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Small Fanrip Credit Profgis'a and Inter st 
Rate Policies in IDw-Inco.- Countries 

by 

DaleAgriculturalW Adan1-L,.Eynnovld~st
 
The Ohio State nIhversity
 

Introdut ion
 

Over the 
past decade thfetY hav" been verT lamge increases in the 
amontts Of forr,,l agriculttural 

.d.nr 'de available in nust non-centrally 
planned, ].ow-hi-mm eflarp-..... .) ,-or-rfn/, 1IOP .o . a.... nav )een aimed

(h2'-1r' i i-iu 
-.-o-an-s to the rur al poor. As a 

r esul , 1 w inconeOgs c . . 1,' , e a,,- t 1ast one m-ilI - ,r 
credit-

_-jr~ have M e~,n p--.1,v- su po te *,,-,he ]
B ank , i i b.na:ank , Foo, L'dd ,Ag i cul u X '-ah4. 'J tlateral h iaid a/"encies, foundatin:ns, cooperat-ve oirganii-oations, 2nd ev%en
 

ch irch goups.
 

re ent 'popularity 
 of sual l fa'rnyenrdiprr.. t '.irms ctero £ion avariety of fscir . in afew ca-ses it appears that these pru'ao..a have been 
'., n politicalused anid i 1eolog e~il u)'t 'an toteo adv'- ,, 

concern M'P the rural, poor; Coed: T. givt1e an aur'a Y action which 
,a or, ,.'n ' not be a 's -1.... O, c 1 _ Latin 

Us oap,..nt l tv e C,"1..... . ..... act vi t.es f o riOcbtNmor Ka,:I1- .ha .]]]£, 'O 1"It .'iS*S,: .'ei'S% ,'71-"I"] , VPS s.ciS al:% sel'vices 

J n~, n' o c s n , b.. r t ' ' 
easy 

\ ,C , .. : t. Lqt -J',,el y
,2 rlisf'ep I',.", a-' 11. ft. WIU07 '.... Wt ' c0'tln 1)M'I

cUt-ttM1 cni:'d.it proj'cts. it Is nuch easie., C6 ' e l , o , M dillion 

http:cni:'d.it


dollars thouh assistance pipelines into agricttural credit , than to 

build 10 mllon dollanrs worth of ruia schools. Me uinbers also hava
 

viewed loans as a vital IMut; Ahi Ls Mai missinin the piction
 

prSoces!s s 'ir it heldtA nt 'o' I 'o'se.
h2lr:wrs hS bOen wi.-1i 

in forral ;:,cdiit ,: : fuderws ;NiNW.yi W.t,wl eo "aft1t1ijcu].

tu ric'uc.ra -Ol7O abo substu:2a: iail V ...1 I:DaS:,7d 

A sua: c ~vlrenunlher of these sanai fan:rmr cre-dlt :'~
 

have bec: can_ diPvaluatedC.
ly (-, r11 1Y t )1'1 ,21, 

,n':ia 1., o 

unsaisfao:: 'iesults. Mwevr, Wse n,1t-c val oat ionLs show 

have been s- , and ,-us.wo-,INswow: ,a ..... Lod to) 

Overall, 

that nm ,;r,-.,t-have been hi,.jlv successful. in . ,fl(a n....Is..
 
Despite these successul :,r nct, tu lsense of the ,hole" ..cT. mo
 

,. of 

.orkets a.. r_ , e.-1 col r mtu 'v' t . . 'ln 

looking a- : r1 fancn-,l :rk-ts (:Rv. a,a,10'Alu, xi :, is that these 

'. L"-h 


.power ofI _*'__,i rarrf hac~r.L t ,,r.]lios' fdeined...flQ;.Tr'-i.] .],]-H... bt pa'.st f-'w ypa.r&s anld
-:' " ;", -cO ' ' "... rJ L;. ]_.? (]ji]i. 

foMalH RED! :jcnmvnuveto ;-st KA P In rponerai. 

and to the aloOr t par fic'a. :eri " 1,,T aver-aqe t " truettan of loans 

to ag-_icn , f. typicall' snert;, fo; -ral. mv:,)h.rit .....rv little2s vry 

voluntary _ .vatesavArs. Se'n rn,amenl, ar-eaooear to h'-al most a 

chronic :'Le as long an.., :;:i>de;:5 to .lend to itoi vIdu-- :; who.,;.. 


. . .evious -',i;ra -,
have .1..l :l '-or., nce. n addii;io , it Tr)eamw: t., 

foiriarl "; . r : :l , / - arge loan transact; ion cosl;; on smnarl 1 

and iflxYr; 0.2, brr r(.. t .. l.ransactioncosts :tssen the incenti Ves 

he turn.""ohrin, credit" 0 used here to represent loans From banks, coop
eratives, savinqrs and loans, and other governunt rugrulated financial in
stitutions. Infonrml lenders aie all others ;ho pr'ovide f'inarncial loans. 

1 
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which srrall and new borrnwers have to use formal loans. COveiall, it 
appears that 1191 ac:]tivit i n mot low-in<rjr- countries are causing 
substarni;al nciv;es i he C contration oQ' inco,, and asset ownership, 

a result clearly i .co.intent with thn st. 01 ctiveg of
01 st ,all 

''he conun(lj'ri of rderatoly succ SS l Cr-... ojcts, yet1d flound

ering ral fInn cial, ' . be t l st r t}ey b y oo kng 

at the SS1at ,-.ions ird L o!'ion hhrur---,,' 1ult 

I will attemn-L to .,., tha-t fx'e'd, relatively l.ow ceisn.-rn ato policies 
in most LIes, combined with ser- nlationrl ary ialor factors 

causing poor perfDrmrrhce in RFVs. 

Conmon Asur ,ton; and Policies 

At first blush a casual obs-rv4-, is often i . wr,ith the unique
ness of RIs in each lo - oulry. This avessi on is often isn
forced by the diverstity f- d arn,-, q tut ions providing financial 
services in r'" in-as ... . aa_., ..-', l'bOxse, !r '.e'eals.a 
numnber o gi's '-im-, ,,.-,' nw LAWN;'x ::s f'o'T3i >actiz'1,, 1 '
vties. At Wn-l'- , itthe is oten 'staied th.at the r'Lm 
poor face credit htae-, it t 'he pay .. , use 

of inforun. crui, , ,i that 1t-hevneed r',,z', . ... n in order to use 

creitInin lahecred it : ,-' " n ' ithw.iw '. s ...Diver n..eed a-ddi[tional- L'rt t,,:", '1R :CVL,a'" 
•~~ . J • .hal , co n-

Cessional&I0AM] I *Iduce ai no'od '0 Mira 1I t-

fai Kv1".. to )o1" .L a)) o e-.. it is also as~snid that, intest charges 
ake UI) the bulk of the boi:twing costs for irvst fainrrs, and that the loan 
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demand, especially among s l.l friny s, is very interest; rate elastic. 

Tylically, a nr l.1hotoehold is also sternoty.od as -avrnq I tit;io or' no 

vo]Lntar,v sv i 

Sever!g svnsdv held :1:5usu: iC ons m lai.te to, lti,n hehavi, r;. nhese 

include the .... 1... that inaloblt.WNW n.ers rovide theot A. the 

loanable Pfu ls in rrst lov-iScor.: C".'-'ie;, nd that f'or.a.l ] o:nev, are 

tradition bounpd i d do not necessarily :J:e loans wisely. It Lso Vs 

assisted Lthat 'orkl lenderF, can " ie ,:e uses tado o",f' u> ,d b goat

ing loans only or protdu ion pia'.r'ses, ,r by maki.g loans La-kind. f,'iay 

lenders as well as policy akers also L.e. that formal credit should not 

be extended for household cosnstrpion. 

tra h.lod aSSpty-'fionS o i forral lenders also can be found. 

These inHd, 74o 125 . 'e.- thatmoneye.nde( s usually x~:uane 

large E;n,,:,.-:2uoP n.re exorbitant interest rates., reorl take 

advanIatgel :' h, -r'.a!! l weak, do not !rYuvde legl - mate economic 

services, and that they' c' ot bevo closely :,u~ht,,.o,. ,al nuted 

IT.ere r- also- a njru..eroF wid elyi - S.._;t ; iKids ahniuL th overall 

perfor.once .AQ RCK in low-i-one ,ot L2r' ' oP i .st corn-non Is 

that FJ:,Ts can ho S o::e!-, m:.,atri -. t,.-'a rfo'-r;,,-or':)i.led by 

adrr-nistrative fiat. it is. ' , 'avr.n',Mntr to arnnotmae 

drarraac a;'.i.c 'c pryi-nri,c .!r , an i Oi,-r f, t suppl..y 

s a. .n.e. .a.e ,. .. . ... K r , i i D 

also iridll ude",2r 1 of'.... 1 2 n S uA.r,,. i' *I", h, 

As u )e]P. )r'';vx.n ,, th . ' .r,4- I i ,+ ry :u;hnla.r 

policies across countries. "u fost eountpr'r' V'ar'. 0 r, Lo rv(e 

http:sternoty.od
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the .]nfomnimny 1.o from rural areas by inove-asihcg forlrval loan 
Suplis.A nuriht.-P oiiilrL( ii( are cleve.op.1_nf- ~ aeLi si 

tutions to nervjc po frn ''r o~T i;e1uD in~ rLUWl nro , espcially the 
sUM~I ifLr'mnr Alo intes'j sei 71I SI Ol~d fhim TMOV;'( ote 
are tied to' 3noi 'I"m' 1: PLo L."WY'I'~ rt 
ban s Or ;ionitalwy IIr varihri ''(-C,jI()' 

('Kd i)fl 
to Meer lodr Ko w'pvlce cept rin~ taryel,-.u~ such f~''~* 
17hiose ,ulat(v ~ln NO loan PorI ~Llim ''-,;PV-c sd~ru 

nt.-fcu2 in-!aDc:-,tst ~ate~s 

Various coim jnat ions of at les Our arnns are used to justiLfy 
low and inflexible. lvtny into policies in i,, nnsn com'mrn is 
that low rates~ nio necd-~'odV inuc 

... ttm'. ri 'hur l 
use satnie putrciasth.T',i* p -.du4 vs pn This adpto argint 
holdis On" srnll Mi '' Ml' no 1"no. " '' v'jy- in rates 

the iswer"'t ies assoc ited wit h adopt ion of new 'pru iuction act ivities. 
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A second and mre conr.illcated , tuint is that low hitern st rates are 

needed on agricuit,. ural nd-eit U.a compoes at: f'!1. . for othe ' coor10ic 

policies which duc'tic:: .rod :rro:,.,tul'rrr it i, Iivs. oIescpolcause:- and11 

which der c.ss p,ricso or ci %Kvit oia0' 0!, ltotO LIXOSe 

and policies, ih :mine the rices (f -of r :1., ,,u,m oLs ad Lv r'Is, 

Some policy :M-uova ar.<L low r1tes on apcMltt'3] ni'tot inlterest lonns 

an easn 3 ;.:-.. to f-..ers tir o:o :.ffinl-: ,aensata fo vY,';,ducMt disin

centives iOfl-.T~cd ,w,, them by these va ,ous p o!ic.ies. 

A thii'!IQ r.2 used to justify chea) cr.dil policies, especiall.y 

for sii-a.1 fa~r .:rs, relates to equity or i:co:e tons foe -oh. ictIves. Policy 

makers .ho feel Pp:passi',n for th economnc ni:}t of' the ivi':2a1 poor arque 

that lowln': veo~;;r~s lolL ilil2ni22'. tranfefr;;ral 2in a:i to'2£21 

addit:oral pu7a3q1-.' n"w r, , ,. roor .' ir:3;ncst; : 1*rus:Ir. 

low, borT ower's less for- -,Ors on:Uzi - ,:), : 1OC) .wenl:p.- tsp ricmr 

on other activities. A s.!iqht va fl of' :91 arum ir:rnt is i;hat low in'aion 

'inrsterest i.aes ar:= ified to he!p .f ride tev'iods of- lo... incomiep 

due to by, ;-'disasters caused war or wealhnr.
 

he _r'ou: 4,h orj-'.crt r):'. h, 1obelied tho "mone,,- e s
'>', 

It is wi ,ey "M: inn 3 h ,. . dTr.S arl UsWOjO ieri-infr 

.their Tiese .0 ipObterns V loan-3.O. 7'm,', land Qo atiCl .:u al :OflO:,"rr c hond

age of bo;rowor leonder , or v,-n 3o ,m- aiw-l-;wos;e, - r 7:;f0;; 

to the lender to satisfy debts. An:0-(ictvo o:v- srrl il Fre i, (.r>dit; 

pror'ams is to p.n',-,vide ine resive ftir"] crdit io a rid :sliseloa.ds,:;so 

they can escape the clutches of the !rranelonrder. It is also ofte;n hopyd 

http:sliseloa.ds
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that an increazed supply of inexpensive formal credit will at least weaken 
the ecOnOIfli-. power of' the ,,onE- Yienders, and hopefully even drive them
 

out of business.
 

Recent Research Results
 

A substaitial 
amiTt.t of rese0c2h has been done the past few years on 
rural financial markets. esults From m-o)oda deal of this research chal
lenges n y held assumortioric about RIls in iLIs. This re
search is also isu)n ser ious questions aout te:efficacy of concessional 
interc-st ratf pol iles which a- !amely' based on these incresirprQy ques
t ionabj)le ass'un~tioms.
 

l{.yun, K}alJa, Kato, ree, CQn-'and Robets, for example, have 2l_ argued
 
that vo].un', '-ur al 
savirs capacities rrPay be very abstattia! in LICs,
 
even wh'ey Ter capita Incomes ar -qute 
 how 

the availability 


. 7la3 poirted cut that 

of finacia.l instr.uents "1o.,th w -i .. vci , ieest
 
incentives 
ca. he r" ir oant in  . -t m 'ze these saving.. 

provide -a.]uab],, s er'vc-s in;iul arnis !s. .cn: of< M-,: Ant:her, tha~t the
 

average, ite..;ee 
 , . , -cod. a:hoy woud a]so _likely ar
gue tha tf 


L\ at d.hav jng' w'icked 'veylenders
 
from pu-rala 'ens .i1-conn
' ved. 

.h.. ... . , 14 ......... 
 mid os, e alsi O s9uggests 
that addit, - credit and su, ' v-iTsin.,. nor be o:itical in the production 
activities n' ynosrril f1 rs in Mo. t hey rvport that many of these 

)tud.les cited are llsl[,ed alphabetically by author's nano in the Bibliography. 
2 
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rurl households already own enougyh liquid-ity, or cruni borrow enot.!;
 

from inorml. so)'Ces, to c:oiJtali:.:e on hipjily pluof'Ltabl.e Anve-tnment op

port ilties, i u)er of other researchers have caruriod out .at,, level.
 

analysis which indicates ,sm ss:N :'.i 'r:ns cnkthat ai Am(s ,.inol: "it

addirlo credit v.tl theii 


resources. 1till otaer....... , , '. iov ... . to ;,I ,
 

ably use lom ini CONSI:_r ,,' 'r 'e! t IIO. of' 

-

.... .. .....10l 


tant than so cal led "roduceon credit" for th.ese :3a:.- hou.3eho ids.
 

, s.i.? ,s :-:- eve'. cr _r at ; t!io 


st-abil ize-, housoholt , o,0U . 0 0rO, .l ).?,, M'? 1:..."I)p 

cne, ,,a. Fied stron er t cis. nce 

siona1 inte.est rte r.olic:ies. They h,.ave p0I~tei out that is.; es Of' in

o paid 


debts, and result in negative real rates of interest, cause havoc in f

flation vthIC exe'e toe .2O)'2ra1 rat es of'i tuer. '; on fALionwical 

nancial markers. am.e. ries such as Brazil, /I -,mytmaan.d While.court 

.
have had ' ds i which .... MII 

RFIs w.ere al:st nlwrs negativ. ,urinq the past ers aKunst all 

v iog pe eal. rc,,J-3- insUi 

LiCs of inf'la.in .. e inhL''e i 

real. '_Mtere-st r"atow ,.;n , "it ,, qm 'f: r:.~l :s r. t: t . : p t 

double dij r igis .VtioO, v,:-. 'C 207? utted theirv . -, s.FrALf'ic:nntliv 

rates of iontestn :71 inst:imnt.;fin ia.! Fin the past 5 yea's. Rsearchers 

are soowin than these nevat iv naV raT-s. of interest have a very adverse 

op: n Mte r-s an Vee nln..ef' ect o n, th-.e ra: zt~A 7 M ,t.M.ypo a effect~s c he 

the f.-r: z.--h''-ehel , the ,'cnder 1e'ze, , anJ ajt; the overall, fMnarcial 

Tarm'.e'-lcvel. 

010.-.}ousehold Level: . 

Low or ne t.ive real rates of interest have a double effect, on far

households. The first effect of low rates is to induce some hous. holds, 

http:inf'la.in
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who are lucKy enough to have access to low cost crzedt, to overuse these 
loans. Recerlt f, nn level rseamh in 3ra.1 showed that rrv-y ]r- e 
Far ,rs who had 'rnlr 'cceiss to f',il OWN: 'had loan, r , j, excess of 
their cash oporating needs DIr nd ,t. . A roxxd deal of' the money 
hor'rnDwed by these id 'i di ci s obein div,;.er,:d t o uses out

side those authoi,,d i, tv-ir u ::ul t u n'fl,uctiorl [
 
ate second WAnbt 
 Mow" orviest rates l.ies on the sa,.inrms s ide. 

In InKS ,a',0. low Ialus rr:. on c t e.r. irYorounoia ., '. ., 
and nnelO.ry ic ,, eir'ul n Ewir: *e" vaten savin. 
AlJmst a] .. yl.-t-r, ee ,'ou-nt ies; :1n the w,,orld cut-yntly, hav\e negative 

real rttes ? intert on rr r ,r -.c-n s nts available
 

to the ru l Tmor. Q O'e 
has painted out, low interest rates on sav

ings are pr i ulf.irl ori'ous on the ' 'poor. r-',e~s o r, Mare 


househol]ds 
 to r'i'ept erosion of .h .. ra theirl fi a' s Vr l..sg 

or to ho.l'.d their savings in oher a.sst Mlls,Cns .iso resuls in rural 
hoUSeiei-K:s I n i ae ow vt1 oetf .tan Dn their total assets. DAv
ins at-vitics at, as R
'-Olt., :rde less attrcti ve to the household
 
and the ,
costr::'t.i-iesx of con unrton l]essened. ,Sa i - he- way, poor 
rUral hou.eo ,:u'e induced to consume more and save less through low
 

intes, rnte policies.
 

Tiander level 

ealie,, low interest rates on adricuiltural credit are 
of'ten 'it Modon h as.s of what. they do fo'r, o0]' V thO rural poor. 

Policy :'2 almost0u, alway;is ove'.1ook the e.ibc, s '. t .espcuncessional 

inter~s- lov,~e Po iies klvt, tho :1 " o,' lenders;. This is 
somUwhal "urpr'is.n- te (xano ,(ogses that much0 n of the misuchief caused 

http:nnelO.ry
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by concessionra, intertest iate policies occurs :in the distort iors it
 

causes in lender beh av.ior. al for
oes-W%'1, ex nple, his tun, lv 

argued ithat conession. l i.nt:ru,nst force_ , Lte(tOendeis to concerB;l2,ote 

their ] O S Inn t e h,:: h]xwuIOo.r ].iT, eri d r'( W,.p'. 

lie arl ,ri's Vath COnij-i . i. uioueest Me, Mscos ,:; w.)fl,. WAIr 


agr'ic iilttui-,i h] 21d l102121-w :,d, i u-,di o -
Owraln' oni ' ,,:;tr,,:-Rlii 

Brazil by Adam---, -Lndc Tolrov sonol ;u.: e.ion::SLIA ,- A b' i;. 

2eyt :t S ~i f'a e !, .vita- of' Su.i0 1 BraY:i 1i, I veor,.: i 
veryZ liva.le of th h i.r,,increases in P~own:-..] winjini ,xpni.qwnce,. inq W~A:IT 

dWring the late i960's.
 

Lw in-terst r ates on rino-ncial deposits *o'so ,u'e it '.' 11 Flot
 

for for=!a financial institutions to rbil.e a substantial 
 na:t of their 

loanablv .':, ds f'roui v'uhv.t: rl'->t. svi ing0/:i:s wa'l r,':'. T7."I 


lenders "icboaily Pur'. w hea;vily an 
 funds provided by a ,e: t::'s. lank: 

to met moo onStf,-c th.i , ].*m nees Too rau-.' f'o- u, i non Ial 

tutions resirm',s-,etail as 7w 

quickly gets av'ot-id t:hat .- ,the ''.- lent t, f.r, ..... Pros.det, or, 

General . 0 *d'" e . i:n1 e -.; ., ,,(p - irng ,brP(wer;; 

that, :.inc. te in-. M' rrnwe.," their, in little need to reay.
eit
is socially accetl, to bo lax in M-tn: OW'.
 

financial .'r, o 0t t:. i, '-r1'Frn1e-t '.-,. ,-o"'.of'ten 

much l e :: : ,evte r ;ia;1 " 'O . ; i( lom icih !'eruid!t, .r or ed 

by local savers. it is les woth' !;.o i i.Lnb], be rr o ne;.ig Ph

nancial c ur tion ;i.n fi.nin,... p 

Miens §~LA ler-s ratw arn inp<nfOR rw~ loans, lenderis o ften 

find thaW io.r dernrid exceeds the supp.y of Irnle flnds . '. ieA lederse 
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axe florced to u e nonprice rationing to allocate the scarce funds. This 

typically Cer, rgY.s in three frms. The first ins to allocate fixed loan 
quotas oni the hasi; of how rmucf. ]and a boprnw' has In a particular en

terprle. lhlis ,j.- h, exN .ssed in nne Cc ms like -tnr .' 

per hectare, oF rce, in physical tLeruos like W0"rounds oi 'hoPca. r"

tilizer per hectar. of ripe, n-tor soome- o ) .n of mon,-.,Y r-nd phy/,ical 

inputs. LAder fiixedUb quota scherm- some b( rrower nua,,v end ur'p ith too 

much or too little "MYn,Or - Phi C.. input. 

The second 1,:chrdiqe of allocat ing concesSionally pricEd credit is 
for the lender to pla:ce heavy r ,hasis on collateral or the borrovwer's
 

credit rat ing. This results in the lender ext.ending loans mainly 
 to
 

large landoi.,w-.er.; and to borrowers 
 with whor the 1lender has or"--io's
 

lending e;periences. New 
 orrmers nd pers:ons wi s ntih trounns of
 

collateral an., generally 
denied fr'o;'l10M der3 taes- ?,:%_r. 
i .... . , ledi.en. ratio 1.,- annnn : . 2en:.7 obvious 

to the c''' observer of ,rf rnlo is Kn K; s i AS
 

ferent 1oan l o
t' on v-TLouh classes of oTpw.es. if the 
horry-..wce-, ash:hv a]'t';sat isfootr'y AnA i<0cc wfo."h,'[thoY ]_ :eade, horows 

:ilts,larre ,JrV and piv'ies ;h .ende:, ..,th n' e co theat,, bor

11OWe)0"I- lo. ii .':-j isa. P yccosts Cfte:n ;-1p i veri s, all p'.,,"tion of 

total] bo .vw costs. W[ic but j ywum: ooabe*o new loan 

thou- h a s. i1 ,. lor , 'call to the ild' In tihi s ca_-e the borrow

ing 0ost z. r,is-, t1 aln,st entirely by the :adt'rest rnwmer l c thes ,ndeon 

lon : (, ,s.' , :si,]i :Iehrminj. 

Tycpiely, anU.Avex-'erncod cand:.date for a sun1l loan finds that a 
Voivrul levtve, will givo htim nr herlinuch mre hassle in the loan negotiation 

http:landoi.,w-.er


process. This usually includes meeting with the lender a number of tinv-s 

to coiplete loan negot iations and 2a',%,n1,, .onr wait s in .ine ol,the 

potential borrower, Incur',ingoash e)enses for pnpet'wort and Ir 1, 

and in some cases pay in, :n bribe. My liness loni candt:e miay,' x

perience substantital anots of !oOOloop a cco::"(s ai d th:e lc dnied 

a fonm-.,l Even if rhe loanis :nppoved, UN oili borr'o ' rnoy
 

find that lon transactieosz; far e:ceeu th on 
 the
 

loan. Their tc.al borxowipioc costs ou f-rl 
 ],as m " be sohid t
 

informal loans at "usaniot ionterest rates, but wi th n,
A tt <r :-o addi

tional loan ccsts, nay 
 he less exeosivcU in al1! too ''u~y
 

cases it appears thatu fo:r. lenders 
 inose urnecesso:,;, l.a. transaction
 

costs on snail and inexp-ren ed loan candidates as a way od (i.scoura fLnf
 

Luprofitable . 'busi
nss. 

Overall Eff..> 

rn addition to affecting lender and farn-household behior, cnces

sional inte.est rae policies also have profund effects on the overall 

perfo =;e of 4... ON of t. por ,erForronce ofA RIs in Ps c:ited 

earlier is o ill-aid1:..n conessfonal io.nterert rate pl).

icies corird with 2snTa'. amoits of infl]ation. '1.hrue aspects of 

this poor ae'. oti<nr:' adf-i di 'cussiorn. These are the income 

distribution e ff,,t, the , ,OU on 
0 r:ncrof' rarourpe allocation, 

and the 2. n,!,v o n r ' 'r , 

,-i .': , t ..y shovwn that coneess ional 

interest rate :Pallc.es r. s i2n a, i , 'nror'income and asoet ownershi.p 

distributi ons. 'The wor by wv:] a'nd ooOralrl:z-Ve-raan Costa Ri ca is par,

ticular.!y r'evealinE. In ]948, Cato Rica nationai! zed rrnst; of its bit, knp 

http:Pallc.es
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ystom. The goverrrnt has since placed a good deal of erplhasis on providing credit to sraal sfary.-'rribsoite this, it apr,, r 

rural ciudit diistributlon in Cost;a jc-aIs rnc', heavi ;i;,,,,thun Isd 

larndonieryhlp! 
 Resnarch on the perfbytV Ice of nationlip, SOdRT in India 
swij n"Ts t ". I r]]I ]<"Ei;r--s-anins n - aesults [A]r 1wa
1.
it appears to be 
extr.murt- y di .f.'I to .rv.h . .nn.ci...
services to the rur l poor even 
when form And, , lIQl.ze-d.
sr 


,t]thoiurl,.l' l,,r-ior.,d b'v insea ,., it appeafs tiat P,LVs may 
also play .cn . roles n concentrating income~s in certai sectors 
or vCionsC 
 -,ois one of the few resachers to docu.ient now .oiancial 
market's s'jr r,:tources between 
etor ove, relaively lonE n.urcds 
of tir . His work on jaian shwedr that e:-,, large, amoi o v..utar
 
saving-s,;WLj twie're 
 (idI " ; S O La 
by fi.nancial 
fna'.kets. 
It appears tht this sane pocess is contlilin7-In 
mn,,, of t e TICs.
 
Recent work 
 inM 1ia_-d, Ba.n.g-la.,02s 
.'d J trn',-, riwv es myv i.raession 
that when real 
mtrs of inzernst in 
financial markets are close to zero
 
or noF&P 
 lowvr nnoT10 regiony of nn~c:erk a,,- drained of their finan
cial savings by fina.ncial rnr:ets.
 

Shaw ld 
 rcKinnon
have pointed out that interest rate regulations

frarpant :inanci:AL rarkets and 
Cae verT serious distortions in resource
 
allocat:ion. 
 Yom 
 !laeV ccess to tOo mch crandit, Ot Cps are 
forced to takIe too PP:M, cocIj --- lnd, oil s 1 i .-
 i, have
 
prodictive uses fo redit. ai- ,e:, a-cess 'cfo-mal l. . A suggested 
ea".Lier, rr-any hous"hol 

t'o ;eiu"yfi hu'm s .t.e pc1t folio 
holdings beause of iafliOesSoniimt-emst rate noicles. in a few countries 



like Brazil, Ar;entina, and, .h 'util recently), .large auflunts of' funds 
borrowed for agiculturj ;uroses have been sipe off' lithO other eco

nomic actil1 t'es ,h.d .xn have relattively low payoff',-,' :;o2iVty In 
SCaIrie COlrit n"'Ie, l . -Wi!ioS 1 Ve Won otv.erh!L V 01,PI to 
rabill::e n, - 'il deapo1't .tilEl1, ii ) o,1& ]P 
been done on r sw -n theI '* o!'i thes W I e leei, . 

rket i , - 2 
,'o .insea ch hascorruption wh-ich co.eso 

been dorme o t'h'. . suscp'tib'i y tol.iinter _-st ra:ten mav., :irrttit~<..e in'to:. finncia,.,l 

unite. A rvBlai ...... int ouf, tla-.: i gfhmen thalt: !.O''v , .. 1'.,, 

capture rnost of the <;o>1cessic'iln y priced a lt1ne in , aro. n)I1d 
the world is a dimensionrv of this tle CO."' U1,n. WE People a.LWa,,. 
seem to elbow out little Y,.one bargalns are being p's- "S. N.ega
tively pPiCe Zlei th best bargai ar, oun ., 1*!( i '.LICs. it; ds of'

little wu/nder th.- : ,-any c,!eravtivws S.ich handle lo.ans do
 
not funct on nn,perly whe <-,
a'*l trier of' ps;.crf'd ividuals c- p
ture most of' the cornoessionail;., priced loan.s. and t~hus mos:t of the us~efl 

se....ces .............t,-n provides 
 to. society. ',iat Inieentcive does 
the little pery cr have t~o becone involved?
 

'he ""ja]L] f~etjour-nal 
and Fet"_e-cT.<r,. v r~zcntl'y C' atuted 

aricles about this cor' pt:.n n Y ,d i r 1 r3ca!.. In se rI ,i'low
1. .. c..: 

ai labl' it ,credi t., pl.us< 
' ,.r;, r)Ps¢ome hiph: nV,-j r icdt;t.) ","l'trS ]h.] O,> *]'-"11n:.;S tc f i,,d: 

of the re uri., K" " '' a f'4:w i n %r c ountiqrl v wnaloiy, 
very quily. 1 7o'nr'- Concess;ionaIr.Y *'""'* I-" ( nori in]al.on

,c01 C i, r'd witU 
creeate very lrc'e, implied rnrr, *unslre to bo'rowr:r . .hse ;ubrljdle, 
are allocated by the financi Pal system to borrno'.e= in r r'oport,.ion V) the 
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amount of rn)ney bor'rowed. As suiJpsted earlier, it is in the interest of 
the lendern v orcncentrat.e these l.oas in order to mirdrze lender costs. 
When loars ,-z I2 vc1y rv dit it, C-very L;uah in t he- 'e rest of the 
economicall, an d , yoliticll; r)owr'ful to et as much of the gor-esolonally 
priced i:; r,_ ..pos .. . part bout this "wn-PO]:'4 . ,Shol is 
that the "; Ybe rSy" of the public is done entirely lergally. (',' -Iy radical 
intellctul; in capitalist societies have not jizqed on this issue
 

puzzles .)
 

.Policy Adj ustment s
 

i have become firmly convinced that most smll 
lamp credit projects 
and RM act-ivities in ,uner'1 in LICs are not 
helingi" significazntly 
to
 
resolve :._c"'.lenof 
rural poverty 1i T cS S' , " - .....
 
curr'ent rc.... 
 ie.l. ,, prori 7 for the -ol c al , and econo. ic
ally powei'!41. 
 It is .aD cear that a .. 'f the so-cal.ed "success

ful" sra , farmer a '

('rdi if' '- , .... social 

C2WterLa i20 used V) eva iPI nint' 
j~j" ~ arep 


not ant -- y4- v id ed by '' d i 
 pr , Ph . T o. .s A,%or 


clients 
A wroth la poo lm' of at Yin& l&-a'. 'A 100j 
The ru. oor are also not , ded Wo,.-, Y q s,':o'] .... c redit pro

to r!Idi'L .1:a_' :, d , ' '"a' . ,it p,roject 'ii o 
2soldc be 10di', a. P. p".............OW 
 t.o the rural
 
)oor Wi: 
 '.he r'o';t ofr !A10 .prA 01a] 'system". .... r.s into lo-ns for 

the economically poerful. A po...t should only be counted successfuli in 

http:so-cal.ed
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serving the rural pool If substantial "addtiona.ity" is not achieved. 

That is, a substantial 1? @ase in the a:vunl lent to the rural poor and 

number of pooi, seri-rnc %ll th FT in toa Nuu ccur.
 

The er.ist.ce of the ConcQeso1onal 
 'c" 
 t'e oliies;, desnite 

a good deal of~ ,vi ,c th they a cannot be ex

plained by co.nventional nee-classi .....- ..... ",.j ' •uwn.-: 

ingly con.nced that > "0171. :, a UO effect as .l....est 

land refcio. Y!iq.W My he,,useoven nor' M Pi A1ct, th 
people -ik ..... .....,d b'.. '- Oelost po ic e onl h'-, a-.,:moll. 

amount ea., Tan, invasion::_, ,-e r.,--:i e-',t,-. 

.o.t.....seenr ossible ... rootsto buld grass reui Y r ioeres 

rate reform. 

it is clear to re that RFs in LIA are nrot be 'uJsed'- roprly to 

achieve wld],l-held devemopmrnt gcals, especiallyiv....lii s red te. 1 

In large part this is due to inorran .irOi,--u-"'ts'lx--n 

tions. I an irml convinced that li<, 'nnh ifAr mu " is ''crty 

placed on "ywv- rnalf'orprod utio'- cd t coj-' sir- ln t 

rates to smll 1 als fee ta t 1n *'(;' 7.1 "t mc2 
more positi.v.-e role in ]v: .rmq~'t :-n ,!.s' , :" :~ i;d'-r,, -a 

A r... ....... , rI e.e , would be to blace rrlch h,,-vioe

n'eeded to Militate AM mus to ) . rna tandesy rid "a": c oss to their': d"e"-a"-Q 2R: th"oy' want; to~ n.,.,.--. tdrw 

and Sto... n Wu r( dtepa irv, Pn. r.:a- oilpt or,-,l.\7or, i-, tor'wyinq j. 

http:er.ist.ce
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It would also be useful to runt major , ltJ, ,)-r o 
,savinrsn-)bili,,a'tio, .an'rs 

once interest rate policies ax-
 arrprJe.te. A luarfer nur.u of rua]L 
poor would be f'it from atra savings aciliies Shan can benefit 
f'rom ia] is:t icail] p'/:iced cyt,it.
 

At tia, 
 I wuu .jinsttute fleible, nominal interst
 

rates on a*rricultur l crd it 
so that posit-ive 
 rat(--s f inter!st 
would b(e e,- ;ed in :rost years. Thwese hibe- aind flxib ratesfele 

would d r' aneaurr l!rge LLO' of cr,U sti lat1rte OM lenders 
to seek out new loan business annng the ru! poor, ao'e 
 ],rders
 
to r duc ].'an trnsanion 
costs ,posed on si,.. 1M n rro.ers in
 
order 
to atraetr gmre loan bS neY- ];l] b<p- -, r o .' 


find that t 
 ,otil.bo -oyi,, cosats . r ued ;,fr-eg.>i.i ,nd mre
 

flexible Y:orrst rates av in fOrce.
 

The -d~unt nu: in intennst r'ate polici es will. not be the only
 
change nee-ded to nake sunll' fanrr cr' dit ' ,cts core successfu, 


stronfrly heelrowever, that without si lst ali al chanes in currnt; -Is
surmtions and policies, :ajor i,.)rovements in the perforrlunce of REIs 
will u- I.,cssible. 

I 
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