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Group Lending 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 emerged in most low 

income countries (LICs) the past twenty years. Initially this 

involved installinq institutions like credit unions, credit 

cooperatives, and supervised credit programs that had been 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 services. 
1/ 

These include door-to-door 

collection of savings deposits by commercial banks, low cost 

rural jank branches, mobile banks, area development programs 

with credit as part of a package of services, blanket credit 

orograms that lend to a large proportion of the rural poor in 
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While many of these innovations
 an area, and group lending. 


do not mature
 
appear to be very promising when 	initiated, 

most 


Often, within several years
beyond the pilot project phase. 

are iot met, policythe aims of th, innovationof initiation, 

the project is abandoned
makers become frustrated, and pilot 

poor are iq
or' the original objectives of serving the rural 

t.eexpect attrition in innovations, 	 but
nored. One must 

financial markets is disturbingly high.
failure rate in rural 

dl,scussion one exp.anationWe suqgest in the fo1.lowing 

for' why financial market innovations fail ard illustrate our 

argument with information drawn from a 	 study of group lend nug 

to identify factors
in the Dominican Republic. Our aim is 

success promisin- croup lending
that have limited the of a 


in a number
 
program and draw conclusions that may be useful 

of other low income countries experimentting with loans to 

lendingthat innovations like group
groups. We will argue 

because of national policies that make 
end up stunted or abort 

it very difficult for cost decreasing financial market inno

vations to flourish.
 

for the Rural PoorFinancial Services 

poor is the most difficult and costly
Serving the rural 

markets do. Typically, the rural 
thing that formal financial 


have unsatisfactory loan
 
noor are qeoraphically scattered, 

save small amounts irregularly, do not 
collateral, borrow and 

with formal lenders, and have have established credit ratings 
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low and often unstable Incomes that make estimation of repayment
 

capacities difficult for formal lenders. The variations in loan 

demn d make it awkward for formal lenders to manage their loan

able funids wlhen they only lend to tle rural poor. PcvtMissive 

attitodes amon Kpollti ians toward loan repay ,ent may also 

make it difficult for lendie 's to press for rcpayment. Added 

to 'no;e problems, In same cases policymakers force lenders 

to provide expensive technical assistance to small borrowers, 

and at the same time require lenders to charge cnncessionary 

interest rates. In mst LiCs the expected net returns from 

lending to the iural poor are negative for most formal lenders. 

Innovatorn in a number of countries have hoped that group

ing would make lending to the rural poor more attractive to 

formal lenders (Adams and Ladman). At least four advantages 

are claimed for lending to groups instead of Individuals: 

(1) lenders are able to Peduce their loan transaction costs by 

making one loan to a group rather than makinq a number of small 

individual loans, (2) when individuals are Iointly liable for 

the group loan, lders nay be able to roduce loan dnfault 

and the costs of co11cting dellnq ant loans, (3) 1lenders may 

also reduce the costs of providing services like technical as

sistance by working with nroups Pather than with individuals, 

and (4) group loans may reduce the borrower's loan transaction 

costs and make formal loans and repayment more attractive to 

small borrowers.
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The Dominican Republic
 

Background on the Dominican Republic is useful in understand

ing why group lending emerged there and why it is a case worth 

studying. Twenty years agro it would have bee" difficult to 

predict a prosperous future for the Dominican Renub1ic (Clausner). 

The country had been ruled fop 30 years by a heavy-hlanded dic

tator, the oconomy depended nailqy on suar production for its 

export earnings, it had a rapid population growth rate, a very 

weak educational system, and very few trained technicians. 

The country had modest endowments of natural re:sources with 

much of the country too dry or too mountainous to support in

tensive agricultural production. The ownership by foreign 

of the best lands and many of the mineral
corporations of some 


properties compounded the country's problems. A good deal of
 

political instability and civil war in the mid-1960's further
 

disrupted the country.
 

a
Relatively larqe amounts of foreign assistance and 

good deal of seif-help over the past 15 years have resulted in 

a surprising amount of economJc progress. This has occurred 

even with sevral years ofC severe drounht, unstable and oftan 

low sunar prices, hurpicano5s, and in ,idemLc of African swine 

fever that sharply reduced the countr/i's nwi ne herd. Dosoite 

these set-backs, the country his made steady economic progress 

and recently had an orderly trQnsfer of ,overnment from one 

civilian president to another. dith all of the current turmoil. 



-5

that exists in Central America and the Caribbean the Dominican
 

Republic stands out as a bright spot. 

While the counti v has made substantial progress it still 

were compounded byfaces a number of difficult problems that 

in 1979. These proh 1e.s include atwo devastatinj harrIcines 

serious lack of inexpensive energy sources that can be used to 

P l"ute for Kncreasingly costly imrorts of netroleum pro-

This, in turn, puts pressure on balance of payments
ducts. 


and internal price stability. The country also imoorts a sig

nificant pcrt of its food. Continnted rapid po ulation growth
 

plus covert miqration from Haiti continues to exnand the amount
 

even more critically
and extent of noverty in urban areas and 


in rural areas.
 

country has de-
Gradaily over the past twenty years the 


the elements needed to increase the pace
veloped a number of 

of agricultural development. As a part of tkis, a good deal 

of effort has gone into exranding the number of institutions 

providing loans to vqriculture, and to expandin , Ghe amount
 

of money lent to farmers. About one-fith of the farmers in
 

are few formal
the country now receive formal loans, but there 


areas.
savings deposit facltieOs re dily avallabin in rural 

As can be in Table 1, the Agricultural Bank alongseen 


a major role in providing agriculwith commercial banks play 

tural loans. The commercial banks mainly service larqe farmers 

towhile the Agricultural Bank makes about half of its loans 
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small and medium 	sized farmers along with 
land reform participants.
 

larqe operations, 	while the
 
The financiaras provide loans to 


Do ninican Development Foundation (DDF) makes most of its ieans 

to the .,ral poor. The expansion of agricultural credit in the 

by foreiqn aid aqencies.
country has been 	 stronq!]7: supported 

for abot 90 million dollars have come into
Loans and grants 

this ourpose (Table 2).
t,. :,untry the past 20 years for 

As in most countries, formal agricultural loans carry con

the nominil Wrrterestrates. Currentlycessionary interest 

Near,rates on agricutural loans 	 ran oe from - 12 e repwt per 

late 1979 commerciil banks expected
including service foes. In 


sein excess of 13 percent on well 
yields in other sectors 

cured loans with customers who had excellent credit ratings. 

econthe nominal interest rates in the
Until 5 or 6 years ago 

the changes in the consumer price 
omy generally exceeded annual 

Recently, however, rates of inflation have accelerated,index. 


the nonical rate 	 of 
and since 19 7 4 have ,enevally exceeded 


[ndivlduals have re
interest charged 	on agricultural credit. 


on their Anvii ,:; 	 depositsrates interestceived negative real of 

an 
and these with easy access to rormal credit have rwal iaed 


real rates of
 
income transfer through borrowinq at negative 

interest.
 

Group ,ending in the Dominican Revublic
 

experin the Dominican 	 Reoublic have
Several orvani;'at ions 

with Vroup lendinj: the Oficina de Desarrollo de ia 
imented 

Desarrollode Ciudadanos, the Instituto de
Comunidad, the Comite 
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y Credit Cooperativo, several commercial banks and DDF. Some of
 

these group lending programs have grown nut of community devel

opment activities by various government agencies or through
 

church efforts. Still other groups were formed by lending
 

farmers working
agencies. A tradition of informal groups of 


through convites provided some social
together to do joint tasks 

groups. The san, an informalL i-: Por the formation of these 

rotating savings credit association found throughout the country, 

also orovides a traditinnal basis 	 1for informal groups among the 

poor (Norveil and Wehrly). 

While DDI, has other development activities, loans to groups 

part of its total efforts.of small farmers make up a la, e 

DDF was one ou the first organizations to become involved with 

group lending, and currently has the largest program of this 

activities are interestingtype in the country. DDF's lending 

because they deal strictly with the poor, and because of the 

go Lack to the Allianceinnovations involved. The roots of DDF 

and private sectorfor Progress initiated in the early 1960s 

felt more should beinterests in the Dominican Repub[ic that 

form, DDF was legallydone about rural poverty. In its 	 current 

organizatton. Initially, aorganized in 196u : i -,. fit 

good deal of its fundi-; u:< from private gifts. corporation 

donations, and grants from foreign foundations. As its lend

heavily on loans anding activities have grown, it has 	 relied 

grants from commercial banks, government agencies, and interna

tional aid 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 (Freire). 

It is a relatively small organization that works in seven re

gions of the country. Tts board of directors includes indi

viduals who have had, or currently hold, prominent positions 

in the government and private business. The leaders of the 

Foundation are hiqhly motivated and have a sinc a interest in 

helping the rural poor. 

While D57 does a slnificant part of the total lending to 

the rural noor, its loans make up only a small part of all 

money lent to agrieculture. Overall, DDT handles about 2 per

cent of the total value of new loans each year tc agriculture. 

As can be noted in Table 3, recently DDF has made loans through 

groups to about three or four thousand small farmers. Most 

of these farmers do not have access to other formal sources 

of credit. The loan portfolio of DDF 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 year increased from 

about .1 million to 1.6 million. 21 The past several years DDF 

has found it difficult to find additional funds, nevertheless, 

to maintain or expand its volume of lending. During this per

iod there has been a rise and fall in the numbers of groups 

and individuals participating. A high point in number of groups 

and individuals was reached in 1973-74 when loans were made to 
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Average Loan Size per 

Group Individual 
RD$ 

2,802 57 

1,346 100 

1,468 53 

2,485 78 

1,869 84 

2,299 102 

1,400 112 

7,090 396 

10,373 499 

12,079 567 

13,624 619 

12,926 619 

one peso for one dollar 

TABLE 3: Growth 

Portfolio-' 
Year RD($) 

1966-67 106,829 

1967-68 224,541 

1969-70 376,770 

1970-71 583,004 

1971-72 836,990 

1972-73 1,121,557 

1973-74 1,712,880 

1974-75 2,481,213 

1975-76 3,512,307 

1976-77 4,512,961 

1977-78 5,604,726 

1978-79 6,323,120 

Number 
of 

Groups 

42 


161 


160 


156 


257 


198 


393 


248 


231 


189 


212 


124 


in DDF Portfolio and Lending Activities, 

New Loans
 
Made During 

/Years 
RD($) 

117,670 


216,682 


234,822 


387,682 


480,264 


455,277 


550,172 


1,758,284 


2,396,142 


2,282,895 


2,883,244 


1,602,831 


Individuals 

2,081 

2,167 

4,461 

4,954 

5,726 

4,457 

6,923 

5,150 

4,440 

4,029 

4,668 


2,590 


Source: Dominican Development Foundation, informe Anual, 1979. 

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

b/ Based on fiscal year July 1-June 30. 
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about 400 groups with almost 7 thousand members. Since that
 

time both numbers have declined sharply to only 124 groups and 

2,599 indiviTuals in 1978-79. This reduction from 1975 to 1979
 

in the numbers of qroups and individuals serviced occurred
 

despite a more than six-fold increase in the total loan port

folio of DDF, and a two-fold increase in the value of new loans 

mide yearly.
 

Compared to other agencies trying to provide financial 

services to the poor., DDY has been quite innovative. For ex

ample, they havQ blended private, corporate, government, and 

foreign aid agency 'nterest into their activities. This has 

allowed them to draw political as well as financial support 

from a broad range of sources. It has also resulted in DDF 

oullin. influential peorle into their projram. While DDF's 

activitles were larqoly initiated on grants and gq ts, they 

have been aole on occasion to gain access to regl:ar financial 

sources to support some of their lend ing programs. They have 

nlsc been quick to adopt new mnna.ement tools :;uch as computers, 

and have been able to maintain staff esprit de corps desnite 

modest salaries. in was also one of the first organizations 

in the world to experiment on a large scale with qroup lending 

and has been quite dynamic in making various adjustments that 

were aimed at expanding and imporovtn the effectiveness of 

groyp lending. As will be discu:sed later, DD_ also has ex-

perimented with a loan guarAnt,,e program aimed at inducIng 



-13

commercial banks to service the rural noor. While doing this, 

DDP has been able to maintain a positive image among the influ

ential, the rural poor and intern at.lonal donors and aid agen

cies - no small task in a world whevt> "social minded" agencies 

often turn up with poor press a few years after they begin 

operat!ons.
 

Tile ):>hanics of Group -ending 

As mentioneJ earlier, some groups have been in existence 

for several years before they approach DDF for a loan. Other 

groups are drawn t~gethe' by N" ccoriinators. The group may 

vary in size from 10 to more than 100 indivi duals. Once a 

group is formed or makes contact with th. coordinator, a meet

ing is held with group members and DDF's program is exp.ained. 

If the coordinator feels that the group is serious about work

ing together, additional meetinr: are held. A coordinator may 

meet regularly with a new group for a number of months to help 

design a loanable project. 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 grouo elects 

several leaders to represent it in loan negotiations. These 

leaders also work with the DDF coordinator in preparing a 

project ylan on which a loan is justified., 

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 members. Not all
 

members of the group need be portic pants at any one time in 

the proj ct and loan, however. Typically, the members purchase 

inputs with the loan and aprly tnem to their "wn indi vidual 

enterprises. embers of the group may, in addition, exchange 

labor informally in plantinq and harvesting. 

The loan transact ioan in handled For D U'1 by any bank lo

cated In the vicinity. The ppDD transfers funds to the bank, 

who in turn issues a check in the nime of tho ,roup leader. 

This check is deposited in a savin s account and withdrawal]s 

are made &.s needed oy the n'oup with tie sinnatures of the 

group leaders. The secretary of the group is responsible for 

maintaining records on who recn1ives portions of the loan and 

aiso their repayment. In all ca'es the members of the group 

who participate in the loan agree to be jointly liable for 

not
repayment of the entire group lonn. This agrement is 


legally binding, however, because the informal groups are not
 

legally recognized entities in thne Dominican Republic. In the
 

case of a loan default the DDF only has le;al recourse against
 

individual borrowers withIn the group. DDF has collection 

agents who work on recovering loans from Individuals who were 

in grouns that have disbanded, or from individuals who have 

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


areas where DDF is workseven
A recent study in one of the 


of the strengths and weaknesses of DDF's
ing illustrates some 


group lending (Pablo). This study was carried out in late 1978 

in the 3onao region, a rice area located in the central part of 

of the first regions where DDF
the country. Bonao was one 

! making ,roup loan s. program there is neither 

The study focused on examining the 

*DD,'s 

its best nor its worst. 

Ft showed that there had
benefits and coats of rouo lending. 

receivteen a good V al of i vstahbility in the number of Iroups 

to 1978 DDF made 244 separateing loans in the area. From 1966 

loans to 63 groups of farmers in Donao. In late 1978 only 23 

groups were still active and receiving loans from DDP. Several 

of the groups had disbanded because they lost interest in work

a loan 1rom DDE. Other qroups had
ing as a group and getting 

Still other groupsand did not renay their loan.disbanded 

form larger groups In order to reduce DDF's
 were combined to 


costs of administration.
 

Me reaons for Iroup failure varied, several reasons
While 


formed mainly for the purpose of
 were common. Those groups 


last very long: It
 a DDF loan tended not to
getting access to 


appears that group cohesion grew out of individuals realizing
 

"group goods" in addition to just access to credit. As might 

loans made to groups that had been together for be expected, 


have higher
time prior to getting a DDF loan tended to 
some 
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continued existence. The fact that the
loan repayment rates and 


as a group prior to getting a DDF loan
individuals hung togethe-


strongly suggests that individuals 	were r ali:,ing "grouo goods"
 

It was also noted that groups
besides ust access to DDF loans. 


nart of the resources that went
that contributed a significant 

higher reinto the project funded by the loan tended to have 

that used the loan to payment performance than those groups 


one area
 cover most project cxrenses. A number of groups in 

ioans,. Many of the
had di sbanded and failed to renay 	their 

eople living ther, were re cent mi.rant, in, And not developed 

social ties beyond the loin to bind them together. 

versus loansAn analysis of the costs of Lending to groups 


to individuals was not possible because DDF only makes group
 

is a clear trade-off
loans. It appeared, however, that 	there 


between keeping grourp lending costs down, and heloing to create,
 

iainforce, and provide tecinical assistance to groups. 
Some
 

already formed and had group cohesion before
of DDF's 	groups were 


on the scene. Some of th~e Croups, however, were formed
DDF came 

by DDF. In some cases, DD' works with a newly formed group for 

up to 6 months to make sure that it was rasonably viable before 

making a 	loan. Group formation and supervision costs were very 

already exist. The fact
substantial where on-going groups did not 


that groups do not provide loan collateral also raises the expected
 

lender costs of trying to collect 	delinquent loans. Despite these
 

lending to groucs involved
qualifications, it was clear that 
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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 is 

obviously more expensive for the lender to service groups than 

it would be to lend the same amounts to more prosperous indi

viduals who could provide secure collateral Lor their loans.
 

A recent analysis of DDF's lending activities showed that 

t h nst of lending, forming and supervising the groups 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 t'hat, in extreme 

cases, may take the law into their own hands and oxtract a 

piece of property from the delinquent member to cover unpaid 

loans. This type of social sanction aqpears to work best when 

the members in good standing in the -roup feel they lose a 

lot if the group does not meet its lioan obligations. The 

quality of the loan service provided is an important factor
 

in this. If the group has only beon formed to get access to 

the loan, the group feels hasseled in getting the loan, and 

the loan arrives late, group sqnctions to reinforce repayment 

appear to be very weak. 

As with lender costs, it was difficult to get strictly 

comparable costs of an individual borrowing through a qroup 

versus obtaining an individual loan from a formil lender. 

Almost none of the DDF group borrowers get jUdivilual loans 

from other formal lenders. To shed some light on this 
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question, an analysis of total borrower loan transaction cost
 

of a ten member DDF group was made. This was compared with 

similar cost incurred by 10 individual small borrowers from 

the lNatio(9al Aricultural Bank in the same re<ion. The trans

action costs included the opportun!ty costs of time taken to 

negotiate the loan, interest payments and service fecs, travel 

costs, and costs of borrowing short term in the informal
 

market to cover expenses because of delays caused by late
 

formal loan disbursemnt. The interest and service fee chargei
 

were identicl for DDF and the Aricultural Bank. Both the 

group and the individual borroweps were often forced to borrow 

money in the informal market to cover their rroduction ex

penses because the DDF 9nd Khe Annicultural Bank disbursed 

their loans 30-60 days after Ih, Frarmers incurred a maj or 

rart of thi r ore 'ct on expenses. Because the nroup loans 

were largely neqotiated by only one or two of the group 

leaders, the group members lost loss work time and had to 

spend less on travel expen::es than did individual :orrowers. 

Overall, the group incurred loan transaction co:;ts that were 

up of their freeanm by being in a group. 


about 20 percent lower than uid the 10 individual borro.ers 

for equal amounts of money. At the same time, individuals gave 

some Whether this 

saving in loan transactinn costs would have been sufficent 

to induce them to rnartieipat_ in a ;roup loan, over an indi

vidual loan, cannot be answered bcause members of thre qroup 

had little access to formal loans outside of group participation. 
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Almost everyone contacted in the study agreed that providing
 

cost effective
 
technical assistance to the group was both more 


than trying to do it with individuals.and easier 

Loan Guarantee Program
 

was
 
One of the most interesting innovations tried by DDP 


prugram aimed at Inducin- commercial banks to lend 
a guarantee 

DDF's lending progrcm. Leaders 
to '.;roups graduated from own 

thcy must
in the Foundation realized In the early 1970s that 

service additional rural
 tap regular financial channels to 


Inter-American 
ooor. In 1972, DDF received a -rant from the 

to initiat- this
 a half million dollars
for about
Foundation 


cuarantee effort.
 

provide
The thinking behind the orogram was that DD would 

Un the ,rroups,the commercial banks with credit references 

support the activities
technical services to
continue to nrovide 


and also offer the bank a loan
 
financed by the commercial loan, 


gut ran4 ;ee to (,over oPr't of -ny deCault: 75 oercent of the amount
 

first year to the group, 50 percent the second year,lent the 


that tie lohn
 
and 25 nercent the third year. It was honed 


along with the othier DDF services of ideritifyin'A

guarantee 


the groups would nrovide commercial lftnders

and supervising 


rur-al poor.

with enough additlonal incentives to lend to the 


for DDF to obtain leverag,,e through the use of

The intent was 


grant funds to guarantee a much largrer amount of money lent
 

to groups by commercial lenders.
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loans made by the banks to the groups were
The terms of the 


those generally used by the DDF and the Agricultural Bank. The
 

a 2 percent
loans carried an interest rate of 8 percent, plus 

service charge fee. The comercial banks wer, able to increase 

group loans about I] percenttheir effective yields on these to 


in advance
by deducting the interest payment and servi.e fee 

from the principal lent to the groups. In 1973 when the guaran

teed loans were first made by commercial banks, the exeected 

yields from well secured commercial loans ranned from 11 to 

in advance, charging 10 per13 percent. By deducing interest 

cent, relyinn on DDF to cover some lending costs, aid 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. Furthermore, DD7 had
 

several nembers on its board of directors from the banking
 

important banks to go out
communit/ who were able to encourage 

of their way to promote a worthy cause. In 1973, four major 

banks began to make loans to -rrur)s under the garantee program. 

Two of these banks were foreign owned &nd their nartI ination 

may have been related to. pub]1ic relations. Thu nunhbnr of groups 

served under the guarantee program exnanlded] rapidly in 1973-74 

but then tailed off and by 1978 no commarcla1 bank was willing 

to participate. This occur A lespite the fact that repayment
 

for'
rates nad be-en excellent and DDF was called upon to pay 


only a small amount if defaulted loans out of guarantee 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
 

a bang, yet
interesting and promising innovation started with 


failed. It appears tnat both DDF and the banks lost interest 

wanedIn ,ontioiuinq the guarantee program. DDF's enthusiasm 

because it continued to incur significant costs to help its 

best groups prepare loan rnroosals for bank fundinn. DDF also 

incurred expenses to supervise the loans and he p in loan re

covery. Since the banks kept all of the interest nayment, DDF 

received no revenue to off-set their costs of serving loans 

made under the guarantee protram. 

Bankers mentioned a number of reasons for pulling out of 

the program. Some mention the declining portion of t'e loan 

principal -overed by the guarantee as being a factor. Others 

suggest that droughts during the mid-1979s in tho- country made 

it more risky to lend to aqviculture and esnecially to those 

borrowers without adequate collateral. Still others argue 

cost admrinisterthat these types of group loans them more to 

than thay had expected. Also during the period 1972-73, DDF 

began to experience more difficulties overall in mnintaining 

Thin madle the credithigh repayment records among its groups. 


worthiness of DDF's portfolio less attractive to commerclol
 

lendars.
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Other less well recognized forces were also at work that
 

caused commercial banks to back away frem the group lending. 

In 1973 the rate of inflation in the country began to accelerate. 

Prior to this timp, the nominal rates of interest paid on ag-i

cultural loans generally exceeded the rates of inflation, and 

positive real rates of interest were in force. Since 1973, 

however, the rates of inflatio n have generally exceeded the 

nominal rates of interest on agricultural loans. This has re

sulted in excess demand for these negatively priced loans, 

and has caused banks to severely ration these cheap loans away 

from the rural poor. Further, the cpportunity uost of money 

lent at concessionary rates to agriculture has gone up sb

stantially. As mentioned earlier, the effective yield on com

18 severalmercial loans moved up to exceed percent the past 

years. It appears that banks were will Iri: to participate in 

a program that may have been only marcjnatly profitable to 

them initially, but with an increase in inflation and a jump 

in returns that could be realized from loans to other sectors, 

the banks made a profit maximizing decision that pushed the 

rural poor and the DPF aside. 

It is doubtful if even a steady guarantee of 100 percent 

would have convinced the banks to continue lending to ,roups 

at effective yields of about 11 percent when they could get 

18 percent on their loanable funds, at lower loan transaction 

costs per unit of money lent, by shifting all their funds to 
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In this case, interest rate regulations
traditional clients. 


for the rural poor, but formal
kept costs of formal credit down 


lenders were unwilling, and DDF unable to provide loans at these
 

to go to informal lenders
prices. This forced the 	rural poor 


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


loans.
 

Conclusions
 

a number of substantial accomplishments, DDF is
Despite 


faced with some very tough problems. As might be expected,
 

are not
individuals, corporations, and foreiEn foundations 


interested in indefinitely supportinqo an agency. Foundations, 

especially, like to view their qrants as seed money that will 

flower into a self-nerpetuatini norennini. While DDF has been 

highly successful in attracting ,rants from foundations, these 

to give DDF one or two grants.foundations generally only want 

DDF has been able, with difficulties, to draw runds from regular 

financial channels, but these sources of loans look carefully 

strnnq political overtones or
at DDF's balance sheet, may have 


for the loan.
demand that their revenue exceed the'r costs 


At least two major factors make it difficult for DDF to
 

a regular part of the financial community. The first is
become 

the DDF has incurred some veoayrnent problems among its nroups. 

of DDY"s rnup lending program, they re-In the initial staqes 


ported excellent rrpayment perforrnance. Tn reent years, how

are not repaid, or are
 ever, a higher proportion of DDFs loans 
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repaid late. Part of this deterioration in repayment performance
 

is due to debt refinancing in the early part of DDF's program
 

that made repayment aopear to be better than in fact it was.
 

That is, DDF refinanced loans to certain groups that were un

able or unwilling to repay loans anO these did not appear as 

repayment problems until several years later when DDF finally 

decided not to refinancc 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. DDIF has been forced to economize 

on the amount of technical assistance and supervision that it 

gives groups. Feer groups and fewer total people serviced 

were parts of this change. Even more important, because of re

payment problems, erosion of the purchasing power of DDF's loan 

portfolio by inflation, and their difficulties in getting ac

cess Lo additional .oanable 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

formal lenders for several months to fund the part of their 

activities covered by DDF loans. The added cost of borrowing
 

from 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 gn'oups delay
 

repaying a loan so that they can finance their next crop. Other
 

groups or individuals may default altogether on their loans be

cause they feel that maintaining a good credit rating with an
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financial
 agency that is becoming less able 	to supply their 


Said another way, it may be
need is not worth all that much. 


worth less now than it
that a good credit rating with DDF is 


a few years ago because the quality of DDF's finncial
 was 


services has deck.ined,
 

start
is surprising how many organizations like DDF
It 


a number of grants to start their
witT:a flourish, receive 


run
 
program, show very promising initial results, but then 


rough wator about the time that -rant agencies decideinto 
they want the tgency to stand on its own feet. In large part 

these problems can be exnlained by siople conarison of costs 

that is costingand revenues. B-.aica1ly, DD)P has a program 

while they are
it 20 cents or more of evr, pes lent to run 

iK_cents for every pezo lent. Without a continonly char-Ing 

per
ual inflow of cg'ants o, suhsidies 	 amounting to at least 10 

cent of their loan oitf.olio the;,y 	 cannot maintain the nominal 

value of their loanable Funds. Tis assumes that they recover 

most of their loans. If the loan defaullt amounts to 10 percent 

being, equal, DDF's lan portfolio will 
per year, other thinF,,s 

about 5 years. If the rate of inflationessentially _,vaporate in 

of interest rate,is sig 'ificir.tiy reater 'thin he nominal rate 

it ciArrntly is in th. Dominican Rlepublic, the purchasing
which 

the loa' wil.L even more quickly. 'ith
power of portfolio erode 

present a 
out an outs'_de subsidy on a regular basis, DDF cannot 

strong financial statement to potential funding agencies. 
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Despite the aggressive and innovative beginnings of DDF,
 

it has not been able to develop innovatinns in financial inter

mediation that would allow it to service the financial needs 

of the rural rnr, to maintain its own financial viability, 

and at the same time charge only 10 percent for its sevvices. 

The agency is trying to provide a service at a price that will 

not cover Its costs. 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 avraqe cost of lendinq would 

probably reduce the quality of DD}''s services and furt: or wrode 

the incentives that borrowers have to maintain q;ood credit rat

ings with the agency. The concessionary interest rate policies 

that so many countries insist on pursuing Qay be a major factor 

that causes many financial innovations to end up stunted or 

abort. Many of the innovations may be cost decreasinq, but 

they do not decrease cost enough to allow agencies to sustain 

themselves with cheap interest rate policies. 
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FOOTNOTES
 

Professor and former Research Associate, Department of Agri

cultural Economics and Rural ,o.oy, The Ohio ,Thate 
nrc.-University. T 	 An for [iiternati onal !ve lopment 

incn I onut tii:ilroc.;arch. The staffvided funds used 
t i -r,1-c i':, i 	 C rTmiToi lVof the Domini _ItiD-ce I o,,reirIt l rlIId 

we re ve-y rrac 1 in alow-H. 	 Suero and IPafuel A . AU re i . , 

to ,t.dy their activi ti s. Their candor a; d us
ing us common to manV small farmer cedit nro

not abdused 
to analyze ,;roblems, 

grams, that are often hi dden. h, hope we have 


their trust.
 

here to indicate 	any change in operations1/ Tinovations are used 
ma~y 5e 	eitherof the financial intermeciary. The innovation 


cost deO .>:5 or coc)st 1nc reusing for the rermedi blry
 

and/or s cety.
 

b.en one pesos per dolllar 
2/ The 	official rate of exchange has 

for many years. The parallel market rate gives a 15-20
 

percent premium to the dollar.
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This report discusses one evplanation for the failure of firnncial
 

market innovations and illustrates the argument with information drawn
 

from a ,tudy of Jroup lending in the Dominican Republic. The aim of t'e 

report is to ident.fy 4 actors thdt have 1imited the success of a oromis

ing group-Iend2 nq -.crram and to Jraw :on. usions thal may be useful in 

a numboer or hw -Irme u:uries eperimenti ni with loons to qroups. 

The argument iS -Io. onnovations 1ike urouo fendinq re stunted u, aborted 

because )r na-Ional po1icies that make it ,i-ficult For cost-decreasing fin

ancial market :nnovation to flourish, Over the Case twenty years the 

Dominican :eoiublic has developed a number if the elements needed to increase 

the :ace ot its agricultural development. As cart of tis, a good deal of 

ef+ort ias ,7one into expondingr the number of institutions croviding loans 

to agricul ture and to expandi ng 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 Foundation (DgF) makes most of its loans to the 

rural poor. Currently, the DDF has the largest group-lending program in
 

the country. DDF legally organized in 1966 as a nonprofit organization, relies
 

heavily on loans and grants from commercial banks, iovernment agencies, and
 

international aid agencies as its lending activities grow. DDF handles about
 

two percent of the total value of new loans made to agriculture each year. 

Recently, it has made loans through groups to about three or four thousand 

small farmers. The loan portfolio for 1978-1979 was about 6.a 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 declined 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
 

1978 in the Bonao Region showed that there 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 conon, Those groups formed 
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mainly for the Durose of getting access to a DDF loan tended not to last very
 

long. Many of the peoole living there were recent migrants and had not
 

develooed social ties beyond the loan to bind them together. A number of
 

groups in one jrea disbanded and failed to repay their loans. Despite the
 

aggresive and innovative beginnings of DDF, it hds not been able to develop
 

innovations in financial internediation that would allow it to serve the
 

financial needs of tne rural 'oor, to maintain its own financial viability,
 

and, at "he same time, to charge only 10 percent for its services. A
 

bibliogrhory of six references is included.
 


