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FUNGIBILITY AND THE DESIGN AND EVALUATION OF
AGRICULTURAL CREDIT MROJETTS

by

J. D. Von Pischke and Dale W,Adams

Abstract

The traditional view of agricultural credit projects is based on
the proposition that the activity at the farm level for which project funds
arc disbursed constitutes the primary unit of analysis for project design and
evaluation. This paper argues that this view is inconsistent with the nature
of credit, and thos the inconsistency arises because of fungibility. A financial
view of agricultural credit projects is applied in three examples at the farm,
credit agency and national levels to demonstrate that the i{mpact of an agricul-
tural credit project is extremely illusive. Basced on the observation that
project finance is fungible, recommendations are offered for realistic credit
project design and eveluation and for measures which would help to ensure that
the overall objectives of credit projects are realized.
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Fungibility and the De:ign and Evaluation of
Agricultural Credit Projects

by

J. D. Von Pischke and Dale W Adanms

Agricultural credit is an important element in development efforts in
most low income countries. Brazil and Thailand have gone so far as to assign
credit the lead role in rural development programs, and India recently launched
a billion dollar farm credit project. The World Bank, the Inter—American
Development Bank, and the Agency for International Development have aggressively
promoted agricultural credit, committing in excess of $5 billion through hundreds
of these projects. The popularity of credit is due in part to the notions that
loans are necessary to accelerate technological change in farming and that
forzal credit is required to release peasants from dependence on moneylenders.
In certain situations the relative ease with which credit projects can be
initiated and carried out adds to their appeal.

Most credit projects are aimed at stimulating the production of coa-
modities such as rice or dairy products, augmenting the use of an input like
fertilizer or improved breeding stock, encouraging investment in machinery and
irrigation, or providing more financial services to target groups such as the

rural poor, cooperative members or corn producers. Agricultural banks,

% J.D. Von Pischke is a financial analyst with the World Bank and Dale W Adams
1s professor of agricultural economics at The Ohio State University. The
views and interpretations in this paper are those of the authors and should
not be attributcd to the Agency for International Development, which has
funded research in rurel finance at Ohio State, ~r to the World Bank, {ts
affiliated organizations, or to any individual acting {n their behalf.

The authors would like to thank V.V. Bhatt, Cristina David, Jack Kordik,
Millard iLong, U Tun Wai and Robert Vogel for their comments on earlier
versions of this paper.
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cooperative banks, credit unions and supervised credit agencies have been
created under some dt(tqéui’projectp. Other projects have augzented loanable
funds flowing througﬁ exiating parts of rufcl financial markets (RFMs).

A nuaber of credit projects have been formwally evaluated.l/ Most
assessments by donor agencies eapnasize dloburoene;t of project funds and
recovery rates on loans to farmers as measures of performance. As a second
step in the process, most evaluations atteapt to :easure the impact of loans
on farm activities. Impact is usually expressed in terms of increases in crop
area or ylelds financed by the project and by the qucﬁiity of animals,
fertilizer or tractors bought with loans. Nuabers, amounts and kinds of loans
made, and farm income and net worth are also used as performance measures.
These evaluations typically 1nc1§de l1ittle analysis in depth of the credit
{nstitutions handling project funds.

While project evaluations may show slow loan disbursement or loan
repayment problems, they usually 1nd1cate.that production, input use, invest-
ment and target group participation 80lil were generally met. Credit projects
appear to be achiev’'ng many of their objectives. Despite this, a number of
observers are increasingly concerned about the quality and quantity of services
provided 1o low income countries by rural credit institutions and by the RMMs
of wvhich they are a part. Critics charge that although donor funding for
sgricultural credit has increased substantially, the real value of total

agricultural loans has decreased in many countries, that concessionary loans

1/ Only a fev of these evaluations are available {n published form
(e.g, 1,3). Sozme overview publications, however, do give a
flavor of project results (2,4,5,7,9,12,13).
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often end up in the hands of the well to do, that loans for agricultural purposes
are diverted to noomagricultural uses, that policies in many RFMs encourage
consumption and discourage savings, that the term structure of agriculturel

loans often contracts or fails to expand, and that RFMs are adopting few cost
decreasing technologies in the provision of financial services. It is

puzzling why rural financial markets do poorly while credit projects within

these markets are judged to be doing reasonably well. An attempt is made

in the following discussion to resolve this paradox by showing how design

and evaluation procedures which ignore fungibility lead to faulty conclusions

about agricultural credit project results.2/

Fungibility, Additionality, Substitution and Diversion

Fungibility is a prime characteristic of any standardized .:urrency.
Standardization, or interchangeability, ensbles modern money to serve as a
numeraire and medium of exchange, and makes monetized transactions mcre efficient
than barter. Pungibility underlies the role of moaey in efficient resource
allocacion in Classical economic models and in increasing monopoly accumulation
in Marxist models. This important quality of finance may cause difficulties
vhen it is not understood, when efforts are made to limit exchange by the impo-
sition of.controls, and when channels through which funds are directed prove
too small to accommodate the desired flow. Agricultural credit project design

and evaluation often encounter these types of problems.

2/ fungible - "of such a kind or nature that one specimen or part may be
used in place of another specimen or equal part....; interchangeable."
Webster’'s New Collegiate Dictionary. Springfield, Massachusetts, 1973.
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Fungibility makes credit activities slippery and hard to evaluate,
Its effects appear at the national level, the credit agency level, and the
farm level. Reasons given to justify a loan at aay of these levels may or
may not be related to the activities srimulated at the margin by the additional
liquidity a loan provides. At the farm level, for/example, many credit projects
treat loans as if they were production inputs, ignoring the fact that a unit of
borrowed money is identical to other units of money held by the borrower. Even
1f a loan is given in kind, such as 10 bags of fertilizer, the goods provided

can often be sold and converted into cash if the borrower desires. For all

practical purposes loans in cash or kind can be used to buy any good or service

available to the borrower in the market.

Additionality, substitution and diversion are terms which clarify

the problems which fungibility poses for credit projects. Additionality is
jargon for the changes created by a project: it is the difference between the
with and without project situations. It is generally sssumed, for example,
that a donor-funded credit project ohoﬁld induce che borrowing country
to increase credit to farmers by an amount at least equal to the donor’s loan.
At the RFM level credit for target purposes should expand by an amount at least
equal to the project funds provided. Likewise, 1t 18 expected that farmers will
increase their input purchases and investment by amounts comparcble to the loans
they receive, and augment production of goods promoted by the project.

.Heasuring additionality is difficult because it is impossible to know
exactly what govermments, lenders and farmer borrowers would have done in the
absenge of a credit project. To what extent would the government have allocated
more funds to agricultural credit without project assistance? Would credit
{nstitutions have channelled funds away from other activities to serve project

objectives in the absence of a project? Would borrowers have used cash from
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their own reserves or informal sources, or reduced their consumption, to fund an
activity without a prpjcct? In other words, to what degree do project funds
simply substitute for other resources vhich wauld have been used for project
purposes in any event?
Substitution typically reduces additionility at all levels of credit
project participation. A goveraoment may substitute the local currency proceeds
of an international loan, issued to fund agricultural credit, for its normal
budgetary allocations for this purpose. Likewise, a credit i{nstitution may use
project funds earmarked for specific kinds of lendiéa to replace its own resources
already being used for the desired purpose. Borrowers can substitute funds obtained
under a credit project for their own funds or for 103nl from other sources.
Diversion is a more extreme form of substitution. Diversion occurs
vhen a farmer obtains a cattle losn but d;es not buy any cattle and uses the .
funds for a purpose not authorized by his loan contract. It is usually difficult
for lenders, governrents, néd project personnel to divert credit project funds
unless donors are lax {n supervising projects, or unless the administration and
accounting systems used by project sgencies are faulty. BHowever, close supervision
of thousands of rural borrowers can be a costly task, and it 1s reasonable to
assume that diversion would occur even under optimal levels of well administered
surveillance and support.
Changes in the purchasing power of money further complicate analysis
of additionality. While nominal amounts of loans and farmer expenditures may
exvand in the desired direction their real valqe may remain constant or decline
as inflation erodes the purchesing power of financial instruments. |
The three synthetic case studies which follow 1llustrate the difficul-
ties of measuring the impact of credit projects. The case studies 1llustrate’

analytical problems arising at the three different levels from fungibilicy,
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additionality, substitution and diversion.3/ Following the case atuﬂieo. some

suggestions are presented for improving the design and evaluation of credit projects.

A Parm=-Household in Africa

Mrs. Kariuki is an African farmer wvho recently received a loan for the
purchase of three milk cows and other materials needed to establish a dairy
operation. The amount of the loan wvas $1,200, divided as follows on the loan
contract: J milk cows - $800, fencing - $200, a water tank - $100, and a
milking shed - $100.4/ She went into debt because of the easy terms offered
(80X financing, five years to repay, interest at 10%) and the range of attractive
{nvestment opportunities available in her locality. Many of her neighbors are
expanding their dairy and tea enterpriaea; and several have entered the trsnsport
business. Land prices are increasing, and many families are improving their
dvellings or comstructing nev homes.

Mrs. Kariuki is an attractive credit risk because her family‘’s famm
1s productive and well maincained. In addition to the 10 acre farm owned by
her husband, she owns an urban lot wvhich she used as loan collateral. She
has $600 in her Post Office savings account, which was not disclosed on her
loan application, in conformity with local traditions.

Mrs. Kariuki used the funds borrowed to obtain the goods apecified
in her loan agreement. Her loan was disbursed by the lender, out of funds

supplied by a donor agency, agninst invoices submitted direcrly by the suppliers

3/ The examples in this paper are designed to present clearly the problems
discussed. Each of the examples is simple and reasonable, but not necessarily
representative. The degree to which fungibility frustrates project objectives
18 dealt with in a later section.

4/ Por consistency, all values in these cases are expressed in a common currencye
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from whom Mrs. Kariuki obtained the improved dairy cows and materials. In
addition to the loan proceede, Mrs. Kariuki invested $300 of her funds in

the dairy project to help purchase thc-cattle..to buy qther iovestment ' goods,
to pay for labor to install the fencing and water tank, and to transport
loan-financed items to the farm.

Mrs. Kariuki’s first investment priority was to establish a dairy
enterprise because of its expected profitability and steady }abor deﬁand., and
the fanily’s preference for fresh milk, Just before the loan was approved,
she sold her entire herd of five inferior dairy animals for $800 in cash. She
obtained credit for the purchase of new stock and muterials even tiwough she
could have financed mont of the project out of the sale of the f've cows and
the $600 in heyr savings account.

Her other priorities include planting more tea, which requires hired
labor; acquisition of more land; and joining her husband and some friends in
purchasing a taxi so that their community would be linked more dependably with
a market town 12 miles away. Reflecting these priorities, Mrs. Kariuki planted
$250 worth of tea and spent $300 to purchase a half acre from an elderly
neighbor after receiving the dairy loan. In addition, Mrs. Kariuki’s family
decided to increase ronsumption expenditures by $100. Part of this went to
buy a new coat for her husband and two new school uniforms for her children,
while the remainder financed a visit to relatives. Of her $1,400 in cash and in
the post office savings bank, $450 remained after these expenditures. Since
she wanted to keep $200 on hand for a rainy day, thie left $250 for investment
in a share of a taxi. Table 1 gives a financial summary of these activities.

Not reflected in Table 1 is the fact that $100 worth of iron sheets
and lumber for the milking shed were not used to build a shed, which in the
local community would be considered ostentatious. Rather, thuy were used to

extend and reroof the family’'s house.



Table 1: Sources and Uses of Mrs. Kariuki’s Funds

Sources of Punds

Bank loan received for dairy enterprise $1,200
Proceeds from sale of inferior dairy cattle 800
Post office savings account opening balance 600

Total funde availadble $2,600

Uses of Funds

Purchase of three improved dairy animals $1,500
Investment in tea plaating 250
Land purchase 300
Investment in taxi business 250
Add{cicnal coansumption® 100
Post office savings account closing balance 200

Total funds used $2,600

* Pxpenditures for nev school uniforms for two children, a new cost for
Mr. Kariuki, and visiting relatives in a distant city.
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The conventional broject interpretacion assumes that Mrs. Kariuki‘s
loan financed the establishment of a dafry enterprise. Therefore, the impact of
the loan is assumed equal to changes in Mrs. Kariuki’s dairy enterprise. This
approach ignores changes in consumption and adjustnenta in all other uses and
sources of household liquidity associated with the’ loan. It overlooks the fact
that Mrs. Kariuki substituted fungible loan funds for a part of the investment
in dairying which she would have undertaken in any event, since dairying was her
highest priority. It also fails to take iato account that Mrs. Kariuki diverted
iron sheets and timber to house improvement! rather than using these materials
for a milking shed.

In constrast to the conventional project evaluation approach, a
financial view of Mrs. Rariuki’s activities takes the broader perspective
that the loan gave her liquidity - an 1ncfeaae in her general command over
resources. Since liquidity is fungible, a financial view does not atteapt to
relate the loan to just one use of liquidity. TheAinpact of the loan can be
found only in the marginal changes in all sources and uses of household funds
which resulted from . additional liquidity provided by the loan. Obviously,
the type of information needed to document these liquidity flows for a represen-

tative sample of farm households is very time consuming and costly to collect.

A Credit Agency ino Asia

The effects of fungibility are also found at the level of agencies
lending to farmers. The institutions involved in the following hypothetical
example from an Asian country are a diversified local lender called the Farmers
Small Enterprise Bank (FSEB), a centralized rediscounting agency (CRA) which

uses donor and government funds to make loans to lenders like FSEB, and a
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donor agency which helped design the project. The main objective of the
project is to increase the volume of loans to small farmers.

The mechanics of the credit project are as follows: the target group
consists of farmers with less than two hectares of land. CRA advances $0.80 for
every $1.00 which lenders extend to the target gro;p. The interest rate on CRA
loans to lenders is 4X, while the lenders charge farmer borrowers 10X per annum.
CRA in turn, claims from the donor agency 75X of its advances under the project,
and obtains the other 252 from the national treasury. The project supports an
important national credit priority which is also reflected in Central Bank
regulations favoring agriculture. One of these is that at least ZQZ of the
outstanding loans of each bank must consist of agricultural loans. In addition,
banks like_PS!B which are located in farming communities must devote 40X of
their loan portfolios to agricultural activities.

The effect of the project on lender behavior is illustrated by FSEB’s
plans and actions before and after the project. Before the project in 1978,
FSEB directors developed a sources and uses of funds budget for 1979. As noted
in Table 2, the major source in the original 1979 budget was loan repayments
received from borrowers, which provide funds for further lending. The allocation
of new loans was budgeted to ensure compliance with the requirement that 40X of
total loan balances on the books are to farmers, and the PSEB directors expect
that new loans of $750,000 to these borrowers will meet this target. The
director; also expect an increase in deposits at their bank because of a recent
increase in interest rates paid on savings from 52 to 6% per annum. The directors
allocated a portion of the expected deposit increase to non-interest bearing
statutory reserves held with the Central Bank, and to liquidity reserves in the

form of government bonds and cash required to support the expanded ) 7el of deposits.



Shortly after FSEB directors apprdved the 1979 budget the general
manager wvas visited by representatives of the donor and CRA who informed
him that the FSEB could particiéaﬁé in the small farmer credit project. The
general manager later presented to his board a revlned budget assuming FSEB
participation in the project (Table 2). In presenting the revised budget, the
manager noted that about $300,000 of the $§750,000 in loans to farmers in the
original budget meet the credit project’s lending nriteria. FSEB could
discount with CRA 30Z of the $300,000 and gain $240,000 in loanable funds.

The manager proposed to his board that $15,000 of these additional funds

be used to buy more high yiolding govermment securities (9% per anrum), that
$150,000 be used in loans to large farmerq and businessmen in the arca who
could offer substantial collateral for their loans, and that $.:00,000 be used
to substitute for private deposits. He proposed that PSEB roll back its
interest rates paid on savings from 6% to 5% in order to reduce projected
increases in deposit liabilities from $300,000 to $200,000 in 1979. Because
the revised budget would increase FSEB net profits by 10X it was approved by
the board. Late in 1979 the manager reported to the board that budget targets
were substantially achieved.

The net result of FSEB participation in the new loan program was a
decrease in local deposit mobilization, lower rates of return to all depositors,
an 1ncregse in govermment securities held by the bank and an increase in the
amount of money loaned to borrowers other than the project’s target group. The
project resulted in caly a small amount of additional lending to the target

group. Substitution washed out almost all of the intended effects of the

project in this particular lenier’s activities.



Table 2: Projected Sources and Uses of Punds by the Farmers
Small Enterprise Bank (PSEB) ia 1979

(In Thousands)

I. ORIGINAL BUDGET

Uses of Funds

Sources of Puands

Loan Repayment from Borrowers $1,500 Iocrease in Statutory Reserves
(251 of increase in deposits)
Increase in Deposfit Liabilities 300 Increase {n Cash and GCovermsent
Securities held
Net Profit 50 Nev Loars Made:
Farmers
Others
Total $1,850 Total

I1. REVISED BUDGET

Uses of Funds

Sources of Funds

Loan Repayment from Borrowers $1,500 increase i{n Statutory Reserves
(25X of increase in deposits)
CRA Rediscount of Project Loans 240 Increase in Cash and Covernament
Securities Held
Increase in Deposit Liabilities 200 Newv Loans Made:
satmers
55 Others

Net Proffr
Total $1,995

$ 75

25

750
1,000

$1,850

-zl-



A Latin American Country

Proa 1960 to 1978 a Latin American country received $80 million
1n 10 loans or grants from donor agencies for agricultural credit projects.
These credit projects incorporated four objectivelﬁ First, four projects
created new institutions to serve rural areas: a supervised credit program, an
agricultural cooperative bank, rediscount facilities for agricultural loans at
the Ceutral Bank, and private finance agencies (financieras) to provide risk
capital for agricultural enterprises. Second, all 10 projects provided funds
to expand agricultural credit supply. Third, seven of the projects aimed at
expanding the amount and number of loans to the rural poor. Pourth, three
projects sought to provide more medium and long term loans to farmers.

All 10 projects have been evaluited. Several of the projects had
loan recovery problems which undermined at least one of the new institutions.
Analysis of loan applications and interviews with loan officers and borrowers
indicate that objectives regarding type of borrower, enterprise, inputs and
loan term structure were largely met. Overall, these evaluations suggest the
projects did a surprisingly good job of achieving their goals. One donor was
sufficiently satisfied with {ts projects to give the country an additional
loan of $15 million to expand medium and loog term lending to small farmers.
During 1979 the loan was disbursed for the purposes intended, and an evaluation
gave a glowing report of the results.

Despite these projects, farmers and especialy small farmers continued
to complain about the shorrage of loans. As a result, one of the donors formed
a team of specialists to prepare another sizable agricultural credit loan

proposal. A financial analyst on the team was asked to isseas the recent
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Table 3: Imports and Government Budget Allocation before
and after an Agricultural Credit Loan to a Latin
Americau Country :

’ 1978 1979 1979
(In 1978¢
Current Prices Prices)
INPORTS
Agricultural Investment Goods $ 200 215 193
Non-Agricultural Investment Goods 300 360 kY3
Internediate Goods 100 110 100
Consumption Goods 100 110 100
Covernment & Defense Goods ' _ 300 350 318
Other ' 100 110 100
Total $1,100 $1,25% $1,140
COVFRNMENT BUDGET ALLOCATION
Defense 1,000 1,200 1,091
Bealth, Education, Welfare 1,000 1,100 1,000
Agricultural Development 250 265 241
Non-Agricultural Development . 300 350 3'8
General Goverunment Expenses :. 300 340 309
Other 100 110 100
Total $2,950 $3,365 $3,059

* Reflects adjustment for an infletion rate of 103 during calendar year 1979.
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performance of the country’s financial markets. He did not take a conventional
project focus in his analysis, but instead examineﬂ {mports, govermment budget
allocation, and overall performance of RFMs. He reasoned that changes in
activities associated with the most recent loan would be the best indication of
what might be expected from the next loan. ‘ |

The analyst began by collecting information on imports and the 1979
govermment budget, as presented in Table 3.. Agricultural investment goods
importsoincteaned by $15 million in 1979. Because of inflation in world °
ﬁrices of agricultural machinery, however, the regl value of these imports in
1978 prices declined from $200 million in 1978 to $195 million in 1979, At
the same time the real value of imports of non-agricultural iﬁvestment goods
and govermment and defense goods increased. Military hardware and supplies to
furnish new tourist ﬁotela accounted for most of the real increases in imports.
Prom these figures the analyst concluded that the 1979 agricultural loan
relaxed the country’s foreign exchange constraint and that arms for the
military and bathtubs for new hotels were plausibly the main result.

The analyst then reviewed the 1979 government budget. What he
found is algo shown in Table 3. The govermment increased the nominal amount
allocated for agricultural programs from $250 million in 1978 to $265 million
in 179. The govermment met the conditions of the agricultural loan agreement
by adding the $15 million generated by sales of goods imported under the loan
to the Agficultutal Bank’s loan portfolio. But because of domestic inflation
the real amount allocated to agriculture decreased from $250 m{llion in 1978
to $241 million in 1979, despite the donor’s loan. Real increases in the 1979
budget for defense, nonagricultural development, and general expenses reflected
major government priorities, From these data the analyst concluded that the
government budget was not influenced in the desired direction by the agricultural

credit piroject.



-16-

The analyst next turned his attention to activities in formal rural
financial markets in the country. The information he collected is presented in
Table 4. The nominal amount of new agricultural loans made each year increased
from $50 to $144 million between 1960 and 1980. In real terms, however, the
amount of purchasing power represented by the fo'mlal ogricultural loan portfolio
peaked 1in 1975 and declined by about 5% through 1980. The $94 million increase
in the nominal amount of new agricultural loans made annually from 1960 to 1980
can be largely explained by the $95 million in foreign grants and laans for
agricultural credit, given the average term structure of approximately one year.
The analyst concluded that foreign funds substituted for at .leut some
local funds which would have been allocated to agricultural credit in the
absence of external assistance.

The analyst was disappointed to see that ratios of agricultural
credit to total credit and agricultural credit to GNP from agriculture declined
after 1970. In spite of heavy emphasis by donors on expanding agricultural
credit during the 1970s in the country, it appears they were unable to effect
structural changes in credit allocation in favor of agriculture. Furthermore,
the decline in the deposit to loan ratio after 1970 suggests that some portions
of RFNs were becoming more, rather than less, dependent on outside resources.

Table 4 further shows that there was no increase after 1970 in the
proportion of farmers who received credit: over the 20 year period levels of
access uére not significantly altered. Most of the increase in agricultural
credit apparently went into large loans for experienced borrowers. Because
agricultural lenders’ records did not include details on borrowers’ economic
characteristics, the analyst could not document loan allocation by economic
class: small loans do not necessarily go to low income borrowers, and a wealthy

borrower may have multiple loans. He did find, however, that those agencies



Year

1960
1965
1970
1975
1978
1979

1980

Table 4: Measures of Rural Pinancial Market Performance in a Latin American Country 1960-1980

Total Value of New

Loans Made to Agric.

Curreant
Value

50

10

» 110
115
130

144

1a 1960

$1,000

Prices

50
69
88
104
100
99

99

Ratio of

A.o Credit
Total Credit

.09
.10
.12
.11
.10
"»09

-08

&o Credit
Ag. CNP

.21
- 24
.27
26
.24
-23

.21

Ratio of
Deposics
to Loans
io RPH*

.14
.16
.18
17
-17
.16

-16

Percent

of Farmers
Receiviong
Formal
Loans

15
16
17
15
14
13

12

Avg. Term
Structure

of Mo

Loans

Months
10

12

15

14

13

12

11

* Excludes commeicial banks
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mainly serving the rural poor had very aodest real increases in their loan
portfolios from 1970 to 1980, while agencies mainly lending to high incoue
borrowers expanded more rapidly.
Finally, the analyst concluded that the eredit projects of the

1970’s were associated with a trend towards shorter average agricultural loan
term structures. While in 1970 the average loan outstanding matured in 15
months, in 1980 the corresponding term was only 11 moaths. Between 1978
and 1979 the average declined from 13 to 11 months, despite the loans of 2 to
5 years’ duration under the $15 million 1979 project. Funds from medium and
long term loans which matured outside that project were apparently reloaned at
shorter maturities.

. In his report the financial analyst demonstrated that fungibility
and substitution had substantially diluted thaAiﬁtepded impact of the 1l
credit projects, especially the 1979 project. While the 1979 loan did relax
the foreign exchange constraint, it was associated with additional imports of
military and tourist hotel hardware. It was not accompanied by a net increase
in real imports of agricultural investment goods. It also did not reverse the
trend towards shorter average term structures of formal agricultural loams.
Because of inflation and concessionary interest rates to farmers, the flow of
external resources for agricultural credit failed to maintain, let alone
increase, the purchasing power of the formal agriculture portfolio. There {is
l1ittle evidence that the rural poor received much additional funding despite
the emphasis in various credit projects on expanding financial services for
this target group. It also appeared that donor funds accounted for virtually

the entire nominal increase in agricultural credit.



Recoamendations

The extent to which fungibility dnd L{ts compaunions, diversion and
substitution, frustrate credit project objectives will vary from case to case.
At the national level fungibility {s likely to pre;ent the greatest difficulty
for credit project design and evaluation when inflation ie significant,
exchange rates distorted and the country faces balance of payments problems.

At the credit agency and farmer borrower levels the impact of fungibility

tends to vary directly with the level of real interest rates in RFMs. If these
rates are close to zero or negative, fungibility will generally result in few of
a project’s objectives being realized and will create numerous unintended
effects. Further, because of the geographic dispersion and large number of
participants involved in rural financial markets it is difficult to restrict
fungibility with administrative fiats and other non-market rationing devices.
The traditional project approach assumes fragmented RFMs and often contributes
to fragmentation by the {nstitutional arrangements used to implement projects.
Fragmented RFMs and fungibility are at worst incompatible, at best uneasy
partners. The conflict they pose erodes and frustrates the intent of controls.

Many countrics have distorted exchange rates, balance of payments
problems, rigid formal sector interest rates, substantial inflation and
negative real rates of interest in portions of thei. RFMs. These create an
ideal environment for substitution and diversior to flourish, making it
virtually impossible to determine additionalj.y and hence regsults of credit
projects at the farm level using conventional project evaluation techniques.

We feel that it i3 necessary to alter the traditional design of credit projects
and also to modify substantially the way they are evaluated. At least three

different approaches nay be taken to intervention in RFMs to diminish the
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extent to which performancé departs from objectives. These approaches may be
used singly or in combination at the project, sector and national levels.

At the project level it would be helpful to view loans as additional
1iquidity rather than as farm fanputs. This would encourage project designers
to be sensitive to the alternatives availadble to t;ose with access to additional
1iquidity. For example, if & credit project were designed to stimulate cotton
production in Northern Colombia, designers ought to know something about the
tremendously attractive returns available in the area to production of marijuana.
Likevise, credit for "productive" purposes will be used for consunmption below
a certain threshold income level, and investment in food crops may take
precedence over cash crops. Omly after 1t can be shown that target enterprises
are among the more profitable or -atilfyiqg uses of additional liquidity can
it be concluded that a major part of the liquidity provided by the loan will
be used as projected. 5/

Specific additionality requirements atated in real terms might
be written into a project. However, any such targets should apply to the
entire RFM. Por example, if a project objective is to lend to 5,000 new small
borrowers through a new supervised credit progranm, the 4,000 transferred to

the supervised credit agency from the agricultural bank should not count

5/ It appears that fungibility is understood in the design of food distribution
progrems for the poor in artrition projects. Reutlinger and Selowsky, for
example, indicate that '"An analysis of such programs would cover whether
they contribute more or less than an equivalent cash transfer to the farily;
whether they simply replace noimal purchased consumtion; or whether food
{otended for children 1s diverted to othcrs in the family. The analysis
shouid begin with the proposition that consuners receiving any transfer in
kind will attempt to conver! the transfer into incowme. This rc-establishes
the control of the consumer on the composition of his expenditure.” (emphasis
added) See "The Economic Dimensions of Malnutrition in Young Children,"
Finance and Devoloiment, June 1979,
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toward thie requirement. Progress towards additionality targets can b=
measured at the national and credit agency levels, although such requirements
could raise problems of data reliability.

It would aleo be useful to include in project design and evaluation
some measures of changes in the performance of 1n|21tution| participating
in the project. Projects which undermine the vitality and financial integiity
of a credit agency should not be termed successas.

Because of fungibility, project design and evalustion should coasider
rural financial market performance in general. For exaaple, if an ngricgltural
credit project is aimed at providing more medium and long term credit, project
design should include an assessment of wvhy RFMs do not provide sufficient
amounts of this type of financial servlce? Once this deficiency is adequately
explained, the designers of the project should shov how the project will alter
this performance. How will the project induce RFMs to provide a service which
they are presently unable or unwilling to provide? This approach could well
lead to sector lending rather than project lending.

Sector lending emphasizes institutinual performance by agencies
supported by the donor, and is one step removed from the primary emphasis on
farm level activities found in the traditional project approach. Sector lending
strategy is based on the assumption that target groups are most effectively
benefitted when institutions serving them are efficient, strong and independeant.
This approach 18 perhaps more consistent with concerns for local participation
and control than the project approach, since the institutions conceruned have to
relate to local circumstances in order to be successful. The project approach
finds justification in terms of tons of grain or increases in farm incomes with-

out necessarily having to come to grips with the state of intermediaries in RFMs.
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Sector lending may provide a framework for dealing with the com-
plexity of the rural.economy vhich {s supericr to the narrower project
approach. The sector perspective would be conducive to treating RFMs as a
system, and examining the interaction of parts of the system. For example,
the trade-off would be apparent between 1nat1tutio; building based on satis-
factory returns to intermediary net worth, and the expansion of credit and
other financial services to progressively less creditworthy borrowers and
other high cost customers. Interest in the interaction of rural savings and
rural credit would easily arise from the logic of goal epecification at the
sector level. In this process, objectives for all aspects of RFM performance
would be specified, and intervention designed to achieve specific targets of
additionality, service mix, array of financial claims available in the market,
lender profitability, savings mobilization and term structure, for example.

At the national level fungibility affect : intervention in RFMs.
Approaches based on the assumption that more govermment involvement in
RFMs is to be encouraged have been suggested inm ths context of project and
sector activities. Other alternativcs are based on the observation that
finance is difficult to control because of fungibility, and that direct
attempts to gain control are often contly, easily fail to achieve their
objectives, and generally embody secondary effects which are unexpected -- the
worst possible development for planners ~- and perhaps deleterious to the
rural economy (6,7,8,10,11). From this perspective, the best intervention
may be indirect. Rather than trying to tackle problems at the project level
or through sector institutions, for exazple, it may be more beneficial to use
the price system to encourage priority activities and to discourage less

useful ones. Experiences from the application of this approach suggest that
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many of the problems associated with RFMs respond favorably to policies
oriented towards realistic and flexible interest rates supplemented ?y other
measures designed to increase competition in fgnance. .Fungibility offers
tremendous potential for rcsource agility by enabling financial murkets to
function efficiently.

In sum, ve feel less emphasis should be given to evaluating the
impact of credit use at the farm level, and more enphasis placed on how
iqtervention in project and other foﬁno affects lender behavior, lender
vitality, and the overall operation of RFMs. Less time should be spent
measuring what is virtuslly impossible to measure. More utiention should bg
accorded those things which can be documented. We should learn to live with,

rather than attempt to finesse, the fungibility issue.
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