely with loan size The sraL.lest Lor,-owers faced rates of
 
44 errent cc -ur it; 
 9 pe-,ent on 12-month borno)4I.s. The 

l ttes W ercr)L an d5 n r.spctively. 

,.or .. " . o d into the costs of' orrowin[ 
fronm nfrIun! .nder in the .- ea of his .tudy. He found than, ani.ihoup,
 
nominal in 
 c: or, .... ,sr 3-LDrloa, -. ]y oe[r.
 

mo'nth , loans f he...
-. i very . lt1.. additional 
tr-sact!.,n .'.s. A as id Van small to rediu, r s ,ee often 
indiffeent as -r w,'hether to seek a forral orfr.zai loan because they
 
felt thejr Ioal costs 
of acquii-ng .-i loan from either source were ver,
 
si~milar.
 

To this poin~t we have ignored chmge s in the ptuhasin power of money
in ca.culatiiL'b L-S- costs in NaM. AM& Eanjiadesh, borrowers in 
Brazil were highly' sensitize to chnes~ in the f ony
Annu-] eh in.prie indexes have eieede,.h ncmi-l Lnterest
 
char s on 'V.no '. 
 -J loans ever., 'e everLl decades.
 
Between . :,id- 1'7, Anoo 


- 2 noc 95 per­
cent. An u.-we,-ted avera 
 of the .riual rates of inflation exceed 40 per­
cent over this period. :*, 
 :fade he '-ieT2s S: to measuret Study 

borrower,s , ions bout price c.an.s. it would be very surprising, 

however, if -se -. pectei p:i ce Ni n s t:er- less than 20 percent, espec­
ially amon. the econo..eallv sc-in.catod bOrrower. If this were the case, 
lar'e bO:r-;:ers would exmnot to realine negtpive reaI annualized borrowing 
costs on 'unidtoth 12-!nnkth loans, . dluir.-sized borrowers would expect real 

http:diret.ct
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borrowing costs to be close to zero, aid smna!! borrowers would expect real 

born owing costs to be positive and b tl f thit lar 

borrowers am better able to ant oi t,. 'flatt-ion than less sorlistlcated 

snlibr-..es :he exvo ebrrx'.oa custs fo ,Ioll beOWU~~ 

even....y hQ7"' and uf fr:-d.... ,os ,y attrctlve to them. 

Colom'ian
 

........ .... ......... .... i f - f 
 _rs in t:he central part of 

Columbia. All of the faers~ j his saqnln oerated les~s than 20 hect ae
 
of land, an, nst orated . .o s :'". 10 - '-"' ? .- ,e atra 
 sLuui-, is 'y­

pical of .'' ni !Ow" "nac:zE' ' '9'_l rTs.1.. 1 
n 

m' Td..... r ot- arnd ....-.. use .. costs Nf' acquiring'] crle'r-dit for' 

197-7.....-.. neArcwr',.=.: 0 e - , ..-. ,..~.-. i.. ,lannr__io ...cus icuedcss -p]ow .'i)~ 

OD O-nt O~ -Y ' '" ' -' '.. .. .......... ,t ') L.' '1'"93. ;I][..
 

the borrower to negotite~ the loan, costs of ahann e' 

rower costs no have a techiracooni s'uror,; n-jc_£i .. vit,'z .fainLlrmi" r.,ld 

no atenti crth,.ee rc"scFto'- hn- -. ..... of n.y in his analy,sis. 

it is h ,.ecteg howor, that borro'r .; e- sona de..Ine in the 

op~c?'asinq- pow:"r... m~cnev. Wer"z the] 1'960-73/ PerindO n-i.'ix-l ,4Ln:-.m crlon!­

s ILL'rr pr' * _'.e "n .. . ... r- " m. 3 t. o ....2.. f i& ur;'ie ip h)t ed 

- -.nr. ..- to.W' .. inflation ate o at least 5 to 10 per-

Me st'u sh.owed a . . "ot ,e he of'0O :,Imb'er loans held by 

the inter.vi ewed. frn-r r ..:sources. These .f'ornal loans ni: de up 

http:inter.vi
http:crth,.ee
http:ebrrx'.oa


45 percent of th6e total- amount borrowed by the entire sample. Most of the. 
- farmerrs. borrowed from- boh omladhf sources. Farmiers, neverthe­

less, were getting much less fonrmal credit than they requested. Their ex­
tensive use of informal credit was partly due to lack of formal credit, but 
also due to the substantial borrowing costs assoc'ated with using formal 
sources. Although nominal interest rates on forml] loans only averaged 
13 percent, Villamidl found these interest payments only made up 30 percent
of the costs of borrowing on the average. Oni an annualized basis, and ig­
noring expected changes in the purchasing power of money, he found the aver­
age borrower incurred total formral borrowing costs equal to 42 percent of 
the total value of their formal loans. This percentage was only moderately 
lower than the average 47 percent which borrowers expended in acquiring all 
loans, both formal and?:'-:"/'-;informral.'...:'?i j s in the Bangladesh-/-":/ "
"."> ''i~i ; -:":'.:.::.', 
 - .:- ,.:: t/:and.:LBrazilian cases,J -j:: ... ! . .L':! ::?:',i ',IL' ;


small anid new borrowers experienced higher annualized borrowing costs for 
their formal loans than did larger borrowers in the sample.
 

CostsForNewBorrowers
 

The stuzdies by Shahjahan, 
 Nehman and Villamil report on borrowing costs 
mainly among farniers who have previous formal borrowing experience. Cne 
might expect that an individual who has not previously borrowed from a formal 
lender would face higher loan transaction costs than an established borrower. 
Furthermore, not all applicants for formal credit receive a formal loan. 

P~t hnysoef un uc e s f u a pl cants i n u i n f c n fo r mal loan transac -tion costs before being rejected. After r'ejection they may be forced to seek
informal loans. The expected borrowing costs of a,'ew formal loan applicant 
mray be increased by these rejection possibilities. These rejection costs 
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nay be quite ilrportant if' the probability of getting a new fonnal loan 

A hypothetical case, largely based on some results from Nehrnan's Bra­

zilian study, may be useful to illustrate the inportance of these relatively 

large transaction costs for new borrowers and also the inportance of rejec­

tIon costs. We assutre that a farnr who has never borrowed 'from a specific 

formal lender is interested in a 12-month loan for $100, and that he can 

be absolutely sure of getting the loan irniediately with no additional trans­

action costs from an informal lender who lives nearby (Option 1). The in­

formal.lender charges an interest rate, however, of 48 percent per year. 

At the same time, the farmr also has the opportunity of applying for an 

identical loan from a. formal lender who is located some distance from the 

far.er (Option II). The interest rate on the formal loan is only 12 percent
 

per year, but the applicant knows that because of excess demand the proba­

bility of a new applicant getting a loan is only .5. .Rtheniore, the appli­

cant knows it will cost him $16 in lost work, travel expenseS, and paperwork 

associated with the loan application befor a yes or no decision is made on 

the loan. The applicant also knows that if the loan is approved it will take 

another $16 in loan transaction costs to comlete the loan, withdraw paynents • 

and make repayment. Assuming there is no expected change in the purchasing 

power of mney, the annualized costs of borrowing under Option II, assuming 
the loan application is approved, is 44 percent per year. . .. 

A new loan appli cant 'robab ly recogniizes, however, that only half the 
new applicants get formal loans. The applicant aloudrtnsta emy 

end up spending $16 to apply for a formal loan, have his application rejected,
 
I' ­ i ";
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and end up paying an infornil lender $48 to borrow $100. If the fatrrr is 
force.d into this ,rti n IT , his annuaiz.ed borrowinr. costs would be C4 per­
cent. Ile r. r1Lji'j1.zed osns o a nr;w frrmal loan ;'lt wh 
selects ,,tioK , 11 ,u -, I.T0, .... he 50 percent of - .,C-a 714 + 
6,) x .51j. in i par 0uilr Ow .ar r would have a lower expected 
Cost of ,.f. 0o<: i£ forW,- lender (Option 1) rather than 

take his chances with the.r. 'r ner. 

Thi example can s rc- :r oPTlex by a.nil ; - ­e- some of the sia li­
flyin kgy as supiT .n s. In case,, for babi., K of obtaining 

an infonr.l ioan :y be aesc than 1.0, and thcre aas_ ov be .OW loan 
transaction)'o -or-* the.t bOroer. A ,th.-i, ;-a, o­o S-OM'E 
I...fo>'! 

'e' if. the -. .- Hist app s to a f mal lender. 
inflatio ocr eflation -xpc,-r-,n- n-,h also be a to th 
exapl. If 
loans -ie ipy D 

'lin . & .Aa. ces would 
have no ... e1 on the- , ,r... 

loans, 
as long as the ie-j costs of ,1' loans were tve. 

iftese two & t" -. : .: nor-,- satifi,- ,-l th •o• v atrcivns 

the two lo'an suc Oght to altee by exne l,- things 
being .qual - - i .aade loa,.ns andf re-pai in 

kind less 

could b-- alteo.-ed :sctialv by cmhning assu to ns. 7ne assum,, ions 

ed....discuss h o ev r ap e r 
o b r a o ab
. ... ..... . e a l ea st in --h e Br az ili an 
context, a'I show that bcwrn'.:c,-,es and - .....w ,ria.%of be 
ye .- .i.. ,= Inn decd i n g to se infor:M r e-,,i o' 
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rates oril'forgae loans may be much less inportant to these tyehs.aofrcpQten-7.
 

tia. borrowers than are borrower transaction costs, the digity and speed
 

treats
dth which the lender the borrower, the probabilities of getting a
 

loan, and assurances that additional credit will be available cases
in of
 

emergency.
 

Conclusions 

The limited scope of the emirical information presented in this article
 
restricts the firm policy recoirrnendations 
 which can be drawn. Additional.
 
research is needed 
to clarify the importance of loan transaction costs and
 
expectations about changes in the purchasing power of money in far,.ers'
 

loan demand decisions. Somtentative policy conclusions appear warranted,
 
however, to guide future research.
 

The mst imortant conclusion 
which we draw from this information is
 
that borrower loan transaction costs above 
 and beyond nominal interest pay­

ments may be an important factor discouraging small and borrowers
new from,
 

using formal loans. These loan transaction costs appear to make up a very
 
large part of borrowing costs small and
for many mndium-sized borrowers. 

In relative termrs, these loan transaction costs appear to be much less im­

portant for large and experienced borrowers. 
 These large borrowers my be 
much mo~re sensitive to nominal interest charges and expected changes in the
 
purchasin~g power of money.
 

]O'I
The p-olicy implications of major differences among various classes of 
borrowers! i ! i in 'thew -import~ s nancei of the.,,tL :variousi .! :i": , n g i!~p r ' i i y .:ii ,)# : ) 'J  elements" of: borrowing: ' ( , ) i i costs.:ii ) , i 

Sfair~x obvious. Adjustments in nominal interest rates w~ill have a weak di­
$rect e1f-ect on borrowing costs and loan demnand of small and new broes 

. : l are - ,4 

I i i i""!!) 



-----

Chagelan i rasatin cst my av a much roe.iportant-imract-on 

their borrowring decisions. At the sawe time, loan demanrd among largeexperienced borrowers will be much more 
and 

sensitive to changes in real rates ' 
of interest. 

If a society's goal is to reach more rural, poor through fornal loans,
borrower transaction 'costs must be reduced. 
Since the opportunity costs
 
and travel expenses are relatively large for small borrowers, initial at­
tention might be directed reducing travel expensesat 

and the number of 
visits required. 
Group loans, mobile banks, and locating small branches
 
of banks in small villages may be' partial solutions. In many cases, however,

it appears that 
forraj lenders inpose substantial loan transaction costs on 
small and new borrowers as a way of keeping unprofitable business away from
the bank. As Gonzalez-Vega has Pointed out, concessional interest rate
 
policies on agricultural credit combined with relatively high lender costs:
 
of making small loans cause banks to direct loans to large borrowers. jfligher

nominal interest rates might 
 cause these large borrowers to demand less.loans,
 
provide more 
 profit margin for lenders to service small and new borrowers,

and, cause lenders 
 to simplify lending procedures so that borrwing costs ofsmall and new lenders were reduced. 
Under these conditions the formal lender
mig.t be forced to adopt som of the borrowing conveniences offered by infor­
mal. lenders. The net result of increasing nominal interest rates on agricul­
tural loans may be to reduce the borrowing costs for the rural poU That 

is, with higher interest rates lenders maym adopt new lending procedureswhich reduce borrower loan transaction costs more than nominal interest Day­
mnents increase.A 



The problems of extending fornaJ financial services to the rural poor , 

in low income countries are difficult and tenacious. It will take much 

.ore than pressure from i~nternational agencies, government exhortation, or 

good intentions on the part of a few formral lenders to resolve these prob­

les. Repayment performance on loans to rural poor must be improved, lender 

transaction costs of making small loans must also be reduced, and lender 

revenue from making small loans must be raised. Some policies, especially 

those related to interest rates, must be adjusted so that making small 

loans to the rural poor is more attractive to formal lenders. We feel that 

attention also must, be focused on making formal loans more attractive to 

small and new borrowers by reducing borrowers' loan transaction costs. It 

may be inpossible to do this if governments insist on pursuing low interest 

rate policies 1on loans for the rural1 poor. 

*tI- Ii ':':, .x ' 

' ",". ... '• ... , : : I[< 
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Notes
 

Formal. credit 
 is deflned an f ds comLnq from banis, cooperatives and 
ot her offic-a. f i a ,c a in st i tut i o s.d 


2 If' ] tx-p n t.. 
 in kind t.he .. . .. power ele r nt is 

not relev'rit. 
3 The rta rate of' intemst is defined as begL'- equal to IL+ - 1 where 

1 + AP>I is the rninmal rate of' interest, nd AP is the annual change in soma 
selected price index.
 
Persona]. o) n cat ion.
 

)r dif'fevt "Ices annv loan durations, uneven interest and loan repay­
!a-.nt schedulc 2 , and loa,n repayment performance made it im.racticai to 
use U .cnteru- payents made Wing the year as a measure of nominal 
interest -es. 
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