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Rural Financial Markets and Development 1n Low Income Countriles:
Some Insights for the U.G5.?

by
Dale W hdoms¥

During the past four decades financial markets in the U.S.
have generally rcceived hign marks for the way they served
farmers and rural nonfarm busincsses.l/ A large number of
commercial banks, credit cooperatives, Farmers' Home Adminis-
tration offices, savings and loan associations, and life insur-
ance companics nrovide devendable and acerssit.le financial ser-
vices in mosu rutal areas. e Cooperative farm crediv ooystem
alone has become n huge borrower in tne U.S., second only 1in

size to the Federal dovernment. Despite this overall success,

N

some recent criticism has been aimed at activities in U,
rural financial marxets (RFMs). A rocent television program
questioned the wronriety of Warmers!' Home Administeation
cranting cheap loans to large landowners in Southern California,
and the fovernment Accounting Oftice recently criticized where
and to whom some Fedceral Land Banks are making sizable loans.
Some observers have 1lso questioned the role that financial

markets and tax laws play in heloine largee farm. s and

¥ In trhis roper [ have torrowWed nonunber of tdeas from my col-
lepues Conpron bournc, [ouplas Graham, Warren Lee and Robert
Vopel.

1/ Ve should rersrber that these recent succosses were preceded
T by o orod deal of twmoll. ULT. history includes o number of
attermpts o improve financial services In rural arcas that
failed (Hammend). The twe versicns of the Bank of the United
Statec, and hurdreds ol corporatlons private Loanks and state

-

b
banvs that failed in their attormpts to provide financial ser-
vices in rural areas are grim reminders that a stable system

does rot come autcmatically.



corporations acquire more land on credit. The well-to-do
find 1t easy to obtain formal loans because they have ample
collateral, and tax laws allow Lhose with high income to
write off a subztantial norticon of thelr interest vayment
against inceome taxes. There has also becn scme recent dis-
cussion about credit quotas aimed at directing loans to high
vriority mroups.

Dosnite these recent problems, many low incoine
countries have tried tc emulate, throurgh institutional trans-
plantz, .8, BEMe . Thoco ineliadn fermatioan Af ocasnapative
credit institutiens similar to Production Credit Asscciations,
suvervised credit programs modeled aft:r Farmers’' Home Admin-
{stration, rural nrivate banks 1ike those found in the didwest,
government 1lending agencies similar to the Small Business Ad-
ministration, and credit unions along the lines of those
formed in Jdorin Amervica. 'Thousands of tochnicians and policy-
makers from 1ow income countriecs nave come to the U.5. to
study our financial svstem. As 2 result of thelr visits, re-
inforced by 1J.3. credit technicians and rorelgn assistance
prosrams, many of the policies uscd in Ri"Ms around the world
are close cousins to policies uzed In the U.S.

Despite these institutional and volicy transfers, many veonle
are very unsatisfied with the performance of RF{s in low in:ome
countries. Hven with larece increases in 2he number of instita-
tions providine financial services in rural areac and very large

increases in the funds available for rural lending, small business
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and the rural poor continue to have little access to formal
loans in most countries. They find it even more difficult to
find financial savings services, and to get loans that are
medium or lcng term. Overall, financial markets strongly re-
sist lending to agriculture 1n general and cven more strongly
resists lending to those who do not have ample collateral.
Some people have felt that the limited success of RFMs
in LICs was largely .iue to the need to tailor unique financlal
institutions for each country Lo service iocal financial needs.
As a result, a number ot countries have experimented with var-
ious forms of state ownership of banks, development banks Ior
specific commodities, credit services closely integrated with
area development programs, credit programs tied to agrarian
reform agencies, and lending to informal <rouns. While some
of these institutional innovations look promising for a time,
most fail to give the results desired. In the discussion
that follows, I argue that two poorly understood factors are
making it difficult to develop eflective RFMs in LICs and
that these have relatively little to do with the institutional
form in which financial secrvices are nrovided. I also argue
that careful analysis of problems in these RFMs can provide
valuable insights into difficulties that are appearing in
less serious form in the U.S. (Sometimes 1t 1s easiler to
diagnose problems when they emerge in extreme form). While
LiCs may have learned a bit from us about institutional

arrangenents, we may be able to learn more from them about



the effects of policies that adversely affect the periormance
of financial markets. By doing thils we may be able to dlag-
nose and treat problems that emerge in our RFMs before they
become serionus.

Before dilccussing these problems 1in more detall it may
be useful to briefly review the contributions that finance
makes to economic activities and especially to economic

development.

Role of Finance

Financial intermediation 1s a simple process too often
confused by moral judgments and political activities. It in-
volves the passing back and forth, throush some third party,
of contracts among individuals whc want to exchange rcal re-
sources. These individuals do not want to go to the trouble
of making contact with someone to effect the exchange in person.
The fact that someone will do this intermedlation allows an
economy to realize a number of important benefilts. Most im-
portantly, financial instruments allow savers a more diversi-
fied menu of ways to hold thelr surpluses. [n a semi-sub-
sistence economy some households find theyv produce more in a
given reriod than they orefer to consume. They may also find
that the returns to alternative uses of their resources in
other available production activities are unattractive. Jith-
out financial instruments thege households have only Two OD-
tions: to consume morc, or to invest their surnluses in some

low return production activitv. Heither of these options



provide the household with incentives to substantially increase
future surpluses.

In a semi-subsistence economy there may be firms or house-
holds that are producing too little to satisfy current consump-
tion needs or to capitalize on attractlve investment alternatives.
These households may find it difficult to find additional real
resources unless they are in close proximity to surplus house-
holds. Trading of land, labor and animal power is difficult
if people are strangers and located far from each other.
Financial intermediation allows surplus households to issue
a claim on some of its real resources in the form of a savings
deposit to someone who can more productively use these resources
and is willing to buy a saver's claim on real resources by tak-
ing a loan from the intermediary. If the costs of financial
intermediation are modest, soclety galns through real resources
being transfered from producers who realize low marginal re-
turns to producers who have higher returns at the maregin.
Financial markets that are working pronerly allow far very
substantial efficliency gailns.

Finance also allows households and firms to manage thelr
risks in more acceptable ways. For the saver, liquid finan-
cial assets may be a very lmportant way of responding to un-
foreseen events.

‘lost of us take financial intermediation for granted.

We ignore how difficult 1t would be to carry out day-to-day

econonic activities without financial instruments. It would



"pe virtually impossible to buy airplane tickets, reimburse hotel
owners for their services, pnay for our food, save for retlrement,
and make investment decizions, for oxamnle, without financilal
ipnstruments. The reason Man invented anid acncented financial
instruments was that barter was a cumbersome, wasteful and 1In-
convenient way to make ~xchanges. How many of us would save
parts of our production 1f the only way we could do so would
be to store part of our output: wheat, potatoes, or «conomic
advice? Many of us wouid find that our products would not
store, or that saving in these forms would be virtually im-
possible.

Financial instruments are a marvelous invention that allow
a large variety of heterogencous commercial transactions to be
carrted out with minimum transaction costs. The reason that
these instruments can do thils 1s because they are hichly
fungible and divisible. The increased availability of finan-
cial instruments was a major factor thnat 11lowed increasingly
complex commercial transacticns to emcrme the nast scveral
hundred yecare. Capitalist as well as soclalist cconomies
owe a significant part of thelr prowth to the inventions of
money, deposits, and loans. One needs to do relatively little
reading about frontier life during early U.2. Historvy .0
realize how shortages of financial instrumen®s and an unstable

financial system can severely limit real economic activities.



Performance of RFMs in LICs

With few exceptions, RFMs in low income countries are plagued
with serious problems, some obvicus and some obscure. A nunber
of countries have very larse loan repayment problcms, for ex-
ample, with some government credit programs recoverinpg less
than half of the amount lent. These repayment problems bllght
the agencies involved, and absorb valuable management time.

In most countries it is very difficult to get financial markets
to service rural areas and especially the rural poor. In all
too many cases the loans that do move throuerh formal financial
markets into rural areas are concentrated in the hands of the
well-to-do. With rare exceptions, formal financial markets
offer pecple in rural areas few financial savings opprortun-
{ties. Those institutions that do nrovide deposit facilitiles,
often require large minimum balances, payv very low rates of
irnterest, or make it difficult for savers to withdraw deposits.
In cases where some rural savings are mobilized, a significant
part of these funds are moved out of rural areas and relent

in the cities. It is also very difficult for most rural entre-
preneurs to get formal loans that are longer in term than

6 ta 12 months.

Despite very large investments in rural credit activities
by foreign ald agencies, many of the financial institutions
serving rural arecas are In weax “inancial shape. Management
tupriover is often rapid, and nolitical intrusicons into the

system are common. The onslaughts of inflation, combined with



low interest rates and default often seriously erode tne pur-
chasing power of the loan portfolios of these institutions.
Reporting requi:«ments forced on these lenders by losnl pov-
ernments and roreien aid apencices often bury She a1rmencies

in a blizzard ¢ paperwnHri. I recently talked with the head
of an apricultural btank in Latin America who was ovroviding
separate reports on thiruiy linos of credit within his agency
to his government and outside aid apencics.  one of these
reporis was useful for manapFement decislons by the bank or
the i1id apencies. Lender procedurces otf'ten cause borrow:rs

to incur very larce borrowing e¢ds5Ls desvlite concessionary in-

terest rate nollicies.

Reasons for Poor Performance

“lany people are confused over the reasons for the
poor verformance of financial markets. The reasons are often
expressed in terms of institutional failures or individual
shortcomings. It iIs easy to assign A credit cooperative railure
by vointina 2 finger at manarement or members who are unwil-
1ine to cocon2rats, for example. The quest for the unique in-
stitution manned by well intentioned managers vo service the
financixl needs of rural peonle 1s seemingly endless in most
countries.

My feellng is that these problens are r.ot due to the 1ack
of appropriate institutions or lnck of capable and honest

management, or to the lack of people who will cooperate. The
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problems in RFMs around the world are too similar to be explained
by institutions and personalities. Rather, these problems are
due to rural development policies and to the way financial
markets have been used and abused by policymakers.

RFM problems are closely associated with ubiquitous low
interest rate policies. These low and inflexlible 1interest
rates, when combined with +nflation, result in negatlve real
rates of interest being in force in most of the low income
countries. These negative real rates of interest are a tax
on all holders of financial assets, cause the purchasing
power of loan portfollos to erode, and force lenders to ratlon
thelr services through non-market means. Lenders use non-
market rationing because there 1is excess demand for loans at
negative real. interest rates. Those who have stood 1n line
recently to get student loans in the U.S., which carry conces-
sionary interest rates, understand how banks work this non-
market rationing system. With excess demand, the lender 1is
very choosy about the people and firms that recelve loans.
3orrowers typically must have excellent collateral, provide a
cosigner, and have an excellent loan repayment track record.
People who have done business with the 1lender previously re-
ceive more favorable considerations than new borrowers because
it costs the bank less to gather information about repayment
capacity for old borrowers. Those who find it increasingly
difficu’ . to obtain loans when the real rates of interest are

low or Legative Inciude all of the rural poor, small and new
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businesses, those without secure and clear collateral, and those
who have never torrowed from the lender before.
In addition to selecting borrowers more carefully, the

lender excrcises rationing power by increasing the borrower's

loan transaction costs. The lender can make the borrower stand

in long lines, treat the borrower with less dignity, and on
occasion ask for an under-the-table-payment in order to reclieve
the loan. The lender may also increase the borrower's loan
transaction costs by shifting some of the lender's normal

costs to the borrower. The lender can charge the borrower for
loan application forms, add closing costs, and service fees,
and require the borrower to pay fcr a technician to survey

and approve the collateral offered for the loan. All of

these techniques are used by lenders to increase the effectlve
borrowing costs of those customers who are lzast nrofitable

for the lender, without forcing the lender to refuse, outright,
the loan application.

When negative real rates of interest are in force and
financlal markets are pgenerally repressed, the financial sys-
tem becomes much more vulnerable to political intrusions.

Since it becomes much more difficult for the financial syst
to mobilize voluntary financinl savings, RFMs become more
dependent on the central bank or the government for funds 1o
maintain the purchasing power of loan portfolios. The noli-
tical system can then force the financial system to march to

political music by extending or withholding funds needed to
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keep the lender afloat. Because the financial system 1s hand-
ing out loans that include impiied income transfers, those who
are politically powerful press in to get a piece of the actinn,
The political system, in turn, quickly recognlzes that it can
galn support by allocating these goodies to those favored few
as political patronage.

Policies that repress activities in financial markets
are a major exnlanation for the poor performance of RFMs (Shaw).
The economic abuse that is heaped upon the heads of rural
entrepreneurs in many countries also helps to explain some
of the unsatisfactory performance. In too many countries the
net results of various policies are low returns to private
investments in rural areas. Overvalued exchange rates often
tax agricultural exports and provide unfair competition to
local producers from cheap imports. Price ceilings and sub-
sidies to large industries further weaken rural production
jncentives and reduce rural purchasing power. Disincentive
prices may be reinforced by the lack of public investment in
rural education, transportation, marketing facilities, and
technologies. This creates an unfavorable investment climate
in rural areas, reduces the voluntary savings capacity of
rural residents, weakens their renayment capacities and limits
the opportunities for business ventures that normally emeree
wnen vigorcus economic growth is taking place. Added to this,
erratic policies may present the rural producer with so much

uncertainty that private investments are retarded.
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Fortunately, since the late 1930's, U.S. agriculture has
been vigorous and generally profitable. Lenders in the U.3.
have not had %o worry wbout lending to a weak agricultural
sector. The recent slow down in agricultural productivity
growth, and the increasing use of grain embargos as a part of
our foreign pollicy may, however, resuit in more disrupticn
of R¥Ms in the U.S.

It is clear to me that the main threat to the continued
satisfactory nerformance of rural financial markets in “he
U.S3. is inflation combined with regulation of scuue .nterest
rates. If rates of inflution exceed the rates of interest
charsed or paid in finuncial marxets for very long, predictable
things begin to hapnen. The performance of our RFMs will &p-

pear more and more similar to the s1i1d story being played out

in low income countries.

conclusions

Long ago “oses divided the Red Sea and allowed the childr-=en
of Israel to leave Epynt. Too many policymakers and credit
specialists have visions of duplicating Moses's miracle In
their own financial rmarkets. They try o zommand through fiate
the liquidity reoresented by loans to divide and pgo in desired
directisns: to agriculture. 3mall farmers, into long torm
loans, and %o purchase proac-ative inputs instead of conzumptilon
goods. In country after country tnuse desires have been frus-
trated. Those "managing" financial markets, especilallv in rural

areas, ought to learn from the lesson taught by wise “Zing Cnute,
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an 1lth Century Danish ruler of England (Holinshed, p. 731).

To demonstrate that even a Kine, who controlled most ol

countries naacd limited powers, Cnnute commanded the tide not

b}

to cortinue in on the niece of beach where he was sitting.
Despite his cormmand the fide moved in and soaked the King.
While retreating from the tide, Cnute pointed out to his nobles
that, althouch the tider worked on part of his sovereign do-
main, they were beyond nhis control. He had the good sense
to retreat hefore the tide and publically acknowledged that,
while he could causes taxes and duties to rise and fall, he
had no influence on tides. The laws of pgravity had more com-
mand over water molecules than did the Kinpg.

Those interested in rural financial markets ought to
emulate the wisdom of Cnute and resist trying to duplicate
the miracles of Moses. Financial instruments are almost as
liquid as water. The irresistable vull of vnrofits in a market
economy will cause those financial instruments to flow to ac-
tivities that give the uscr the most satisfaction. DBecause
these instruments ars as divisible as water they are vir-
tually impossible to control by fiats from the capital city;
too many actors are inveolved in finarcial intermediation
to be able to override ftne econcomic forces ithat nropnel the
movement of this liquidity to its highest and bt2est use. As
argued carlier, the redeeminn characteristic of finance is its
fungibility. Its divisibility, 1ts 1liguidity, 1ts substitu-

tabllity for other activities, and the abilitv to divert this
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liquidity intc a wide range of uses are the main reasons “hat
Man invented theze inscruments. As Crniute found out, water is
wet, and Lo eliminate tnis desirable croperty of wiater would
destroy watces's usefulness. Host 2conomies are fortunate
that pclicymakers can not destroy the fungibility of financial
instruments through various ecredit controls. The main impact
of these controls is to increase the costs of maintaining
funribility; =.g. the farmer who 1is forced to take a loan
in-kind, in the form of hags of fertilizer, resells that fer-
tilizer and buys those things that he really needs or wants.

Financial intermediation should play an imoortant role 1n
rural development in anv country. Policvmakers ought to focus
on improving and strengthening the process of financial inter-
mediation rather than trying to finesse the fungibility of
finance, Tnterest rate restrictions and credit controls are
part of the problem not part of the solution. Recent events
in low income coun‘ries ought to give the U.S. clear insights
into how financial markets react in rural areas under the on-

slaughts of inflation.
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