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Summary - Recently some rccarchcr- ha%c criticized traditional .aricultural credit poiici,- in 
lo.income countries. Thi, irticle i atiric, the manor roint, ol ccoftroers\ tcen Irauitional 
views and the,.- new. 'ie, and ,ako ummarizcb the prnmar\ lesonb learned from thce 
cOntroversieo. Sa.ings moililization. more 'lne'ilc intcre~t rate polices,, lan :areetine.lc o and 
greater !nhIt n on nrn'ro' ing the juai:y ot !tninci. ser%ies in rural areas are new views that
.hre eInpl ,:,nad' nze 

I. INTRODUCTION 

During the past Iwo decades many low-
income countries (LICs) have rapidly expanded 
the vciur.ne of agricultural loans as well as the 
number of rural offices of financial inter-
mediaries. Governments ha'e otten u,ed credit 
programs to promote agricultural outpu:. and 
have ako attempted to help th. rural poor 
through ch-.:o credit. As with most de'elorment 
efforts. these p-ograms have included both suc-
cesses and failures, Some credit efforts, for 
example. have encountered seriotis lo:.:n recovery 
problems. and many LICs have found it easier to 
expand the volume of short-term credit than to 
increase long-term rural loans. Loan recovery 
problems, combined with relatively large transac- 
tion costs, have sometimes caused lenders to 
ccllapse. 

Oer the past few% years a !arge number of 
studies, evaluations, and publications have ,dhal-
lened traditional views on rural finance. Sine: 
most of these new views are summarized in 
Donald (1976). Von Piscrike et al. (1983). ind 
Adam,: er al. (1984), we cite extensively from 
these sources as we outline the major points of 
controversy between the new and traditional 
views. Our presentation is divided into eight 
pats. The next section provides a brief discus-
sion of the contribution that rural finalcial 
markets (R)Ms) make to development. Foilow-
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ing sections co\er the main controversies. 

lessons, and conclusions that ernergie from the 
re.ent experience with RFMs in LICs. 

2. FINANCE AND RURAL 
DEVELOPMENT 

Nlot financial r,arkets conform to the con
tours of the societies thek serve. In those 
societies where economic management is central
ized. lending decisions tend to be rigid. concen
trated. and programmod. whi'e 'msocietie,l where 
production decisions are dispersed. financi::l 
markets must be flexible. In most cases finarctil 
markets play a more dynamic role in market
oriented countries than in centrally-plannea 
ec-itomies. 

Typically. intermediaries in RF.Ms are diverse 
across countries' hut there is more unifortmnt, i 
agricultural credit policy objectives, rural rin-ren 
cial policies, and in problems enciuntered.- It is 
common for RF.Ms to Surfer more severe prob
lems thati are found in other segments or 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 v,,,ws 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 system because of the diffi-
cult. of serving clients who are widely dispersed. 
borrowers who make larL. numbers o" ,mall 
transactions, and clients who operate in an 
industry that experiences unanticipated changes 
in prices, incomes, and yields. Also. hcc:,asc 
adversities in rural area:, otten affect a large 
number of households ii. the same time. it is 
difficult for lenders to diversifx portfolios to 
cushion economic shocks. Gk ernroent policies
'i, ,ed au'aiwt i,ri,:ulurQ add to RFXl 

p ro i e ,." 
E% aluation of RFM proect, are oftell ' .ak or 

misleading because the funuibiliry of financial 
instruments is poorl[ understood. Fungibilit\ . or 
interchaneeaiiv.. mean. that one unit of 
mone\. be it o%ned or borro\,ed. is just like an\ 
other unit of mone%. An example may :larify 
ho~v fungibility accompanies boiro\%ir.- Assume 
that. vithout burrowin,, a farm h1u-,:hoid h,., 
two units of money and plans to ,pend one unit 
on consumption and the other on agricultural 
production during a gi\en time period. Further 
assume that. a ohort time later. in ric-itarai 
bank lends :he household addi:orai mone\ 
•' cre:_-es :h."e househoid' ce'e .
 
to three untts and that the lender specifies the 

loan be used for agricultural production.
 

The household can make three choices as a 
result of the loan. (1) It can double its expendi-
ture on azricultural production by using.all of the 
borro\%ed money to buy agricultural inputs. This 
would result in 100o additionality because all of 
the marginal liquidity provided by the loar, %\ould 
be spent for agricultural inputs - fulfilling the 
loan objectives. (2) Alternatively. the household 
may decide to apply the borrowed money to 
buying agricultural inputs. but use all of its own 
monev, two units., to double household 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 involved in virtually every loan. 
(3, It is also 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 

in kind does not obviate funeibilitv because 
borrowers cain usually sell unwanted inputs pro
vided by the lender irn secondary markets and 
realize cash to buy any good or service that is 
available in the nmarket. 

3ecaluse of fun!.ibilitv and the numerous 
borro%%ers and lender\ that participate in de
centralized RF.ls. it is virtuall% impo ,i lc for 
policvmakers to allocate loans ettecti el% in 
accord %,ith a credit allocation plan.' For '
:mple. polic' maker, ma\ pro,.rm ',., 

for ,acrop , '2h ,Ns ric, dd try to torc.e tinan ,:i 
intcrmediaiics to extend loans tor that pt rpt 'c 
The intent ma, he to compensate rice tarmers tor 
low rice prices tihrough cheap credit, but the Io\m 
rice prices cause the expected ."turn-, from 
in%estments in rice gro%ing al.,o to he 10\%. Under 
these circum,cances borrowers will divert the 
additional liquidity provided by rice loans to 
other actisities that pro\ide higher return.. 
Because of tuncibiiit. and the lar,ge numiber ot 
participants in RF.vs. the abilit\ of credit plan
ners to targe: loans to specifi, acti\,itir., is, 
illusor.. 

3. INSTITUTIONAL FORM 

During the past 30) years many institutions 
have been formed to provide rural financial 
services in LICs.7 The organizational form has 
depended on the dominant economic philosophy 
of the country, the nature of the formal financial 
system. and the interests of international donors 
at the time. As a result. a large variety of rural 
financial intermediaries is found across LICs. 
and these can be grouped into four categories: 
co-operatives. various types of .govenment
owned agricultural banks. rural private banks. 
and credit activities included in multipurpose de
velopment agencies. Most countries have ex
purimented with more than one institutional 
form and often sustain several types of rura! 
lending agencies. 

Initially. many newly created credit agencies 
were modeled after those in high income coun
tries. Example. Jf this are the farmers' absocia
tions in Taiwan aaid in South Korea that wer. 
patterned after farmers' associations in Japan: 
rural private banks in Vietnam and the Philip

provided by the loan m.-y allow the household to.,-pines based on similar banks in the United 
buy some costly consumer item that it was unable 
to buy with just its own funds. While this 
diversion of funds may be illegal. it is difficult to 
control when large numbers of borrowers are 
involved and they are geographically disp'rsei. 
Low and uncertain returns to farm investments 
nurture ioan diversion. Moreover, granting loans 

States, and credit unions-in Africa and Latin 
America similar to credit unions in North 
America.3 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.9 Relatively few of these programs. 
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however. persisted for long. In some cases the 
technical assistance provided was of little use to 
the borrower, and in most cases the costs of 
providing supervision was prohibitively expen-
sivc for the intermediary (c. . Colombia. 
Jamaica. Dominican Republic. El Salvador). 

en in the best-run program, adidministrati'e 
costs are a quarter or more of the \alue oi the 
loans made. well in exctst; of the intermediar.' s 
interest income. In oome case, loan super'ism 
turned out to bc n exprcnsi\e rorm of 'oan 
collection. 

Recentl. there has been greater enphai.s on 
developing financial intermediaries unique to 
LICs or on strenuthenin existing intermediaries. 
.A!-o. there i.now "ess ern,.vh,, On -ur.tturine 
formal for informal credit. Recent research from 
various contries has sho,sn tha monopol% 
profits in informal lending are less than had been 
%\ideiLa,,:umed and that intorn i lenders pro-
vide some financial services more erficientl\ than 

' formal credit programs." Se\ eral countries. 
inciudin,,. Nla,.,ia. ha\ee'ene\,2ermented \.ith 
marketing in:ermediaries as rea .eu,!et, for 
uans trom ,,overnrnent credi - .c:. An 

expar,.ion ot tne torma -rcit ,,: n ,AZen 
causes erowth in informal finance, results in 
more competition and reduces an\ monopoly 
profits found in informal lending. 

Lessons leartied 

Most institutional forms for pro\viding financial 
services in rural areas have had serious short-
comings or have failed in some LICs. w\hile in 
other countries virtuallv every institutional form 
has been at least mode'rately successful.' 2 While 
certain institutions, such as cooperatives, work 
better in some socierie than inothers. it appears 
that any financial intermediary will flounder if 
th. 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 likilv to be viable than intermediaries 
that only lend. Policies. 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.'3 If farmers receive low prices for 
their products because of distorted exchange 

rates. food price controls. imports of cheap food.
 
or inefficient markets. their ability to use finan
cial riarkets will be diminished: they "ill be less
 
willing to borrow, less ale to repay loans, and
 
will have less capacity to save. Low and unstable
 
yields and lack ot public investment in auriculture
 
reinforce adverse eftt'cts ot io%% farm prices. It is
 
much easier to develop RFNIs that are Nell
sustaining when returns to agricultural invest
ments are high ,nd relati%el% ,table. and rural
 
incon.es are incr.asing.
 

It is connon tor ,,oeirnnent, o .ttcnt; to 
compensate tarners tor ad erse etfec:- ot othe! 

economic policies by providing loans at iov. 
interesi rates. The g!overnment ma' realize that 
farmers are 'taxed" throu,,h !o rduc: 'rce, 
resulting from food price controls and that ;his 
tax decreases farm production. The government 
may also believe that it is impossible :o remove 
this tax and. as a result. decide ,o use a 
second-best policy of giving tarmers an ,t-eting

" "-subsdy"" through cheap credit.- Ponc.makers 
hope that the cheap credit \Ill'encourage 
borrowers to increase production ,.nd :".it :he
lo" -interest-rate subsidy %%ill make uv for 

farmers' income asses. 
The seond-best argument has serious short

comings when used to justify cheap credit as an 
equitable and effici.:nt wa\ to compensate 
farmers for the adverse effects of other policies. 
When it is in their interest to do so. lenders -
like borrowers - exercise fungibilitN and substi
tute targeted funds for owned funds in their loan 
portfolios, thus defeating the plan_ of poiicy
makers who program loans. Lo%% interest rates 
induce both borrower and lender to concentrate 
loans inthe hands of the well-to-do., 5 Lenders 
have powerful incentives to minimize their cost 
of lending by concentrating cheap credit in loans 
to a select few: e.g.. those who have borrowed 
previously, those Nith excellent loan collateral. 
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 

ineypensive credit. 
Because only those who recei'e cheap loans 

are subsidized by !ow interest rates., while all who 
- produce the low-priced produ-t 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 compettsation.' 6 Those who do not receive 
loans cannot be expected to increase the output 
of products with depressed prices resulting from 

,vernment policy. Even those producers who 
receive cheap loans are not induced to make 

http:incon.es
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investments that are privately unprofitable. In certain types ot iending and placing limitations 
most cases. changes in the interet rate on a loan on loan size. For example. in the Philippine!,. 
do not alter the relative profitability of an Th:ailand. India. and Colombia banks hake becn 
investment alternatve whose returns may be requili d to make at least a certain percentage of 
depressed because of government action or in- their total loans for agricultural purpose,. In the 
action. When expected economi: returns are Dominican Republic the government has ',et 
low. producers as well as lenders exercise maximum sizes on loans that can be made by the 
funaibility and divert additional liquidity to uses govertiment-owned agricultural bank. The main 
that provide higher private returns, problem with a portfolio restriction is that it is 

Also. because cheap loans tend to he concen- relatiel, easy for the lender to contorm to the 
crated in relatixclv tew% hand,. second-best poli- restriction. Vet e'ade its intent. For c.\_nplc. a 
cies result in less equitable income distribution. ICildLr ma% make multiple niedium-,ized '.oan. to 
Since the size of the interest rate ,ubidY is one indi.idual to e~ade a loan-size ceiling, or a 
proportional to the amount of the loan. large lender can redefine the purpose Ot aloan - from 
borrowers receive large subsidies while borrow- that of purchasing a truck to that oif an aeri

" 
ers of small amounts receie small subidies. cul:arai .'ranvoration !oan. 
Since the majority of farmers do not get any 
cheap loans, they realize no subsidy. Because 
credit access and loan size are highly correlated (b) Rediscouftiiline
with income levels and assets, the well-to-do 
benefit most from cheap credit. AN a result, the Another popular polic tool has b;een re
second-best argument comes up short on both discount facilities. These are \%1ndo\\. at the 
equity and efficienc grounds, central bank allowing final lenders to Jicount 

targeted loans w~ith the centrai 'ink .,r :ecei~e 
funds at conces:ionar%intere.st rates..klo: of the 

Lessons learned 	 LICs :.t ,ave !arge -i.'. w,e!l
developed financial markets make exten-ive use 

It is unrealistic to expect RFMs to work well if of these rediscount facilities. Go'ernments and 
the sector they serve is not economicall, healthv. donor agencies have been particularly deLzressie 
Moreover. cheap credit, even if abundant, can- in promoting these facilities as vays of moving 
not compensate for low incomes or lo\ returns to their funds into RF.Ms. ' Typically. finai ienders 
investment agriculture. Cheap credit does not are allowed an attracti\e spread be:\een the 
make an unprofitable investment profikable and concessionary rate paid to the central bank and 
is largely captured by the well-to-do, thereby the rate charged final borrowers. Wide -preads 
worsening income distribution, are thought to be an effective way of inducing the 

lender to stress targeted loans. 
There are two weaknesses in rediscount facili

5. 	POLICIES AND REGULATIONS ties. First. the concessionarv interest rates on 
rediscount lines are usually lower than the rates 

It has been common for governments to that intermediaries would otherwise pay to 
attempt to influence lender behavior through mobilize voluntary private savings. This provides 
regulations. Many such regulations are aimed at powerful incentives for intermediaries to ignore 
tilting the behavior or performance of the finan- private deposits which, in the long run." may 
cial system reJward a preferred group or activity: result in fewer funds for agricultural lending. 
e.g.. small farmers, medium- and long-term Second. concessionarv discount facilities have a 
loans, or land reform participants.' Techniques weak effect on lenders" loan decisions. As 
used to target loans can be grouped into five mentioned ear!ier, intermediaries. as weil as final 
categories: loan portfolio requirements. re- borrowers, exercise fungibility when it is in their 
discount facilities, crop or loan insurance, interest to do so. If governments, for example. 
regulations on bank branching. and nationaliza- impose a low ceiling on the price that farmers 
tion of banks. receive for their crop. final lenders may be very 

hesitant to expand lending for the crop in 
question because expected farm returns for that 

(a) 	 Loan portfolio requirements activity are low. Lenders typically react to this by 
transferring their regular clients who satisfy the 

Governments commonly try to influence target criteria to the rediscount line. thereby 
lendors through loan portfolio requirements. expanding the volume of funds available for 
This may include setting floors or ceilings on non-target lending. 

http:intere.st
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(c) Loan and crop iniarantee'.s 

Several LIC. (c.a.. Mexico and Costa Rica). 
have made extensive use of guarailcees or insur-
ance to lessen lender,' risks from loan default, 
Loan uaraltecs from igo'erinncnt agency may 
insure that the bank %%ill bc rcimhurscd for , 
c:ertain pcrcentae or loan dlauits' or. the 
ouar:,ntec ma be crop insurance that is payable 
to the intermediar\ t.. Philippines. Sri Lanka. 
and IndiaI. a' the ,urc aeQrc, itpa%the lender 
a certain perIrt.wtc o tihe loan atter 'rop
dJat,._,s hasc hcen cimtied. The main ohlccti\e 
of these uarnntees is to induce lenders to extend 
more loal., to a tar.et group b trans erring part 
Li the loan reco.ers r:sk to other agencies. 

There are se\eral problems with loan and crop 
guarantee programs. First. the' are orten eXp\on-
hise. as governments may be forced to proside 

tr-e to pa. tor cost' of insured defaults'uhsidies 
not coserad b premium paynents (Sri Lankat 
a1.1d Co,:.tRicai. Second. the g-o'enlnent is aiso 
orten required to -ubsidize administratise cost>. 
partlcui,rin crop insurance programsi in the 
trotics. Third. .ecausc crop damagc m thee 

,.cue.n..r~ee::s numerous producers at , 
saine time. a large staff is required to make 
timels assessments of crop damage. Final:%. 
ins.urance ma\ wejk~n the resolse of lenders to 
collect overdue loans. 

nUTTI~~~~rou!)~C , a' e 

(dl Rura!bank brn. hes 

A few LICs have been ver\ aggressive in 
promoting new rural banks or rural branches of 
existing banks. In India and Bangladesh comn:_r-
cial bank5 are forced to open a certain number of 
rural branches before they can recei.e permis, 
sion to open additional, more profitable urban 
branches. In Vietnam. the Philippines. and 
Ghana uonor or government funds have been 
used to induce the formation of private rural 
banks, with the funds ,nven or lent to the new 
bank on concessionary terms. In some cases 
these funds provide part of 'he equity needed by 
the new owners. -

Banks may respond to,,overnment pressure-bv 
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 extr, me 
cases, new rural branches may simply mobilize 
rural savines for us.- in urban areas because 
banks may not have incentives to ofter a broader 
range of services (India and Bangladesh). 

(el B,,nk natmndiretion 

A number of LIC, hat, nationaliz.-d .,omcor 
all of their commercial haiiks. This may occur as 
a colony beiomes an independent nation, or as 
part it n ,'.ttenipt to give gocrnmncat, groater 
controi o(er financial intermedtiaries. Costa Rica. 
lor examplc nationalized most of its banks oer 
444.0earsago. while Mexico has done so %ithin 
the p:st ,e'eral years Indiai. Pakistan. Sudan. 
and B icl;idesh al,)hasC ',kill'' 'he that 
L.: nrc.
natio.azed. 

.',onalized banL * in t 'cubc,ntmcnt ha'e 

been particularl. effective in increatsing -ie num
ber of bank branches. It is le:, clear. hoever. if 
n:inailizeJ ank: are more ...::.\e :'an other 
financ:Ial interme !iaries in increasing the finai
cial services avai able to the rural poor. in 
increasing the amounts of medium- And long
term loas for fzarmers. ;, rrm idin,, .tractive 
deposit 5er'ices,. in Ios\erin," :ranistc*ion costs 
associated with tinancial intermedition and in 
creating rural financial in:ututicn, thait are 
inno\,ati\e .nd .Ree.: -e,--euata:n.re'arch 
in Cost2. Rica. tor example.2as s,'n.' :har the 
"..... .- 0V"...... .:..~ n.. :" .TO -0' .s 

dirficult\ extending loans to a iar,.er numrer of 
the rural poor. Costa Rica's perIormance appears 
no better than that o)other LIC that do n0t have 
nationalized tanks. 

Le'sons IeartJ, 

The results of various poiic%measure, aimed at 
altcrinv lender beha\ior in tas o. of a targe, group 
or commodity have been mited. In a fe-,cases 
the results nave been quite different from those 
intended, and in other case.s the,.- hase becn 
accompanied by undes'.'able side effects. In 
many cases the nei result of these policies has 
oeen to orient the fiaacial intermediaries away 
from mobilizing private savings in rural areas and 
toward obtaining loinable funds from govern
ments and donors. 

6. TRANSACTION COSTS 

The resources used for transactions hv RFM 
participants are important measures of per
formance. Like well-oiled and efficient 
machines. financial markets that perform with 
little friction create few transaction costs for 
participants. Transaction costs for the lender 
include the expeases of mobilizing fu;ids for 
on-lending. costs of collecting information about 
potential bonowers, and costs of ettertdittg. 
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maintaining and collecting loans.2" A significant 
portion of these costs m:a result from loan 
targeting requirements placed on the lender 1by 
policymakers. 5 It is often overlooked that 
borrowers anid savers also incur transaction costs. 
For small and new borrowers and smvers, these 
costs can be large relative to the size of their 
transactions. Loan transaction cost., includingz
the time taken to negotiate !oans. can be se~eral 
times the intere.,t paid on loans. 

Recent research has ,ho\ n -hat the co,tit 
financial intermediation are !t' sharcd h% 
borrosers and lenders in fixed proportions." 
Under some circumstances lenders na%tind it in 
their interest to absorb, for preferred clients, 
some of the loan :ran.a,:'ic C ,t :iorma!lv 
incurred by borrowers. At the same tinie. a 
lender may force non-preferred clients to incur 
transaction costs normally absorbed by the 
intermediary as a %%a\ of discoura in,, them from 
asking for a oa: An analocous situation can 
occur for depositors.

Interest rate ceilings limit the abilitv of inter-
mediaries to ration borrowers. so that increased 
collateral requirements and reallocation ot 
transaction cost3 zo ."i er., ,:' s:a ed 
sub.,titute rationing mechanisms. When inter-
mediaries are eager to obtain borrower or saver 
business. thev may reduce transaction costs for 
preferred clients by sending mobile banks to 
villages (e.g.. Philippines. Sri Lanka. and Pakis-
tan). They may also allow preferred borrowers to 
negotiate new loans by phone or by visiting a 
bank's office only once. Nleans\hiie. non
preferred clients ma' be forced to visit the 
intermediary numerous times to negotiate.
obtain, and repay the loan (e.g.. Sudan. Belize. 
Brazil). to wait in long lines during each visit, to 
fill out numerous forms to ontain the loan (e.g..
Haiti. Tunisia, Portugal). and also to give gifts to 
the loan otficer for rapid and favorable attention, 

Formal 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 loan recovery 
rates.27 Typically. one loan is made to a group of 
five to 20 farmers, and the loan isnegotiated and 
repaid by a representative of 'he group (e.g..
Ghandi. Philippines. Dominican Republic. Ivorv 
Coast, Thailand. and Turkey). Ideally, this pro-
cedure should reduce the intermediary's lending 
costs and reduce the overall costs of obtaining 
formal loans. 

Recent research on group lending shows re-
suits that are less positive than originally 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 rea.ons for
 
colleetihe actions.
 

Lessons learned 

The amount of transaction costs and the way in 
which they are shared tell a Igreat deal about how0%% 
RFNIs perform. These co,ss dso re cal ho%% 
i ntc rmediarie,, react 'o reulati ,0s. It ;inallll 
narkets are improving. the tttal cost, ot tinancial 
intermediation per unit otf mone, handled should 
decline over time for intermediaries. horro%%ers. 
and ,a\ ers. In most countries. those %ho work in 
financial markets are creative. but ',then markes 
are heavily reguiated. a large part of this crea
tivitv is directed to innovations that dilute the 
effect of reeulations on the financial intermedi
arN. Such innovations often incre.ie, rather than 
decrease, the total cost of financial intermedi
ation. 

When loans are targeted. the e,)%ernment or 
donor aaenc\ usually requires inermediaries to 
adopt new procedures to reach ,hose targeted 
a d dsc Zc :r'ide periodic repor:s on :he extent 
to which program objectives 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 
efficiency. 

7. LOAN REPAYMENT PERFORMANCE 

Loan delinquency 'and default have plagued 
agricultural credit programs in LICs. especially
agricultural development banks."' It is not un
common to find a quarter or more of loans 
outstanding with payments overdue, and this is 
often a substantial underestimation of the prob
lem because of loan refinancing. Accounting
practices used it. many LICs also disguise the 
extent of loan recovery problems. 

The traditional view of loan delinquency is that 
borrowers become delinquent for one of two 
basic reasons: they are unable to repay. or they

-are unwilling to repay. 4' The inability to repay 
mav result from inadequate incomes which, in 
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 poor technology.
The main reasons given for the unwillingness to 
repay are that loans are viewed as grants or 
political patronage or simply that borrowers plan 
from the beginning not to repay. 

http:incre.ie
http:rates.27
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Most empirical res,arcli on loan delinquency denied future loans from other lenders. The 
in LICs usually involves asking delinquent bar- possible loss trn failing to receive ness loans 
rowers whv they have failed to repay loans. Not mav be larger than any other sanction tmat it 
surprisingly., most delinquent harra'ers report lender impo!,es on a delinquent horrower. 
they were unable to repay. and not that they This model has been applied to a sample of 
were unsilling to repay. This often leads Ilo the oime (.(000 Iloans .,ade b%301 credit unicis in 
conclusion that little can he done about loan Honduras. Results of the samplc suppo rt tie 
delinquency. short ot basic structural reforms in usefulnes.s of this. new approach in epfit~iinl
auericulture. Agricultural development banks. loan delinquency." The most Important tactors 
epc,..iall. tlose that lend to small tarmers. are in determining whether a loan %\aslikvl\ to be 
thcreb. gien ,n cxcusc for tolerating high rates delinquent \\ere those related to the borr'wer, 
ot loan delinquent. assessment of the r,babilit%o! ohtain,-, Ine.\ 

In recent work on loan delinquency in LIC.. it larger loan in the future on a timel, basis. In 
has been shown that delinquency rates are not contrast, variables tradititoallv as,,ocir:d witil 
always high on agricultural loans, even \%hen the the willingness or ability to repa.. -uch is the 
lenders are state-o\\ned banks with de,.e!opment stated u.e of the loan. were lot helprul in 
objectives."I In tact. in Costa Rica. delinquency explaining delinquency. 
rates were found to be lower on agricultural than 
on nonagricultural !anN and lowest on loans to
 
small farmers. This performance i explained, in
 
part. by the eflicient techniques that bank, have Le..sn [torned
 
de\ eloped to gather irlormation about potential

rural borroiters and as!,o 11 incenties for bank Some borrowers may fail to repay becaue the\
 
employees to achie'.e io\ de!in uenc\ rates and are unable to do so. and other detaulters may

for borro%%ers :o re 'a. promptl. n order to ne'er intend to repa\ under an% circumstances.
 
maintain access to cheap credit. 
 Other authors Hioe\er. the ne\% ,ie%, of loan deiinouenc 
have pointed out that patronage and politics are suggests that it is more fruitful to analyze the 
often paramount in the operation of state-owned incentives that borro\sers have to repa\ on time 
developmeni banks. so that bank employees maI\ or to become delinquent. Borrossers \%,ill find it 
have few incentives to reduce loan delinquency.-- attractive to repay on time and maintain a good

Increasing awarenes of the imoortance of credit ratin if they \iew the lender as able to 
incentives for both lenders and borro\ers in provide ness larger ioan, in the future on a timely
determining loan deliquenc% can be termed the basis %\ithmodest b,:rro\%er transactions costs. 
nek vi,. of delinquency, in contrast to the The nes i \' is clearl\ skeptical about the extent 
traditional view. in which borro\ers are seen as to which loan delinquency is beyond the control 
either unable or unilhine to repa.. The point of of the lender and is. hence. skeptical about 
departure for the r.'\w ie\% is the costs and recommendations to ,enerously refinance over
benefits to a borrosser of repaving or not due loans. 
repaying a loan. A model along such lines has 
been developed recently in which a utility max
imizing borrower is seen as choosing to play 8. APPROPRIATE INTEREST RATE 
either of two lotteries - to repay or to become POLICIES 
delinquent.31 The main advantage to the bor
rower of playing the repayment lottery is the The traditional view of appropriate interest 
probability of receiving a larger loan in the future rates for agricultural loans is that they should be 
on which a positive rate of return can be kept lo\s to promote agricultural deselopment
expected. Against this must be weighed the and to assist the rural poor. Hoineser. i: be.me 
explicit financial charges on the possible new clear by the early 1970s that agricultural credit 
loan. the transactions costs involked in repaying projects based on low interest rates were 
and then negotiating and receiving a new loan. encountering serious difficulties in most LIC.;' 
and the timeliness of the new loan. Wh"hen a Some observers began to argue that these wide
borrower chooses to play the delinqidency lot- spread difficulties were not due to problems that 
tery. two main outcomes are possible. The lender were unique in each country, but ratner to the 

" may do nothing. in which case the borrower low interest rate policies themselves. ' Cheap
keeps the current loan but is denied future loans loans did not appear to increase agricultural
from that lender. Or the lender may take strong output or encourage the adoption of new tech
action so that borrowers lose collateral pledged nologies and often failed to reach the rural poor.
for loans, in addition to which they may be Moreover, low interest rates frequently under

http:delinquent.31
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b nspoor and ha\e. instead. often undermined thebalances ale required. When -,o\ernments financial viabilitv of the lenders imnoled. Theattemp to set interest rates on loans significantly trndtiial haa&suat ooed They o.er, 
belo euilibrium lender often repond btionalilosnequilitium.al hagende oftendiondthyt 

approach has usuail% k\erlooked the 

mined the financial viahility of lenders and 
discouraeed the mobilization of voluntarv savings 
by fimncial ill titutions. 

To anaiyze low interest rate policies, it is 
essential to define %%hat is meant hv low and to 
distinguish anio difterent mnCasures of interest 
rates. With the presalenc. of inflation in LICs 
over the past decade, it has become necessary to 
distincuish between nominal and real rates of 
interest, real rates bein, tlhose adjusted for the 
rate of inflation.' This adiu,tnt is,rViluired 
because most tornial loains ai" made and relaid 
in nominal terms Ifi.e.. in nlone\ . No that Mhien 
inflatiin is siur,'licant the nominal rate of interest 
ma, ,em high s,hile the real rate Is actuall, low 
or e'en neatise. \hei the re-i rate,, are 
necatise (i.e.. intiation exceeds%%henthe rate or 
the nominal rate of interest). horros ers repa
lenders less in terms of eoods and ,ervices than 
wh::t they initalls borrokscd. 

It is also usCtul to distmcuislh het\ween thestated rate ot interest on a loan and the etf,cti\e 

rate: the etfccti\e rate take' into account all 
charue on a !on. inluci., not ,n,, tees and 
commissions,, but also ',hether interet is col-

.. in adsance AnJ .khc, ir compensating, 

imposing additional Ltarges Lind conditions thatraise effective rates above stated rates. Bor-
row,ers will largely be s iln, to accept theseadditional chariesbean condto as loneadditional charges and cond ton., as tong, as 
effectise interest rates remain belo\, \hat would 
be paid in competitive markets. Moreover. 
government regulators \ill find it difficult to
keep up with lenders* innov-mtions that raise 
eftective interest rates above stated rates. Thzse 
innovations might also be associated with the 
transfer of loar transaction cost- to borrowers.. " 

There are three policies that guvernments can 
use to influence interest rates on deposits ard 
formal loans in rural areas: (I) provide
concessionarv rediscount facilities that effectively 
cap the rate that intermediaries will pay on rural 
deposits: (2) direct!v set :eilins on rates inter-
mediaries may pay on deposits: and eestablish 
ceilings on rates that intermediaries raav charge 
on formal loans. As mentioned earlier. coG-
cession:,rv rediscount facilities :ilone dampen the -
interest of intermediaries to mobilize voluntary 
savings in ruial areas, and may also stimulate 
intermediaries to increase the transactions costs 
of individuals who have savings accounts. .ith-
out other restrictions. ceilings on rates paid on 
savings accounts also limit the ability of inter-
mediaries to attract savings deposits through 
interest incentives and may induce them to offer 

non-interest rewards for saving.s l ,,wav ot 
avoiding the effects of the interest rate ceiling on 
deposits. Ceilines on the interest rae-, that 
intermediarie%may charge on their !oansare the 
most damagirn, of the three policies. A,.men
tioned earlier. interest rate ceilins on a,.,ricul
tural loans force lenders to ration rural lhls 
more severely. encourage the lender to transfer 
funds to lo ilIS has e lessthat restrictike interest 
rat, .cilin ,'itulate lend ir rti,,. t, tran,..r !',,,,I
their normai trn'action o toloan t',,, non
prolterred bornm ,rs.and also t. rc .iender, to set 
esen lok\er rate, t1.ideposit,, Thus. thc-C. loan 
rate ceilings distort oth the iendin,, and moibiliz
inc etforts of the intermediar\ and can res ult in 
si.ntric:nt net Outflosss of*und, :,. ur..i areaN. 

Ltt-oi sIeurmcd 

T 
e a o interest : ,re ce .tsThetra tnl a ra: oli.m.iCthe traditional approach ot loss-intere-,t loan,. 

The'e traditional policies ha'. . .r ... t 
achiee their primar. obiec:: es ,f 'romotin 
a-ricuitural Production and .- !-,: :"c ur,l 

distinction between real nominaland interest 
rtsadhs2nrlvfie orcvz hnd has generally failed to recognize the 
importance of effective. as opposed to stated.
interest rates. in additionh t\ e neetrt sa dtato stheci relationshipnc ss h
 
betseen interest rates and transaction costs. The
 
nterest rates must be hieb enouc,,h so that
 

depositors can be adequael. compensated and
 
so that lenders can cover their costs.
 

€. SAVINGS MOS!LIZATION BY 
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 Nevertheles.s. almost 
all rural finance projects in LICs have stressed 
lcv intcrest loans for agriculture and have 
-neglected savings mobilization. The bias toward 
lending is also refle:ted in the literature on rural 
finance." The studies that do deal with savings 
generally ignore savings mobilization by financial 
intermediaries 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 he explained by the often-heard argu

-.
"
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ments that savings cannot or should not he current obligations. The non-poor, by contrast. 
mobilized in rural areas. It is said that most of the can often awvid these unfortunate alternatives
 
rural population has no margin for sasing and because they have access to a wider range ot
 
does not respond to higher intercst rates. It is investment possibilities.

also aruued that if financial institutions were The myth that most of the rural population
 
cnctitlrau=,d t l 'leii ,.a ines aucressi'ely .
 does not responld to interest rate incenti,,es i.,
,avinuss, mlh ,1ml1 he dikerted fromtine often h;,ed on tepid responses to pseudo interest 
insM1titti1n to atolither or trom rural to urban rate reforms iii which rates are raiCd ,onl\h.%hat. 
areas. as higher Interest payments to depositors but continue to be negative in real terms. In 
dris e ii,,timtitt Is ro\aird inkruptcs or force other cases, interest rates on deposits are raised 

.I,nd re 

rctLirlN ,ire.. .iitle A more basic exlplanation- pccted to continue to lend at !o\\ rates ot ;:tercst 
tor ithe H' t i ,aSlies iiioi'iliiititllin Iml. or hiuh 

them ki !,.'e ;.,de 01 rurl arca, %%herehigher iuniticantlv. hut tinanc!L,i nstittu ,i,'1\

n he tzo meet ver\ reser\e requirenents on 
that it i, inconsistent %,1th loss-intere t-rite depoits. These institutions respond quite logic
lendin-. all\ h discouraging deposits througin the inmposi-

Three mar:t ar,1uments -ur7ort a.tpolic ion of high transaction costs on dernoirors in the 
emphasizing rural ,as n-, mobijization. The rirst torm ot inconvenient locations and hour,.. siow% 
notes that more equitable income distrihution is ser\ ice. excessi\ e paperwork. and high minimum 
an important oblectise of rural tinance proiects, balance requirements. Recent research has 
and traditional projects based on !o\s-interest- Iho\\n ,uhstantial responsi\enes sn ,ners to 
rate lending ha\e tended to bias ,he distribution appropriate policies, such as. higher real rates of 
of" income asav from the rural p or tor rea:ons interest.'
discused earlier. Policies to improse avins Improved resource allocation is the second 
o.tortuni ho.eser. .i....n. for inc.red emna,',- ,n a\',help the malor argument 
rural poor. An esential function iftfinanciai mobilization. Deposit moiliization '1\tinanin,-.s 

the ....... ' :hat is. ctal intermediaries dras,, resource' s s r,tom 
bringing to,_,ether small amounts from man\ lo\ return insestments. especiall% inriation 
sas\ers so that loans for relati\ek large projects hedges. as the opportunity is pro%,ded to make 
insolsing ec'nomies of scale can be made. deposits that earn positive real rates of interest. 
Hence. by :heir nature, formal financial inter- Funds mobilized can be on-lent by financial 
mediaries ,hould serve man\ more savers than intermediaries tor those activities that promise
borrowers. On the average. denositors sill have the highest rates of return. Some arguments 
lower incomes than borro\ers. Policies that frequently heard against savings mobilization can 
focus on improsing serxices for sasers are there- actual[\ help to clartfv the \sass in \\hich sas inis 
fore a better way to help the rural poor than is mobilization can impro%e resources allocation. It 
cheap credit. is often said. for example. that aggressi\e sIavings

If most of the rural population had no savings. mobilization by one institution \ill onli divert 
the rural poor would have become extinct lone deposits from other institutions with no gain to 
aco with the onset of the first emergenc.'I The society. Hosvever. this ne.lects the iain to 
rural poor. more than any others. must have a savers, who would not have moved their deposits
liquid reserve to meet emergencies. Even the without being better off. and the fact that 
moneylender will not lend to someune with no financial institutions earning the highest risk
accumulated or potential surplus. and friends and adjusted returns on the funds entrusted to them 
relatives, as well as rotating savings and credit will be able to compete most effectielv for 
associations. usually require the ability to savings. 
reciprocate. - Bouman has emphasized the wide- Critics of the new views also argue that no 
spread importance of sasin s in intorinal finan- additional savin-s will be generated because the 
cial arrangements in LiCn. and other authors rural population will not save more because of 
have reported numerous instances of significant higher interest rates. Such arguments confuse the 
savingos capacity among the rural poor.' flow of savings from income with the allocation 

The most important service that financial of a stock of savings among competing assets. 
institutions can provide for rural savers is the while also raising the question of whether savings 
opportunity to hold liquid deposits which pay allocated to inflation hedges. such as inventories 
interest rates that are at least positive in real of commodities, should be counted as saving or 
terms. Without this. the rural poor are forced to consumption. Regardless of whether more is 
hold a variety of inflation hedges, many of which saved out of income. which is an open question 
earn low or negative rates of return, and to pay both theoretically and empirically, effective sav
an inflation tax on cash that is held to meet ings mobilization can help deploy the stock of 

-"i
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assets of the rural population in more productive 
ways. 

The beneficial effect ofsaving, mobilization on 
the viability of financial institutions is the third 
major argument for greater emphasis on savings
mobilization. Financial institutions that neilect 
savings mobilization are incomplete institu-

4' tions. They not only fail to provide adequate 
services far rural savers. but they also make 
themselves less viable, as can be seen most 
clearfl from hich rates of loan delinquency. 
WVhen tinnancii institutlons deal %%ithclients onl 
as borrowers thev forego useful information 
about the sa ing, behavior of these clients that 
could allow them to improve estimates of 
creditworthiness. Furthermore. borrowers are 

financial intermediaries have often been used hv 
governments or donors for purpose-, such as low 
interest lendine that are inconsistent with 
aggressive savings mobilization, and in these 
cases savings mobilization has been neglected
and the instftutions have tten performed 
poorl. Savings mhilization that can assist the 
rural poor. impro~e resource allocation, and 
make financial institutions more viable, has been 
forgotten because of powerful incenti',es auntint 
a'.ines mobilization. Whe-t saiines mobilization 

is di:,couraged the total amount of funds a'.ailahe 
for lending in rural areas %%ill generally be 
lessened. 

more likely to repa. promptly and lenders to take ~I0. LOOKING AHEAD 
greater responsibility for loan recovery when 
the,' know that funds come from nei,.ghbors. 
rather than from government or donors. 

Financial institutions that mobilize savings 
effectively are likel, to ha'e a continual flow of 
funds available for endi, while those that

fundfr avilabelndin. w .ie .thoe th,neglect avin, s mobilization ire inevitably sub-
Ject to the feast-or-tamie c\cle of government
and donor like~ t havFinanciai arefundin,.. institution,litleinteestin svins mbieia-
like!\ to have little interest in savus mobiliza-
tion or loan recover'. 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 becan obtained through
effective programs of savings mobilization and 
loan recovery is potentially far greater than the 
most optimistic estimates of the amount ot 
subsidized loans and grants available from 
eovernments and donors. There is mounting
evidence that substantial amounts of savins can 
be mobilized in the rural areas of LICs, and thatcertin echnque.poitie rel rtessch a 
certain techniques, such as positive real rates of
interest for depositors are particularly effective in 
mobilizing these savings. a ' 

Lessons lear;,ed 

Research on rural areas of LICs indicates that 
savers place considerable importance on access 
to future loans when selecting a financial institu-
tion and that innovative institutions can be quite. 
successful in mobilizing savings.4 7 However. 

Continued population growth. sh.. :falls in 

agricultural production. and idespread rural
 
pokert iil Lerceuue polic.m kers to contr to
 
promote agricultural de\elopment in LIC. If the
 
"'t i dr% guide to the future. agricultural credit
 
\aill continue o he a rnaior part of the.e efforts,.

itroblems and 
,,i5in RF.N., in LIG are iikei\ to per.,ist. The 

tendencies of governments to use policies that 

Nloreover. the contro\er-sies that 

turn the terms-of-trade against agriculture while 
rpressing RF-s through ow interest rate po
cies w,ill not provide healthy environments for the 

ro%th of RFMs in the future. The subtle and 

harompessd policmakers to asume uccesin 
ag-ricultural creditpretshuh atuan*rpra,,ed though inprojects careful 
alv'sis shows substantial shortcomings. Few 

policymakers in LICs take the time and eftort to
unde'rtake careful diapnoses of h efracof their RFNIs. lack f performance 
of t erRF spolicymnakers sustain thinking, rather 

than to face reality.
The main lesson to be learned from this review 

ofrecent research and ,.;valuation is that RFMs 

to wishfulwishf anl ather 

could play a more efficient and equitable role in 
development if appropriate policies were 
adopted. These policies include much more 
emphasis on mobilization of voluntary private -
savingts in rural areas, interest rate policies that 
sustain positive real 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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