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Summary ~— Recently some rescarchers have eriticized traditional agncultural credit policies in
low-income countries. This articke weatifies the mator ponts of controversy between traditional
views and these new views and aiso summanzes the pnimary leswons learred from these
controversies. Savings mobilization. more dexiidle nuerest rate policies. less loan targeting. and
graater smphasts on mmproviny the guatiiy ot fnuncial services 1n rural dreas are new views that
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I. INTRODUCTION

During the past iwo decades manv low-
income countries (LICs) have rapidly expanded
the vewrae of agricultural loans as well as the
number of rural offices of financial inter-
mediaries. Governments have otten used credit
programs to promote agricultural outpuz. and
have alzo attempted to help the rural poor
through ch=2p credit. As with most develorment
etforts. these programs have included both suc-
cesses and faivres. Some credit efforts. tfor
example. have encountered seriotis lo::n recovery
problems. and many LICs have ‘ound it easizr to
expand the voiume of short-term credit than to
increase long-term rural loans. Loan recovery
problems. combined with relatively large transic-
ticn costs. have soretimes caused lenders to
cellapse.

Over the puast few vears a lurge nutaber of
studies. evajuatons. and publicauons have chal-
lenged traditional views on rural finance. Sinc:
most of these new views are summuarized in
Ponald (1976). Von Piscnike et al. (1983). ond

Adame er al. {1983), we cite extensively from . -

these sources 2s we outline the major points of
controversy between the new and traditional
views. Our presentation is divided into eight
parts. The next section provides a brief discus-
sion of the contribution that rural financiaf
markets (RFMs) make to development. Foilow-
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ing sections cover the main  controversies.
lessons. and conclusions that emerge from the
recent expenience with RFMs in LICs.

2. FINANCE AND RURAL
DEVELOPMENT

Most financial niarkets contorm to the con-
tours of the societies thev serve. In those
societies where economic management is central-
1ized. lending decisions tend to be rigid. concen-
trated. and programmed. whi'e in societies where
production decisions are dispersed. finuncizl
markets must be flexible. In most cases finar.ctal
markets play a more dynamic role in market-
oriented countries than in centraily-plannzg
€CIIiomies.

Typically. intermediaries in RFMs are diverse
across countries’ but there is more unifornue in
agricultaral credit policy objectives. rural tinun-
aad policies. and in problems encountered.- It is
common for REMSs to suffer more severe prob-
lems than are found in other segments of a

*On leave from University of Miami. Ohio.

°An earlier version of this paper was prepared for the
Economic Development Institute of the World Bank.
The viows expressed herein are those of the authors
and should not be attributed to the Bank or its
affiliates.
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country's financial svstem because of the Jiffi-
culty of serving clients who are widely dispersed.
borrowers who make large numbers of small
transactions. and clients who operate in an
industry that experiences unanticipiated changes
in prices. incomes. and viclds. Also. becuuse
adversities in rural areas often affect a large
number of housebiolds a. the sume tme. it iy
difficult for lenders to diversity porttolios 10
cushion economic shocks, Gavernment policies
lased  agunst agricublure add o RFN
problenn.”

Evauation of RFM projects are often weak or
misleading becuuse the fungmbility ot financial
instruments is poorly understood. Fungibilitv. or
interchangexkiiity. means that one umr of
money. be it owned or borrowed. is just {ike any
other unit of monev.” An example mav clarify
how fungibility accompanies borrowirs. Assums
that. without borrowing. a farm houschoid has
two units of money and plans to spend one unit
on consumption and the other on agncultural
production during a given time period. Further
assumz that. a short time ldter. «a agricuiiurai
bank leads the houschold addittonzi money
Wnich increases the househeld’s mone: hoiling
to three units and that the lender specities the
loan be used ror agncultural production.

The househoid can make three choices as a
result of the loan. (1) It can double its expendi-
ture on azgnicultural production by using all of the
borrowed money to buv agricultural inputs. This
would resuit in 100% additionality because all of
the marginal liguidity provided by the {oan would
be spent tor agncultural inputs — fulfilling the
loan objectives. (2) Alternativelv. the household
mayv decide to apply the borrowed money to
buving agricultural inputs, but use all of its own
money. two units. to double nousehold consump-
tion. This choice would result in 100% financial
substitution and fulfill the letter of the loan
agreement, but not the spirit. The loan would
cause increased consumption. not increased use
of agricultural inputs, an outcome lenders find
virtually impossible to control. Some financial
substitution is invoived in virtually every loan.
(3} It is aiso possible that the household may
decide to divert all of the borrowed funds. as well
as owned-funds, to consumption, effectively
tripling consumption. The additional liquidity

S

provided by the loan may allow the household o

buy some costly consumer item that it was unable
to buy with just its own funds. While this
diversion of funds may be illegal. ir is difficult to
control when large numbers of borrowers are
involved and they are geographically dispersea.
Low and uncertair returas to farm investments
nurture ioan diversion. Moreover, granting loans

in Kind does not obviate fungibility  beciuse
horrowers can usually sell unwanted inputs pro-
vided by the lender in secondary markets and
realize cash to buy anyv pood or service that is
availuble in the market.

Jecause of  funaibility and  the  numerous
borrowers and lenders that participate in de-
centralized REMs, it s virtually impossible for
policymakers to allocate loans ettectively in
accord with a credit allecation plan.” For en-
ample. policymakers may program chegp louns
for acrop swzh s rice and ey to toree tiancia
intermedianies to extend loans for that purpose.
The intent may be to compensate rice farmers for
low rice prices thirough cheayp credit, but the low
rice prices cause the expectad r2turny from
investments in nice growing also to be low, Under
these circumsiances borrowers will divert the
additional liguidity provided by nce louns to
other activities that provide higher returns ©
Because of tungibiiity and the large numper of
participants 11 RFMs, the ability ot credit pian-
ners 1o target loans to specitic activities is
illusory.

3. INSTITUTIONAL FORM

During the past 30 vears many institutions
have been formed to provide rural financial
services in LICs.” The organizational form has
depended on the dominant economic philosophy
of the country. the nature of the formal finuncial
svstem. and the interests of international donors
at the time. As a result, a large variety of rural
finuncial intermediaries is found across LICs.
and these can be grouped into four categories:
co-operatives, various typ=s of government-
owned agricuitural banks. rural private banks.
and credit activities included in multipurpose de-
velopment agencies. Most countries have ex-
perimented with more than one institutional
form and often sustain several types of rural
lending agencies.

Initially. many newly created credit agencies
were modeled after those in high income coun-
tries. Examples Jf this are the farmers™ assocta-
tions in Taiwar aind in South Korea that wers
patterned after farmers’ associations in Japan:
rural private banks in Vietnam and the Philip-

-pines based on similar banks in the United

States: and credit urions-in Africa and Latin
America similar to credit unions in North
America.® A number of countries, especially in
Latin America. have also formed supervised
credit orograms for small farmers, similar to the
Farmers Home Administration’s activities in the
United States.” Relatively few of these programs.
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however. persisted for long. In somz cuses the
technical assistance provided was of little use to
the borrower. and in most cases the costs of
providing supervision was prohibitively expen-
sive for the intermediury (c.g.. Colombia.
Jumaica. Dominican Republic. El Salvador).
Even in the best-run progrims. administrative
conts are i quarter or more of the value oi the
jouns made. well in excess of the intermediar. s
interest income. {n some cases loan supervisian
turned out to be an expenspe formoof loan
collection.

Recently. there has been greater emphisis on
developing financial intermediaries unigue to
LICs or on strengthening existing intermediaries.
Also. there is fOw i2ss 2mphasls on subsiuting
formal for informal credit. Recent research from
various countries has shoan thar monopoly
protits in informal lending are less than had been
wideiv assumed and that intorn i lenders pro-
vide some financial services more <tiiciently than
formal credit progruams.™ Several countries.
inciuding Malavsia. have even expenimented with
marketing intermediaries Ay e outels for
‘ouns from government credit agenozs. AR
exparsion oI (e FOrmMai Srecit sisiem viten
causes growth in informal finznce. results in
more competitivn and reduces uny monopoly
protits found in informal lending.

Lessons learned

Most institutional forms for providing financial
services in rural areas have had serious short-
comings or have failed in some LICs. while in
other countries virtuaily everv institutional form
has been at least moderately successful.'” While
certain institutions. such as cooperatives. work
better in some societizs than in others. it appears
that any financial intermediary will flounder if
the sector it serves is heavily taxed or if financial
intermediaries themselves are taxed through
interest rate ceilings or targeted credit programs.
Institutions that mobilize savings as well as lend
are more lik-lv to be viable thun intermediaries
that only lend. Pulicies. not organizational form.
appear to be the main determinant of institu-
tional success or failure.

4, ECONOMIC RETURNS IN
AGRICULTURE
The well-being of financial markets ‘Partly
depends on the economic vitality of the clients
they serve.'? If farmers receive low prices for
their products because of distorted exchange

rates. foad price controls. imports of cheap tood.
or inefficient markets. their ability to use finan-
cial markets will be diminished: they will be less
willing to borrow. less uble to repay loans. and
will have less capacity to save. Low and unstable
vields ind lack ot public investment i agriculture
reinforce adverse eftests ot jfow farm prices. 1t is
much easier to develop RFMs that are self-
sesttiming when ceturns to agricultural invest-
ments are high and relatively stuble. and rurad
iNCOMes are INcreising.

[t s common {or goverameints fo aitempt to
compensite tarmers tor adverse ettects ot othe:
economic policies by providing louns at {ow
interesi rates. The government mas realize that
farmers are “taxed” through low oroduct prices
resulting from food price controls and that ihis
tax decreases farm production. The government
mayv alsc believe that it is impossible 10 remove
this tax and. as a result. decide to use 0
second-best policy of giving tarmers an offsetting
“subsidv™ through cheap credit.'” Poncymakers
hope that the cheap credit will encourage
borrowers to increase produciion and that the
low-interest-rate  sabsidv will muaxe up for
farmers’ income losses.

The serond-best argument has serious short-
comings when used 10 justifv cheap credit as an
equitable and efficiznt way to compensate
farmers for the adverse effects of nther policies.
When it is in their interest to do so. lenders —
like borrowers — exercise fungibility and substi-
tute targeted funds for owned funds in their loan
porttolios. thus defeating the pians of poiicy-
makers who program louns. Low interest rates
induce both borrower and lender to concentrate
loans in the hands of the well-to-do.'* Lenders
have powerful incentives to minimize their cost
of lending by concentrating cheup credit in loans
to a select few: e.g.. these who have borrowed
previously. those with excellent loan coilateral.
and those who take large loans. At the same
time. borrowers with clout have strong incentives
to capture as much of the cheap credit as
possible. These reinforcing incentives result in a
small number of farmers getting most of the
inevnensive credit. :

Because only those who receive cheap loans
are subsidized by low interest rates. while all who

~'produce the low-priced produst are taxed. there

is an inefficient match between the incidence of
the tax and subsidy. Those with no loans, or
those receiving only small amounts. get little or
no compeusation.'® Those wito do not receive
loans cannot be expected to increase the output
of products with depressed prices resulting from
government policy. Even those producers who
receive cheap loans are not induced to make
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investments that are privately unprofitable. In
most cases. changes in the interest rate on a loan
do not alter the relauve profitubility of an
investment alternadve whose returns may be
depressed because of government action or in-
action. When expected economi: returns are
low, producers as well as lenders exercise
fungibility and divert additional liquidity to uses
that provide higher private returns.

Also. because cheap loans tend to be concen-
irated in refatively few hunds. second-best poli-
cies result in less equitable income distribution.
Since the size of the interest rate subsidy s
proportional to the amount of the loan. lurge
borrowers receive large subsidies while borrow.
ers of small amounts receive small subsidies.'
Since the majority of farmers do not get any
cheap loans. they realize no subsidv. Because
credit access and loan size are highly correlated
with income levels and assets. the well-to-do
benefit most from cheap credit. As a result. the
second-best argument comes up short on both
equity and efficiency grounds.

- Lessons learned

It is unrealistic to expect RFMs to work well if
the sector they serve is not economically healthy.
Moreover. cheap credit. even if abundant. can-
not compensate for low incomes or low returns to
investment agriculture. Cheap credit does not
make an unprofitable investment profitable and
is largely captured by the well-to-do. thereby
worsening income distribution.

5. POLICIES AND REGULATIONS

It has been common for governments to
attempt to influence lender behavior through
reguiations. Many such regulations are aimed at
tilting the behavior or performance of the finan-
cial system roward a preferred group or activity:
e.g.. small farmers, medium- and long-term
loans. or land reform participunts.'® Techniques
used to target loans can be grouped into five
categories: loan portfolio requirements. re-
discount facilities. crop or loan insurance.
regulations on bank branching. and nationaliza-
tion of banks. S

(a) Loan portfolio requirements

2 v
Governments commonly try to influence
lenders through loar portfolio requirements.
This may include setting floors or ceilings on

certain types of lending and placing limitations
on louan size. For example. in the Philippines.
Thailund. India. and Colombia bunks have been
required to make at least a certain percentage of
their total loans for agricultural purposes. In the
Dominican Republic the government has set
maximum sizes on loans that can be made by the
government-owned agricultural bank. The muin
problem with a portfolio restriction is that it is
relatively casv for the lender to contorm to the
restriction. vet evade its intent. For example. a
lender may make multple medium-sized Joans o
one individual to evade a loan-wize celing. or a
lender can redetine the purpose ot u loan — trom
that of purchasing a truck to that of an agri-
culturai sransportation loan.

(b)Y Rediscouns fucilities

Another popular policy tool hus tzzn re-
discount factlities. These are windows at the
central bank allowing final lenders to discount
targeted loans with the central dunx and receive
funds at concessionary interest rates. Most of the
LICs :har have large
developed tinancial markets make extensive use
of these rediscount facilities. Governments and
donor agencies have been particularly agaressive
in promoting these facilities as wavs of moving
their funds into RFMs." Tvpically. finai ienders
are allowed an attractive spread bemwezn the
concess:onary rate paid to the central bznk and
the rate charged tinal borrowers. Wide spreuds
are thought to be an effective way of inducing the
lender to stress targeted loans.

There are two weaknesses in rediscount facili-
ties. First, the concessionary interest rutes on
rediscount lines are usually lower than the rates
that intermediaries would otherwise pay to
mobilize voluntary private savings. This provides
powerful incentives for intermediaries to ignore
private deposits which. in the long run. may
result in fewer funds for agricultural lending.
Second. concessionary discount facilities have a
weak effect on lenders’ loan decisions. As
mentioned earlier. intermediaries. as weil as final
borrowers. exercise fungibility when 1t is in their
interest to do so. If governinents, for <xample.
impose a low ceiling on the price that farmers

N . P N
and  rsLanves oweil

" receive for their crop. final lenders mav be very

hesitant to expand lending for the crop in
question because expected farm rveturns for that
activity are [ow. Lenders typically react to this by
transferring their regular clients who satisfy the
target criteria to the rediscount line. thereby
expanding the volume of funds available for
non-target lending.
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(¢) Loan and crop guarantees

Several LICs {e.g.. Mexico and Costa Rica).
have made extensive use of guariitees or insur-
ance to lessen lenders” risks front loan defau!t.
Loan guarantees fron o government agency may
insure that the bank will be reimbursed for
certain percentage ot loan detauits.™ or. the
guarantee may be crop insurance that is pavable
to the intermedian (e 2., Phitippines. Sri Lanka,
and Indiao. as the msare ayrees to pay the lender
@ocertn percentage ol the loin atter crop
damzes hanve been venttied. The main objectine
of these guarentees is t induce fenders to extend
more loans to a turget eroup by transterring part
of the foun recovery risk to other agencies.

There are severad problems with loan and crop
guarantee programs. First, they are orten expen-
sive, us governments may be forced to provide
farge subsidies to pay tor costs of insured detuuits
not covered by premium pavments (Sri Lunka
and Costa Rica). Second. the government s also
orten required to subsidize administritive costs.
PAriiclialiy 1N CTOp IAsuranee programs in the
tropies. third. becuuse crop dumage i these
ar2Ly Giien aiiesis numerous producers at :he
same ume. a large statf 15 required o make
tmely assessments of crop dumage. Finaily.
insurance may weakén the resolve of fenders to
collect vverdue loans.

(d} Ruera! bank branches

A few LICs have been verv aggressive in
promoting new rural banks or rural branches of
existing banks. [n India and Bungladesh comn:2r-
cial banke are forced to vpen a certain numbey of
rural branches before they cun receive permis-
ston to open additional. more profituble urban
branches. In Vietnam. the Philippines. and
Ghana aonor or government funds have been
used to induce the formation of prnivate rural
hunks. with the funds @iven or lent to the new
bunk on concessionary terms. In some cases
these funds provide part of the equity needed by
the new owners. .

Banks may respond to government pressure by
building token branch offices in rural areas that
are open only a few hours a week or that offer
only a limited range of services.”' In extreme
cuses, new rural branches mav simply ‘nobilize
rural savings for use in urban arsas because
banks may not have incentives to ofter a broader
range of servicez (India and Bangladesh).

() Bunk nationalization

A number of LICs have nationalized some or
all ot their commercial bauks. This muy oceur as
i colony beromes an independent nation. or as
part ob an Slentpt te give governments greater
controi over finanery intermeaiaries. Costa Rica,
lor example. nationalized most of its banks over
0 vears ago. while Mexico has done ~o within
the past several vears India. Pakistan. Sudan.
and Buangladesh ulvy have haaking susiems that
dredargedy nationanized.

Nationihized bunk s in the subcontinent have
been particulurhy etfective in mcreasing the num-
ber of bunk branches. 1ty less clear. however. if
actienalized hanks are more fzotive than ather
finuncial interme Haries in mcreasing the fini-
clal services avaituble to the rural poor. in
increasing the amounts of medium- and long-
term loaas for furmers. i providing sttructive
deposit services. in lowerning runsaction costs
associated with tinanciai intermediation. and 1n
creating rural financal insututions that cre
innovative and selt-sustaiming -~ Reven: research
in Coste Rica. for example. 2us snown that the

Nt 3rmraame nnm b flen sl
=L (=9 nnend.
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dirrticulty extending loans 1o u jarger numoer of
the rural poor. Costa Rica's performance apnears
no better than that v¥other LICs that do not have
nationalized banks.

ST [
MONET s DA

Lessons learneid

The results of various poiicy measures aimed at
altering lender behavior in fuv o of  target group
or commodity have becn mixed. In a few cases
the results nave been quite ditferent from those
intended. and in other cuses thew have bezn
accompanied by undes’able side effects. In
many cases the net result of these policies has
Deen to orient the fiaancial intermediaries away
from mobilizing private savings in rural areas and
toward obtaining loanable fuads from 2overn-
ments and donots.™

6. TRANSACTION COSTS

-~ The resources used for transactions by RFM

participants are important measures of per-
formance. Like well-oiled and efhicient
machines. financial markets thai perform with
little friction create few transaction cos:s for
participants. Transaction costs for the lender
include the expeases of mobilizing fuuds for
on-lending. costs of collecting information about
potential bortowers, and costs of extendiug,

6/
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maintaining and collecting loans.™* A significant
portion of these costs mas result from loan
targeting requirements pluced on the lender by
policymakers.™ It is uften overlooked that
borrowers and savers also incur transaction costs,
For small and new borrowers and savers. these
costs cun be large relative to the size of their
transactions. Loan trunsaction costs. including
the time taken to negotiae loans. can be several
times the interest paid on loans.

Recent research has shown that the costs of
financidd intermediation ure not shared by
borrowers and lenders in fixed proportions.=
Under some circumstances lenders mav tind 1t in
their interest to absorb. for preferred clients.
some of the loun trunsuction oosts uermally
incurred by borrowers. At the same time. a
lender may force non-preferred clients t incur
transaction costs normally  absorbed by the
intermediary as a way of discouraging them from
asking for a loa’ An anglogous sitwation can
occur for depositors.

Interest rate ceilings limit the ability of inter-
mediaries (o ration borrowers. so that increased
collateral requirements and rc.xllo..ation ot
ransaciion costs 10 borrawers Ir# often usad as
substitute rationing mechanisms. When inter-
mediaries are 2ager to obtain borrower or saver
business. thev may reduce transacnon costs for
preferred clients by sending mobiiz banks to
villages (e.g.. Philippines. Sri Lanka. and Pakis-
tan). They may also allow preferred borrowers to
negotiate new loans by phore or by visiting a
bank’s office only once. Meanwhiie. non-
preferred clients may be forced to visit the
intermediary numerous times to negotiate,
obtain. and repay the loan (e.g.. Sudan. Belize.
Brazil), 10 wait in long lines during each visit. to
fill out numerous forms to obtain the loan (e.g..
Haiti. Tunisia, Portugal). and also to give gifts to
the loan otficer for rapid and favorable attention.

rormal lenders in many LICs have ex-
perimented with loans to small informal groups
of borrowers as a way of reducing loan transac-
tion costs and also increasing Tcan recovery
rates.”” Typically. one loan is made to a group of
five to 20 farmers. and the loan is n2gotiated and
repaid by a representative of the group (e.g..
Ghand. Phlhppmcs Dominican Republic. hor.
Coast, Thailand. and Turkey). Ideally, this pro-
cedure should reduce the mtermcdlarv ¢ lending
costs and reduce the overall costs of obtaining
formal loans.

Recent research on group lending shows re-
sults that are less positive than originaliy hoped.
While group lending generally reduces loan
transaction costs for borrowers. it has had a less
positive impact on lenders’ transaction costs and

on loan recovery. Group loans appear to work
best where groups have non-credit reasons tor
collective actions.,

Lessons learned

The amount of transaction costs and the way in
which they are shared tell a great deal about how

RFMs pertorm. These costs aso reveat how
intermediaries react o regutanons. I tinancial
markets are improving. the tatal costs of tinancial
intermediation per umit of money handled should
decline over time for intermedianies. borrowers,
and savers. In most countries. those who work in
financial markets are creative. but when markers
are heaviiv reguiated. a large part of this crea-
tvity 1s directed to innovations that dilute the
etfect of regulations on the finanaal intermedi-
ary. Such innovations orten increase. rather than
decrease. the total cost of financial intermedi-
ation.

When loans are targeted. the government or
donor ugency usually regquires intermediaries o
adopt new procedures to reuch those targeted
and aisc e provide penodic reporis on the exient
to which program objecti»es are met. Often. the
effect of this targeting is to increase sharply the

lender's cost.”> Extensive loan targeting
increases the amount of friction in financial
markets and also reduces their operating
etficiency.

LOAN REPAYMENT FERFORMANCE

Loan delinquency and default have plagued
agricultural credit programs in LICs. especially
azncultural development banks.™ It is not un-
common to find a quarter or more of loans
outstanding with pavments overdue. and this is
often a substantial underestimation of the prob-
lem because of loan refirancing. Accounting
practices used in many LICs also dispuise the
extent of loan recovery problems.

The traditional view of loan delinquency 1s that
borrowers become delinquent for one of two
basic reasons: thev are unablx. to repav. or they
are unwiiling to repay.™ The inability to rcpav

.may result from inadequate incomes which. i

turn, are explained by unexpected events such as
bad weather. pests, sudden price declines. or by
structural deficiencies such as inadequate mar-
kets, weak infrastructure or poer technology.
The main reasons given for the unwillingness to
repay are that loans are viewed as grants or
political patronage or simply that burrowers plan
from the beginning not to repay.
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Most empirical rescarch on {oan delinquency
in LICs usually involves asking delingquent bor-
rowers why thc) have fasled to repay lvans, Not
surprisingly, most delinquent borroswers report
they were unable to repav. and not that thev
were unwilling to repay. This often leads 1o the
conclusion that littde can be done about Joan
delinguency. short of basic struetural retorms in
agriculture.  Auncultural development  banks.
espestidly those that lend to smull tarmers. are
thereby given an exceuse tor tolerating high rates
ot loan delinguency.,

In recent work on loan delingquency in LICs. it
has been shown that delinguency rates are not
always high on agricultural [oans. even when the
lenders are state-omned bunks with development
objectives.™ In tact. in Costa Rica. delinguency
rates were found to be lower on agricultural than
on nonagricultural toans and lowest on loans to
small farmers. This performance 1s expluined. in
part. by the efticient techniques that banks have
developed to gather intormation about potentiul
rural borrowers and also by incentives for bank
emplovees to achieve fow definguencs rates and
for borrowers o recay prompth moordzr to
maintain access to cheup credit. Other authors
have pointed out that patronuage and politics are
often paramount in the operation of state-owned
de\elopmem bunks. »o that bank emplovees may
have fewincentives to reduce loan delinquency. ™=

Increasing awureness of the importance of
incentives for both lenders and borrowers in
determining {oan deliquency can be termed the
new view of delinquency. in contrast to the
traditional view. in which borrowers are seen as
either unable or unwilling to repay. The point of
departure for the raw view iy the costs and
benefits to a borrower of repaving or not
repaying a loan. A model aiong such lines has
been developed recently in which a utility max-
imizing borrower is seen as choosing to play
either of two lotteries — to repay or to become
delinguent. The main advantage to the bor-
rower of playing the repavment lottery is the
probubility of receiving a larger toan in the future
on which a positive rate of return can be
expected. Against this must be weighed the
expiicit financial charges on the possible new

loan. the transactions costs involved in repaving

and then negotiating and receiving a new loan.
and the timeliness of the new loan. Whan a
borrower chooses to play the delingifency lot-
tery. two main outcomes are possible. The lender
may do nothing. in which case the borrower
keeps the current loan but is denied future loans
from that lender. Or the lender may take strong
action so that borrowers lose collateral pledzed
for loans. in addition to which they may be

. projects

denied future leans from other lenders. The
possible loss trom failing to receive new loans
may be larger thun any other sanction tat a
lender imposes on a delinquent borrower.

This model has been applied to a sample of
some 6.000 lvans made by 30 credit umens in
Honduras. Results of the sample support the
useiulness of this, Jiew appro: ich in expluining
ioan delinquency. ™ The most important tactors
in determining whether o loan was likely to he
delinquent were those relited to the borrower's
assessment of the probability of obtunmyg o new
larger loan in the tuture on a umely busis. In
contrast, variables tradivorally assoctiizd witin
the willingness or ability to repav. such ay the
stated use of the loan. were aot helptul in
explaiming delinquency.

Lessony learned

Some borrowers may fail to repay because they
are unabie to do so. and other detaulters mav
never intend to repay under any arcumstinces.
However. the new view ot loun deiinguency
suggests that 1t is more fruitful to analvze the
incentives that borrowers have to repay on time
or to become delinquent. Borrowers wall tind it
attractive to repay on time and maintain a good
credit raung 1f thev view the lender as able t0
provide new larger loans in the future on a timely
basis with modest borrower trunsactions costs.
The new view s clearly skeptical about the extent
to which loan delinguency is bevond the control
of the lender und 1s. hence. skeptical about
recommendations to generously refinance over.
due loans.

8. APPROPRIATE INTEREST RATE
POLICIES

The traditional view of appropriate interest
rates for agricultural loans is that they should be
kept low to promote agricultural development -
and to assist the rural poor. Howerver. it becume
clear by the early 1970s that agricultural credit
bused on low interest rates were
encountering serious difficulties in most LICs. ™
Some observers began to argue that these wide-
spread difficulties were not due to problems that
were unique in each country, but ratncr 10 the
low interest rate policies themselves.™ Cheap
loans did not appear to increase agricultural
output or encourage the adoption of new tech-
nologies and often failed to reach the rural poor.
Moreover. low interest rates frequently under-
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mined the financial viability of lenders and
discouraged the mobilization of voluntary savings
by finencial in titutions.

To anaivze low interest rate policies. it is
essential to define what is meant by low and to
distinguisk among ditferent measures of interest
rates. With the prevalence of inflation in LICs
over the past decade. it has become necessary o
distinguish between nominai and real rates of
interest. real rates being those adjusted for the
rate of ntlation.’” This adiustiment 1 required
becaase most tormal loans are made and repaid
i nominal terms (e money oo thit when
inflaticn is sign’ficant the nonunal rate of interest
ray seem high while the real rate s actuaily low
or even negaiive. When the real rates are

negatve (1.e.. when the rate orinfiation exceeds
the nominal rate of interesti. borrowers repay
lenders less in terms of coods and services than
what they ininally borrowed.

It as abo weral o distmeuish between the
stated rate orinterest on a loan and the etfective
rate: the etfective rate tahes mto account all
charges on a oan. incluamyg 2ot vnn tees and
commissions. but also whether interest is col-
evied in advance and Wieider compensating
balances we required. When governments
attempi to set interest rates on loans. significantly
below equilibrium. lenders often respond by
lmposlnu additional charges and conditions that
raise effective rates above stated rates. Bor-
rowers will largely be willing to accept these
additionul Lhan.cs and condtions as long as
effective interest rates remain below what would
be nuid in competiive murkets. Moreover.
government regulators will tind 1wt difficult to
keep up with lenders” innovatons that ruisc
eftective interest rutes above stated rates. Thas
innovations might also be associated with thc
transfer of loar transaction costs to borrowers.™

There are three policies that guvernments can
use to influence interest rates on deposits and
formal loans in rural areas: (1) provide
concessionary rediscount facilities that effectively
cap che rate that intermediaries will pav on rural
deposits: (2) directly set ceilings on rates inter-
mediaries may pay on deposits: and (3) establish
cetlings on rates that intermediaries raay charge
on formal loans. As mentioned earlier. con-

cessionary rediscount facilities alone dampen the -

interest of intermediaries to mobilize volunmr\
savings in ruiai areas. and may also stimulate
intermediaries to increase the transactions costs
of individuals who have savings accounts. With-
out other restricticns. c\.xlmss on rates p.nd on
savings accounts also limit the ability of inter-
mediaries to attract savings deposus through
interest incentives and may induce them to offer

non-interest rewards for savings as a way of
avoiding the effects of the interest rate chhnL on
dr:pmm Ceilings on the interest rates that
intermediaries may charge on their loans are the
most damaging of the three policies. As men-
tioned carlier. interest rate ceilings on wuricul-
tural loans force lenders t ration rurad foans
more severelv. encourage the lender to transter
funds to loans that have less restrictive interest
rate ceilings, stumudate lenders to st pore of
their pormai doan ransaction ¢osts to non-
preterred borrowers and also toree ienders 1o set
even Jower rutes o deposits. Thus, the e loan
rate ceilings distort voth the fending and mobiliz-
ing ettorts of the intermediary and can result in
sigmficant net outtlows of funds 1rom rurad areus.

Lessony learncd

The new view of interest rate policies rerects
the traditional approach ot In\\-mterc\t louns.
These traditional pohicies hive penerii raiied o
achieve their primary obiectives o1 promotny
agricuitural Dmduumn and
poor and huve. instead. often undermined the
financial viability of the lenders involved. The
traditional approach has usuaily ;mverlooked the
distinction between real and nominal interest
rates and has generally failed to recognize the
importance of effective. as opposed to stated.
intevest rates. in addition to the relationship
between interest rates and transaction costs. The
marn recommendation of the new view iy that
interest rates must be high enough so that
depositors can be adequaiely compensated and
0 that lenders can cover their costs.

AT tRe ruriy

4. SAVINGS MOZBILIZATIONBY
AGRICULTURAL LENDERS

Savings mobilization is the forgotten half of
rural finance.™ The role of financial inter-
mediaries is not only to lend but also to provide

deposit facilities for savers. Nevertheless. almost’

all rural finance projects in LICy have stressed
Icv intcrest loans for agriculture and have

‘neglected savings mobilization. The bias toward

lendme is also reflected in the literature on rural
finarice.™ The studies that do deal with savings
generally ignore savings mobilization by financial
intermediuries and focus instead on the determi-
nants of the portion of income that is saved
rather than consumed.

The neglect of savings mobilization can
perhaps be explained by the often-heard argu-

*
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ments that savings cannot or should not be
mobilized in rural areas. Tty said that most of the
rural population has no margin for saving and
does not respond to higher interest rates. It is
abse argued that if financial institutions were
cncouraged  to mobtlize savings aggressively,
savings would samply he diverted  from one
institution o anoiher or trom rural to urban
arcas. as higher mnterest puyments to depositors
drive msttutions toward bankruptey or foree
them to lend cuiside of rural arcas where higher
returns are oaihables A more basic explanation
tor the acglet of suvigs mobtiization may be
that 1t o mconsistent with  low-interest-rite
iending.,

Three muan arguments sucport i policy
emphasizing rural savings monpiiization. The tirst
notes that more equitable income distribution is
an important obiective of rural tinunce projects.,
and  traditionai projects based on low-interest-
rate lending have tended to hias the distribution
of income away from the rural poor or reasons
discussed euariter. Policies to improve savings
apportuniiies can. however, erficienthy help the
rural poor. An essentiil tunction of financia
intermadiunzy 1y the fociing or Tuads, that s,
bringing together small amounts from many
savers so that loans for relatnels large projects
imolung eccnomies of scule cun be made.
Hence. by their nature. formal financial inter-
mediartes should serve many more savers than
borrowers. On the average. depositors will have
lower incomes than borrowers. Poiicies that
focus on tmproving services for savers are there-
tore a better way 10 help the rural poor than 1s
cheap credit.

If most of the rural population had no savings,
the rural poor would have become extinet long
ago with the onset of the first emergency.*! The
rural poor. more than any others. must have a
Hiquid reserve to meet emergencies. Even the
moneviender will not lend to someune with no
accumulated or potential surplus. ind friends and
relatives. as well as rotating savings and credit
associations. usually require the ability to
reciprocate.’ Bouman has emphasized the wide-
spread importance of savings in intormal finan-
aial arrungements in LiCs. and other authors

have reported numerous instances of significant

savings capacity among the rural poor.™ -

The most important service that financial
institutions can provide for rural savers is the
opportunity to hold liquid deposits which pay
interest rates that are at least positive in real
terms. Without this. the rural poor are forced to
hold a variety of inflarion hedges. many of which
earn low or negative rates of return. and to pay
an inflation tax on cash that is held to meet

current obligations. The non-poor. by contrast,
can often avoed these unfortunate alternatives

because they have access to w wider range of

investment possibilities.

The myth that most of the rural population
does not respond {0 interest rate incentives s
often bitsed on tepid responses to preudo interest
rate reforms in which rites are raised somewhat.
but continue to be negative in real terms. n
other cases, interest rates on deposits are raised
stgnificantly. but hnancial msitunons gre e
pected to continue to lend atlow rages o interest
Or {0 meet very high resene reguirements on
deposits, These instituttons respond quite logic-
ally by discouraging deposits through the imposi-
ton of high transaction costs on deposiiers i the
torm ot nconvenient locations and hours, sjow
service. excessive paperwork. and high mmimum
bulance  requirements.  Recent researcn  has
shown substantial responsiveness by savers to
appropriate poiictes such as ligher reai rates of
interest. ™

Improved resource alfocation s the second
Maor argument o7 Incredased empnusis 3 st -
tings mobtiization. Deposit motiiization ey tinan-
cral intermediaries draws resources sy from
low return investments. especully infiaton
hedges. as the opportunity 1s provided to make
deposits that earn positive real rates of interest.
Funds mobilized cun be on-lent by tinancial
intermediaries tor those activities that promise
the highest rates of return. Some arguments
frequently heard against savings mobilization can
actually help to clanfy the wavs in whien suvings
mobihization can improsve resources allocation. It
15 often sard. for example. that aggressive savings
mobilization by one institution will oniy divert
deposits from other institutions with no gain to
soctety. However. this neglects the guin to
savers, who would not have moved their deposits
without being better orf. and the fact that
financial institutions earning the highest risk-
adjusted returns on the funds entrusted to them
will be able to compete most effectnelv for
savings.

Critics of the new views also argue that no .

additional savings will be generated because the
raral population will not save more because of
higher interest rates. Suzh arguments contuse the

“flow of savings from income with the allocation

of a stack ot savings among competing assets.
while also raising the question of whether savings
allocated to inflation hedges, such as inventories
of commodities. should be counted as saving or
consumption. Regardless of whether more is
saved out of income. which is an open question
both theoretically and empirically. effective sav-
ings mobilization can help deploy the stock of
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assets of the rural poputation in more productive
Ways.

The beneficiul effect of savings mobilization on
the viability of financiul institutions is the third
major argument for greater emphasis on savings
mobilization. Financial institutions that ncl'lcut
\.mnus mobilization are  incompiete  institu-
tions.™ They not only fail to provide adequate
services for rural savers. but thev also make
themselves less viable. as can be seen most
clearly from high rates of loan delinguency.
When tinancial institutions Jdeal with clients vnly
as borrowers they forego useful information
about the savings behavior of these clients that
could allow them to improve estimates of
creditworthiness. Furthermore. borrowers are
more likely to repay promptly and lenders to take
greater responsibility for loan recovery when
thev know that funds come from neighbors,
rather than from government or donors.

Financial insututions that mobilize savings
effectively are likely to have a continual tlow ot
funds available for lending. while those that
neglect savings mobilizaton are inevitably sub-
Ject to the feast-or-tamine c¢vele of government
and Jonor funding. Finunciai institutions are
likely 10 have little interest in savings mobiliza-
tion or loan recovery when cheap funds are
available through government loans. central
bank. rediscounts or loans from international
donors. It is generally overlooked that the
volume of funds that can be obtained through
effective programs of savings mobilization and
loan recovery is potentially far greater than the
most optimistic estimates of the amount of
subsidized louns and grants available from
governments and donors. There is mounting
evidence that substantial amounts of savings can
be mobilized in the rurai areas of LICs, and that
certain techmques such as positive real rates of
interest for ueposuors are pamcularl» effective in
mobilizing these savings.

Lessons learned

Research on rural areas of LICs indicutes that
savers place considerable importance on access
to future loans when selecting a financial institu-

tion and that innovative institutions can be quite.

17

successful in mobilizing savings.*” However,

finuncial intermediaries have often heen used by
governments or donors for purposes such as low
interest lending that are inconsistent  with
aggressive savings mobilization. and in these
Cases savings mobilization has been neglected
and lho. institutions  have  often pertormed
poorhy.* Savings mobilization that can assist the
rural poor. improve resource allocation. and
make financial institutions more viable. has been
forgotten because of powerful incentives agiinst
savings mobihzation. When savings mohilization
t> discouraged the total amount of funds available
for lending in rurad areas will generally be
lessened.

LOOKING AHEAD

Continued population growth. sho.ttally in
agricultural production. and widespread rural
poverts will force policvmakers 1o continue to
promote agricultural development in LICs. It the
Pustis any puide to the future. agricultural credit
wiil continue to be a maior part of these efforts.
Moreover. the problems and controvenies that
eXixi in RF\ls in LICs are iineiy 10 peraist. The
tendencies of governments to use pohues that
turn the terms-of-trade against agricuiture while
repressing RFMs through iow interest rate oii-
cies will not provide healthy environments tor the
growth of RFMNIs in the future. The subtie and
complex nature of RFMs makKes it possible for
hard-pressed policymakers to assume success in
agricuitural credit projects though caretul an-
alysis - shows  substantial  shortcomings.  Few
policvmakers in LICs take the time and effort to
undertake careful diagnoses of the performance
of their RFMs. This lack of analvsis allows
policvtnakers to sustain wishful thinking rather
than to face reality.

The matn lesson to be learned from this review
of recent research and ¢valuation 15 that RFMs
could pliy a more efficient and equitable role in
development if appropriate policies were
adopted. These policies include much more
emphasis on mobilization of voluntary private
savings in rural areas. interest rate policies that
sustain positive reual rates of interest most of the
time. and more stress on improving the overall
quality of financial services provided by these
markets.
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