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Savings Mobilization:
The Forgotten Half of Rural Finance

Robert C. Vogei*

This paper presents four arguments that savings mobilization should be an
essential part of rural finance projects in developing countries: (1) income
distribution, (2) resource allocation, (3) viability of financial institu-
tions; and (4) appropriate incentives for projects. The paper then describes
the recent AID-BANCOOP project in Peru which demonstrates that savings can in
fact be mobilized in rural areas of developing countries and which also
indicates some of the crucial factors in successful savings mobilization:
adequately high interest rates on deposits, good service for depositors,
incentives for employees, confidence in the institution, and effective savings
mobilization campaigns. Finally, the experience of credit unions in Peru is
used to show what happens to financial institutions that do not pay adequate
attention to savings mobilization and what problems, especially with respect
to incentives, can be anticipated in implementing savings mobilization
projects.

Introductioq

Providing loans at low rates of iInterest is widely believed to be the
basic function of rural financial institutions in developing countries, and
furthermore that these subsidized loans can promote agricultural output and
redistribute income toward the rural poor. The evidence increasingly indi-
cates, however, that policies based on subsidized low interest rate loans for
agriculture are failing to achieve these two objectives. Because credit is
fungible, it is difficult and costly, if not impossible, to tie subsidized
credit to specific agricultural activities (Von Pischke and Adams, 1980). The

main beneficiaries of subsidized agricultural credit are not the rural poor,
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people for iusights into finance in developing countries, but especially to
Dale Adams, F. .J. A. Bouman, Claudio Gonzalez~Vega, Edward Shaw and numerous
participants in the Ohio State University rural finance program. However,
none of these individuals or institutions is responsible for the opinions
expressed or the errors remaining in this paper.



as such cradir tends to become highly concentrated in large loans to rela-
tively wealcthy Zarmers (Vogel, 1977). Moreover, financial insticutions whose
hasic function is low interest rata leading cannot be viable iIn the loag ru
(Von Pischke, 198l). They mnust continually depend on subsidized resources
from some extaeraal donmor, typically their own government or some intarnational
agency, in a world where most donors prefer new projects over tne continuing
suppor:z of something that was supposed to beccme contiauing support of
something that was supposad o >ecome viable.

Aloost ten vears agu the Spring Review of Small Farmer Credit rpointad out

anany of these problams with the subsidized lending approach o rural finance,
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znd at least one paper was entirelr devoted to explaining th

2% saviag mobilizacion (adams, 1973; se=s also Somald, 1976 and idams, 973,
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“onecheless, rural Zinance projects Ia developing countries have concinued Lo

asc rate loans for agriculczure and to aeglzct the role of
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avings mobilization in rural areas. This same Dias 1s reflectad in che
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lizerature on rural fiaance, as =he japers on agricultural credit written
during the past decade outnumper =he japers on rural saviags by about five oo

sne (AID and Ohic Stacs Universizr =isliographies). Mereover, 203t zapers on
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1zaraediaries

inancial 1

rural savings deal not wizh savings zcoilizacion by
but rather with a different 1issue, the detarminants of the portion of income

savings aocoilizatcion in
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which is saved rather than consumed. The neglact o
the role assigned to formal financial institutions serviag tle rural areas of
developing countries stands in sharp contrast to the experience of informal
finance ia the same areas of the same countries (Bouman, 1977). Why has
formal finance failad to incorporate the message of indizenous savings and

credit societies, that savings and cradit are inseparably linked In providing

the financial services which the rural population demands?



The neglect of savings mobilizatlon can perhaps be explained in part by
the often—heard arguments that savings cannot br should not be mobilized in
the rural areas of developing countries. It is said that most of the rural
population has no margin for saving over consumption needs and, in any case,
does not respond rationalily to incentives such as higher interest rates.
Urban-based financial institutions are said to be uninterested in the small
suas that aight be mobilized in rural areas, while rural institutilons are
thought to lack the administrative and technical skills necessary for the
successful mobilization of savings. It is further argued that if financial
institutions were encouraged to mobilize savings aggressively, savings would
sizmply be diverted from one ianstitutions tc another, and the higher iaterest
npavments to depositors would Jrive the institutions toward bankruptcy or force
them to lend outside of rural zreas where higher returns can be obtained. A
aore basic explanation for the neglect of savings mobilization may be that it
is inconsistent with policies of low interest rate lending. Savings mobilized
by financial institutions at relatively high cost cannot realistically be
on=-lent at low rates of interest. In addition, officials of financial insti-
tutlions are likely to find it more pleasant to bargain with their own govern-
ments or international donors over the conditions for obtaining subsidized
resources than to face the task of mobilizing savings from the rural popula-
tion.

The present paper 1s divided into two main sections. The first outlines
four reasous why savings mobilization should be an essential part of rural
finance policiles in developing countries. The second describes in some detail
the successful AID-BANCOOP savings mobilization project which was carried on

in Peru during the past two years. This project shows that savings can be



Zobilized iz soor rural arsas of developing countries when the proper incen-
tives are presant, even iI the project desizn and the implementing institution
ara less than gerfect. The theorecical arguments in favor of saviags aobili-
zation togecher with the success df the AID-3ANCOOP project strongly contra-
dict the arguments presented above that savings should not, or camnot, be
aobilized in the rural areas of developing countries. Jurthermore, the
sroblems encountarad in the implementation of the AID-3ANCCCP project suggest
thaz the desire to zmainrtain subsidized low interast rate iending policies,

and not the arguments agaiast saviﬁgs a0bilizacion, is the 2ain reason Ior the

aeglect of saviags mobilization. Such issues are aexplored briefly Iian :the

conclusion of this paper.

our Arzuments in Favor oI Saviags Meopilizziisa

3

Income distridution is an Important oblective of rural finance jolicies,

and policies that Improve savings cpportunitles will do zore o radisc
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borrowers without good collateral who are perceived to be zore risky and more
costly to serve (Vogel, 1979, and Gonzalez-Vega, 196l). Ratloning takes :the
fora not only of loan refusals and limitations on loan size but also of
increased transactions costs which can easily tecome more important for small
"horrowers than Iinterest costs and thereby drive them away (Adams ind Nehman,

Too
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1979). Leaving aside the perverse concentration of credit resulting



subsidized low interest rate loans, an essential feature aof financial inter-
mediaries is the pooling of resources, that is, bringing together felatively
small amounts from many savers so that relatively larze projects involving
economies of scale can be undertaken. Hence, by their nature, financial
intermediaries serve more savers than borrowers and have individual deposits
that are smaller on the average than loans. Policies which focus on improving
services rfor savers, not for borrowers, are thus the indicated route for
redistribucing income toward the rural poor.

There is a myth, mentioned above, that most of the vrural population has
10 savings. If this were true, the rural poor would have become extinct long
ago with che onset of the {irst cmergency, and especially the small farners
who are not only subject to well-known visks but also must wait for their
returns from planting until harvest (Van Pischke, 1973). The rural poor, more
han anycone else, must have a liquid raserve to meet emergencies. Credit,
most probably from informal sources, can supplement this liquid reserve, but
credic is available only to those who have actual or potential savings. Even
the moneylender will not lend to someone with no potential surplus Lo extract,
and friends and relatives, as well as savings and credit societies, require
the ability to reciprocate (Bouman, 1979).

The most important service which financial institutions can provide for
rural savers is liquid deposits with interest rates that are at least positive
in real terms. Without this, the rural poor will be forced to hold a variety
of inflation hedges, many of which earn negative rates of return, and to pay a
heavy inflation tax on the cash and deposits which they must hold for iame-
diate needs. The rural non-poor, on the other hand, are often able to avoid
these unpleasant alternatives by investing in urban areas or indulging in

capital flight. There {5 another myth, also mentioned above, that most of the



rural osopulation does aot z2spond :0 interast rate incencives. This view is
af=an basad on so-called incerast rate reforms in wnich incerest rates ars
raised marginally bur conctinue o be substancially zegative In real terzs.,
Somerimes incerest rates cn deposits ara raised significantly, Sut Iinancial
‘astizutions are expected to continue to lend at the old low rates of
iatsresc. These insti:-ucions respond quite logically by discouraging depo-
si=3. Tnstaad of convenient locations and hours of operation, rapid service,
and z ainizun of paperworiz, they provide the opposi:ta.
he as ‘@mpcortanc for savers as for borrowers, and cthe prophesy tlat the rural

illizg.
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Tha seccad argument ia favor of savings zobilizacior
sasource allocaczion and zheraby allcws developing councrizs 0 IrswWw ICr2
rapidly Tffacrive savings =zobilization by financial intarmediaries draws
rascurces awav “rea unproduccive iavestzencs, 2specially inflacisa hedzes, as
the opporzunity is provided to zake deposits wnhich earn nositive real rates of
interasc (Vogel and 3user, 1376). These resources can de oa~lant DJy Zinancia
i{atermediaries for rthose ac:tivizias that promise the hizhest rates o. Tatur
(Shaw, 1973 and McXinnom, 1973). Three arguments agaimst saviags mobilization
which =ave been zentioned above actually help to clariiy this deceptively
simple argument that effec:iive savings mobilizatZon will izoprove resource
allocation. It is said chat aggressive savings mobilization wiil only rasult
in the transfer of deposi:is from one institution to another wi:th no gain to

4

soclety. However, this neglects the gain to savers who would not have zoved
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their duposits without Yeing better off aad the fact that Iimancial imscicu-
rions which earn the highest raturns on the funds entrustad o them will be

able to compete aost effectively for savings.



It is further said that no new savings will be generated as the rural
population will not increase their saving out of income in response to higher
interest rates and other improvements in services to depositors. This argu-
ment confuses the flow of saving with its allocation to a portfolio of assects
and also raises the semantic question of wi.:cther savings that are invested
in inflation hedges such as consumer durables are really saved. Regardless of
whether more is saved out of income, and this is an open question both empiri-
cally and theoretically, etffective savings mobiiization ¢i.nn deploy the stock
of assets of the rural population in more productive ways. It is also said
that higher interest rates for depositors will force financial institutions to
150k outside of rural areas and away from pricrity sectors in order to lend
where nigher returns can be obtained. Because of the fungibilicy of credic,
these resources are already flowing in part toward those higner returns,
albeit at 3 aigher cost co sociaty from the necessity of :ircumventing regula-
tions (Xane, 1981). Regulations that attempt to direct the allocation of
credit not only impose unnecessary costs on society but also rob jolicymakers
of important informacion. The flows of credit and hence resourcas out of
rural areas and away from priority sector are masked, so that policymakers do
not see the importance of removing the distortions which are lowering r=turns
in rural areas and priority sectors (Larson and Vogel, 1980).

The third argument in favor of savings mobilization is that financial
institutions which neglect savings mobilization are incomplete institutions.
IE is obvious that such institutions are not providing adequate service to
clients and potential clients who are savers and who are thererore driven to
seek other means to dispose of savirgs. As .ndicated above, financial insti-

tutions by their nature should serve more depositors than borrowers, and it is



the rural poor in parcicular who aust depend =ore on savings services than
cradit services to provide the liquid raserves zo meet emergzencies.

3eing an Incomplete financial iasci:utioa also has Iaporczant impliczciouns
Ior the high ratas of delinquency and defaul: that typically plague zagricul-~
tural development banks (Vogel, 198l). W“hen financial iastitutions deal with
clients onlv as borrowers they forego useful information about the savings
benavior of these clients wnich could help 2o selact borrowers with higher
orotabilities of promprt repayment. FurIdlermora, Sorrowers ars 1ora Lixaly L0
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rapay promptly when thev kaow thac the resources come Zrom neighbors racher
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than some distant goveranment agency or iatsrnational donor. 3orrowers zay

also realize that Zinancial iasti:zutions w«h.ch zobilize savings activelw
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w1ll have rasourcas £2 izand, whils those :that do z=ot are atc the
whims of governmen: ofZicials and incarnational donors, and a zood cracdi:c

inancial instituticn wizhout rTesourcas Is 20t wosth TR 2uch.

rating wizk a
In addition, Zfinancial iastitutions wnich depend on government agencias or

intaraational donors for subsidized rasources are as unlikely to te intarasted
in the difficult task of loan racovery as in che task of rural saviags aobili-
zaticm,

The fourtch argument in favor oI savings amodilization is that i: provides
appropriate incentives and discipline so that rural financial amarkets and
instizutions can be used to thelr best advantage bv government officials anad
international donors. As just mentioned, financial ifascituticas will have
little intevest in savings mobilization or loan recovery if significant
amounts of lower cost rasources are avallable in the fora ¢f government loans,
cencral bank rediscounts or loans from interanational denors. The avidence is

clear, moreover, that the volume of resources which can be obtained through

subsidized loans and grants can never apprcach the volume which can be



obtained through effective programs of savings mobilization and loan recovery.
Zophasis on savings mobilization also has important implications for policies
of subsidized low interest rate lending, policies which have been shown to be
ineffective for resource allocation and perverse for income distribution.
Financial institutions cannot realistically mobilize savings and on—lend them
at interast rates which cover neither the interest payments to depositors nor
the administrative costs of mobilizing and lending.

It has been alleged that government officials often prefer subsidized low
interest rate lending because it can be a means to distribute patronage
(Ladman and Tinnermeier, 198l1). If this is so, it provides anothe} reason why
the discipline of savings mobilization should be iaposed. Intarnational
dorors wno feel obliged to transfier large amounts of resourcas to developing
countries and who find rural Finance projects a convenient way to do so,
should also feel obligzed to find mechanisms to do this which encourage rather
than retard savings mobilizaticn in the rural areas of developing countries.
There is, in addition, an important connection among savings moiblization,
incerest rates and inflation. It is zenerally recognized that successful
savings mobilization can help to reduce inflation, but it is also sometimes
argued that the higher interest rates necessary to accomplish this will
increase inflation through some kind of cost push mechanism. Yot only is this
argument incorrect (Shaw, 1973), but it also overlooks the powerful political
pressures for inflationary credit expansion which ;rise when the promised low

interest rate loans cannot be funded through savings mobilization.

Success of the AID-BANCOOP Savings Mobilization Project

In @mid~1979 the Agency for International Development (AID) initiated a

small two-year project in Peru supported by a half-million dollar grant to the



3anco Hacional para las Cooperativas (3ANCCOP), nalf for a credi: fund and

ance. The tachaical assistance component included

ct

fals Zor cachnizal assis
support Zor opening new 3aNCO0P offices in czhe two target areas of Huancayo
and Tingo Maria, the creation of a projecc appraisal and tachnical assistance
division to provide assistance within 3ANCOO? and to the cocperatives in the
target areas, and a long=tarm advisor to work with BANCOO?P during the two

s of =he project. Tachnical assistance with savings zmobilization was to
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e diractaed act only to 3ANCOO? izsell but alsse througn 3ANCCOP zo zhe credi:
cnions in the two ctarget areas. The credit fund and some of the tachnical
assistance were designed to suppor: BANCOCP's rural lending actiwvities, but
the Iollowiag discussion Zocuses primarily on the experience with saviags
acoilizarzion.

in spite of its name, 3ANCOO0Z is aot in fact a bank under Peruvizn law,

Sut it dees carry our 20st functions of a Sank such as raceiviag depesi:z nd
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maxiag loans. 3ANCCOP is racher a second level cocperative, that is, a
ctad -v the cooperatives
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cooperative o9rf cooperatives with its d

which have become zembers by zaking capital coantridutions to 2ANCOOQP.
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Yeverthelass, 3ANCCCP dZeals 2ot onlw with i:ts zember zcoperz:iives,

ra,

vich nonmember cooperatives, individual members of ccoperatives zand the
general public. BANCOOP was selecca? by AID to be the primary inscitution ia
the croject for two main reasomns: (1) BANCCOP was ready Zollowing a policy
of relatively high Iatersst rates on loans and deposits wichia zhe linits of
Peruvian regulations; and (2) BANCOQOP had been reasonably success’ul as an
urban-tasad operation and was interestad ia expanding its operations to serve

a rural cliencele. In order to underscand detter che environmen: ia which

3ANCOQP initiated new savings =mobilization activities, 1t is useful to discuss
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first the recent experience of credit unions in the two target areas of rural
Peru.

After years of strong growth, Peruvian credit uniouns began-to falter in
the mid-1970s, due largely to a dramatic upsurge of inflation and the failure
of credit unions to adjust theilr traditional low interest rate policies in the
face of this inflation. From the early 1950s through 1973 the rate of infla-
tion in Peru averaged less than 10 percent per year, but accelerated to over
30 percent per year in 1976 and 1977 and over 50 percent per year since then.
Until mid-1976 interest rates were rigidly controlled by tﬁe Peruvian Central
Bank at 3 percent on savings deposits, 7 percent on time deposits, and 12 per=
cent on short—-term loans. These interest rate ceilings were raised initially
in mid-1976 and substantially during 1978. During 1979 and 1980, the period
of main corcern for this paper, the ceiling rate on savings deposits was 30.5
percent, wnile tine deposits earnmed up to 35.5 percent rfor deposits of cne
vear duration. The stated ceiling rate on loans was 32.5 percent, but effec-
tive rates of 60 percent or higher could easily be charged through the use of
commissions, compensating balancgs and other devices. Early in 1981 interest
rate ceilings were agailn raised significantly to 50.5 percent on savings depo-
sits and 54.0 percent on time deposits of one year duration, with a stated
celling rate of 49.5 percent on loans.

When the AID-BANCOOP project was initiated in 1979, none of the five
major credit unions in the two target areas had taken advantage of the oppor-
tunity to ralse interest rates. Rather, they continued to follow the tradi-
tion of charging 1 percent pef month on loans. With such low rates on loans,
they were unable to pay high enough rates on time and savings deposits to
compete with other financial institutions, especially the commercial banks,

which quickly took advantage of the increases in interest rate ceilings.



Consaguently, the cradi: unions wers forced to rely for :zheir resourcss alaost
enzirely on the capital contributions of :thelr zembers, on which dividends ars
izizad o o zercent jer yeaf by Central Bank regulations.

Such interest rat2 colicies have created cerverse incentives and serious
sroblams for the credit urnions. On cne hand, members nave a strong incentive
to Sorrow as a2uch as possidle Decause interest rates on loans far below the
2 of infla:zion mean chat borrowers have =2 nav dSack Iz real tarzs zuch lass
~zn :he amcunt sorrowecd. ©on cthe other hand, zembers nave Lizzle or zs incan-

nions Decsuse :che
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tive > aake tine and saviags deposits with their credi:
ourchasing power of these deposits is rapidly eroded by inflation when ade—

ald. Members who z=aka capizal contributizns 2

Jiate .ncaraest Tass 3ire nof 2

shelr srzdiz unions Jo so primarily Ior the purpese oI securing acca2ss Lo
lcans, and such loans can bte as auch as three cimes the amount of a zemfer's
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AIZ=3ANCCOP project. Thers wera increasing complaints of seversa shor:iages of

lcanadle funds, as members’' demands for low iataerast rate loans Iar axceeded

their capi:zzl contribucions and zmeager time and savings deposits. D3I
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aembers wno wera told that their approved loans could not be disbursed because
of a lack of funds, or that there was no point in even appolying Ior & loan,
oftan ceased making capiczal contributions and Secame inactive. Tor some
credit unioams che loss of active amembers spread to serious repayment proodlems
as gembers saw no poiat in repaying old loans when the prospects for obtaining
new loans were bleak. In addition, many credit unions have experienced
substantial operating deficits as stagnant Intarest Income has failed to keep

.

pace with operating costs which increase with ianflation, and even those that



have managed to grow in nominal terms have seen the purchasing power of their
capital dramatically reduced since the mid-1970s.

BANCOOP initiated its savings mobilization activities in the two targec
areas in late 1979 in this adverse economic setting. In addition to rapid
inflation and the weakened conditicn of credit unions, the Peruvian economy
had shown no real growth in several years, and BANCOOP also faced potentially
formidable competition from established financial institutions including
several commercial banks. Nevertheless, as shown in Table 1, BANCOCP had
already mobilized by the end of 1980 vastly more than the goal of $150,000
(U.S.) to be met by the end of the project in mid-198l. The outstanding
Salances in time and savings deposits for the tirget areas of Huancayo and
Tingo Maria totaled more than 300 million soles at the end of 1980, or aore
than $900,000 at the then prevailing exchange rate of 340 soles per dollar.l/
Moreover, the success of savings mobilization in Huancayo and Tirgo Maria has
significantly changed the entire financial structure of BANCOOP. While demand
deposits continued to grow at BANCOOP during 1980, time and saviags deposits
each grew much more rapidly and together came to far surpass demand deposit
balances. Furtherdore, as shown in Table 2, the Huancayo and Tingo Maria
offices account for a major portion of BANCOOP's time and savings deposits.

The change in BANCOOP's financial structure has not always been entirely
welcomed by BANCOOP officials. At various times, particularly in the early
stages of the project, BANCOOP officials have warted to mobilize resources
through demand deposits and capital contributions of member cooperatives,

rathar than chrough time and savings deposits, because the latter require

1/ This is a very conservative measure of the amount of savings mobilized fIor
two reasons. First, it entlrely omits savings deposited but withdrawn before
the end of the year. Second, it converts to dollars at the year—end exchange
rate, rather than when the savings were mobilized, and the exchange rate was
as low as 250 soles per dollar at the beginning of 1980.



Table l. BANCOOP's Yonth~End Deposits Balances
(M1llions of Soles)

Total BANCOCP Huancavo QOfIice Tingo Maria Office
Demand Saviags Tine Demand Saviags Tlae Jemand Saviags Tiz
Decosits Deposits Deposits Dencsizs Deposits Deposics Deposits Deposits Deposi:ts

.‘-\-9
-
- !

Lovamber 133.5 83.5 37 .5 La,7 1.8 2.3 4.3 5.5 5.3
Secamber 231.7 78.4 32.3 19.2 4,8 2.2 22.9 23.8 1.7
1380
JETNUAZIY 232.9 82.2 1.4 16.5 3.% 3.7 43.9 274 5.2
Tezruary 223.3 104.3 33.% 9.0 3.3 9.C 23.3 3243 £3.3
Harch 299.1 123.4 L25.2 9.3 19.3 38.5% 2.2 377 25.5
Azril PR 133.2 143.3 20.3 2.9 59.5 232 CRN 13,0
far 32705 <3.3 172.3 238.32 22.5 TL.9 20.7 T3 22.13
June 340.5 188.5 210.6 36.9 25.8 72.6 32.3 4.4 27.2
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suzuse 448.0  270.1  299.0 59 .7 42.3 28.1 35 .3 1.2 33.3
fescember 481.3  307.0  313.4 36.1 44,9 98.4 33.7 5.6 25.2
Scssber  536.3  329.7  331.8 . 90.6  43.0 98.2 25,4 75.4  32.5
November  539.2  339.3  349.2 52.4 48.2 98.0 41.9 78.8  32.5
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December 395.8 414.3 379.8

Source: 3ANCOQOP, Month—Eand Statements.



Table 2. Share of Huancayo and Tingo Maria 0Offices in BANCOOP Deposits
(Percents)
Huancayo Qffice Tingo Maria Orffice
Demand Savings Time Demand Savings Time
Deposits Deposits Deposits Deposits Deposits Depesits
1979
November 9.6 3.0 3.5 9.3 10.3 10.1
December 3.3 6.0 2.6 9.9 31.1 14.2
1980

January 6.7 6.6 6.3 17.4 33.4 17.7
February 8.3 12.9 9.6 11.2 33.0 20.1
March 6.6 15.6 30.9 7.4 30.6 16.5
April 12.9 16.2 34.1 6.1 25.6 13.1
Mav 8.6 15.2 41.6 6.3 25.3 13.2
June 10.8 13.5 34.5 9.5 28.8 12.9
July 13.9 13.8 34.9 8.5 7.2 12.1
August 15.6 15.7 29.5 8.7 27.0 11.3
September 17.9 14.6 30.9 7.0 25.0 8.1
Cctober 16.9 14.5 29.6 4.8 22.9 9.9
November 11.2 14.2 28.1 7.5 23.2 9.3
December 7.8 13.5 25.7 7.0 28.4 9.5
Source: Table 1.
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obiliziag low-cost resources through capital concributions and demand dego-
sics has proved to %e illusory. As in the case of cradi: unions, czembers 2ake
capital contributions ia order to request loams, so 3ANCOCP has found that
capital comuribuctions increase loan demand from zember cooperatives more than
thev increase the supply of resources available Zor lendiag. The iaflows and

sutilows of demand deposits have proved to be quite larze relative 2o
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iaterasst =2araned on the resul:zing loans.
wnaz 2wzlsins the succass of 3ALCCC? In actilizing tize =zxd savings

daposits, aspecially in the ctarget areas of Huancayo and Tingo Maria! Because
3ANCCCP is a real-world imstitution with i:s own set of zrelarances zand capa-
5ilizias and beczause the project was of relatively short durztion, sariags
zcobilization csuld not bSe conduczad as a sciantific experizent with cae
rariable changing at a time and :zRe others neld comscant. lNonathelsss, the
analysis of the BANCOOP experience indicates certain IZactors that appear o 3e
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rates of iateraest on time and savings deposits, the zaxiaum perzirted under
Peruvian regulations, in order to compete with other financial institutiouns

and to draw resources away from inflation hedges and cash hoards to zeet

emergencies. XSowever, because of these regulacticns, intares:t racas on
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deposits continued to be negative in real tetras :throughout 1979 and 1980 and

2/ The importance of these Zfactors is confirmed by alnost two huadred intar-
viaws with 3ANCOOP depositors and a control zroup (Foyvo, 1i981).



were thus not as effective as they might have been. The substantial increase
in interest rate ceilings at the beginning of 1981 holds wmore promise for the
future, but oniy if inflation and inflationary expectations can be reduced or
further interest rate increases are permitted.gj

Confidence of depositors in a financial institution and good service for
these depositors are other factors that are crucial for successful savings
aobilization. Good service consists not only in convenient hours of operacion
but also in rapid service with a minimum of paperwork and other formalities.
In the quality of service for depositors, BANCOOP has generally compared quite
favorably to other financial institutions, especially commercial banks.
However, as pointed out belcw, this has not always been the case. Good
service and, to some extent, depositoi conridence depend on employee perfor-—
mance which, in turn, depends on emrloyvee morale and appropriate incentives.
without specific iacentives, more deposits and aore clients simplv xean xora
work for employees. BANCOOP's savings campaigns, to te described below, have
normally involved specific incentives for employees tied to the amount of time
and savings deposits mobilized.

As the following example shows, the failure to take employee morale and
iacentives into account can undermine good service and depositor confidence
and thereby underline the importance of these factors in successful savings
mobilization. BANCOOP's office in Huancayo serves a much more heavily popu-
lated area and had opened several months earlier than the office in Tingo
Maria. Nevertheless, as shown in Table 1, the office in Tingo Maria mobilized
substantial amounts of time and savings deposits in late 1979 and early 1980,

especially during the first savings campaign, while the office in Huancayo

3/ Although the data for early 1981l have not yet been thoroughly analyzed,
increased savings mobilization by BANCOOP may be due in part to the new
higher interest rates.
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Zifective savings zobilization campaizns are the Iizal Zactor o Dde
ussed that are crucial to 3ANCOOP's success. Ia additien t3 the Iincen-
tives fsr amplovees alraady xzencioned, the thra2e campaizas run during 1280
rsc campaign, which segzn in Caczater of L%
Yrough z=id-Jznuarv, invoivad Iree ins:aﬁt shoctograshs Jo9r those wnT Zeneii:
small amounzs, a rafile of cameras, ind o2z JiED=Ias 0T INCEE W00 Zale L2
tize deposizs. The second, which ran from sarlvy Fabruary until April,

involved 3 raffle of school supplies and dicreles, Zrae school suppllas

- A - 3 - Y - A S - ? ~ oy - S S 2 =~ % : ..
soall Zeposiis, and free Sicyelas Ior large time Zagcsiisz. The hind,

Degan i Julv aad ran wntil Sepremper, f{2aturad

.

sets aad ocher electrical appliances and inmediate prizes oI these zr

Zor those who aade large time deposits.

1e
u
(s
§-o
{u
{n
3]
b

The arffactiveness of 34NCOOP's savings aobilization campalizas
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shown by the figures in Table 1, as :the increases in tize and savings deposit

valances at the Huancayo and Tiago Maria ofiices werz unusuilly large during

re
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10st of the campaigza periods. An interesting Ifeacure of the saviags 2obiliza-
ticn campaigas is ravealed in Table 2, as the percentage oI 3ANCCOP's tize and

savings deposits accounted for by the ofiices ia the target areas i2nded to



decline i: the second half of 1980. This is not due to shortcomings in the
Huancayo and Tingo Maria offices, but rather to the adoption >f these success-
ful savings aobilization techniques by BANCOOP offices outside the target
areas, especially along the northern coast of Peru. An interesting question
is whv this took so long. One reason may have been the underpricing of funds
in interoffice transfers, which was later partially corrected, but the main
reason seeas tc have been the initial belief by most BANCOOP officials that
savings mobilization campaigns were just too costly unless paid for with aAID
funds. However, this belief proved to be incorrect as the costs of the
savings campaigns (about equally divided among publicity, prizes and inceative

vments to 2maplove2s) averaged onl:y zbourt 2 percent Jf the amounts wmobilized,

23
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far less than the interesc parmencs on these deposits.
Zxtensive, but still preliminary, analysis has Seen made of the more thun

three thousand indiv

pee

dual savings accounts which were opened at the 3ANCTCP
offices in the two target areas through August 31, 1981 (Burkett, 1981).i/
Table 3 summarizes some of this information which indicates more :Iully the
importance of the savings mobilization campaigns. In all three ofiices the
aumber of accounts opened during campaign periods and the balances in these
accounts completely dominate the noncampaign periodshi/ In addition, some
interesting differences emerge among the three campaigas. The first campaign
tended to be the least successful, perhaps due to the importance of learning
by doing. The second campaign, which focused on school supplies, brought nore

new accounts than the third campaign, which focused on color televisions and

other electrical appliances. Not surprisingly, however, the third campaign

4L/ Time deposits are not yet included in the analysis because data from the
Huancayvo office were incomplete.

5/ The Aucayaco office is a branch of the Tingo Maria orffice and is included
within the Tingo Maria office figures in Tables 1l and 2.






-ended to bring larger deposit balances. A fear frequently expressed early in
the proiject was chat deposits made during campaign periods to obtain prizes
would be gquickly withdrawn. However, extensive analysis of ratios of month-
and balances :o initial deposits reveals clearly that this has not been the
case.

Preliminary analvsis has also been made of the characteristics of BANCOOP
savings deposit nolders with respect to marital status, sex, distance from the
relevant 3aNCCOP office and occupation (Burkett, l981)hé/ Depositors are pre-
dominantly male, ranging from 6l percent at the Huancayvo office to 67.5 per-
cent at the Aucavaco office, but the balances in male accounts are not
significantiy larger than thcse in ‘emale accounts except at the Tingo Maris

office. Depositors are predominancly single, ranging fron about half zt the

tn
b1,
-
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Huancayo o o 62 percent at the Aucavaco office, and this predominance

tands O Se zreatest for accounto opened during campaign peviods, Sing-.e

have significantly smaller balances. These facts can be
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explained largely by the savings campaign which focused on school supplies and
therebv attracted a large number of students. About 35 percent of depositors
cr =ne Huancavo and Aucayaco offices live within an estimated tan 2inutes
travel time of their BANCCOP office, while the fizure for the Tingo Maria
office is about 70 percent. There is, however, 10 significant correlation
hetween account balance and travel time.

Perhaps the most interesting characteristic of BANCOOP savings deposit
holders is their occupation. According to the 1972 Peruvian census, the popu-

lation of the provinces served by the Huancayo office is about 35 percent

6/ From the perspective of a scientific experiment it would have been useful
to have asked BANCOOP savings deposit holders for more information about them-
selves, but this was kept to a minimum because it could have reduced the
effectiveness of savings mobilization by imposing additional tramsactions
costs on individuals who were opening new accounts.
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rural, and about 42 ;srcent of those economically active are enzaged in agri-

1
23
14

culture. For the province served by the Tingo Maria and Aucayaco ofrflces,
figures are ©7 percent rural and 66 percant engaged in agriculture. The
figures presented in Table 4 reflect these differences in the underlying popu-
lation as the Huancayo office serves a broad range of occupations, but relat-
tively few farmers, while the Tingo Maria and Aucayaco offices predominanti;
serve farmers. It is also important to note in Table 4 that the deposit
balances in the savings accounts of farmers tend to be larger than other occu-
pational groups. BANCOOP thus se=ms to De at least partially successful in
reaching the rural population that the project was designed to serve.

In addition to the analysis just summarized, interviews have been carried
out with a random sample of 35 3ANCOOP savings deposit holders at the Huancayo
office and a control group of 85 individuals whc were not BANCOOP depositors
{Zoyo, 1981).7/ ™0 points snould inltially be made about sampling. irst,
che nonresponse rate was quite low ind was not due to refusals cto answer, but
rather to the inability to locate depositor holders (of these, almost all had
small inactive accounts). Second, the sample of BANCOOP depositors corre-
sponds quitze closely to the universe of BANCOOP depositors in the character-
istics discussed above, and the control group turned out to be quite similar
to the BANCOOP sample in economic status and other characteristics. The most
important results from the preliminary analysis of these interviews are
presented below.

The main reason given for saving by BANCOOP depositors and by those in

the control group who stated that they had savings was for possible emergen-

cies. Other reasons were much less important but included future investaents,

7/ Interviews could not safely be carried out with BANCOOP savings deposit
holders at the Tingo Maria and Aucayaco offices because of the importance of
illegal coca production in these areas.
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In addition, when asked what they would have done with

funds 1f they had not been deposited at 3ANCOOP (or some otier institucioun),

both consumption and investzent ranked well ahead of deposits zt znother
financial iastitution. Answers to some other questions also Zear on Ihls
issue. A major reason that those in the concrol group zave Jor not being



clients of BANCOOP was that they already had an account at another financial
Ainstitution. In addition, the control group often holds savings in the form
of cash, store inventories or consumer durables, while BANCOOP depositors
almost never do.

Before turning to the conclusion, another aspect of BANCOOP's perfor-
mance, its lending behavior, should be mentioned briefly (Wohanka, l980)h§/
Under the impact of inflation BANCOOP had drastically shortened the maturity
of its loan portfolio and had shifted away from cooperatives and toward non-—
members, both businesses and inaividuals. Successful savings mobilization has
allowed BANCOOP to expand its lending to cooperatives and to the agricultural
sector in real terms since the beginning of the project. However, uncertain-
ties surrounding the continuing rapid inflation in Peru has xept the maturity
structure quite short. In addition, given such inflation, nominal interest
rates of oC to 70 percent per year on BANCOOP loans may still te too low, and
this is reflected in the continuing excess demand. With well-known and
conveniently~located clients demanding all the resources that BANCOOP is mobi-
lizing, there is no incentive for BANCOOP to develop new lending techniques or
to search for gcod clients in more remote rural &sreas. As indicated above,
financial institutions by their nature serve more depositors than borrowersz
but BANCOOP's ratio in the target areas of about ten depositors for each
borrower may partially raflect excess demand for credit resulting from
interest rates which are too low. BANCOOP has also experienced particular
difficulties in lending to some cocovneratives because of the view that BANCOOP,
as a bank for cooperatives, should provide special low interest rate funds.

These shortcomings led the official evaluation of the project to rate

8/ Wohanka also evaluates the impact of succeseful savings mobilization on
BANCOOP's financial viability and finds it to be favorable, although inade-
quate accounting procedures for delinquent loans make BANCOOP's stated profits

somewhat dubious.



3ANCCCP's lending performance as 2ediocre, in contrast £o an outstaanding grade

Zor savings dobilizaticn (Adams 4wl Tarsen, 1981).
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Conclusion -
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The careful reader may be wondering what happened to the Peruvian credi
unions which were lef: in weakened condition several pages ago and which were
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supposed to bYenefi: significantly wtwnder the ALD-3ANCCOP praject Irom tachnic
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assiscance with savings zobilization. Tc 2nd :the suspense
Janails, iwhe official evaluation report also zave che rasulcs of 3ANCTC?'s
tachnical assistancz to cradit unions ia the targzet areas a aediocre rating

(Adams and Larson, 198l). To Zccus in the conclusion on the snortccmiags of

viags zZobillizazion by cradiz unfoas Is parsicularly uselul Secause Iz high-

amofasize savings zachbilization. 3ome of these dlems are due tc :hz zecu-
“izrizias »f cradic unicas, sut Jco2rs irs due to expeciatisas wiilsh heve Iean

builz up from past sxveriences with rural finance projects and o the failure
¢ zay proper actentlon o incencives.

n 3piza ol the availability of zachnical assistance Irom 3ANCIC? :o nels

crediz unions iz the target areas with saviags aobilizaticn, these credi:s
unions nave bdeen slow to accept the aigher intarsst rate policies that are a
orerequisite to successful savings mobilization. By the end of 1379, only tw
of cthe five =ajor cradic unioms In the targzet areas nad raised their intarssct
rates. One of these changed its Interest rate policies only aftar it had
reached the verge of collapse and had received an inordinate proportion of the
project's technical assistance in the fora of detailed analysis and cersistent
explanation of the consequences of its low interest rate policies (Gadwav,

1979). The other, however, quickly raised its iatasrest rates o :the maxi
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permitted under Central Bank regulations. Both of these credit unions sub-
sequently received some technical assistance with savings mobilization from
BANCOOP and have mobilized approximately the amount of savings which was anti-
cipated under the project for all credit unions in the two target areas.

Each of the other three credit unions finally raised its interest rates
during 1980, but in each case it was too little and too late to be effective
for savings mobilization under the project. One credit union became conviaced
of the need to raise interest rates on loans because of operating losses, but
the need to raise interest rates sﬁfficiently to compete with other financial
institutions in mobilizing savings was not recognized. A second raised
interast rates to the maximun permitted on time and savings deposits, but gave
so lit:le publicity to these changes that several employees Of the credic
union were uraware of the new interest rates. Both of these cradit unions
experienced considerable turmoil in early 1981 which resulted in najor changsas
in management personnel. The last credit union did not make any changes in
interest rates until almost the end of 1980, and the increases finally made
were trivial (Gadway, 198C).

Based on the Peruvian experience, at least four reasons can be suggested
why credit unions might be so reluctant to change their interest rate poli-
cies, even when such changes are so clearly necessary. First, credit unions
may simply be confused by the rhetoric of cooperativism, as members genuinely
believe that raising interest rates on loans would be usurious and that
problems can best be dealt with by appeals to altruism against the economic
rationality of individual members. Second, members who are on boards of
directors or key policymaking committees may have better access to credit
union loans than most other members and may use the rhetoric of cooperativism

to keep interest rates low on loans for their personal benefit. Third, credit
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rates also caused some pJroblems for 3ANCOOP?'s rslactiomnship with credi: unions
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which thev had 1o zreat enthusiasm. In add

incentives to provide technical assistance with saviags Dobilizaciocn o the

th

crediz unions. 1I: does not appear that BANCOC? Zza2ared cempetizion ovar
savings Sfrom the cradit unions, but Tather cthat the scarce tacanical
assiscance resources wnich BANCOOP =might devota to the credic unions would
theraby be lost to BANCOO? itsell.

In spite of the problems encountered with cradiz unious undar :the

AID-3ANCOOP projeact, or =more generally in Peru and other ceveloping countries,

these institutions nave potantial to serve the rural poor. They appear o te



a natural outgrowth of indigenous savings and credit societies and to possess
some important advantages in information about their members as both savers
and borrowers. Unfortunately, little attention has been paid to understanding
the incentives winich govern the behavior of the leadership of such nonprofit
institutions or to the incorporation into projects of incentives which will
encourage effective savings mobilization and not just the disbursement of low
cost funds. The four arguments presented earlief and the experience df
BANCOOP show that savings can and should be mobilized in the rural areas of
developidg countries. The experience of the credit unions indicates not only
some of the difficulties that have to be faced in implementing successiul
savings mobilization projects but also what happens to financial institutions
that fail to aobilize savings. The challenge for government agencies and
intarnational donors is to supplement the resources available in rural areas
of developing <ountries in wavs that take incentives into account and thereby

ancourage rather than retard effective savings mobilization.
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