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RURAL DEPOSIT MOBILIZATION: AN ALTERNATIVE APPROACH
FOR DEVELOPING RURAL FINANCIAL MARKETS!

I. INTRODUCTION

1. Major efforts have been made the past two decades to develop and
improve agricultural craedit systems and expand the flow of loans to
agriculiture in low income countrieas (LICs). During the past several
Years, aid agenciea have provided over $U.S.5 billion dollara for
rural financial market (RFM) projects, and the volunme of new
agricultural loana in LICa waa in excesa of SU.S.30 billion per year
in the early 1980a (Adama and Graham]. Foreign aaaiatance haa played
& major role in the deaign of RFM projects, providing funds for
on-lending, linking external funds to the provision of internal
funda, and through technical assistance and training. The U.S.
Agency for International Development (AID) haa financed a number of
these RFM projects in several countriesa.

2. Two sets of problema have emergaed which suggest that the
traditional approach to RFYM projects must be fundamentally
restructured. First, many LICs now face difficulty in obtaining
adequate foreign funda for economic development. It is increasingly
clear that internally mobilizaed funds must substitute for external
finance [Abbott: FAQ (1984a,b’; Fry, (1984); S. H. Kiml. External
funds are not likely to be as abundant in the future as in the pasat;
aid agencies face constraints on funds and commercial lenders ara
wary of increased lending to some LICs. Furthermore, the terms and
conditions of both foreign asaistanca and commercial loana have
hardened, and many couatries nust increase national savings to repay
previous loans. The Latin American raegion faces the most serious
ascvings challenge because net capital inflow actually turned negative
in 1982 and 1983 ([Caceres].

3. Second, even if external finance would be abundant, the
traditional approach to RFM projects is queationed because of the
serioua shortcominga now evident in many LICs. Most projecta have
not lived up to expectations. The problems are so pervasive that the
underlying assumptions on which the projecta are designed and
implemented muat be questioned. The subatantial body of reasearch now
available points to a new approach in the development of rural
financial markets which ia based on a greater reliance on savings
mobilization as the source of funds for rural lending.

4. The objective of thia paper is to summarize the arguments made
for increaaing rural depoait mobilization in LICs. The main pointa
can be summarized as followa: A major reason for the failure of RFM
projects is that they are designed primarily to channel government
and/or donor funds to targeted borrowers. Little attempt is made to
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generate more reliasblm aupplies of funds through deposit
mobilization. Rural savers are denied secure and remunerativa
savings opportunitiea. Finencial inatitutions muat be atrengthened
to more effectively mobilize rural savinga. To accomplish this taak,
policymakers muat change priorities from puahing cheap cradit to
building viable rural f£inancial inatituticna. A reorientattion in
prioritiea will facilita making important pilicy changes such aa
the atructure of adminiatered intereat ratea. More emphaaia on
dapoait mobilization ahould improve rural savinga and the performance
of financial inatitutiona. Several technical issuea muat be faced
when institutionas broaden the range of financial service:s they

offer. Strong central banka can facilitate the resolution of the
challengea that will ariae. The role of foreign asaiastance should
change from providing large amounta of funds for on-lending to
assliating countries meke the adjustments asscciated with serious
financial reform.

S. Thia paper ia divided into six sectionas aa follows: Part II
reviews key concepts of financial intermediation and rural finance.
Part III aummarizes aasumptiona and problema of RFM projecta. Part
IV diascuases the potanti.al for and determinantas of rural depoait
mobilizetion. A diacuasior of ihe link between rural savings and the
viability of financial inatitutions ia presented in Psx»t V. Part VI
analizea the argumenta made concerning controls over intersectoral
reaource flowa. Part VII identifiea aome of the technical issueas
that governments and international egencies will need to confront in
implementing financial reform. Part VIII presents some concluding
comments. '

II. FINANCIAL INTERMEDIATION AND RURAL FINANCE

6. RFM projects are frequently deaigned conaidering only the farm
level demand for credit, but rural households benefit from a variety
of financial services. Ignoring the broader role of finance in
economic development can lead to projecta which actually retard the
development of the financial sector. It is useful, therefore, to
summarize a few key financial concepts before discusasing the
apecifics of RFM projects.

7. Financial intermediation is the procesa by which financial
inatitutiona mobilize savinga from aurplus units (households and
£irma) and allocate them to deficit (borrowing) unita. Surplus units
save, and hence, reduce current consumption in order to increaze
future conaumption. Deficit unita obtain credit to do just the
opposite. Interest payments are incentives for aurplus units to
postpone consumption. Financial intermediation involveas formal and
informal inatitutions using various financial inatruments. Most LICa
have relatively simple financial markets that increase in complexity
aa income levela riase. Financial intermediation in rural areas
generally involves banks (commercial and apecislized), postal savings
officea, cooperatives, credit unions and a variety of informal
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intermediaries that utilize a amall number of deposit and asavings
inatrumentas and legal documents for farm household locans. Government
involvement in rural finance has stressed the development of
credit-oriented, rather than aavings, inastitutions.

8. Many economiasts support Keynesian views that interest rates
should be kept low to accelerate investment and accumulation of
capital. A merkedly different theoretical argument began to emerge
with the attacks on financial repression in LICs by Shaw, McKinnon
and othera in the early 1970a. Whereea the Keyneasian view emphasizes
the impact of intereat rates on investment, the Shaw-McKinnon
argument focuasea on the impact of intereat rateas and other controlsa
on the aupply of finance. They argue tha:t the accumulation of real
capital and the accumulation of financial aassets in developiag
econcemiea are zomplementary rather than competitive. A comprehenaive
review of the original Shaw-McKinnon argument, aubsequent refinementa
and related empirical atudies can be found in Fry (1982).

9. Financial represaion refers to deliberate distortions of prices,
including interest rates and foreign axchange ratea, that reduce the
rate of growth and asize of the financial asector relative to the rest
of the economy. A repressed financial ayastem is one with
government-imposed ceilinga ca loan and deposit interest rates,
foreign exchange controls, high reserve iequirements, aind lending
quotaa and targeta. An expanasion in lending to priority asectors and
activities is encouraged through targeting of loans, preferential
rediacount ratea, regulationa on approved typea and aizea of loansa,
apecificationa on margin and collateral requiraments, and the
creation of aspecialized institutiona such aa development banks.
Several countries have nationalized their banking aystems to try to
better achieve aocial objectivea. The result of these several typea
of government intairvention is a financial ayatem which is fragmented,
segmented and restricted. Savers are generally penalized by low
ratea paid on depcsits, while privileged groupa of borrowers are
favored with preferential creditc terms.

10. Debate continues over the relevance of the Shaw-McKinnon argument
and its implicationa for apecific countries (for examples, aee Gupta:
Roe). The rapid economic growth of Taiwan and South Korea following
the introduction of financial reforms is often cited as support for
the argument. Recent studiea of several Asian LICs are also
supportive by showing that raiaing real depoait rates increaaed
financial savings, thereby improving credit availability (Abbott, Fry
and Krishnaaswarmy; Fry (1984)]. Furthermore, an increaase in real
depoait ratea increased the average efficiency of investment. These
two effects contributed to raising the economic growth rate in these
countries,

11. In addition to a positive impact on efficiency and growth,
improved financial intermediation can alaso make an important
contribution to equity through both aavings and lending activities.
Conaider the impact on savings of a reduction in financial rapression
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through raiaing both minimum lending arnd deposit rates. As discuased
in Part IV, an increase in real deposit rates should stimulate
financial savings by increasing incentives for poatponing
consumption.2 Since the number of depositors in any financial
institution generally exceeds :he number of borrowers, an increase in
depoait mobilization ahouid benefit many saving houaeholds.

Wealthier houaeholdas have a variety of inveatment choices inclucding
both physical and financial aaaeta. Poorer, lesa sophiaticated
householda, however, frequently have acceas only to financial
inveatmenta. An increase in depoait rates can, theraofore, make a
poaitive impact on income distribution through ownership of savings
instruments.

12. An improvement in equity can also occur through lendiag. The
lower that loan intereast ratea are set relative to equilibrium rates,
the greater will be the excesa demand for loansa and the need Zor
lenders to impose nonprice loan rationing through nonintereat terma
of the loan contract and the aize of loan granted [(Bhatt and Roe:;
Gonzalez-Vega (1984a)l. When interest rates are suppressed, loans
become concentrated among wealthy borrowers who can meet high
collateral requirementa and who can uae political influence to obtain
loans. Poor borrowers without influence and collateral but with high
rate-of-return inveatment projects are crowded out and are denied
loana. Raiaing loan ratea reatoves interest aa the loan rationing
mechaniam. Poor borrowera have a better chance of getting loana and
low rate-of-return projects are eliminated. Thig is the mechanism
through which an increaase in inveatment efficiency occurs, and it can
algo cortribute to a more equitable diatribution of loans.

[ ]

13. Agricultural specialiasts are frequently preoccupied with the
credit "needa" of farm houaeholds. There is seldonm recognition that
financial eervicea can provide several benefita to farm households
[Adama (1984a)]. First, monetization can make it leas expenaive for
the farm household to meet obligationa by transferring reasources
through a check or bank draft rather than through the tranafer of
physical aassets. Serond, resource allocation nay be more efficient
because a financial institution can facilitate reaource trensfers
between surplus and deficit units separated too far by time and
distance to engege effectively in direct exchange. Third, financial
institutiona can provide a credit reserve useful to farmers facing
riask. By having accesas to a ready supply of loana, farmers can take
the riask of committing more of their own funda to inveatment.
Fourth, an intermediary can help a household accumulate savingsa to
combine, perhaps, with a future loan to finance a large inveastment.
Fifth, financial inastitutiona help with intergenerational tranafers
of claima on rescurcea.

l4. The nhetercygeneity of farm households is widely acknowledged in
terma of the typea and sizes of ferms for which RFM projects are
appropriate [(Donald, p.151, the ability of inatitutiona to meet rural
credit demanda ([FAO (1981a),p.4], and the credit needs of differaent
groups of farmers [FAQ (1981b, p.14]l. Differences among farm
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households in wealth, income, access to land and aize of landholding
are important, but the heterogeneity in household cash flow ia even
more important for financial intermediation (Meyer and Alicbusanl.
This heterogeneity arisea because of differences in cropping
patterna, enterprise combinations, procurement and marketing
strategies, conaumption patterna, and fanily life cyclea. RFM
projecta often assume that, because of crop seasonality, most
households will experienca cash flow surpluses and deficitas at
approximately the same time of the year. However, detailed cash flow
studies in LICs show that patterns of income and expenditures in farm
households are more complicated. The fact that some households
@xperience surpluses at the time that others face deficits provides=s
opportunities for rural financial intermediation. Since some
surpluses are sizeable and exist for an extended period of time, many
farm households could effectively use loans and saving services to
help asynchronize income and expenditures. Furthermore, aome
households are continuous net savers and find long-term financial
inveatments attractive.

15. Until recently, most RFM projects have been designed &z credit
projects to puah farm loans, frequently at asubsidized rates, and the
savings mobilization aide of financial intermediation has been
forgotten or deoemphasized (Vogel (1984a)]. The central objective haa
been to improve production and farm incomes. This atrategy haa been
complementary with the development of projects which juatify a cheap
credit component to apeed farmer adoption. The result is that both
RFM and integrated projecta, as traditionally deaigned, contrihute to
fragmentation of financial markets. A few borrowers monopolize the
subsidized credit, the lending institutions are drained of their
financial viability, and nonpriority borrowers are forced to pay
rates that are higher than would prevail without financial
repression.

16. The design of traditional projects has been based on faulty
assumptions; the consequences for efficient rural financial
intermediation are well-documented and will only be summarized here
[Adams and Graham; Adams, Graham and Von Piachkke; APO: Donald:
Howell; Inter-American Development Bank; Von Pisichke, Adams and
Donaldl. Common assumptions about farmer-borrowers are that they are
highly risk averse, will resiast adoption of innovaticns unleas bribed
by low interest rate loans, will misappropriate loans unlesa they are
given in kind rather than cash and will not repay loans unleas
pledged with collateral or subject to the prassure of group lending.
Surprisingly, these assumptions imply irrationality in the use of
finance even though the concept of peaaant rationality became
well-established with the seminal work of Theodore W. Schultz in
1964. These asasumptions lead to targeting of loans for specific
borrowers; detailed apecification of aanctioned loan uses and
amounta; elaborate procedures for in-kind lending, loan disburaement
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and supervision; and required collateral substitutes like group
lending or compulsory marketing schemes. Maximum lending rates are
set below market equilibrium with aubsidies provided by governmenta
or international agenciea through favorable rediscount arrangements
or direct credit linea. Loan interest rates for amall farmers and
other diaadvantaged groupa are frequently set at ratea lower than for
other borrowera. It is expected that low-income householda will be
pulled out of their poverty by properly adopting the recommended
inveastment-credit-production package. It ia alao eyvpected that
subaidized credit wil. offset production disincentives caused by high
input pricea or low product prices.

17. Assumptionas about the behavior of rural savers and formal lenders
also influence the deaign of traditional RFNM projecta. Rural
houaeholda are aaaumed to be either too poor to aave or indifferent
to rewarda for saving. Lenders, therefore, canriot mobilize rural
depoaits in a cost-effective manner and musat receive subsidized funda
for on~lending. Furthermore, commercial banka are risk averse and
will not make socially desirable amounts of loans to farmers unlesa
enticed or compelled to do so. Commercial banks may be nationalized
and/or complemented with apecialized development banka to increase
farm lending. Since informal ‘enders are asaumed to charge usurious
rates and gobble up assets pledged to them, formal sources must be
expanded to force down intereat ratea or, better yet, drive informal
lenders out of busineas.

18. Some positive outcomes can be associated with traditional credit
projecta! the aggregate amount of agricultural loana haas increased in
some countries, commercial banks have increased their technical
capacity to make far» loana, some farmera have received large amountsa
of loans and the expansion in use of mechanization, new seed
varieties, fertilizers, chemicals and new cropping aystema ias
attributed to increased lending in aome areas. However, aerioua
problems in many couniries have led to a reasaeaament of trad.tional
views about agricultural credit. Changes in the farm level use and
diastribution of locans have failen far short of expectationa. Some
estimates suggest that atill only about 15 percent o0f Asian and Latin
American farmers and no more than S percent of African farmers have
had accesa to inatitutional credit. The ratio of agricultural loana
to agricultural GNP and the ratio of agricultural loans to total
loans have often risen very aslowly, if at all. All too frequently,
donor funda have aimply aubatituted for domeatic aourcea with little
ret impact on total volume of agricultural loars.

19. Agricultural loans are often heavily concentrusted in the hands of
a few wealthy farm housaeholds [Gonzalez-Vega (1984b): Vogel

(1984bJ]. Even in the exceptional case of Brazil, where the
agricultural credit to agricultural production ratio grew from 0.2 in
the mid 1960a to almoat 1.0 by the mid 1970a, it was difficult to
increase the volume of loana going to amall farmera and poorer
regions {[Araujo and Meyer; Meyer et all. Intereat subsidies on loansa
equal billions of U.S. dollars and represent 20 to 30 percent of
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agricultural production in some cases (Sayad; Vogel (1384b)>]1. The
concentration of loana and subaidieas, the inpact on incomea due to
laverage obtained from loana, and the concentration of loan
delinquencies have seriously aggravated the distribution of rural
incomes and wealth [Adams and Meyerl].

20. Farmers continue to rely on informal loana. The reasona include
the high borrowing (intereat and noninterest) costs of formal loans
caused by credit rationing [Ahmed; Ladmanl, the high value that
farmera place on maintainingy good relations with dependable informal
sources relative to undependable formal sources, the convenience of
informal aources and their reaponaiveness to customer needs [Holstl,
and the linkage between land and credit in traditional land tenure
arrangements [Braverman and Srinivasanl.

21. Although many attempts have been made, it is impossible to
aatiasfactorily quantify the impact of increased agricultural locana on
farm hocuasehold production, income and choice of technology [David and
Meyerl. Many factoras other than credit affect differences in
economijc performance between borroweras and nonborroweras. Funds are
fungible ao it ia difficult, if not impoasible, to effectively target
loana. The additional agricultural precduction and investment
aagsociated with increased lcana is usuvally much less than expected
because of diveraion and asubatitution of funda. Due to the
methodological problema of farm level credit impact studieas, it ia
more uaeful to evaluate the impact of RFM projecta on supply of funds
and inatitutional viability.

22. Many financial institutions are experiencing problems even more
serioua then those at the farm level. Few institutiona are readily
expanding their agricultural oan portfolioa, most loana are still
short~term and rigid collateral requirements are in effect. Actual
loan allocations often differ ao greatly from targeta that the value
of credit planning and programming is seriously questicuaed [Vogel and
Larsonl. Many financial inatituticns are easentially bankrupt and
exiat only through government or externsl aubsidiea. Accrued
interesat on delinquent loana (frequently with little probability of
being repaid) represents a large portion of reported income. Other
methoda to ''cook the booka'" are uased to disguiae the viability
problem and prevent a cut-off of foreign funda. Institutional
recycling i2 common. An institution is created with great fanfare
and a large infusion of funds. Becauase of high loan transactions
coats, inflation and loan defaults, the real value of the initisal
capital eventually disappeara. The institution ia subsequently
renamed or merged with another ingatitution, another injection of
capital is provided and the cycle starts again.

23. The minimum interest spread between cost of funds and lending
ratea neceaaary to enaure financial viability ia high.

Intermediation coats are naturally high in LICs because of low
volume, inefficiency, and poorly developed asyatems of transportation,
communications and information in rural areas, but traditional RFM
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projects also raise coasts through loan targeting. Dozens of
individual agricultural credit lines and projects have been developed
in many countriea. Although the coat of funds lent may bea low, total
lending costs for institutiona may be two or three times aa high for
loan-targeted programs compared to other credit lines because of the
high adminiatrative overheads required (Cuevas and Graham (1984a)l.
The intereat apreada authorized may be far below coata, thereby
diacouraging lender participation. Lenders reduce lending coasta and
ration loana by transferring part of their tranasactiona costas to
borrowera. Borrowing coatas tend to be higheat for amall lcansa, poor
borrowers, borrowera of targeted loan programa, and firat-time
borrowera of an inatitution. High borrowing coats for formal loans
encourages informal borrowing [Cuevas and Graham (1984b)]. Some
inatitutions lack the motivation and means to reduce tranasactiona
coats (Bhattl, but apend much effort to aveid regulationa that work
againat market forcea ([Kanel. '

24. Low loan repayment rates also drain institutional viability.
[Boakye-Dankwa; World Bankl. The asituation is worase than the
reported data imply because of the wideapread refinancing of old
unpaid loana. Borrower inability and unwillingneas to repay have
been identified as major loan recovery problema, but pcor collection
procedures may be more important in some institutions [(Maharjan,
Loohawenchit, and Meyerl. The disaatrous consequences of low loan
recovery have been analyzed [(Von Piaschke (1981)). Funda are
unavailable for recycling, collection coats rise, staff may become
demoralized, reapect for contracta declinea, and inatitutiona become
vulnerable to political interfaerence over who receives and who repays
loans. Defaulting borrowers may be denied future acceas to financial
aervicea ao their loana become one-shot income tranafera, rather than
the firat atep in developing a long-term ralationaship with a
financial inastitution.

23. Finally, inflation destroys inatitutions beceuse inflation rates
are often high and variable while administered interest ratea on
loana and depoaita are low and inflexible. Real depoait rates are
often negative and, all too frequently, so are lending ratea. .
Because operating coats, delinquency rates and inflation are high,
institutional viability usually requires lending rates in exceas of
twenty percent, but many governments find that charging such rates ia
inconaistent with their cheap credit objectivaa.

IV. RURAL DEPOSIT MOBILIZATION

26. Critics of traditional RFM projects argue that a fundamental
reorientation must occur with greater emphasis placed on rural
deposit mobilization. By pushing credit to farmers at cheap ratea
and supplying funda for on-lending, governments and donors create
conditionas that deatroy inatitutional viability, diacourage deposit
mobilization and deny rural houaeholds good opportunitiea for
financial savings. The ability of RFMs to expand is dependent on



9

government funda, and this is an important reason why governments
hava eagerly embraced donor aponaored RFM projects. Depoait
mobilization must expand if LICa are to break their dependence on
foreign aavinga and if RFMs are to perform mcre effectively.

27. The paradox in many LICa is that although it is common wiadom
that agriculture muat provide resources for other secters during the
-rvly stageas of development, few countries aggresaively a:tempt to
mobilize rural deposita. Five pointa muat be emphaaized regarding
rural asavinga potential. Firat, all householda asave no matter how
poor, even if in amall amounts for short perioda of time. Abatention
from conaumption ia normal and neceaaary for survival even 1f the
interval befcre consumption ias fairly short [Von Piaschke (1983)1.
Second, farmera save automatically. When production and conaumption
cyclea are not aynchronized, farmeras regularly atore aome produce for
conaumption until the next harveat. Alternatively, they may chooae
to sell their harvest, pay paat debts or expand conaumption, and
borrow before the next harveat [Boumanl. Third, asince rural
househclda are heterogenecuas, the posaibility exists for institutions
to mobilize funds from households with asurpluases to channel to thoae
with deficita. Fourth, while aome rural areaas are growing at slow
ratas and barely keep up with population growth, other areas are
experiencing rapid changesz in enterprises and technology. Rapid
income growth due to technological change can increaae rural
conaumption, savinga and inveatment [Mellorl]. Indian data ochow that
savinga/inveatment ratios in better-irrigated, more rapidly
innovating regiona were up to 3 to 15 timea the all-Indian average
[Krishna and Raychaudhuril. Fifth, foreign remittancea offer new
savinga potential for several countries. Some countries have been
fairly succesaful at mobilizing these remittancea, but much remains
to be done. A recent study in Pakiastan showad that much of the
$0.S.2 billion received in annual remittanceas went teo rural areas,
but ornly 1.5 percent were channelled into financial aaseta [Jetha,
Akhtar and Raol.

28. Analysts have identified many determinants of household savings
behavior [Dell’Amorec; Ligeti; Mcttura; Von Pischke (1983)]1. There ia
often conceptual confusion over the diatinction between asavings,
defined aas abatinence from conaumption, and financial aaseta, which
represent one form of holding a atock of savinga. The deciaion to
hold financial aasaets may or may not affect aggregate sevings.

Recent research makeas a careful distinction between aggregate savinga
and financial aaseta, and teata the asubatitutability emong forma of
asavingas [Fry (1984);: Guptal. Relatively more research has been done
on the factors that affect aggregate savinga than on the determinanta
of financial aaseta.

29. Political ancd economic atability are important for any economic
activity. The threat of revolution, unreat, expropriation, and
diaruptiona in production raise the riask premium on capital and
ancourage private capital flight and inveastment in unproductive
assets such as gold (Dell’Amore; Wachtell. Inflation and economic
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stability in the relation between domestic and foreign currencies
affect the choice of currency held and place a high risk premium on
the required return to savings. The degree of monetization is an
important factor affecting rural deposit mobilization [Chandavarkar
(1977)]. Both subsistence and barter are declining in many rural
economiea, but poor markets, high inflation, and political and
economic uncertainty encourage rural houaseholds to hold excess crops,
liveatock and other physical asaets.

30. One generally accepted proposition is tha* savings are positively
related to income, but there is wide disagreement about the exact
relationahip between savings (marginal and average) and current
income, paat income, income growth and characteristics of houaseholda
{(Mikesell and Zinaerl]. The relationshipa are complex enough to
preclude the apecification of a asavinga function related to per
capita output as the aingle independent variable. Higher incoume
houaseholda clearly have a greater capacity to mave and ashould have a
higher average propensity to aave. Furthermore, higher income
houaeholdas may hold higher trinaactiona balancea in financial
inastitutiona and prefer aasset portfolics with combinations of '
financial and phyaical aasets. As thelr financial asaets increaae in
absolute amount, the per unit transactiocna costs of making and
withdrawing deposits should fall, thereby increasing the reul wate of
return. On the other hand, higher income householda may have greater
accesa to a wider range of inveatment alternatives and be more
sensitive to low returns earned from financial assets. Lower income
householda have fewer optiona to inveat in phyaical aaaeta and may
choose to hold a relatively larger proportion of their assets in
financial forma.

31. There is considerable debate over the influence of interest rates
on savinga. An increase in intereat rates may stimulate savings by
making current conaumption expensaive in terma of future conaumption
(aubatitution effect), or may lower savirigs by reducing the amount of
present savings necessary for a giveri level of future congumption
(income effect). The available evidence suggeats the anbatitution
effect is more important, but not overwhelmingly so ([(Lanyi and
Saracoglul. The important iasue for financial intermediation in LICa
ia the relationahip between rates of intereat paid on deposita and
savinga in financial forma. Advocatea for higher ratea argue that
peasants are economically rational in their financial affaira, and
even poor householda need and benefit from attractive depoait and
savings services. They feel that countries (such as Taiwan and South
Korea) have nobilized surprisingly large amounts oi ruzral asavinga
when dapoait ratea were changad subatantially, while rural savings
have been depressed in other countriea becauae real depoait ratea
have been highly negative due to high inflation rates f{Adams (1984c):
Benoit; Mittendorfl. Additional evidence on rural deposit potential
is found in rehabilitation projecta for rural aavinga inatitutiona
that succeaafully mobilized large amounta of depoaits when intereat
ratea were raiaed and other incentives were given to aavera
[Gonzalez-Vega (1984c); Poyo: Vogel (1984a)]l. Fry (1984) and Gupta
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found that financial deposits responded more to real interest rates
than did national savings due to the subatitution of f£inancial
inveatments for other inveatments. It appears, therefore, that
depoait ratea sre of more direct importance for financial
intermediation than they are for aggregate savings.

32. Transactiona costa are important because they influence the net
return obtained from any given intereat rate. Theae coata for rural
savara include the auplicit coata of photongrapha, pasabocka, travel
coata, and other cash coata of making depoaita. Many inatitutiona
alao require complicated procedures for the withdrawal of aavinga.
Implicit coata include traveling and waiting time to make depoaita
and withdrawala. Few empirical atudiea are available, but it ias
expected that high tranaaction coata diacourage savers, particularly
those with amall accounta. Beaidea explicit regulationa on minimum
asize depoaita, it ias argued that financial inatitutiona impoae high
transactiona coata to diascourage amall accounta. Coriversely,
institutiona can easily reduce transactions coats for preferred
cuatomera by aimplifying or speeding up aome procedurea or
requirements.

33. The proximity of deposit-taking institutions may be the most
important factor affecting customer acceas to and tranasactiona coata
for financial servicea. Strong incentives have been given by aome
LIC governments to expand bank branchea into rural areaa [Kwarteng;
Meyer and Eaguerral. Progreaa haa been uneven, however, aso
additional branch expanaion ia frequently recommended (FAO (1984b,
1981a)1. The incentivea for branching have asometimea led to
uneconomic operationa and uneven digtribution with too many branchea
in some regiona and too few in othera. Mobile banka and part-time
officea have been triad in some countries, but more effort is
required to design methods which bring cost-effective financial
services closar to rural householda. Private voluntary agenciesa in
aome countriea form groups of poor hcuseholda to engage in amall
saving and borrowing activities but more analyais is required to
determine if thia ia a coat-effective alternative for formal
financial institutions.

34. Another important factor expected to affect rural depoaits is the
linkage between aavinga and lending. Many analyata believe that an
important reason for rural housenolds to hold deposits ia the
poaaibility of eventually getting a loan. Thia impliea that
inatitutiona should link savings mobilization with lending, but in
practice many rural financial inatitutionas are aingle function.
Savinga mobilization activitiea were expanded in Africa during the
19708 through the creation of new savings inatitutiona and
tranaformation of poat office savings banka into savings and credit
banka. Achievementa were made in tapping the vaat aavinga potential,
but progreaas haa lagged in the development of lending activities
[(Mauril. On the other hand, few apacialized lending inatitutions in
many LICa mobilize aignificant amounta of rural deposits.
Specialization in only one side of financial intermediation appears
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to be inappropriate for two reaasons; one ias that the motivation for
aavings is destroyed when fhe link is broken between savings and
loana, and the second ia becauae of operational efficiency, which
will be discussed in the next section.

35. Finally, & wide variety of social factors influence deposit
mobilization in rural areaa. Some countriea need to f£find alternative
methoda to reward savers becauae of religioua opposition to the
concept of intaereat. Group saving may be an important approach in
aome areaa where rural people are akeptical cf formal inatitutiona or
are frightened of dealing with bank ataff. In many countries it ia
believed that women control household financea and frequently old,
widowed or divorced women hold large amcunts of liquid savings.
Cuatoms may require that they limit their buainess dealinga to other
women ao female employeea may be required in financial institutionsa
to serve female customers.

V. RURAL SAVINGS AND INSTITUTIONAL VIABILITY

36. Mobilization of rural savings may be an expensive undertaking fecr
formal financial institutions. Encouraging lending institutions to
mobilize more rural deposits would seem to exacerbate their already
saerious financial problems, making them even more unviable. Although
mobilizing more rural depoaita could increase inatitutional cosats,
there are reasons to expect that costs will actually decline.
Increased rural deposit mobilization may alao contribute to
inatitutional viebility by improving loan repayment.

37. Growth in depoaita relative to other sources of funds would seem
to increase an inatitution’s average coat of funds. First, the
liabilitiea of many inatitutionsa currently operating in rural areas
are mainly composed of subaidized or "cheap'" sourcea of funda. These
funds are available through intereat-free government depoaits, direct
capital inveatments, apecial rediacount provisiona, targeted lineas of
credit, and obligatory depoaita of commercial banks that fail to meet
lending quotas. Specialized lending institutiona, in particular,
rely on these sources of funds (Bourne and Grahaml. Second, creating
an extensive rural branch network to mobilize depoaits appears to be
expenaive. Even if rural savings are more plentiful than normally
aasumed, the adminiatrative coats of full-service rural bank branches
might be excesaive.

38. Recent research suggests that "cheap" funds are more expensive
for inatitutiona than they appear, while ieposits may not be asa
expensive as fa2ared for institutions engaging in both deposit
mobilization and lending. It ia frequently aasaumed that
apeclialization in economic activities leada to increaaed efficiency
in reaource uae, but there appear to be important qualificationa to
thia rule for financial inatitutiona. The cost~-complementarities
that financial intermediaries can attain through the provision of
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multiple services suggest that economies of scope may be more
important than economies of scale. An empirical teat of this
propoaition waa conducted in Honduras by comparing the coat atructure
of a commercial bank with the Agricultural Development Bank (ADB)
[Cuavaal. The reaulta showed that the ADB cculd moat efficiently
expand by mobilizing more depoaits, while the commercial bank could
moat efficiently expand by increasing agricultural lending. Lending
coats were less than 3 percent for the commercial bank, but more than
8 percent for the ADB. Part of thia difference waa due to larger
average ai.e loans in the commercial bank and part waa due to asource
of funda. The ADB mobilized only about 40 parcent of ita funda
compared to over 90 percent for the commercial bank. The ADB
operation waa more centralized and expenaive because of the reporting
requiremanta for apecial credit linea and external funda. An
analyaia of the commercial bank branchea ahowad that even though the
8ize of loana was much higher, lending coata for donor-funded loana
were almoast 8 percent compared to a range of 1 to 6 percent for loans
made with the bank‘’a own funda. Increaaing mobilized funds and
reducing participation in donor-aponaored programa ias very
coat-effective in thia type of aituation [Cuevaa and Graham (1984a)]l.

39. Screening loan applicants ias one of the important functions that
increasea lending coata. The ADB in Honduraa spent proportionately
more that the commercial bank on loan monitoring and superviasion in
an attempt to channel loana to targeted purpoaes [Graham and
Cuevaal. Inatitutions that both mobilize deposits and make loana
have important advantagea in loan acreening because they frequently
have additional information about the loan applicant. They may be
familiar with the applicant’a caah flow, savings habita and wealth,
which contributea to better lending deciaiona. Furthermore, during
the life of the loan, changes in a borrower’a depoaits and aavings
can aserve aa an early warning about potential future loan repayment
problena.

40. A final factor that can influence costs end returns of financial
inatitutions is their ability to develop local loan programa. When
an inatitution limita its lending to targeted programa, it must
follow regulationa on authorized aizes and typea of loana, amount to
lend each borrower, diaburaement and rapayment achedules, and
collateral requirementa. For aome berrowera, these regulationa are
too liberal for aound banking procedures. On the other hand, some
applicants with good debt repayment capacity and proven repayment
recorda are denied loana becauae their projects are not included in
the targeted programs. When lenders mobilize their own reaourcesa,
they can develop loan programas that alimultaneoualy conform cloaer to
their lending atandards and supply the needa of local farmers and
communities.

41. For many inatitutions, loan recovery ias the moat aserious threat
to viability. Adminiatrative coats may be readuced through effective
management, but an institution will atill fail if it logses 20 to 30
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percent of its aaseta each year through loan default. It ia’
impossible to pasa losses of this magnitude on to repaying borrowers
through higher intereat rateas. Furthermore, if delinquency and
default reach visible enough proportiona, the demonstration effect on
other borroweras can result in no one repaying on time. Thia problem
ia undereatimated by analyata who argue that moat loans are
eventually repaid. Such logic obacures the fact that, first, aslow
repayment and non-repayment reduce an inatitution’s ability to
recycle funda to other worthy borrowera: aecond, loan collection
activities raise administrative costs and the apread required between
depoait and lending ratea; and, third, high inflation rateas found in
many countriea deatroy the real value of poastponed loan repaymenta.

42. Increased rural deposit mobilization can improve loan recovery
for two reasona. The firat reaaon ia the paychological factor
asgociated with the willingneaa of borrowers to repay. When funda
are provided by donors or the government, they frequently become .
identified with gifts or granta, and borrowers assume they need not
be repaid or that few effective sanctiona will be impoaed for
nonrepayment. If loan funda are drawn from savinga made by membera
of the community, the willingneas of borrowers to repay ias often
dramatically increased. The use of local savinga, thus, promotes
borrower reaponsibility (Deguefel.

43. The second reason is that attitudea of lenders towarda loan
recovery are also likely to change when the source of funds changes.
Specialized credit inastitutions often conaider loan recovery of
lesser importance than lending. They spend relatively leas effort on
loan collection becauase incentives are greater for meeting lending
targets [Graham and Cuevas; Nyaninl. Some donor-aponaored programa,
for example, impoae penalties if lending targets are not met. When
lenders assume farmers will net repay, and they take little action to
collect, borrowera confirm the asaumptiona by not repaying. Loan
recorda are 50 diaorganized in asome inatitutiona that it is difficult
to know exactly who owes how much and when it was due. Yet, a study
in Nepal ahowed that collection efforts were more important in
explaining loan repayment than farm income and other variables
[Maharjan, Loohawenchit, and Meyerl. Lendera will become more
concerned about collectiona and accountability when a) deposits are
an important source of funds lent, b) lending volume depends on
recovery of paat loans, c) incentives are given for mobilizing
depoaita, and d) the aafety of aaversa’ depoaita requirea closer
acrutiny of lending activitiea and inatitutional operations.

44. Political intrusion in lending is hard toc avoid because of the
benefits that borrowera obtain from additional liquidity. The
opportunity for political interference increases in subsidized credit
programa because low intereat rates cause an exceas demand for loans
[Gonzalez-Vega (1984a)l. The greater the aubsidy, the more valuable
the loan ia to borrowers, and the greater the temptation to use
influence, bribery and other meana to obtain a loan. When loansa are
made from deposits mobilized locally, the potential for political
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intruaion declinea because lenders can more easily allocate loans
saolely on the rate-of-return of a project and debt repayment capacity
and integrity of the borrower. 3ribery and corruption should also
decline when lenders become more aggresaive in secking borrowers for
the expanded funda available to lend from mobilized resources.
Borrowers may feel little need to repay loana "bought' through bribes
so0 as corruption declines, loan recovery should also improve.

VI. INTERSECTORAL FLOW OF FUNDS

45. Increased depoait mobilization will raise the question of what to
do with deposited funda. There ia great concern in many LICas about
the usea of mobilized funda, and rulea and regulationa are deaigned
to prevent financial inatitutiona from "aiphoning off" local furnds
and channelling them into urban areas or into other rural areas.
Several aapects about the role of financial inatitutiona in
intersectoral resource tranafers need to be clarifiaed. First,
financial inatitutions often juat implement the deciaiona of
householda and firma to tranafer resourcea, ao the reasona for theae
decisiona must be analyzed [Chandavarkar (1981)1. Second, even
within the financial syatem, the direction of net flowa is not
atraightforward. Rural entrepreneura may hold their deposita in
rural branchea while borrowing from urban branches. Third, both the
aupply and demand conditionas for rural loana must be evaluated if
rural inatitutiona lend leas than ia socially desirable. Fourth, the
exiatence of a reliable rural lending inatitution can provide a
credit reserve that encouragea farmers to commit more of their own
reaourcea for inveatment and use their borrowing capacity to meet
emergenciea [Baker and Bhargavel. The impact of financial
inatitutiona on rural inveatnent may, “therefore, be greater than
their reported loana. Fifth, a financial institution has the
obligation to generate high and aafe returna for depoaitora. If
inatitutions fail to do 2o, they will lose the confidence of their
cuatomera. Quotas, targeted-lending programe and other policiea that
attempt to hold resourcea in rural areaa may jeopardize depoaitors by
increasing the riska and decreaaing the returna to financial
inatitutiona.

46. Far toco much emphasis has been placed on forcing or enticing
inatitutiona to lend, and far too little concern haa been given to
demand for loana. Expanded rural savings mobilization will not only
provide important aasvinga benefitas to rural people, but it will also
increase the demand for loana for several reasona. The first reason
ia that loan demand will likely riase becauae some houaeholda will
increase savinga, believing they will be eligible for a loan at a
later date {Cauaael. Some of theme householda will gain the
confidence of inatitutiona through aaving and will be granted loana.
Secondly, rural people will develop confidence in the dependability
of an inatitution that servea their long-term financial needa by
providing a secure place for deposita and making loana. Specialized
lending inatitutions in many LICs are very undependable sources of
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loans because of the wide swings they suffer in availability cf funds
[Bourne and Grahaml. Third, the potential exiats for expanding loan
demand by reducing borrowing coata. The atructure of adminiatered
interest rateas must be changed to allow flexibility that will cive
lenders more scope for reducing borrowing coata. A Honduras etudy
found that intereat ratea and borrower tranaaction coata were
negatively related, 8uggeating that lendera abaorb more
adminiatrative coata and 8implify procedurea when intereat ratea are
higher [Cuevaa and Grahan (1984b)]. Thia reault waa particu.arly
aignificant for amall loana. When lendera reduce borrowing coata,
farmers are encouraged to borrow more from fornmal Sources.

47. Long-term farm profitability is frequently ignored in analyses of
the demand for and supply of farm locans. Many LICa have cheap food
policiea that undervalue agricultural products in order to promote
indusastrialization. Input asubsidies, public investments in research,
extension and irrigation, and cheap credit are meana to >ffset the
adverase effects of such Policies. The penalization of agriculture ia
not fully compenaated, however, bacauae the aubajdiea are usually
relatively amall and only a few farmers benefit from thenm (David;
Ravyl. Cheap credit cennct compenaate for price and technology
Problema that result in low factor productivity (Pollard and
Heffernanl. The diversion and aubatitution of loan funda in targeted
Programa is likely to be high when aanctioned loan purposea produce
low returns compared to other farm and nonfarm activitiea [Graham and
Pollardl. Frequent changes in agricultural pricing and aubsidy
policiea have discouraged farm investments by increaaing farmer
uncertainty about future profita. Succeaaful rural savings progranma
have been linked to well-defined agricultural technical packagea that
use the largeat part of the savinga (Mittendorf]l]. Funda are inveated
in rural areaa when investors feal there are good potential
inveatments, but flow out when the returna on investmentasa are higher
elsewhere.

48. Policy makers can do several things to ensure that more rural
deposits stay in rural areas. They can increase the rate of return
for agricultural inveatments through changes in price policies,
agricultural technology and markets. They can introduce stable
Policiea to decrease riaks and uncertainties faced by farmera. Theae
changes will have more long-term impact on farmer demand for loans
and lender willingness to lend, than further efforts to push the
aupply of loana. They can alaso give lenders more flexibility and
incentives to make innovations and create loan programs to meet local
neada. For example, the distinction betwaen production and
conaumption loana muat be reevaluated (IFADJ]. Large farmers are
permitted to borrow to cover production coata, including labor
Payments that are spent by workers for family consumption, hut amall
farmers are not permitted to borrcw for their family consumption
needa. Nonfarm enterprises and rural nonfarm firns are often denied
loana even though they provide much employment and income ([Meyer:
Kilby, Liedholm and Meyer]l. Lenders muat be encouraged to make loana
based on debt repayment capacity and borrower integrity and move away
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from rigid atandards for sanctioned production and consumption
activities.

VII. PROBLEMS ENCOUNTERED IN IMPLEMENTING FINANCIAL REFORMS

49. Mobilizing mora rural savings canl help reduce dependence on
foraign asailatance and improve performance c¢f RFMa in LICs.
Comprehenaive changea muat be made in rural financial inatitutiona
and in government policiea and programa, however, if rural depoait
mobilization ia to be aucceasful. Information now available on recent
AID projecta to atrengthen rural depoait mobilization and broaden
financial inatitutiona in Jamaica, Peru, Honduraas, the Dominican
Republic and Bangladesh suggeat the following factors are importaat
for succeas (Gonzalez-Vega (1984c); Graham and Connally: Poyo:; Vogel
(1984a)]. :

governmenta nuat ahift prioritiea from puahing cheap credit for
farmera to building viable financial ayatema. They can then begin to
deaign ways to improve deposit mobilization. A revision in rural
deposit interwest rates will be a necessary stap in many LICa baecauae
intereat ratea for depoaits frequently muat be increased to mobilize
more savings. Interest ratea on farm loans will alao have to be
raised toc permit an increase in intereat aspreada asoc inatitutiona can
cover costs. Flexibility in intereat ratea ia required to adjust for
variability in inflation. The rata atructure and tha extent to which
markets are permitted to determine rateas will vary from country to
country. “Optimum" ratea are difficult to determine, but
policymakera should evaluate the astructura of nominal intereat rates
compared to real intereat ratea, world intereat rates, rateas of
return on inveastmenta, the apread between savings and lending rates,
and interest ratea in informal credit markets (Peraeira Laite).
Maintaining ratea that are normally poaitive in real terms will be a
minimum atandard for woat LICa. Alternativea to intereat rates must
be provided in countriea where religioua beliefs discourage explicit
payment of interast.

51. Governments need a atrong institutional framework for atimulating
and monitoring the financial sector. This respenasibility often must
fall on the central bank. Some LICa need to create a central
monetary authority, while others ahould strengthen their exiating
central bank. Instead of emphaaizing rural credit aupplies, the
primary role of the central bank ahould be to oversee the development
of viable rural financial inatitutiona. Several technical issues
muat be resolved, and the central bank ia the logical government
agency to provide leaderahip for the following tasks.

It is unlikely that a aingle type of rural financial inatitution will
be optimal for all LICs. Each country must develop a mix of
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inatitutions consistent with its particular needs with emphasis on
two criteria for institutional develcpment. Firat, multifunctional
inatitutiona that link savings and credit activities should be
expanded. This invnlves atrengthening the lending activitiea of
specialized asavings institutions and the savings mobilization
activitiea of apecialized lenders. Second, a range of inatitutional
forma nmust be provided to meet the needs of apecific rural marketa.
A network of full-service bank branchea may be appropriate for
aemi-urban areas, while aimpler inatitutions may be aufficient for
amaller laoclatad areaa. Some inatitutiona may be encouraged to
retail financial services in unbanked areas but offer only wholesale
serviceas where other local retailera are operating efficiently.
Incentivea should be given to institutions for teating the efficiency
of alternative forma of financial services in rural areaa. Links
between formal and informal inatitutions ashould be explored.

B._Foster_ and regulate competition. Expanding multifunctional
rural financial inatitutiona opena up posaibilitiea for increaaed
compatition and efficiency in the provision of financial services. A
trade-off exists between competition and aconomies of acale
(Khatkhate and Riechell. Reatricting competition may permit a few
inatitutiona to achieve economiea of acale, but may also encourage
mRonopoly powers that prevent desired reductions in prices of
financial services. Competition may be encouraged at the national
level, but restrained in apecific rural areas due to amall market
aize. Central bank rulea that authorize the creation of new
financial institutions, sanction specific servicea, and regulate
branching muat be applied with caution because of their impact on
competition and economieas of acale and acopae.

C._Assist with iiguidity and risk_management. Operating riska
for institutiona may decline when they increase their scope of
financial s rvicea, but there are also waya in which liquidity and
riask management problema will increase. Specialized lending
inatitutions, dependent upcn reliable government or donor funda, may
find that depoaits are more volatile and difficult to manage as a
substitute gource of funda. Specialized savingas inatitutiona may find
that the riak of their asset portfolios increasea with agricultural
lending. Even though lenders broaden the range of activitiea funded
in rural areas, loan portfolios composed only of loans for farm
relatad enterprises may represent more risk than those diveraified
acroas several economic asectora. The central bank must explore
methods that help institutions man ge risk and liquidity problema
such as interbank lending agreemenis, occasional radiscounting
facilitiea, and loan guarantee and inaurance programa. Reaexrve
requirements muat be flexible and adjuated in responze to changea in
llquidity positiona. Rules on debt to equity requirementa for rural
inatitutiona must be atringent snough to encourage capitalization for
Posaible loan lossesa, yet liberal enough so inatitutiona can increase
income through greater leverage.
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D._Create_and supervise_management_information_systems. Many
inatitutiona have record-keeping ayatema that primarily produce
reports required for government agenciea or donors auch aa loan
diabursementa by type, size, enterprise funded and size and type of
borrower. This information clogs information channels and provides
little uaseful data for managera on income, expensea, cost of funds
and quality of loan portfolio. Likewise, central banks emphasize
global measurea asuch aa deposits mobilized and loana made, but many
do not collect and analyze income and expenage data to evaluate
inatitutional viability. Management information ayatema muat be
reatructured by ctripping away nonzssential information on loan
targeting and concentrsting inatead on data collection to monitor the
financial health of inatitutions [Graham and Fireatinel. The
introduction of micro-computer hardware and aoftware ayatema could
greatly facilitate data management and analyais within the central
bank and individuel inatitutiona.  Careful audit and inapection
functions must be performed by the central bank to maintain customer

confidence in financial institutions.

E. Create_a research ard _analytical capability. Development of
viable RFMa requirea reasearch and analyaia at three levela: a) rural
householda and firma, b) financial inatitutiona and c) national
monetary and credit iasues. Institutions must be developed and
atrengthened to undertake thia work. Reaearch will be needed in many
LICas on topics such aa: inflation projectiona for intereat rate
analysis, market atudies to identify consumer preferences regarding
financial inatrumentas, deaign and evaluation of asavinga campaigna,
acope and magnitude of potential financial services for apecific
rural market areas, incentives for improved inatitutionel efficiency
and demand factora that influence the allocation of credit. Thia
broad range of iasauea requires researchers within the central bank
and financial institutiona, ahd private and public research
inatitutiona. The central bank must develop capacity to conduct
recearch on issues for which it ia besat qualified, auggest where and
how research on other related issues is inatitutionalized and
identify key topicas for atudy as the financial asector undergoea
change and growth.
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training requirements and the content of training coursea [Robertsl].
Manpower constraints will become even more serious when aingle
function inatitutiona broaden their acope of financial servicea. New
skills will be neceasary when savings institutions require expertiae
for lending activities, and lending inatitutiona need personnel
trained in deposit procedures. Loan officers muat learn to evaluate
loan applicationa based on creditworthineaas rather than merely
following regulationa for targeting enterprises. Demands on manageras
will increase when financie: viability becomea an important
evaluation criterion. Managera will need to deaign loan programa and
develop criteria for creditworthiness inastead of simply following
inastructiona isasued for lending programs. Productivity measures will
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be needed to quantify costs of operations, profits or surplus per
unit/branch, tranaactiona costs and margina required to cover costs.
Decisions will be required on which branches to expand, the rate to
expand new services, the minimum size of market area for opening a
new unit/branch and new innovations for lending and deposit
mobilization. The central bank can deaign aome of theae concepta,
auggeat atandarda, develop courses and materials for astaff training
and arrange technical asaiatance to tranafer ideaas uaed aucceaafully
alaewhere,

S2. Goveruments undertaking financial reforms will find that at least
two issues in addition to bank operations will affect success. The
firat concerns policiea and programs that affect the magnitude and
variability of farm profits and farmers’ debt repayment capacity [Von
Piachke (1984)1. Demand for loans, loan recovery and the financial
strength of rural financial institutions are directly related to
incomea of farm houaeholds. Steps have been taken in some LICs to
change policieas that undervalue agricultural productas, but more are
required. Additional long-term investmentas must be made in research
and extenaion to improve agricultural technology. Irrigation, price
and marketing policies, crop guarantee and insurance programa and
other measures are needed to combat production and income
variability. The asecond iasue concerns ugse of mobilized funda. The
expanded pool of rural depoaits will provide greater opportunitieas
for rural and urban invesators to succeaafully compete for leoana.
Private inves:ors will be crowded out of the financial markets,
however, if governments chcose to appropriate these deposits by
raiaing mandatory reaerve requirementa, by increaasing targetas for
nonagricultural lonans, or by setting high interest rates for
government asecuritiea., If thia happena, the poaitive impact of
deposit mobilization will be linited to improved income for rural
saversa, but with little inprovement in the magnitude of private
inveatment.

8 Different Rolz for International_ Agenciea

53. International 8gencies can play an important supportive role in
rural financial reforms by limiting their asupport to governments
trying seriously to create viable rural financial institutions.

There will be limited acope and funds for traditional large acale
tranafers c¢f funds for on-lending through RFM and other projects.
Such transfers, in fact, diminish or destroy the incentives needed
for reform. 1If a tranafer of fundes to agriculture is desirable for
foreign exchange purposes, the funds should be directed towards
easing adjuatnent Problems in countries undertaking financial
reforma, towardas inveatmenta in agricultural research, extaenaion,
education, markets, or other infrastructure which increage the demand
for loanas. Important projects of small to medium scale can be
developed to strengthen centrel banks and other financial
inatitutiona, to aubsidize atart-up coats for inatitutiona brcadening
their financial services, to develop research capacity, and to fund
experimenta to teat financial innovaticna. Foreign exchange may ba
uaeful for technical assiastance to tranafer technology and procedures
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from successful institutions in other countries, and for pPrograms to
develop and operate regional training and reaearch centers. Seleactead
expenditureas for foreign manufactured equipment and aupplies may be
important for new information ayatems. An active preoegram is needed to
facilitate the international exchange of ideaa and leasons learned
from financial reform programs.

S4. Programa to reform and broaden RFMa require monitoring to
determine the rate of progreasa, the bottlenecks or conatraints on
implementation, and policy changea that ere needed. Monitoring
requirea a) the selection of a aet of monitoring criteria, and b) the
collection and analysia of appropriate data. The primary criterion
for evaluation of many RFM projectas in their early atages of
implementation is the amount of funds lent. Later, when loan
collection problema begin to develop, the criterion of loan recovery
ia added. After a Project is completed, ex post evaluations
frequently try tc measure loan impact on borrowera. The emphaais is
largely on the borrower at all three atages, rather than on the
financial health of the inatitution. Five criteria are proposed here
for use in monitoring performance.3

A. _Access. Financial institutions provide services to customers,
a0 a logical evaluation critericn ia the number of peocple with
regular access to these gservicea. In rural areaa, thia criterion
implies monitoring the number of persona who regularly use deposit
accounts and receive loans. The geographic apread of perasona with
@cceas to financial institutions and their income and wealth
characteristica will be important to measure. An approximation of
trenda in access can be obtained by periodically conatxructing a
profile of users drawn from a sample of rural aavings end loan
accounta. When financial services become more complex and rural
householda use more tl.an one inatitution, an orcasional field survey
of houaeholda may be needed %o determine the number and
characteriatica of people who do not uae any financial inatitutionsa.

§;__§g!£ggg_mggii;gg;;gg; The second performance criteria is
savinga mobilization, and it should be considered in several
dimensiona. The aggregate amount cf depoait and aavinga acccunta in
rural areaa is important because it influences the supply of funds
available for lending. Trenda in depoaits of individual inratitutions
may reflect succeas in employing different methods in savings
mobiiization. Measuring trends in total depoaita in a given market
will show the extent to which competition for savings results in
dimintermediation among inatitutiona rather than a net increeae in
aggregate depoaits.

g;__gggg_gggg!ggz. Loan repayment is indicative of the value
borrowera place on maintaining long-tern relationahipa with an

inatitution. Borrowers who value the relationship and desire future
loana will make every effort to keep existing loans current and will

work closely with lenders to resolve delinquenciea. High arrears
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rateas may reflect unusual production and marketing problema, but may
also reflect poor quality of loan services and high borrower
transactions coastas for new loana. Therefore, monitoring loan
recovery and the age-wise atructure of delinquencies is a useful
proxy for quality of aervice. Loen recovery data also are important
because of the impact of delinquency and default on inatitutional
viability.

D. Efficiency. The fourth criteria is efficiency because the
human and phyaical resources uased in financial intermediation have
alternative economic usea. For management decisiona, efficiency
meaauras are needed within an inatitution, auch as number of depoait
or loan accounta per bank officer and profita or aurplua per unit of
savinga mobilized or locans made. The long-term objective of
financial intermediation is to increase the real rate of interest
paid on depoaita and decrease the real coat of loana. Tranasactions
coatas influence the net return received by mavera and the total coat
of borrowing, gso they are important efficiency measurea to monitor.
Transactiona costs borne by the institution determine the minimum
apread required to cover ita coata. It ia useful to monitor
transactiona coata of both inatitutiona and their cuatcomers becausge a
decrease in one may be offset by an increase in the other.
Differences in transactiona coata among inastitutiona may auggeat ways

for high coat instltutiona to reduce coats.

E. _Institutional_viability. The final criterion refers tc an
inatitution’a ability to maintain self-suataining growth. Thia
measure is affected by performance in the other four criteria. An
inastitution that provides acceas to a large number of users,
mobilizes a large share of the reasources it lenda, has a high
recovery rate on loana, and ia efficient will likely achieve
long-term growth and atability. Profits or aurplus are traditional
meaaurea of viability, but other indicea are the amocunt of government
subaidies received and the minimum apread between cost of funda and
loan rates required to cover coata and lending riaks. Measures of an
inatitution’s ability to withatand adversasity are alaso uaseful to
monitor such as debt to equity ratio and reaerve for bad debts.

VIII. CONCLUDPING COMMENTS.

55. Many LICs face two important interrelated challenges involving
rural finance. One challenge is to increasa the national aavings
rate and reduce dependence on external aavings. The aecond ias to
improve the performance of their RFMa. The central argument of thia
paper la that greater deposit mobilization, eapecially in rural
areas, can contribute to meeting both challenges.

S56. Major efforts have been made in the past two decades to
strengthen rural finance. Unfortunately, the emphaaias haa been
limited largely to channelling cheap credit to farmers. Although the
objectives are commendable - increase farm income, accelerate
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technological change, expand exports - the results have been modest
compared to expectationa. More seriously, the approach actually
underminea mobilization of domestic reaourcea and deatroya the
viability of financial inatitutions. Any benefits received by target
groups and beneficiariea from loana come at a high cost te the
auatained development of rural financiel inatitutiona. Typically the
initial experimental projects never expand beyond benefitting a
fairly amall group of farmers compared to the large rural population
that would benefit from reliable financial services.

S7. Awarenessa is growing that the traditional agricultural credit
approach haa aserious ahortcominga, but the nature of the reforma to
be made are not yet clearly understood. This paper argues that
depoait mobilization providea the cornerstone for raform. Increased
attention tc depoait mobilization will force inatituticns to provide
more attractive aavings alternatives for rural households, will place
high quality customer serviceas as a high priority, will require-
inatitutiona to more carefully allocate loana on the baaia of debt
repayment capacity, and will atress loan recovery in order to protect
customer depoaita. A atronger deposit besae will free inatitutiona
from aome of the current political influence in lending and loan
recovery deciaiona, and will make them more independent of the
vagaries of government and donor suppo:t.

S8. Financisl reform will be difficult, complex and long term. Many
important technical issues muat be resolved and significant changes
will be required in the operat.iona of lending inatitutiona. The
central bank muat aasume a key role in setting policies, providing
guidance and conducting research on constrainta and problema of rural
financial inatitutions. Political isaues will also be important.
Strong veated intereats have developed to preserve the status quo?
the aselect few farmers who receive the subasidized loana, the
politiciana who gain favor by granting loans and ignoring repayment,
the bank officiala who raceive promotionsa through meeting lending
quotaa, and the donor agency ataff who are rewarded for the
efficiency with which they tranafer large amounts of asaistance funds
to recipient countriea. Theae interests provide plenty of reaaona
for pessimism about the prospects for reform.

S9. There are, howaver, encouraging signs that are supportive of a
fundemental reorientation in approach to rural finance. One is the
large volume of research available from several aourcea which
documents the shortcominga of the cheap credit approach. The second
is that the donors no longer have a large amount of funda available
for auch projects. Third, financial problema are receiving great
attention at the policy level becauae of LIC indebtednesa and a few
highly publicized failures of benking institutions in several
countriea. Fourth, there ia a groundawall of aupport in many LICa
for policy reforma which give market forcesa greater acope in resource
allocation, which reduce the role of government in setting prices,
and which place greater reliance on private rather than public sector
institutions.
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60. The challenge for donors is to find ways to meet their legitimate
concerns for equity within this changing economic and political
environment. They have an excellant opportunity to influence the
outcome of financial reform, and they should concentrate their
efforts in three areaa. Firat, they ahould focua financial aector
aupport on those countries that are seriously undertaking reform
rather than acatter reasources on loan programs in countriea where
conditiona prevent aself-guatained eyrpanaion of pilot efforta.
Second, donoras ahould channel acaxce technical and financial
ragourcesa into easing the adjustment problema that countries and
inatitutiona confront when conducting reforma. Third, they ahould
encourage and help evaluate innovationa that will lead to
aelf-austained development of financial aervices in rural areaa
recognizing that aecure deposit aervices are as important for aome
rural householdas as loans are for others.
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FOOTNOTES

1. This paper draws heavily from a draft paper recently prepared by
the author for FAO entitled "Depoait Mobilization for Rural

Lending”. I would like to acknowledge with appreciation thoae
frienda and colleagues who have influenced my thinking moat about
rural finance: Dale W Adama, Paulo F. C. de Araujo, Carloa E. Cuevaa,
Criatina C. David, Claudio Gonzalez-Vega, Douglaa H. Graham, Jerry R.
Ladman, Donald W. Larson, Robert C. Vogel and J. D. Von Piachke. I
alao want to recognize the important support provided to OSU over the
yeara by the Agency for International Development and project
officera, Cliff Barton, Robert E. Fireatine and Sandra Frvdman
Henderson. The viewa expreassed in this paper are my own and may not
necessarily be shared by AID nor by the persona identified above.

2. Nominal interest rates (i) refer to those set in loan and deposit
contracta. Real intereat ratea (r) refer to the difference between
rominal interest rates and the rate of inflation (p), frequently
calculated as aimply i-p. When pric2 changea are greater than
nominal intereat rates, the return on depoaits or coat of loans can
be negative in real terms.

3. This section drawa on a recent paper by Adams (1985) in which
four variables are proposed for uae in monitoring programs with an
emphaaia on lender viability: a) number of people with regular accesa
to financial servicea, b) transactiona costa, c) quality of servicea
providaed and d) asavings mobilization.
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