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Group Lendling to the Rural Poor in the Dominican Republic:
A Stunted Innovation

by

Dale W Adams and Alfredo A. Pablo#*

Credit programs for the rural poor have cemerged in most low
income countries (LICs) the past twenty years. Initially this
involved installine institutions like credit unions, credit
cooperatives, and supervised credit programs that had becen suc-
cessful in high income countries. Only a few of these institu-
tional transplants, however, have taken root and flowered.

As a result, financial innovations have recently emerged in

low income countries that attempt to improve the access of the
rural poor to financial sorvices.l/ These include door-to-door
collection of savings deposits by commercial banks, low cost
rural vanx« branches, mohbile banks, area development prosrams
with credit as part of a package of services, blanket credit

orograms that lend to a large vroportisn of the rur2l peor in



an area, and pgroup lending. While many of these innovations
appear to be very promising when initiated, most do not mature
beyond the pilot project phase. Often, within several years
of initiation, the aims of the innovation are not met, policy-
makers become frustrated, and the nilot projeet 1is abandoned
or the original objectives of serving the rural poor are ig-
nored. One must expect attrition in innovations, but the
failure rate in rural financial markets js disturbinpgly high.
We supgest in the following discussion one cxnlanation
for why financial markect innovations fail ard illustrate our
argument with snformation drawn from a study of group lending
in the Dominican Republic. Our aim is to identify Ffactors
that have limited the success of a promisine group lending
program and draw conclusions that may be useful in a number
of other low income countries experimenting with loans to
groups. We will argue that innovations llke group lending
end up stunted or abort because of national policies that make
it very difficult for cost decreasing financial market inno-

vations to flourish.

#inancial Services for the Rural Poor

Serving the rural poor is the most difficult and costly
thing that feormal Finaneial markets do. Typically, the rural
poor are geographically scattered, have unsatisfactory loan
collateral, borrow and save small amounts irregularly, do not

nave costablished credit ratings with formal lenders, and have



low and often unstable incomes that make estimation of repayment
capacities difficult for formal lenders. The varlations in loan
demand make it awkward for formal lenders to managme their loan-
able funds when they only lend to the rural poor. DPermissive
attitudes amon« politicians toward loan repaynent may also
make 1t difficult for lenders to press for renayment. Added
{5 “hose problems, In some cases policyvmiakers force lenders
to nrovide expensive technical assistance o small borrowers,
and at the same time require lenders to charge concessionary
interest rates. 1In nmost LICs Lhe ecxpected net returns from
lending to the rural poor are negnative for most formal lenders.
Innovators Iin a number of cnuntries have hoped that group-
ing would make lending Lo the rural poor more attractive to
formal lenders (Adams and Ladman). At least four advantages
are claimed for lendine to sroups instead of individuals:
(1) lenders are able to wreduce their lean transaction costs by
maklng one loan to a groun rather than makines a number of small
individual loans, (2) when individuals are jointly liable for
the pgroup loan, lenders nay be able to reduce loan default
and the costs of collccting delinquent loans, (3) lenders nay
also reduce the costs of providing services like technical as-
sistance by working with mroups cather than with individuals,
and (4) groun loans mav reduce the borrower's loan transaction
costs and make formal loans and repayment more attractive to

small borrowvers.



The Dominican Republic

Background on the Dominican Republic 1s useful in understand-
ing why eroup lending emerged there and why it 1s a case worth
studylng. Twentv vears ago 1t would have been difficult to
predict a prosperous future for the Dominican Republic (Clausner).
The country had been ruled fowr 30 years by a heavy-handed dic-
tator, the 2conomy depended malnly on supar nroduction for its
export earnines, it had a rapid population pgrowth rate, a very
weak educatlonal system, and very few trained techniclans.

The country had modest endowments of natural resources with
much of the country too drv or too mountainous to support in-
tensive agricultural productlon. The ownershiv by foreign
corporations of some of the best lands and manyv of the mineral
properties compounded the country's problems. A good deal of
political instability and civil war in the m1d-1960's further
disrupted the country.

Relatively larse amounts of foreign assistance and a
good deal of self-help over the past 15 years have resulted 1in
a surnrising amount of cconomic vrogress. This has occurred
even with scveral vears of severe drousht, unstable and often
low surar prices, hurricanes, and an enitdemle of African swine
fever that sharply reduced the country's swine herd. Desnite
these set-backs, the country has made steady cconomle propgress
and rccentlv had an orderiy transfer of government from one

civilian president to anotncr. wWith all of the current turmoil



that exists in Central America and the Caribbean the Dominican
Republic stands out as a bright spot.

While the countiy has made substantial progress it still
faces a numaber of difficult eroblems that were comnounded by
two devastating nurricines in 1979. These problens include a
serious lack of inexpensive energy sources that can be used to

'

cne1tute for increasingly costly imports of petroleum pro-
ducts. Tnis, in turn, puts opressurec on balance of pavments
and internal price stability. 'The country also imnorts a slg-
nificant part of its food. Continued rarid ponulation growth
plus covert migration from Jaiti continucs to exnand the amount
and extent of poverty in urban areas and even more critically
in rural areas.

Graduaily over the past twenty years the country has de-
veloped a number of the elements needed to increase the pace
of agricultural development. As a part of this, a good deal
of effort has sone into exvanding the nunber of institutions
providing loans to qegrlculture, and to cxpanding che amount
of money lent to farmers. About ono—fifth of the farmers in
the country now receive formal loaas, but there are few formal
savings deposit facilitioes roadily availablz in rural areas.

As can be seen in Table 1, the Acricultural Bank along
with commercial banks plav a major role in providine agricul-
tural loans. The commercial banks mainly service larwse farmers

while the Agricultural Bank makes about half of its loans to






small and medium sized farmers along with land reform participants.
The financlaras provide loans Lo lar~e operaticns, while the
Do ainican Develepment Foundation (DD¥) makes most of its lcans
to the rt~al poor. The expansion of agricultural credit in the
country has been stronsly suppnorted by foreian ald arencies.
Loans and grants for abont 90 million dollars have cone into
.. sountry the past 20 years for this ovurpose (Table 2).

As in most countrics, formal agricultural loans carry con-
cessionary interest rates. Currcntly the nominal interest
rates on agricultural loans range from 8-12 rercent poer year,
includins service fees. 1In late 1979 commercial banks expected
yields iu other sectors in excess of 13 percent on well sc-
cured loans with customers who had excellent credit ratings.
Until 5 or 6 years ago the nominal interest rates 1n the econ-
omy generally oxceeded the annual changes In the consumer price
index. Recently, however, rates of inflation have accelerated,
and since 1974 have wenerally oxenreded the nominal rate of
interest charsed on agricultural credit. ndividuils have re-
ceived negative real rafes of interest on thelr savings deposits
and thecse with easy access to cormal credit have realirzed an
income transfer through borrowing at nesative real rates of

interest.

Group Lendine in the Dominican Republic

Several organizations in the Dominican Renubllic have ecXxper-
imented with sroup lending: the Oficina de Desarrollo de 1a

Comunidad, the Comite de Ciudadanos, the Instituto de Desarrollo






y Credit Cooperativo, several commercial banks and DDF. Some of
these group lending programs have grown out of community devel-
opment activities by various povernment agencies or through
church efforts. Still other groups were formed by lending
agencles. A tradition of informal groups of farmers working
together to do joint tasks through convites provided some social
Lisis for the formation of these groups. The san, an informal
rotating savings credit association found throughout the country,
also vrovides a traditional basis for informal groups among the
poor (Norvell and Wehrly ).

While DD has outher development activities, loans to groups
of small farmers nmake up a lavce part of its total cfforts.
DDF was one of the first organizations to become involved with
group lending, and currently has the largest propgram of this
type in the -—ountry. DDF's lending activities are interesting
because they deal strictly with the poor, and because ot the
innovaticns involved. The roots of DDI o Lack to the Alliance
for Prosress initiated in the ecarly 1960s and private scctor
interests in the Dominican Repubtiic that felt more should be
done about rural poverty. In its current form, DDF was lepgally
organized 1in 196, o= 3 non-noorit ermanization. Initially, a
good deal of its fund. i car from vrivate gifts. corporation
donations, and grants from foreipnr foundations. As its lend-
ing activities have grown, 1t has relied heavily on loans and

grants from commercial banks, government apgencles, and Interna-

tional ald agencies.
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The main aim of DDF is to promote social and economic de-
velopment among the low income people in rural areas (Freirae).
It is a relatively small organization that works in seven re-
gions c¢f the country. Tts board of directors includes indi-
viduals who have had, or currentliy nold, prominent positions
in the government and private business. The leaders of the
Foundation are hishly motivated and have a sincere Interest in
helping the rural poor.

Wnile DOF does a significant part of the total lending to
the rural vnor, its loans malke un only a small part of all
mcney lent to agriculture. Overall, DDF handles about 2 per-
cent of the total value of new loans each year tc apriczulture.
As can be noted in Table 3, recently DDI has made loans through
groups to about three or four thousand small farmers. Most
of these farmers do not have access to cther formal sources
of credit. The loan portfolio of DDIF grew steadily from only
about .1 million pesos in 1966-67 to about 6.3 million pesos in
1978-79, while the value of new loans made each ycar increased from
about .1 million to 1.6 million.a/ The pnast several years DDF
has 1round it d4ifficult to find additional funds, nevertheless,
to maintain or expand its volume of lending. During thils per-
1od there has been a rise and fall in the numbers of groups
and individuals participating. A high point in number of groups

and indjividuals was reached in 1973-74 when loans were made to



TABLE 3:

Growth in DDF Portfolio and lLending Activities, 19£5-79

New Loans
Portfolioéf Nug?er Mag:agggéng Average Loan Size per
Year RD($) Groups RD($) Individuals Group Individual
196667 106,829 42 117,670 2,081 2,802 s 57
1967-68 224,541 161 216,682 2,167 1,346 100
1969-70 376,770 160 234, 822 4,461 1,468 53
1970-71 583,004 156 387,682 4,954 2,485 78
1971-72 836,990 257 480,264 5,726 1,869 84
1972-73 1,121,557 198 455,277 b, 457 2,299 102
1973-74 1,712,880 393 550,172 6,923 1,400 112
1974-75 2,481,213 248 1,758,284 5,150 7,090 396
1975-75 3,512,307 231 2,396,142 4,440 10,373 499
1976-77 4,512,961 189 2,282,895 4,029 12,079 567
1977-78 5,604,726 212 2,065,241 4,668 13,624 619
1978-79 6,323,120 124 1,602,831 2,590 12,926 619

Source: Dominican Development Foundation, .nforme Anual, 1979.

a/ Year End Balance, June 30. The official rate of exchange has been one peso for one dollar
throughout the period covered by this table.

b/ Based on fiscal year July 1-June 30.



about U400 groups with almost 7 thousand members. Since that
time both numbers have dececlined sharply to only 124 groups and
2,592 individuals 1in 1978-79. This reduction from 1975 to 1979
in the numbers of groups and individuals serviced occurred
despite a more than six-fold increase in the total loan port-
“olio of DDF, and a twe-fold increase in the value of new loans
made yearly.

Compared to other agencies trying to provide financial
services to the noor, DD has been quite innovative. For ex-
ample, they have blended private, corporate, government, and
foreign aid acency ‘nterecst into their activities., This has
allowed them to draw political as wcell as financial support
from a broad rance of sources. It has also resulted in DDF
npulling influential peorle into their program. While DDF's
activities were larpcly initiated on grants and gifts, they
have been avle on occasion to gain eccess to resuiar financlal
zources to suovport some of their lending prosrams. They have
alsc been quick to adopt new minarement teools such as computers,
and have been able to maintaln staff esprit de corps desnite
modest salartes. it was also one of the first orecanivations
in the world ic cxperiment on a large scale with rroup lending
and has been quite dynamic in making various adjustments that
were aimed at exnanding and Improving the effectivencss of
grouvp lending. As will be discusnsed later, DDF also has ex-

perimented with a loan guar~ntce program aimed it Induclng
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commercial barks to service the rural noor. While doing this,
DDF has been able to maintain a positive imape among the influ-
ential, the rural poor aand international donors and aid agen-
cies - no small task in a world wher> "social minded" agencies
often turn up with poor press a few years after they begin

operations,

Tne M:chanics of Group “ending

As mentioned earlier, some pgroups have been in existence
for several years before they aoproach DDF for a loan. Other
crouns are drawn together by DL cocordinators. The groun may
vary 1in size from 10 to more than 100 individuals. Once a
group is formed or makes contact with the coordinator, a meet-
ing is held with group members and DDF's program i1s explained.
If the coordinator feels that the group is serinus about work-
ing together, additional meeting.: are held. A coordinator may
meet recularly with a new group for a number of months to help
design a loanable vroject. This may include short courses for
all or part of the members in production techniques critical
to the success of the proposed project. This proving and train-
ing period is costly for DDF, especially if the groups are
newly formed. During the formation period the groun clects
several leaders to represent it in loan negotiations. These
leaders slso work with the DDF coordinator in prcparing a
project rlan on which a loan is Jjustiried.

Each loan is aimed at a specific production activity. The

project, for example, might be to help finance rice production
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on land that is owned or rented by group mcmbers. Hot all
members of the aroup need be purticlpants at any one time in
the project and loan, however. Typlcally, the members purchase
inputs with the loan and aprly them to their own individual
ernterprises. “embers of the group may, in addition, exchange
labor informally in planting and harvesting.

The loan transactinn is handled for DU by any bank lo-
cated in the vicinity. The DDV transfers funds to the bank,
who in turn issues a cheex in the name of the eroup leader.
This check ig deposited in a savines account and withdrawals
are inade ss nceded by the iroun with tie signatures of the
croun leaders. The secretary of the group is responsible for
ralntaining records on who receives portions of the loan and
atso thelr repayment. In 311 caces the members of the group
who participate in the loan apree fto be jointly llable for
repayment of the entire group loan. This agrecment is not
lepgally binding, however, because the informal groups are not
lerally recognized entitics in the Dominican Republic. In the
case of a loan default the DDF only has legal recourse agalnst
individual borrowers within the proun. DDF has collection
agents who work on rccovering loans from individuals who were
in grouns that have disbanded, or from lndividuals who have

failed to repay in on-going grouns.
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Evaluation of Group Lending Practices

A recent study in one of the seven areas where DDF 1s work-
ing illustrates some of the streneths and weaknesses of DDF's
group lendings (Pablo). This study was carried out in late 1978
in the Bonao reesion, a rice arca located in the central part of
the country. Bonao was one of the first regions where DDF

1 makine eroup loans. DDE's program there 1s nelther
{ts best nor its worst. The study focused on examining the
benefits and costs of srouo lending. It showed that there had
been a good d:al of instability in the number of aronns recelv-
ing loans in the arca. I'rom 1066 to 1978 DDF made 244 separate
loans to 063 croups of farmers in Bonao. In late 1978 only 23
groups were still active and receiving loans from DDEF. Several
of the groups had disbanded becausc they lost interest in work-
ing as a group and cetting a loan [ron DDIF. Other groups had
dishanded and did not renay thelr loan. Still ~ther groups
were combined to form larger groups in order to reduce DDF's
costs of administration.

Wwhile che reaons for sroup failure variled, several reasons
were common. Those grouns formed mainly for the purpose of
getting access to a DDF loan tended not to last very long. It
appears that group cohesion grew cut of individuals realizing
"rroup goods" in additlon to just access to credit. As might
be expected, loans made to groups that had been sogether for

some time prior to getting a DDF loan tended to have higher
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loan repayment rates and continued existence. The fact that the
individuals hung togethe ' as a group prior to petting a DDF loan
strongly suggests that individuals were r:alizing "group goods"
pesldes just access to DDF loans. It was als» noted that groups
that contributed a significant part of the resources that went
into the project funded by the loan tended to have higher re-
payment performance than those srouns that used the loan to
cover most project cipenses. A number of srouns in one area

had disbanded and failed to renay thelr oans. Many of the
peonle living there were rocent mirrants and nad not developed
social ties bevond the loan to bind them torether.

An analysis of the cosls of lending to froups versus loans
to individuals was not possible because DDF only makes eroup
loans. It appeared, however, that there 1s a clear trade-off
between kreping grourn lending costs down, and helning to create,
reinrorce, and provide technical assistance to groups. Jome
of DDF's groups were already formed and had group coheslon before
DDF came on the scene. Some of the jroups, however, were formed
by DDF. 1In some cases, DDF works with a newly formed gsroup for
up to 5 months to make sure that it was roasonably viible before
making a loan. droup formation and supervision costs were very

substantial where on-going groups did not already exisc. The fact
that sroups do not provide loan collateral also ralses the expected
lender costs of trying to collect delinquent loans. Desplte these

qualifications, it was clear that lending to grouns involved
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less lender transaction costs per unit of money lent than would
individual loans to group members. At the same time, it 1is
obviously more exncnsive for the lender to service groups than
it would be to lend the same amounts to more prosperous indi-
viduals who could nrovide secure collateral .or their loans.

A recent analysis of DDF's lending activities showed thnat

the «nst of lending, formineg and supervising the grouns amounted
to about 20 percent of the value lent (Roach).

The effectiveness of joint liability in encouraging loan
repayment was also not clear cut. Some well established
groups maintain informal vigilante committees that, in extreme
cases, may take the law into their own hands and extract a
niece of property from the delinquent member to cover unpaid
loans. This type of social sanction anpecars to work best when
the members in good standing in *he rroup feel they lose a
lot if the group does not meet its loan obligations. The
quality of the loan service nrovided is an important factor
in this. If the group has only beecn formed to pet access to
the lcan, the group feels hasseled in getting the loan, and
the loan arrives late, group sanctions to reinforce repayment
anpear to be very weax.

As with lender costs, it was difficult to set strictly
comparable costs of an individual borrowing throush a aroun
versus obtaining an 1ndividual loan from a formil lender.
Almost none of the DDF group borrowers eet iidividual loans

from other formal lenders. To shed some light on this
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question, an analysis of total borrower loan transactlon cost
of a ten member DDF proup was made. This was comnared with
similar cost incurred by 10 individual small borrowers from
the National Arricultural 3ank in the same rejsion.  The trans-
action costs included the ovportunity costs of time taken to
negotiate the loan, interest payments and scrvice fees, travel
costs, and costs of borrowing short term in the informal
market to cover exrenses because of delays caused by late
tormal loan disbursement. The interest and service fee chareoes
were identical for DOY¥ and the Acricultural Bank. DBoth the
croup and the individual borrowers were often forced to borrow
money in t‘he informal market to cover their oroduction ex-
nenses because the DDF and the Agricultural Bank disbursed
their loans 32-50 davs after the farmers incurred a malior

part of thelir nro rction expenses. Because the groun loans
were largely neeotiated by only one or two of the group
leaders, the mroup members lost less work time and had to
zpend less on travel exnenses than did individual »sorrowers.
Overall, the group incurred loan transaction costs that were
acout 20 percant lower than did the 10 individual borrosers
for equal amounts of meney. At the same time, individuals zave
up some of thelr freea»>m by being in a grouv. ‘hether this
saving in loan trensacticn costs would have been sutficient

to induce them to nmarticipate In 2 eroun loan, over an indi-
vidual loan, cannot be answerced because members of the sroup

had little access to formal loans outside of group rarticipation.
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Almost everyone contacted in the study agreed that providing
technical assistance to the group was both more cost effective

and easier than trying to do it with individuals.

Loan Guarantce Program

One of the most interesting innovations tried by DDF was
a puarantce prosram aimed at inducine commercial tanks to lend
o vrouons sraduated from DDF's own lending progsran. Leaders
in the Foundation recalized in the early 1970s that they must
tap repular financial channels to service additional rural
poor. In 1972, DDF received a srant from the Inter-American
Foundation for about a half million dollars to initiate thls
guarantee effort.

The thinkins behlind the program was that DD™ would provide
the commercial banks with credit references on the sroups,
continue to nrovide technical services to support the activities
financed by the commercial loan, and nlso offer the bank a loan
gucrantee to cover nort of any default: 795 percent of the amount
lent the first year to the group, 50 nercent the second year,
and 25 percent the third yvear. Tt was honed that the loan
puarantee along with the other DDF services of 1dentifying
and supervisine the grouns would provide commercinl lrnZers
with enourh additional incentives to lend to the rural poor.

The intent was for DD to obtain leverase “hrourh the use of

grant funds to guarantee 1 mich larser amount of money lent

to groups by ccmmercial lenders.
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The terms of the loans made by the banks to the groups were
those generally used by the DDF and the Aericultural Bank. The

joans carried an interest rate of 8 percent, nlus a 2 percent

al banks wer: able to increase

[

service charge fee. The commerc
thelr effective yields on tu.ese group loans to about 11 percent
by deducting the interest payment and service fee 1in advance
from the principal lent to the groups. In 1973 when the guaran-
teed loans were first made by commercial banks, the expected
yilelds from well securcd commercial loans ranzed from 11 to

13 percent. 3By deducing interest in advance, charging 10 per-
cent, relying on DDF to cover some lending costs, atid having a
loan guarantee for 75 percent of the loan value, banks in 1973
expected returns from group loans approximately equal to those
they could realize from other loans. "urthermore, DDV had
several ;1embers on its board of directors from the banking
communit’/ who were able to cncourase important banks to go out
of their way to promote 2 worthy cause. In 1973, four major
banks began to make loans Lo orouns under the fuaarantee program.
mwo of these banks were foreisgn owned ond their particioation
may have been related to publice relations. The munbor of oraoups
served under the ruarantce program cxnanded vanidly in 1973-74
but then tailled off and by 1978 no commerclial vank was willing
to participate. This occur:d desplte the fact that repayment
rates had been excellent and DDF was called upon to pay for

only a small amount »f defaultcd loans out of suarintee funds,
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A total of 220 loans were provided for a total of almost 2 mil-
lion pesos under this program of guarantees during the 1973-77
period.

Various explanations have been offered for why this very
interesting and »oromising innovatlon started with a bang, yet
failed. It appears that both DDI" and the bunks lost interest
in r~ontinuing the sguarantee program. DDF's onthusiasm waned
because it continued to incur signiticant costs to help 1ts
best groups prepare loan oronosals for bank fundine. DDF also
incurred expenses to supervise the loans and help in loan re-
covery. Since the banks kept all of the intcrest vayment, DDF
received no revenue to off-set their cosgts of serving loans
made under the guarantee program.

Rankers mentioned a number of reasons for pulling out of
the prosram. Some mention the declining portion of thie loan
vrincinal -overed by the guarantce as being a factor. Others
suggest that droughts during the Mmid-1279s in thce country made
it more risky to lend to asprliculturce and esnecially Lo those
horrowers without adenquate collateral. Still others argue
that these tynes of group loans cost them more to administer
than they had expected. Also durine the period 1972-73, DDF
bezan to experience more difficulties overall in maintaining
high repayment reccords among its croups. Thi< made the credit

worthiness of DDF's portfolio less attractive to comnercinl

lenders.
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Cther less well recognized forces were also at wcrk that
cauzed commercial vbanks to back away frem the group lending.
In 1973 the rate of inflation in the country bepan to accelerate.
Prior to this time, the nominal rates of interest pald on agri-
cultural loans generally exceeded the rates of inflatien, and
positive real rates of interest were in force. Slnce 1973,
however, the rates of inflat.cn have generally exceeded the
nominal rates of interest on asricultural loans. Thils has re-
sulted in excess demand for these negatively priced loans,
and has causcd banks to severely ration these cheap loans away
from the rural poor. Further, the cpportunity cost of monecy
lent at concescsionary rates to agriculture has gone up snb-
stantially. As mentioned earlier, the effective yield on com-
mercial loans moved up to excced 18 percent the past several
years. It appears that banxs were willings to narticipate in
a program that may have been only marzinally profitable to
them initially, but with an increcase in inflation and a Jump
in returns that could be realized from loans to other sectors,
the banks made a profit maximizinpg decision that pushed the
rural poor and the DDF aside.

It is doubtful if even a steady guarantce of 100 percent
would have convinced the banks to continue lending to pgroups
at effective yiclds of about 11 percent when they could ret
18 percent on their loanable funds, at lower loan transaction

costs per unit of money lent, by shifting all thelr [unds to
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tpaditional clients. In this case, interest rate regulations
kept costs of formal credit down for the rural poor, but formal
lenders were unwilling, and DDF unatle to provide lecans at these
prices. This forced the rural poor to rmo to informal lenders

who charged higher rates and/or to do without additional formal

loans.

Conclusions

Despite a number of substantial accomplishments, DDF is
faced with some very tough problems. As might be expected,
individuals, corporations, and foreian foundations are not
interested in indefinitely supporting an agency. ffoundat ions,
especially, like to view thelr grants as sced nmoney that will
flower into a sclf-verpetuating porenninl. While DDF has been
highly successful in attracting prants from foundations, these
foundations renerally only want to give DDF one or two gran®ts.
DDF has been able, with difficulties, to draw funds from regular
financial channels, but these sources of loan:s look carefully
at DDF's balance sheet, may have strong nolitical overtones or
demand that their revenue cxceed the®r costs for the loan.

At least two major factors make it difficult for DDF to
become a repgular part of the financial community. The first is
the DDF has incurrcd some renayment problems among its proups.
In the initial staees of DDM's eroup lending program, they re-
ported excellent repayment verformance. Tn recent ycars, how-

ever, a higher vrovortion of DDFs loans are not repaid, or are
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repaid late. Part of this deterioration in repayment performance
i1s due to debt refinancing in the early part of DDF's program
that made repayment appear to be better than in fact it was.

That 1s, DDF retinanced loans to certain groups that were un-
able or unwilling to repay loans ancd these did not appear as
repayment nroblems until several years later when DDF finally
decided not to refinance the group. Secondly it is also apparent
that the quality of loan services provided by DDF has not im-
proved over the past few years. DDF has been forced t£to economize
on the amount of technical wssistance and supervision that 1t
gives groups. Fewer groups and fewer total people serviced

were parts of this chanpe. Even more imnortant, because of re-
payment problems, erosion of the purchasing power of DDF's loan
portfolio by inflation, and their difficulties in getting ac-
cess un additionnal loanable funds, DDF does not have enough

funds to meet loan demand among its groups. This has resulted

in loan disbursements to groups arriving up to several months
after crops are planted. This forces the group to rely on in-
fformal lenders for sceveral months to fund the part of their
activities covered by DDF loans. The added cost of borrowing
Tfrom the informal market, and the late arrival of DDF loans,

has caused borrowers to feel that the quality of DDF's loan
services has deteriorated. As a result, some giroups delay
repaying a loan so that they can finance their next <rop. OJther
groups or individuals may default altogether on their loans be-

cause they feel that maintalning a good credit rating with an



agency that is becoming less able to supply their financial
need is not worth all that much. Sald another way, it may be
that a mood credit rating with DDF is worth less now than 1t
was a few years ago because the quality of DDF's financial
services has declined.

It is surprising how many orpanivzations like DDF start
will. a flourish, receive a number cf ygrants to start their
program, show very promising initial results, but then run
into rough watcr about the time that grant agencies dectide
they want the agency to stand on its own feet. In larpge part
these problems can be exnlained by simnle comparison of costs
and revenues. Baszsically, DD has a program that is costing
it 20 cents or more of evoery pes~ leng to run while they are
only charcing 1o cents [for every peco lent. Without a contin-
ual inflow of grents or subsidies amcunting to at least 10 per-
cent of their loan norifelio they cannot maintain the nominal
value of their lcanable funds. Tiis assumes that they recover
most of their loans. If the loan defanlt smiounts to 10 percent
per year, other things belng egual, DDRF's louan portfolio will
essentially evaporate in about 5L y=ars. If the rate of inflation
i{s sigrificartly greater “han ' he nominal rate of interest rate,
which it ecurrently is in the Dominican Republic, the purchasing
power of the loan portfolln will crode even more quickly. With-
out an outscide subsidy on a regular basis, DDF cannot prescnt a

strong financial statement io> potential funding agencies.
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Despite the aggressive and Innovative beginnings of DDF,
it has not been able to develop inncvations in financial inter-
mediation that would allow it to service the filnancial needs
of the rural rror, to maintain its own financial viability,
and at the same time charge only 10 percent for its scrvices.
The agency is trying to provide a service at a price that will
not cover its ccsts. Our opinion is that they have been running
a lean shop and have kept their costs about as low as one could
expect. To further reduce the aveorage cost of lending would
probably reduce the quallty of DDF's services and furt! 2r crode
the incentives that borrowers have to maintain sood credit rat-
ings with the agency. The ceoncessionary interest rate policies
that so many countries insist on pursuing ay be a major factor
that causes many financial innovations to end up stunted or
abort. Many of the innovations may be ccest decreasing, but
they do not decrease cost cnoush to aliow apencies to sustailn

themselves with cheap interest rate policies.
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FOOTNOTES

Professor and former Rcsearch Associate, Department of Agri-
cultural Economics and Pural Socioclopy, The Ohlo State
University. The Agency for Ihternational Development pre-
vided funds used in carrying out this rescarch. Thne staff

of the Dominican Develorment Moundation, cuvecinlly Camilo

H. Suero and Rafael A. Abreu R., were very pracious in allow-
ing us to ustudy thelr qetivities. Their candor aliowcd us

to analyze problems, common to many small farmer credit nro-
crams, that are often hidden. W~ hope we have not abused
their trust.

Innovations are used here to indicate any change in overations
of the financial intermeciary. The innovation may he either
cost decreasing or cost incrcasing for the intermediary

and/or scciety.

The officinl rate of exchange has bheen onc pesos per dolllar
for many years. The parallel market rate gives a 15-20
percent premium to the dollar.
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Adams, 2al2 W. Group Lending to the Rural Poor in the Dominican Republic:
A Stunted Innovation. .olumbus, Jhio; Jhio State University, Dept. of
Igriculturai tconomics and “ural Sociology, 1980. 28 n. (PN-AAH-391).

This report discusses one =2vplanation for the failure of firancial
market 1nnovations ind illustrates the argument with information drawn
from a study of group lending in the Dominican Republic. The aim of thke
report is to identity factors thdt have limi*ted the success of a promis-
ing group-iending orogram and o draw conclusions that may be useful in
a number 2f other lTow-income countries experimenting with loans to groups.
The arqument 1: fnat innovations iike Jroup Jending are stunted ur aborted
bacause or naticnai poiicies tnat make 1t ditficult for cost-decreasing fin-
ancial market innovation to flourish. Over the past twenty vears the
Jominican “enublic has developed a number 0f the elements needed to increase
the pace 2f 1ts aaricultural development. As part of this, 3 good deal of
affort nas gJone 1nto expanding the number of Institutions oroviding Toans
to agriculture and to expanding the amount of money lent to farmers. About
one-fifth of the farmers in the country now receive formal loans, but there
are few formal savings deposit facilities readily available in rural areas.
The Dominican Development Sfoundation (DOF) makes most of its loans to the
rural poor. Currently, the DDF has the largest qroup-lending program in
the country. ODF legally organized in 1966 as a nonprofit organization, relies
heavily on loans and grants from commercial banks, government ag.ncies, and
international aid agencies as its lending activities grow. ODDF handles about
two percent of the total value of new loans made to agriculture each year,
Recently, 1t has made loans through groups to about three or four thousand
smali farmers. The loan portfolio for 1978-1979 v-as about 6.3 million
pesos, with the value of new loans made each year increasing from about 1
million to 1.6 million. A highpoint in the number of groups and individuals

served was reached in 1973-1974 when loars were made to about 400 groups with
almost 7,000 members. Since that time, both numbers have declinad sharply

to only 124 groups and 2,590 individuals in 1978-1979. A group may vary

in size from 10 to more than 100 individuals. A study carried out in late
1578 in the Bonao Region showed that tnere had been a good deal of instability
in the number of groups receiving loans in the area. Reasons for group
failure varied; however, several reasons were common, Those groups formed
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mainly for the ouroose of getting access to a DDF loan tended not to last very
long. Many of the peonle living there were recent migrants and had not
developed sccial ties beyond the loan to bind them togetner. A number of
groups in one arza disbanded and failed to repay their loans. Despite the
aggresive and innovative beginnings of DDF, it has not been able to develop
innovations in financial internediation that would allow it to serve the
financial needs of the rural ocor, to maintain its own financial viability,
and, it the same time, to charge only 10 percent for its services. A

bibliograony of six references is included.



