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RURAL FINANCTAL MARKETS IN THE DEVELOPMENT OF BANGILADESH
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 te increas-
ingly rely on food imports even in normal production years,

el

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

turmoil, and outflows of trained people add to these problems [9].
L 1z & y

mistic picture of Bangladesh!'s

PE

43| = - R - 4= v
It 1s easy to paint a pe=s

development prospects. If history is any gulde, 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.

Tailwan and South Korea both received substantial amounts of

forelgn 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.
We aporeclate the comments of Cristina David on early drafts of
this paper, and the support provided by Ford Foundation and the
Agency for International Development.



land and water resources in.Bangladesh are superior tc those in
Korea and many parts of the Peoples' Republic of China; typhoons
in Taiwan blowvas hard and probably more often than the ecyclones
esh.
i
Ly
. < ¥
ern' Inputsi. inereases of formal loans h
handled by the rural financial markets (REMs) also will be needed ,
10/
to facllitate eXpanded production and:marketing activities.=
Although not a cure-all for rural development problems, rricul -
tural credit programs are receiving, and will likely continnue .
to recelve, an inordinate amount of attentior/ in Bangladesh. In
part, this attention will be due to the very small size of the

current formal rural financial market; many policymakers recognize

1/ Formal RFMs here are defined as commercial banks, postal sav-
ings, and cooperatives which provide loans as well as the
Bangladesh Krishi Bank.
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that these markets must be sharply expanded and strengthened to
support develonmert. Policymakers and international aid agencies
also recognize that 1t 1ig relatively easy to augment Loan sun -
plies, adjust nominal interect rates, or institute debt morator-

lum.  Other rural development escentials require 1 nger gesta-

oy,

tion periods, and Lherefore have lese political appeal. The
announcenment of = new credit crogram often provides an aura of
action for beleapruored nolicymarers and aid agencies,

In the discussion which follows we assess Lhe recent per-
formance of rural financial markets tn Bangladesh, and speculate
on how this performances might be improved.,  The discussion opens
with a briefl overview ¢f the agricultural sector in Banpiadesh,
and then coes on to outline 4he »ole which rural financial mar-
kets might plav in its devalornent. This is followed by a des-
cription of the current structure of RFMs in Bangladesh, and an

cvaluation of how ths system hmas recently performed. Ve conclude

the discussion bv sugp e seing several poliey changes which mi

03
=
ot

o

~improve the future performance of 243 gladesh's R

Recent Agricultural Develonment

While Bancladesh was part of Pakistan, agriculture was as-
signed less prioritv than the industrial sector. It was not until
the late 12360's that rolicymakers focused attention on increasing
production in agriculture rag. "his was done mainly bv increas-
ing the subnply of chemical fertilicers and resticides, and expand-
ing the number of vubewell cor low 117 pumps for irrication in

the dry season. Physical inputs and credit were regularly supplied



at .concessionary or subsidized rates. The overall production

o

ef'fect of these activities was positive. The i

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

increase in population growth. The strate il had negative
effects, however, as larger farmers, becaust thelr better
access to the eredit &and ierniiinputs, benefited nsiderably
ndaless.
r rain i !
irst halfr aft )70
ame the devastatir .
nar 1 ] ¢ ] 1344 " '
ind l S=tefil lin
ls dn the ter i |
[heke hrought about by the "oi pigis!" in 1973~ irther
added to la Vsiaifificulties, EBeclauss f' the war, 't
rhysic tnfirastructure in the country w re ly damaged:
ms thrown into disarray, law and order ' iown, 1
puts and’ raw erialsi flor agriculture were s ,and the
manageni and encrepreneurial class was depleted through a
Y
L .
3angladesh's Fipst Five L1 QT30
June, 1978 continued the 1960 ying food-
grain productclon through use :xpanded
use of fertilizex, and more irpigat.lion faecilities. The supply

off agricultural inputs was slow to increase,




pumps were often in need of spare parts or fuel, and while addi-

tlonal capacity for domestic production of urea came on stream
in 1973-74, 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 deliver 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 Comi 1la, along
with creating several other specialized in titutions. Also dur-

ing this period the currency was overvalued. This worked against
agricultural exports.'  During the 1960's, consumer prices in

East Paklstan were quite stable, but in the early 1970's infla-

clon began to accelerate. Inflation rates of almost U0 percent
. i, L . e et A (LT oyt 71 o - 07 Ly A o a)
per vear were realized in 1973-74 and 1974-75. Since 1970-71,

iniilation in Bangladesh has averaged about 15 percent per year
:ﬁr 1975, the turmoil resulting from the war egan 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 were rcduced

on fertilizers and on some irrigation schemes, and stronger ef-
forts also were made to remove the bottlenecks to input supplies.
Total chemical fertilizer use in the country increased two and

one-half times from 1974-75 to 1977-78, and the number of new



shallow tubewells vear oven the same period increased
from 893 to 3,452 [20]. Due to ble weather, the 1975-

crop. year was the best since before Liberation and food vrices

dropped acecordingly. government began | cive more atten-
ti to agni 2l prdedng policy land pr \rement, and
stronger production incentives.

e mS A=1Q7 =1 = Y ¥ 111+ = s ¥ £ i . vy 1 i v

PR - L] \ : . A - a 4 Lans
commodities had apprc 1ed or sury sed prewar yel ec
of continued ponu ion g Ithi,penr capi & lzral . i =
tinued to lag behind prewar vels:, Wever, : LG : 1=
grain impoprcs tc i indmum ca e requirements). 1d-1970,
jute! productdon was not' yet baclk to prewar 1 1, sine
jute and jute products zaccount Ffor more bthe 75 percent !
total valus £ i h B ag in rodu ! 8 had
on the nation.,

It 2ars that agricultupal development!strategy will Jabs
Tinue focus .on expanding fc rrain productlon wit Che
of achieving food self-sufficiency/ by 1985, Policymaker 7
increasingly in ‘ace ofiigrowing 1 15sness and
shrinking farm size, of the need to p i ed attention t
income dis:ribu:ion.i/ An oniiodl ChistElisSthe vl Cror:
2/ A recent study by Jannuzi and Peach 51 indicated that 11 per-

scen 1

t of rural households own absolutely no land, anot

cent own a homestead only; and another 15 percent own a
estead plus acreage of less than 0.5 acres.

— e
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Taka Credit Program initiated in 1977 in an attempt to move more
credit to the rural poor. 1In 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

L, ! e ; N
Policymakers 1n Bangladesh appedar: to assign rural financial 75
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 fertilizexr, pesticides, new seeds, and water control facili-
$. While this "production facilitating" role is quite impor-
tant, there are other important roles which REMs might also play.
RElMs 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
recelve the implied income transfer through negative real rates
of dinterest. | If formal loans are concentrated in the hands of
relavively few people, loan benefits will be concentrated. This
role becomes very important when large RFM portfolios are involved,
default problems are serious, or where real rates of interest are
highiy negative, | ;
/ i
REMs may also play a role in influencing household activi—\ =

ties which are not directly related to agricultural production.

Many households, for example, use additional liquidity provided

L e
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by loans to stablize cash flows and
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These so-call consumption loans
mainly from info.mal lenders. In fact, because money 1s C
ly ‘ffrom 1}
n} 3 20 a T 3y, i- 1+ __ ¥ ¥ el 14 ’
pletely fungible, any L¢ 1 s the amount Liquidity
to the yldl ns Lln-kind in nverted
] 2 ol e 3 oy ?
to cash. through re of DO 1adiiclona sl =
bty provide L loans in: 1sed G iU 1 th O~
non ousehoeld: e.E., consum ;
:“-;'1:-:. 3 e X 'OnNSsu v L3
240 o
LEeSiiie
\ n 4+ ot v i *y :
o L S W C i
a5 se Lol LSt al =Tt
P .\_.—-.I ST e Wats
bv polid *1v monet ad
- - 0 1 ¥ - ¢ &
and more | ! - i S
. Llil} i d
o nat 1 ¢ 1y e 24 3 S taen
format : ] 37 C i Ayl 2hgl
1l
in
* "\ lr
) {5

unable

. Poor households are usue

to accumulate sufficient savings to acquire scme of these Tumpy

to hold cash or small

jsb)
w
0
(1)
ct
(1)}
=
5
D
|._.l.
H
(o]
=
1—J
=
n
}_l
ct
M
LS
)
o
L
bte
<
M
=
jrh)
5
gy




amounts on deposit at negative real returns, or to consume po-
tential zurpluses. RFMs may, therefore, affect the form in
which assets are held as well as the overall amount saved by
rural hcuseholds,

Rfe In Bangladesh should also play the role of intermed-
lary between housenolds with surplus liguld resources and house-
holds and enterprises which lack sufficient liquidity to capi-

.

tallze on coconomic ornortunities. In many low-income countries

formal leniders do a very noor ish of carrying out this inter-
medlary Tunction. Many fornmal lendere Ao not accent savings

4

deposits, and those that do, often nrovide savers witn very weak

Incentive to save in Tinancial form.  On She lending side, for-
mal R¥Ms zre often badly Trarmented. Jorrowing costs across

formal lenders only provids loang to producers with soecific
. - D I R o b = T - -3 T~ 4
Crops or =niorrrisen.  lMany fornal lenders ration loans on the
~
I}

basls of zo much ver unit of aren croopned, Under these frarmented
B foatii hew]

condition

h

soma borvowers recelve too much, others too little,
and stilil other credit-worthy individuals avre denied ACCessS to
any form:il credit. The resulting inefficiencies in resource al-

location under these conditions mav be very subhstantial.

-0 LT

Structurs of PG In Baneladesh

The current structure of RPMs in Bangladesh is the result

3/

of a geod dezl of evolution interrupted by pvolitical intrusions.2

3/ See [2, 5, 20, 23] for further details on the historical

backgrour

—
.
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caused extensive turmoil in rural financial markets up through

1947. Loan repayment problemns were severe. Many formal debts

were restructured or essentiallv cancelled by political action

during this period. In addition, many of the men-Muyslim mnoney-
lenders left Eas! Bengal as a result of vartiticoning. This

furth

[£3]

L

» disrupted informal portions of the
In 1948 the East Pakistan Provineial O -Overative Bank

was organiced. This was fcllowed by gradual liquidation of

alrmost all villape based credit tooperatives and their replace-

. . FEVEE . e ] - . : = e
ment by a three tler system witn about 4,003 unlon bvased coop-

st tre o B [P, -t a . R PR o
eravive socicties. Although maltinurnpose in name, most of
nese soeietiog 3 T e e M es £~ a T R

these socievies mainly nrovided loans. Ine formay RPN was fur-

ther supplemented by the formation of an Agriecultural Develop-—
} J

v

ment Finance Zorporation in 1651 and the Aapricultural Bank of

Faklztan in 1957. Thess two institutions were merzged in 1961
to Torm the Amricultural Development 3anik of Pakistan. After

As mentioned carlier, 2 substantial vart of the coonera-
tive system has cone through still ansther maior transformation
during the 1970's, 4§ two-bier coonerative system has been
develored as nart of the Intecrated Rural Dsvelooment Programme
(IRDP) [27]. ™iis incliudes Village Azricultural Coonerative
Socletvies (KS8) and Thana level Uconerative Associations (170A).
Credit allocation and savines mobilizaticn are important narts

"

of these cooperatives' activities. 1In many areas the HSS and.

f



L

TCCA's are substituting for the earlier formed, union coopera-
tives. In other cases the older cooperatives erist along with
the new cooperative system.

Shortly after the Civil War which resulted in the inde-

pendence of Bangladesh, most commercial banks in the country
. 3 3 .

. L - -~ o) Lo R - 4o oy vy - bt . - .
were nationalized [2]. olX state-owned comme lal banl Mar i
3 H i} o~ lre 3 3 M alyie] | oy T T
from a consolidation of these banks in 1972, These six commer-

councry

1978

riira ]
- 4 LA

Department
Agriculture continued
oans throughout the

disbursed in the 1970's, however.

agencies have provided roughly one-third of the formal

supply throughout the 1960-1977 period. The BKB also

vided most of the medium and long-term credit available to
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agriculture. The Bangladesh Samabaya Bank (BSB), the Apex Coop-
erative Bank, and iLs predecessor agenclies have also provided

a significant, but declining portion of agricultural credit.
IRDP credit netivities nave largely offset the decline of BSB
lending in the past fow Jears.  As can be noted in Table 1,
commercial banks have become g very important segment of rural
financial markets since 1973,  This is argely the result of

strong gcvernment precsure,

Recent Performance

In nominal terms the overall supply of formal agricultural
credit in Bangladesh expanded erratically from about 95 million
Taka in 1960-61 to about 865 million in 1976~7 The Cilvil War
and substantial amounts of volitica intrusicon caused substan-
tial fluctuations In nominzl credit suppliss. Very strong in-
flation nressures since 1970 also have erodoed a $ood deal of
the purchasing power of the formal :redis supply. A4s can bhe
noted in Table 1, in 1976~77 total purchasing pows» of the
foermal loans dishursed was only three-guarters of the prewar
1869-70 period.

By almost any measure, Bangladesh has a very small amount
of formal arricultural credit. In 197A-77 the total new loans

amounted to only about $58 million 1.2. In contrast, the Domin-

ican Republic with about 5 million ropulation, anproximasely
half living in rural areas, had the equivalence of over $140

million U.S. in formal agricultural credit in the same period [17].



TARLE 1: New Disbursements of Apricultura, Loans by Various {
Agencies in Bangladesh 1960-61 to 1076-TT

neless/” To
1/ Agric. Dept. B&R3 Cormercial
Year— Taccavl BB and Cooperatives TRDP BanksiinGesant
4/

—~In Current Millicn Taka—

2 43.1

5 45.7

T 37.8

3 35.4

5 25.6

6 9.4

-l 23.2

65.0 T0.1

?'_u.ﬁ ?‘?..’.

q[q_, o 100.7 173.3

1970-71 69.7 83.5

1971-72 A4 6.4

1972 "_\ 73.0 142.5

1973 3o T, TT.4

1974 3 94.1
1975- 76 o 106.2 134.5
1976-77 388.4 113.3 20153

Sources: World Bank, "Bangladesh Resources ’-'«*"'c" Study,' Vol. 6, Technical Report No. 1f
Amricultural Credit, Wa World Rank, December L, 1972, Appendix Table 2.

M. A. Molla Majid, "Institutional Delivery System

of Agricultural Credit in Bangls
:1 paper prese: : Bar :

igladesh Bank, Dacca, Oc

Robert R. than Assoclat
f-'w‘e:.‘tr':," wnnublished st

"Rangladesh Bank Agricult ural Cr“:!_*.' Study Project: FPhase &
LD 1';‘?"’.

»
submitted to the Bangladesh Bank,

30.

Bangladesh Krishi Bank (5:8); E

Sonall Bank, Janata Bank, Pua

1/ Juiy 1 to Jun

m

(1A8]
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The Philippines, with roughly half Bangladesh's population, made
new formal apgricultural loans in the same period for agricul-

tural production which totaled almost 31,000 million U.3. Bang-

"
48]
—

o8 b -~ ~ oy e s Iy Y 1}~ - e - IR - e E .-
ladesh also ranss very low when the volumes of arricultury

credit is comparaed fto the valus of apriculturzl output in the

country. Over the 1972 to 1377 period the formal credit port-
folio was equal to less than 2 percent of vhe oross national

. , . : , 5/ :
nroduct renerated In the aoriculturzl sector.—

Similar flgures
in the Dominlcan Republic and the FPhilionines were around 20

percent throuchout tnhiloc reriod,. e price concecsions wnich

.t -~ . P Fals . R .
Bangladeoesh gives Tarmers on fsrvilicer, pesticides and pumps

o, AV TR - K B - o2 4. T~ LR 2 - - .
scften thiz harsh picture o Lit,  Jonetheless, 1t 1g clear that

. ~ + - - - 3¢ s ~ ST e s ~ 7 T
the amount of formal oredi svallable In rural areas of Bang-
- 2~ " s . - § o . -~ o - C S s
ladesh is relatively small LDy almozt any mmasure It iz little
wonder that informal londors continue ©o play such a large role

in R¥FMs when formal credlt 13 50 scares,

in directing a larger nroportion of credit to rural arsas. In
late 1972 aprroximately 1% percent ¢f the total valus of out-

standings balances on loans made by banks in Bangladesh were for

agricultural purroses. In late 1870 this had slipred to less

4/ In 1972-73 the estimated GNP from agriculture was 26,600
milllon current fala, while in 1976-77 it was 58,303 million
current taka.

N S ST IS A~ ~ 4 - P T T I AP S YA S PR
vite the zimest comnleste natlonalization of The banking—



than 9 percent. The 100 Crore Taka Agric
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1375-76, more than 35 percent of the value of all loans
e by BKE went to tea producers and farmers purchasing live-
ek, These loans werpe tyvpically well secured and less risky

noioans for rice or ianue vroduction. Tt is 58111 an open

230100 whether formal RFVs can substantialily increase loans

ese commodities tyrnically ralsed by small

mers and and 2lso maintain satisfactory repay-
T orecorids,

A3 sugpested earlier, income distributions can bpe strongly

ezted by formal loan allccation, Althcupgh difficult to nin

S P P 't - Vs A~ ! 4 s e g o 4 1a . S A L S . 2 -
Towitn avallable cata, i+ aupears that relatively little of

Fal - - ot & vys TITONT K] ™ RPN ey~ el . .
Sunde handled by formal RPNz 1n oanfiadesnh have flowed to

- r | - N
raral nocr [57, n 1978-70, 2op sxancle, the Annual Report

- . S e . 2 o oo o P P -~ PR - e P “— - - S v

the 3K3 showed that less “han one-qurrter of the tonal value

+ 4 ST e oy v o ~wr el T e s 4 e o

-cans made by the BXD went to tarmers wnoe cwned less than 3
[y

- M My § o . s [P, .2 R g

I Mis proportion was down significantly from the one-

Sribution patterns occcur on loans made by the various cooDn-
tives.  The lament that local elites receive a majority of
loans made by cooperatives can be heard throuchout Bang-

. .

Another important element in financial markets is the term
d2ture of the lcan portfolio. Until recently, the BKB was

orimary cource for medium and long-term formal loans in

N

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



TABLE. ?:  [oan Repayveents To The Banrladesh Kelshi Rank 1970-77

"

Toan Transaction, During Year

Total

Year e Reatd Recovery Peprcentare Tverdue
N 4 Y2128 KT ILes ) P—— g (imcousund Taka)

1970-71 A /A 53 171,226
1971-72 8&,1%3 2G, 164 35 326}22@

1972-73 99,336 67,238 68 258,368
1973-74 161,259 118,991 Th 300,636
1874-75 228,313 169,903 88 325,957
1977576 P80, 187 o7 T 98 324,024
1976=77 37,083 CI R 74 337,865

Source: Bangladesh Krishil Bank, Anmual heports, varis

_8‘[._
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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-f months. TIn 1971-72 the innual Repeort of the BKR

shownd thae' ahouyt Swo-thirds of e TovAal vaiue of fya loan
Fadoge SRR Selt yien ey ed o Nt e v Vi COTE 7S s
bortfollo was in medium o lune=term loans., D2 L5TR-T75 medium
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use formal financial services [2, 32]. Some banks have also
reduced the number of bank visite reguired by borrowers and or
reduced borrower paperwork. A few banks have 4150 used mobile

LA e T R P - 1 vy 1 v o - 1. 27 e e P N - N sy et
banking foellitics to Lring financial services cloger to users.
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term structure of agricultural loans must be lenethened sub-
stantially if rural financial nee ds are to be more adequately

met. It also is apparent that RFMs in Bangladesh are mobilizing
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are located in rural areas. Policymakers must be very careful
and creative in designing policies which provide very strong
incentives for these primary oroducers of capital to deferp
consumpticn.  RFMe should play an imnortant role in nroviding

.

as well zz inexpensive deposit oppor-
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some of those incentives
tunities for savers,

On the loan side, rolicymakers should be more concerned

about how formal lending activitiles affect income and asset
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ownershnip distribution [4, 3171, ‘oneessionary interost rates
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loan transaction costas.,  Llso, tne noor are not b
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formzl loans in rural areas,

should zlso be more concerned
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graphic concentration is dezirable by landers, it apvears that
too much emphasis is currently being vlaced on sesmenting
berrovers., Resources would be more efficiently allocated if
formal lenders extended loans to anv elizible borrower who could
reasonably he exrected to repay the loan, and who is located in
the lender's sevvice area. Loans to small nonfarm business

&

firms in rural areas may, in fact, result in more zdditional

.

income for rural voor than loans to small Tarmers 1
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If RFMs are to play a more comprehensive role in Bangla-
desh's development, significant policy changes will be necessary.

.

Flexible interest rates could play a pivotal role 1in these
changes. It is becoming increasingly apparent in most low-
income countries that negative real rates of lnterest are in-

timately associated with many of the maladies which plague

REMs. - The purchasing power of credit portfolios are eroded by
negative real interest rates, and formal lenders have 'little
incentive to lend to agriculture or small rural borrowers

when interest rates are low. Lenders can expect to realize
larger economic surpluses by lending to less risky nonagricul-

tural enterprises and also concentrating o.a large loans where

5

sts per unit of money lent is minimized. Administra-
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tive fiats from the capiltal city do little to alter the lenders

Low, and especially negative, real rates of interest also
50 mobilize significant amounts

of voluntary private savings. This further limits the ability

repayment. records in Bangladesh until "government mcney' makes

up a much smaller portior of loanable funds. It is much less
soclally acceptable to abscond with loans if local private sav-

ings make up a significant part of monies lent. It will also
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be easier for RFMs to provide 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 pnollcies could allow this to hanpen nore quickly.
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