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RURAL FINANCIAL MARKETS IN THE DEVELOPMENT OF BANGLADESH
 

by
 

D. W Adams and G. 0. Nelson*
 

Few countries face more obvious rural development problems
 

than Bangladesh. Its per capita income ranks with the world's
 

lowest, and its population density with the highest. A current
 

population of over 84 million will double in 25 years within an
 

area about the size of the state of Iowa. 
 Although primarily
 

an agricultural country, Bangladesh has been forced to increas

ingly rely on food imports even in normal production years.
 

Cyclones, droughts, floods, low prices on exports, political
 

turmoil, and outflows of trained people add to these problems [9].
 

It is easy to paint a pessimistic picture of Bangladesh's
 

development prospects. 
 If history is any guide, however, one
 

must be careful not to underestimate growth ,potential. Only
 

three decades ago, South Korea, Taiwan, and the Peoples' Republic
 

of China were viewed as international "basket cases". These
 

countries are now cited as developmental success stories

fTaiwan and South Korea both received substantial amounts of
 

foreign assistance. But, even larger amounts of foreign capital
 

and technical assistance are available to Bangladesh. Furthermore,
 

* 	 Professor of Agricultural Economics, The Ohio State University,
 
and Ford Foundation Program Officer 
in Bangladesh, respectively.
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land and water resources in,Bangladesh are superior tc those in
 

Korea and mn-any parts of the Peoples' Republic of China; typhoons
 

in Taiwan bloweas hard and probably more often than the cyclones*
 

in Bangladesh; and population density in many parts of the
 

Peoples' Republic of China is just as intense as in Bangladesh.
 

Accelerated development in Bangladesh will not be easy, but it
 

is clearly not impossible.
 

If three decades from now Bangladesh is to be cited as a
 

developmental success story, major increases in agricultural
 

.,output and vast improvements in'rural well-being will be neces

sary. The essentials for this rural development are generally 

understood: new crop technologies, better water control and 

management, improved marketing and transportation facilities 

land tenure changes, production incentives, more education, 

strong.er local organizations, and physical availability of mod

ern inputs. Major increases in the amounts of' formal loans 

handled by the aural financial markets (RIvis) also will be needed
 

to facilitate expanded production andiarketin activities.
 

Although not a cure-all for rural development problems, agricul

tural credit programs are receiving, and will likely continue
 
str~gerO Clorgfiiatins,:nd~hyscalavalablityof od-..
 

to receive, an inordinate amount off attention in Bangladesh. In 
:,.. . inreass .iput•. th- 0f oaniern i Mjor am~nt foral 

part, this attention will be due to the very small size of the

Ihne4 he.Irlfnaca akts(Fsilowi enee 

. ... 4~:I .. i . 114 
current formal rural financial market;
d . many' k t policymakersg recognizen i r e n• ex~nde): ii /'t-.fa, i i t at -prducion~ ativiies5i/ 

for rral eveimen' -oim,giu 

here defined 


Singspandcboperatives which protvide la well as thed
 

1. Formal arefRFMs as commercial banks, postal say

•Bangladesh Knishi Bark. 

http:strong.er
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that these markets must be sharply expanded and strengthened to 

support development. Policymakers and international aid agencies 

also recognize that it is relatively easy to augment loan sup. 
plies, adjust norinal interest rates, or intitute Ubt mopator

ium. Other rural development essentials require longer gesta

tion periods, and therefore have less political appeal. The 

announcement of a nrew credit proram often provide- an aura of
 

action for bneleauered pci! cyma.xer:. and 
 aid agencies.
 

In the di.cussion which we
oli o.s assess the recent per
formance of rural 
 financial markets i Bangladesh, and speculate 

how this peoforac,..n -mpoved.might be The discussion opens
 
with a brief overview of the a-ri'ult'ural sector in Bangiadesh,
 

and then roes on to outline the role which rural financial mar
kets might play in its d ... 
 omo n . This is fol owed by a des
cription of' the current strictur, e .f RF..s in Banrladesh, and an 

evaluation of how the system has recentl, nerformed. We conclude
 

the discussion h, s;,esting several policy changes 
 which might
 

improve 
 the future rerformance of Bangladesh's RFMs. 

Recent Agricultural ,Develo ment 

wos part ofThi.l an.la .sh Pakistan, agriculture was as
signed less priority thin the industrial sector. It was not until 

the late 1960's that policymakers focused attention on increasing 

production in agr iculture [4t]. This was done mailnly by increas

ing the supply of chemical fert iiser s and nest icides , and expand

ing the number of r'-ub ewel] cr low lift numps for irrigation in 

the dry season. Physical inputs and credit were regularly supplied 



at concessionary or subsidized rates .The overall production 

effect of these activities was positive. The increase in a5gri

cultural output during the 1960's nearly kept pace with the
 

increase in population growth. The strategy also had negative
 

effects, however, as larger farmers, because of their better
 

access to the credit and modern inputs, benefited considerably
 

more than smaller farmers and the landless.
 

The modest agricultural productivity gains of the 1960's 

were severely disrupted during the first half of the 1970's by
 

several .catastrophic events. First caie the devastating cyclone
 

of November 1970; this was followed by the 1971 Liberation War;
 

a major drought occurred in 1972-73, and serious flooding was
 

'experienced in 1974-75. The upheavals in the international
 

economy brought about by the "oil crisis" in 1973-74 further
 

added to Bangladesh's difficulties. Because of the war, the
 

physical !nfrastructure in the country wAs severely damaged:
 

narkets wire thrown into disarray, law and order broke down, in

''puts and raw materials for agriculture were scarce, and the
 

managerial apd entrepreneurial class was depleted through a 

widesoreadexodus of refugees. 

Bangladesh's First Five Year Plan covering July, 1973 to 

June, 1978 continued the 1960's strategy of intensifying food-u 

production.grain through use of more improved seeds, expanded 

use of fertilizer, and more irrigation facilities. The supply
I fi 

of agricultural inputs was slow to increase, however. Irrigation
 

.%j4 I,.; 1 ;•: -, ' 
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pumps were often in need of spare parts or fuel, and while addi

tional capacity for domestic production of urea came 
on stream
 

in 197 3 -7 4, the added supply was small compared to the farmers'
 

latent demand. 
New rice and wheat varieties for local conditions
 

were being developed at the Bangladesh Rice Research Institute
 

but were not yet ready for release, and the organizations needed
 

to dceliver modern inputs to 
farmers were disorganized and all
 

too often ineffective. The government attempted to relieve this
 

by extending the multi-purpose, two-tiered cooperative system
 

developed at the Rural Development Academy in Comilla, along
 

with creating several other specialized institutions. Also dur

ing this period the currency was overvalued. This worked against
 

agricultural exports. During the 
1960's, consumer prices in
 

East Pakistan were quite stable, but i.n 
 the early 1970's infla

tion began to accelerate. Inflation rates of almost 40 percent
 

per year were realized in 1973-74 and 1974-75. 
 Since 1970-71, 

inflation in Bangladesh has averaged about 15 percent per year. 

by 1975, the turmoil resulting from the war began to sub

side, and gradually the 
country entered a period of political . 

and economic stabilization. Law and order was largely restored,
 

and the currency was sharply devalued. Subsidies reduced
were 


on fertilizers and on some irrigation schemes, and stronger ef

forts also were 
made to remove the bottlenecks to input supplies. 

S. Total chemical fertilizer use in the country increased two and 

one-half times from 1974-75 to 
1977-78, and the number of new
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shallow tubewells sunk each year over the same period increased 

from 893 to 3 ,4 52 [20]. Due to favorable weather, the 1975-76 

crop year was the best since before Liberation and food prices 

dropped accordingly. The government began to give more atten

tion to agricultural pricing policy and procurement, and it 

eventually established prices for rice and wheat which offered 

stronger production incentives., 

By mid-1978, the production of most major agricultural 

commodities had approached or surpassed prewar levels. Because 

of continued Dooulation growth, per caoita foodgraijn output con

tinued to lag behind prewar levels, however, necessitating food

grain imports to meet minimum calorie requirements. By mid-1978,
 

jute production was not yet back to prewar levels and, since 

jute and jute products account for more than 75 percent of the 

total value of exports, this lag in production has had a major 

impact on the nation.
 

It anears that agricultural development strategy will con

tinue to focus on expanding foodgrain production with the goal 

of achieving food self-Sufficiency by 1985. Policymakers are 

increasingly aware, in the face of growing landlessness and 

shrinking farm size, of the need to pay increased attention to 

income distribution. An indication of this is the 100 Crore 

2/ A recent study by Jannuzi and Peach £151 indicated that 11 per
cent of rural households own absolutely no land, another 33 
percent~own a homestead only, and another 15 percent own a 

) homestead plus acreage of less than 0.5 acres... . 
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Taka Credit Program initiated in 1977 in an attempt to move more
 

credit to the rural poor. 
 In this program, loan collateral re

quirements were relaxed so 
that landless tenants could take 
loans
 

against their future crops, provided they have the backing of
 

the local councilman or their landlords.
 

Development Role of Rural Financial Markets
 

Policymakers in Bangladesh appear to assign rural financial
 

markets 
a very narrow developmental role 
[21, 26]. RFMs are /__
 

viewed mainly as 
one-way channels for moving concessionary priced
 

loans to farmers. The general notion behind this is that 
farmers
 

need more 
formal loans in order to purchase modern inputs such
 

as fertilizer, pesticides, 
new seeds, and water control facili

ties. While this 
"production facilitating" role is quite imporI 

rant, there are other important roles which RFMs might also play.
 

RF4s may strongly influence asset ownership and income distribu

tion, for example. Only borrowers receive the productive bene

fits from loan use, realize the "benefits" of loan default, 
or
 

receive the implied income transfer through negative real rates 

of interest. 
 If formal loans are concentrated in the hands of
 

relatively few people, loan benefits will be concentrated. This
 

role becomes very important when large FFM portfolios are involved, 

default problems are serious, or 
where real rates of interest are 

highly negative.) 

RFMs may also play a role in influencing household act.vi.. : 

ties which are not directly related to agricultural production. 

Many households,. for example, additional liquidity'provideduse 




y x ' 
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by loans to:stablize cash flows and household consumption.
 

These so-called "consumption loans" are, often thought to come
 

mainly from info mal lenders. In fact, because.money is com

pletely fungible, any cash loan affects the amount of liquidity
 

available to the household. Even loans in-kind can be converted
 

to cash through resale of goods borrowed. The additional li

quidity provided by loans can be used to augment any of the eco

nomic activities in the borrowing household: e.g., consumption,
 

farm investment, nonfarm investment, purchase of consumer dur

ables, and informal lending.
 

Activities in RFMs can also influence the amount of savings,
 

as well as the forms in which households choose to hold their
 

savings [31. This is a subtle role which is often overlooked
 

by policymakers. As Bangladesh becomes increasingly monetized
 

and more people are touched by formal financial markets, this
 

role will become more important because of its implications for
 

capital formation. In most low income countries, including Bang

ladesh, RFMs discourage capital formation by offering nominal
 

rates of interest on deposits which are lower than expected in

flation rates. These negative real rates cause households in
 

the long-run to minimize holdings of financial instruments.
 

The wealthier households often shift savings to land,' livestock,
 

crop inventories or gold. Poor households are usually unable
 

,accumulate sufficient savings, to acquire some of these lumpy
 

assets. Their only alternative may be to hold cash or small
 

3to 
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amounts on deposit at negative real returns, 
or to consume po

tential surpluses. RFMs may, therefore, affect the form in
 

which assets are held as well as the overall amount saved by
 

rural nus eholds.
 

RFs in Bangladesh should also play the role of intermed-


Iary between househoids with surplus liquid resources and house

holds an enterprises which lack sufficient liquidity to capi

talize c.n economi c opportunities. in many low-income countries 

formal leae. s do a very poor jo of carrying out this ilter

medi ary function Many formal enders jon ot accert savings 

deoosits , and those that do, of£ten r'ci e savers-. with very weak
 

incent o av. in financiAl On the
.. form. lending side, for

mal RF'A ar often baily fra~mented. Borrowing costs across 

formal lenders onlv provide loans to producers with specific 

crops or ?nzery ses. Many formal lenders ration loans on the 

basis of so mun oer unit of area cropped. Under these fragmented
 

conditions some borrowers receive too much, others too little, 

and stil .octher credit-worthy individuals are denied access to 

any formal credit. The result.ing inefficiencies in resource al

1ocation 
under these conditiL ons ,ay be very substantial. 

Structu.re of RWM- in Banqlades.h 

The ccarert 'ruc..ture of RAs in Bangladesh is the result 

of a Fooi del o; evo,at.ion interrupted by political intrusions. 

3/ See [E2, , 20, 2S] for further details on the historical
 
back gr'ound. 
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Prior to 1900 almost all of the credit in rural areas in East
 

Bengal was provided by informal lenders. Occasional distress
 

credit known as taccavi loans, authorized by the Agricultural
 

Loan Act of 1885, were distributed. These loans, however, have
 

most often been treated by both giver and receiver as relief
 

*payments rather than as loans to be repaid. Post Office Sav

ings Banks, were also opened in some areas in the late 1880's.
 

In 19041the British began to introduce village level credit
 

cooperatives in many parts of the subcontinent. These coop

eratives were largely aimedat substituting for informal lenders
 

!who were thought to exploit the rural poor. By 1947 there were
 

26,664 rural credit cooperatives scattered around East Bengal.
 

Because of World War II the Great ,Famine of 1943, and the ef

fects of partitioning, most of these coops were liquidated by
 

1957, however. A fe,: surviving credit cooperatives along with
 

other new cooperatives and some post savings facilities provided
 

almost all the formal financial services in rural areas until
 

thi late 1950's!e:]Informal lenders continued to provide a very
 

larger part of all"credit needs in rural areas. A national
 

study completed in 1956 showed that less than 15 percent of the
 

rural borrowers obtained loans from government or cooperative,
 

sources [8, 57. It is very doubtful if this percentage is
 

A 


much, higher currently.' 

'.'(<A. 'PAAnight, be expected, the depression of the 1930's, World 


War III n the format ion of India and a two-part Pakistan
 



'caused extensive turmoil in rural financial narkets up through 

1947. Loan repayment problems were severe. Many formal debts 

weie restructured or essentially cancelled by political action 

during th is reriod. n addi tion, many of tin non-urslim money

lenders left East Ben;al as a res.-ult of partiioning. This
 

further disrupted i nformal portions of the 
T,]s. 

in 1948 the Eas Pakistar: Provincial! C -Operative Bank 

was or.ani ;ad. Ti w rasfllowed by ,radua liiquidation of 

almost all village based credit co0nerativen and their replace

ment by a three tier ,- em with about 4 , 003 un:i on based coo

erative societies. Although ml:ipuros e in name, most 
 of 

these mainly loans. fur,oieies provided The fo rmal ,,7, was 


ther supplemented 
 by the or'mation of an 17ricultural Develop

men.t Finane Corporation in 1951 and the Aricult .ural.Bank 
 of
 

Pakistran in 1957. 
 These ,o instirut icns were merged in 1961 

to forn the Agricultural Development ofBank Pakistan. After
 

the Pivil 
 war,his bank was renamed the Bangladesh Krishi 

Bank (B.). 

As mentioned earlier, a substantial part of the coopera

tive system ha : one throug.h still an:ther m:aior trans format ion 

durin, the 1970's. two-tier oo.er. ire system heas been 

developed as er t.of the inte ratad Rura I vl ment Progr.mme 

(IRDP) [27]. This includes Viloge Agriculuual Cooprati" e 

Societ.ies ( S ) and zThna level "D o ssoiaopernriv'io (77CA). 

Credit allocattion vins oitcanJ s met are I mrortc,..... parts 

of these cooperatives' activities. in many areas the KSS and. 



;!.::'.:::,: : .,:TCCA'_s :;are, sub s tit ut ing- for t he .e ar-lier 'formed ,. un ion cocop era-: ,: : 

: t. :,!!%i;:}..*"tives. TIn o..the'r c&ases: the ::older cooperatives e 'ist along with: . 

,Sotyatrthe, Civil War which resulted n the inde- ', 

pedneo agaeh otcmeca ak nthe country :' 

!i -)ii::ii':::i:'!!:were fnationalize d :[.2 ], Six :state- owned commerci al bank s e mer ge d ", 

'}:/?:%" f'r0om a consolidation iof these banks "in 1972.. These six commer-AA 

cilbnshv enstogyecuae o: service rural ,needs... , 

byoeigu rnhsin rural •areas, providing loans directly 

!if~ito cooperatiyves . a n d . also expanding their: direct loans tooag

};?:t r!icultural D:producerS,.:Overall, :the commercial: banks and the .: 

i~t~l:i;): !Bangla'desh tKrishifBan~k: (BKB))increased t~he: number of bank 

... ' /branches ifn :,the c:ount ry :from a t-otal of 1,1i48 •in December, 1971: 

i~.=,/.:::!~ i?£! 1 [!ini June,;tt 1'978: [-2] . :In mid-1972- only-14 bankt 2,'42]i4 of" the 

5;-, 'A 5. ;£, -?- :,AA,:7 : , ...... rach-es w:Lere in "rural-areas,,but this increased sharply to 

-Pis -canil be.........l 1, ve the. past, two decades five 

.,majo i i chanels :,for iformal ::agricultural. credit were used :in -.. : . 

disbured'inthe 190's, owever Th Kanitpedcso 

s ho t th 0 1 7 .. hr i ...4: The" .ly, ' 
..... u 19 up pe d a pr.K ': ,t.".i . 

serm zeita ailable eto 
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agriculture. The Bangladesh Samabaya Bank 
(BSB), the Apex Coop

erative Bank, and iks predecessor agencies have also provided
 

a significant, but declining portion of agricul.tural credit.
 

IRDP credit .AMOivi.es !have largely offset the decline of BSB
 

londin g in the past few years. As can be noted in Table 
 1, 

commercial banks have become a very important segment of rural
 

financial market since 1973. This is 
 largely the result of 

strong govemrnment p-resure.
 

Recent Performance
 

In nominal terms 
 the overall supply of formal agricultural
 

credit in Banri:adesh expanded erratically from about 95 million 

Taka in 1960-6l to -bout 8G5 million in 1976-77. The Civil War 

and substantial amounts of poitical intrujion caused substan

tial fluctuations in nominal cr
edit supplies. Very strong in

flation pressures since 1970 
 also Mve eroded a good deal of
 

the purchasin: power of 
 the formal :redit supply. As can be 

noted in Tablei,1 in 1976-77 total purchasing power of the 

formal loans disbu:sed was only three-quarters of the prewar 

1969-70 period. 

By almost any mecsure, Bangladesh has a very small amount 

of formal agricultural credit. in 1976-77 the total new loans 

amounted to only abnut $58 million inN.S. contrast, the Domin

ican Republic with about 5 million pooulation, a.prcxi,aely 

half living in rural areas, had the equivalence of over 140 

million U.S. in formal agricultural credit in the same period [17]. 
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The Philippines, wi~h roughly half Bangladesh's population, made
 

new formal aqricultural loans in the same period for agricul

.
tural production which totaled almost 1,000 million U.S. Bang

ladesh also rank: er an orallow wh.n the volnue of ]cu 

credit is compar'ed to the value of agri cuitureJ output in the 

count r .'Ove r the 1972 Lo 1977 period the formal credit; port

folio was equal to loss than 2 percent of the ross national 

Oroduc the .nero.d sector.- S_imilar figuresin agric. lural 

in the Domini can enbli and the srlo-nnines were around 20 

percent throunout thiz r oed The price conaesions which 

Bangladesh ves 3is..andun p.feimers fermsier, petcie 

soften this harsho p*.r: a ... n..eess i is clear that 

the amount of forma,l c a v aable in rur al areas of Bang

ladesh is rlativey sma almost omeasure. it is
all by ny little 

wonder that nfoal Tenjors c onti Lo play such a large role 

in RFYs when formal credit -is so scarce. 

Despite the almost nomo ete nat ionailization of the banking-

system, it appears that the rcvernent has had little success 

in directing a la er nonnn iion. of credlz to rural areas. In 

late 1972 appoximately 16 of total of.er.entthe value out

standinF balances .on loans made by banks in Bangladesh were for 

agricultural purposes. in late 17 76 this had slipped to less 

4/ 	In 1972-73 the estimated GNP from agriculture was 26,600
 

million current taka, while in 1976-77 it was 58,303 million
 
current: taka.
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than 9 percen. ,/ The 100 Crore Taka Agricultural Credit Program
 

initiated in early 1977 started to revrse this trend 
[21J.
 

- In addition to the overall supply issue, several other un

satisfactory performance dimensions in RFMs can be readily
 

j 	identified, although not adequately documented. In part, the
 

overall supply of formal rural credit has failed to grow rapidly
 

because of 	loan repayment problems. Policyimakers and aid agen

cies 	are slow to push more funds into a credit system which
 

does 	not retrieve a large part of the money lent. Bangladesh's
 

history of making distress "loans," political intrusions into
 

the repayment process, and the disruption caused by the Inde

ipendence War caused very serious repayment problems i-rom 1970 

to 1973. As can be noted in Table 2, the BKB recovered only
 

5 percent of the value of its loans which fell due in 1970-71,
 

and only 35 percent of those falling due in 1971-72. Equally
 

serious repayment problems were experienced in the cooperative
 

system. Since 1973 both the BKB and the cooperative system have
 

improved their loan recovery records. The IRDP Cooperatives,
 

however, continue to recover only two-thirds to three-quarters
 

of the total amount they lend. Part of the improved BKB recovery
 

in4 recent years is the result of repayment of loans which have,
 

been overdue for several years. Improved BKB repayment per

centages are also likely due to changes in its lending portfolio. 
 4 

~445/ 	 Bangladesh Bank, Statistics Department, Quarterly Scheduled
 
pa.Stts s Mar6 193 p. 29 and October-December 1976,
 

''..p 4 	 6 .i 

..... .....
 

* 4,44 4 	 < 4.> 3 I;I"f;'.
 3 
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In 1975-76, more than 35 percent of the value of all 
loans
 
made by BKB went 
to tea producers and farmers purchasing live
stock Th. 
 loans were tyoically well secured and less 
risky
 

than oana-
for riLce or jute rroduction. It is still an open
 
q ueston .
wh.ether fo ... can substantially increase loans 
for production of these 
commodities typically raised by small 
farmer 
 and 1malltenants and also maintain satisfactory repay

is suCrested earlier, income distributions can be strongly 

aft formal loan allocation Although dificul t to pin 
dow.n with available da, it. appar that reltiel litehf
 

the funds handled by mal in 
 Ba hae o to 

_.E rn in ,r) 766 , fle the Annual Report

of" th.e Mhnowed that 
le:ss than oe-qatrD 
 etolvlu
 

of "sans made bv the M 
 went- farmers 'ho cwned less than 3 
. (I ' This oortion was down significl.
iy from the one

... ln . to t . ro i 19Q71-72 i is like-ly that similar
 

dis-rbution patterns 
occur on loans ,made by the various coop
" 
eative. he 1ament 
that local elites receive a majtrity of
 

.. 
 made.oansby coonerat;ives 
can be heard throughout Bang
ladesh 5[, 6]. 

Another import:-ant element in financial markets is the term
 
stru2ture of the 
loan portfolio. 
 Until recently, the BKB was
 
the primary source for medium and long-term formal loans in
 

6/ in 1967-68 the average farm in Bangladesh had only 3.1 
acres.
 



TABE '" [,,- ;u Rh,,yr it.n..s Po nt,, B ;;hleh1 L- nrlk 197)-7 

Year e 

!K~-h'Pr~ractir~Put'Iri-

l 

Year 

Reo,.r , c 

____ 

t1, -. 
"7Ota 1 

e. 

1970-71 

1971-72 

1972-73 

1973-74 

1974-7 

UiA 

S84 !58 

99,38 

161,259 

228,313 

,/A 

9, 16I 

o / ,238 

,911 

1OJ ,9h3 

3 

68 

79 

88 

( . , 

22,,220 

258,368 

30-,63 

328,987 

f~ , 37 866 

co 

zOL:-_ai,, S'': I Annual Reofs,I :sue: ',71-72 to 1976-77. 
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rural areas. Most agricultural loans in Bangladesh have terms 
of less than 12 months and many are for, only a single cropping 
season of 4-6 month. Ern 1972-72 the :nnu-al - trt cf tho BK 
showe;.:d tha'l 
 abrou,.t two.c-thqird 
 of,- t.h.,. torn! of !us l,oa

portfol.io w.aspo '"r' ~ in me:dium li- ......... ~ u an-G = -===m=========H7==9=5-76- 7,.' mediummediu.
 

and long-term loan; made onryJ Q o2 'p:n ' s loan port
foio, ann 
 l '*n-'v md urcent. Commercial 
banks
,. :: and ,"topr... ivor: ha;.ve: even- shorter : .tv-,age tefrm structures 

on ,the:ir' "'iultu- loans. .,t only is formal arircultural 

credit soarce iln Bangle ,- bhut it is also vr short-tem
 

for a countY]ry h iw ci nees large amonts of' investmt i
lee lnndwte m re aout farm
inet~tifaciites
 

A.ap ,,7 a w,.. . .. . a . h a v elik e So 
 e a 

been uit suc f i 
 .o. ..s throcugh RFs [231. 
Unfc tnate it is diffi-cul t c.. .. t the amount of vol

untar savcienh deits hich'
i inrrlaesi
t 1rq 


suggests tat 
 Ban:, 
 h not been v scef 
 in this 
regar'd 
 the d 1"76only
"1 ,r' 
 th"e derN'5it in 

the entre bai sector werein. l bra... c oaankingh 

system.j/ At 
t ndo 1976 

7/'c" 

the S-'; only had savin an dineanO 
 rrki 

v

enc - h oeverzU'C', thes rua rnhesfixed : o'-ho' w had Sde-
,,,, t vi-hird o e tota new loans 

it made Winn' 17-77 The1' coerative syste 
 had" an e'ven 

posi a t n o 19 which wer
- thr'oa d- n-alf timesas larg-e as i,- c- .,nd .,h ib nces a 1oans made by these 
a- h .s. 


hn.
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lower savings-deposit-to-loan ratio. As suggested earlier, 

formal RFMs in Bangladesh largely view themselves as retail 

outlets for money provided by the Central Bank. 
8,/ 

Formal RFMs in Bangladesh also appear to beimposing rel

atively high user costs on some actual as well as potential 

users of deposit and loan services. In the early 1960's, 

Shahjahan conducted a,study which reported on borrowing costs 

incurred by various classes of borrowers in Bangladesh who re

ceived loans from the Agricultural Development Bank of Pakis

tan [30]. During the period of the study the Bank charged 

borrowers a uniform 7 percent nominal interest rate on all 

loans. In addition to interest payment, however, many borrowers 

were required to pay application fees, filing fees, loan regis

tration fees, and also visit the bank a number of times to nego

tiate the loan. 'For new and small borrowers these additional 

loan transactions made up a large part of total borrowing costs. 

On an annualized basis,' small borrowers were found to incur 

borrowig costs, as a percent of total amounts borrowed, which 

were similar to "high" interest rates charged by informal 

lenders [!I,: 

The expansion of financial facilities into new areas in 

Bangladesh during the past few years has undoubtedly reduced 

the time and travel expenses involved for many rural people to 

8/ Information in'this paragraph was drawn from various issues 

~ 44 ,44?ofthe Bangladesh Bank Bulletin. 
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use formal financial services [2, 
32]. Some banks have also
 

reduced the numb 
r of bank visits required by borowers ad or, 
reduced borrowe, paperwork. A few banks have al.so 
used mobile
 
banking 
 to ....b i g: fi.. .r 
 se vi. es closer to users.
 

Des.p these i.....ts. 
newai nsmall brrowers still
 

compin about 
the time, effort 
 and expense 'sociated with 

.etting small loa . 

.. seeral laulasummary, 
 aects of
... 
 RFs in Bangla

desh can be 
 otred. P.ost importantly, the 
rapid expansion of
 
financial outle 
 in aa
. . is very important si u
ward \ .... 

for
v ' oward. Also, 
 flexibility and willingness of,,
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to d.s..ss 
and en".... 5On 
 w - - progamande
 

polciesn 
 s' v v-ow y h opefu lsig'n[,. 7, 
 0I , 2,' 5, (1. 

Desl ite lS brightons sbrl offra li of 

in est r-hstooh,[B nh l dsh- ha', e n 
 b et ai t i h
 

tehe apprsa o iff inheaonty ofthedfoma crli in.... then tomwayst:her] ce wich cuandbcountries.t 
 a i thr sazn
the... a
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 o r E 6
merchas oweis a . t p tha t arFp r ou m n ,wh l i p ov ,
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R y e in rladeshre obitliin
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too few savings and also imposing too many loan and deposit
 

transaction costs on rural poor.
 

Future Policy Strategies
 

Major increases in the amounts of funds handled by, and
 

the coverage of, formal RFMs will be needed to support signi

ficant rural development in Bangladesh. It is clear, however,
 

that the current poor performance of RFMs in Bangladesh cannot
 

be resolved through any simple solution. In large part, finan

cial intermediation follows rather than leads development. In
 

part, RFMs are struggling because of the limited amounts of
 

financial transactions in a terribly poor country. Despite
 

the obvious limitations which current low incomes place on
 

RFM growth, we feel that several policy changes might lead to
 

substantially improvedRFM performance in the near future.
 

A brief outline of these suggestions follow.
 

Most importantly, policymakers in Bangladesh should expect
 

RFMs to play a more comprehensive development role than being
 

simple retail outlets for central bank money. In the medium
 

to long-run, restricting RFMs to this limited role will be
 

anti-developmental; availability of concessionary priced funds
 

f~rom the central bank Si lenders little incentive to mobilize 

voluntary pr'ivate savings. In a country like Bangladesh, gov-

I" ernmnent and industrial firms contribute a relatively small part 

to' overall 'capital i.n the society.. The key savings-consumption 

decsin aemadeby mnillions of -households, most of whichI
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are located in rural areas. Polinymakers must be very careful
 

and creative in designing policies which provide very strong
 

incentives for these primary producers of capital to defer
 

consumption. RFVP should pla; 
an imponrtant role in provi.,ding
 

some of those incentives as well as inexpensive denosit oppor

tunities Cor savers. 

On the loan side, poiicymakers should be more concerned 

about how formal lending activities affect income and asset
 
ownership distribution [, 1I Concessionary, ' o ites ,, .<' 
... ....... _. . ' ~ i t
a v. res; rates 

on loans are no bareaLr for the rural poor if they do not get 

loans, or if formal len.ens force the poor to incur substantial 

loan transactio costs. -]sc, the poor are not better off if 

the e].l-nn-d- are the 
onesi:in most of the defaulting on
 

formal loans in rural areas.
 

Policymakers in Banciadesh should also be more 
concerned 

with defrag enting rural financial markets. Wh some geo-Pile 

graphic concentratioen in .sirablelenders, anears thatby it 

too much emphasis is currently- einplaced on serzmentine 

borrower:. Resur ces would be more efficiently a1llocated if 

formal lenders extended loans to any elisible borrower who could 

reasonably be exrected to repay the and wholoan, is located in 

the iende:,'s service2 rea. Loans to small nonfarm business 

firms in rura l areas may, in fact, result in more additional 

income for rural noor than loans to small ]
farmers 91. 
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IT RFMs are to' play a more comprehensive role in Bangla

,desh's development, significant policy 'changes will be necessary.
 

Flexible, interest rates col lyapivotal role In these
 

changes. It is becoming increasingly apparent in most low

income countries that negative real rates of interest are in

timaelyassociated with many of the maladies which pl-ague
 

RFMs., The purchasing power of credit portfolios are eroded by
 

negative real interest rates,,4?nd formal lenders have little
 

incentivb to~ lend to agriculture or small rural borrowers
 

whnntretrates, are low. Lenders can expect to realize
 

larger eonomic surpluses by lendin~g to less risky nonagricul

tural enterPrises and' also concentrating" oai large: loans where
 

'lender,costs per unit of money lent is minimized. Administra

sk<:, ive fiats 'from the capital city do little to alter the lendlers'
 

~ jperceotions. of,iF7F'F"thes'eF economicF rea~itiesraeso ' tF' F' F"~"'- 'F~F~5~'F h'"F"FeF F e'F F d d F ' : F'i:: ' : ! 

_Low, and5F'' - especia'lly;i;]i ;']1i1 ifnegative,'F~ i ., !ti - real11 i i rae]i . '):/finter'esti;!, also! = i ' ; fit' F;!i;{i F -i, 1 '. i 1i},!i-- i i, -. , 1 , .! ' " 1:! : 1' i 

cripple the ability, of'RFMs to mobilize significant amountsI
 

-,,.-.of -voluntary private savings,', This 'further limits the ability
 

'k.F'"F'F' t 'ofRFMs to, increase loan 'supplies thro'ugh deposit expansion.
 

One" mig't:.also argue that it will be difficult ,to improve loan
 
Fl'1 i 1 i ?. : ! ] ; . ; r: I : i : ! I ; = . '2 : 'F1] { ; ! 1 ; 1 i , !','eai o S'"Ii~Fiie s; ;F-i--.. L 1 )1'F'os :,i: £ t F:'' - . F.'- : Fii:! 'F:':: ;FF'F:, 'F 

1i 

< repayiment1 'ecrs in Bangladeshluntil "government money" makes 

upaMc'.Fmll p,.~on oFflaal ud.Iis muh ess~ P ''F'FF'::,:''I':F F F...F' F "'F ~ ,,tF.F 'F F', l.... .. 'F 

sol to abscond.with loans if local privat. sa - ' F

a of monies"lent.
inn-omake he s inificante.partIt will also 
' 1 F: -i'F' 'F:V,, F' F 'F , 'F 

.' 'F F F'FF4F' ' -''F ', '-F .- ' j 



-25

be easier 
for RFMs to provivde more financial services which
 

are less costly for users in rural areas if the volume of 
savings and loans are sharply expanded. More flexible inter
est rate nolro:lies could alloDw this to happen more quickly.
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