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Summarz

The role of finance in rural development has received
increasing attention in Latin America and the Caribbean during

the last decade. The acceleration of inflation and of foreign

b))

indebtedness, the urban bias of financial :evelozment, and the

4

observed deficiencies of %raditional agricultural-credit programs
exzlain this increasing concern. Unfortunately, most financial
reforms in the Hemispherz have bypassed rural financial marxets
(RFMs) and have ignored :2he special problems associated with

.

agricultural finance. Al=houzh an improved provision of finan-
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national market, also cles, institutions, regulations, incen-

g
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tives, and procedures must be revised in order to meet the special
problems of rural finance. RFM development presents challenges
of institution building, intar-market linkages, and innovation in
financial technologies that go béyond policy reform, but these
will not be met if the policy environment is repressive.

The most basic indicator of financial prcgress is a reduc-
tion of transaction costs that lowers the total cost of funds
for borrowers, increases the net returns to depositors, or
both. Except when they are the result of excessive regulation,
transaction costs cannot be reduced by decree. 1In particular,
interest-rate ceilings do not usually make credit cheap, given
their impact on access to loans and on the non-interest costs of
borrowing. Rather, transaction costs will decline with competi-

tion and market integration, economies of scale and scope, the



accumulation of information, and financial innovations. The
main focus of policies designed to promote RFM development
should be changes in finaacial technologies that reduce trang-
action costs. Too much stress on lowering interest rates and

on loan targeting have reduced emphasis on the urgent need to

mn

improve the production functicns o financial sarvicss,
The special nature of the rural economy in part explains the
difficulties of providing rural financial services. »>roducers

are very heterogeneous and geographicallv dispersed, their
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tions are incomplete intermediaries, extremely specialized in
the disbursement of loans, on concessionary terms, for narrowly
defined target populations. Wh}le neglecting deposit mobiliza-
tion, they lack financial viability, experience hign default
rates, and impose high transaction costs on borrowers. The
policies that repress rural incomes and increase their vari-
ability further aggravate the situation. Low profits constrain
the capacity to save, to place liquid reserves with financial
institutions, to borrow, and to pay back loans. Rigid and

mi
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directed financial policies accsntuate the problems, by
reducing the flexibility and profitability of the intermediaries
that serve the rural areas, by imposing on them impossible tasks,
or by forcing them to evade regulations by withdrawing from the
countryside. The common difficulties experienced by all types

of intermediaries suggest that the economic environment and the

ii



financial and non-financial policies are powerful determinants
of the performance of any intermediary.

In order to reach the rural population with financial
services it will not be sufficient to promote a particular type
of institution. Assumptions, policies, and regulations must be
changed. Deposit services respresent an at:tractive focus for
these new policies and actions. This dimersion of the inter-
mediation process presents considerable scope for innovation,

because many more firms and households can be served throuch
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, fhowever, orovide the rural gepulszion wikh
an entry point into formal finance largely under their control
and contribute to the estapblishment of their creditworthiness.
The resulting "bank-customer relationship" reduces transaction
costs for both borrowers and lenders.

Rural deposit mobilization -is not easy, as recent experi-
ments with agricultural development banks and credit unions have
confirmed. Whiie some of the development banks possess a large
network of branches, due toc their earlier expansion on the basis
of "cheap" public or foreign funds, they did not accumulate the
expertise required for deposit mobilization, and are finding it
difficult to compete for funds in financial markets that are
shrinking. The supply of the new deposit services, mcreover,
usually requires a long process of preparation and major organi-

zational chz.uges.



Institutional understanding and political support for the
reforms must be obtained. Policies and procedures need to be
revised. Innovations must be introduced in order to reduce the
transaction costs and the risks for depositors and increase their

net returns. New dilemmas about institutional structure and
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dealt with. Experiments, policy revisions, procedure change
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and learning processes are expensive and riskv. Subsidies and

pudlic intervention may be needed to accelerate the innovation
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al assistance can plav a Xey role
in promoting the changes and in financing some of the learning
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Traditional apgproaches to agricultural finance have relieé on
special credit projects for the disbursement of targeted loans in
concessicnary terms. This partial approach has not been successful.
what 1s needed is a system-wide perspective that s:tresses market
develooment, where different institutional and informal inter-
mediaries play a role according to their comparative advantages,
and where all are linked through financial flows that integrate
them into a single large national financial market network,

The provision of rural financial services is a difficult and
exsensive task. The otstaclas presented by the special nature
of the rural economy can only be overcome with a major effort of
policy reform, institution building, and technological change.
Although much has been learned during recent experiments in RFM
development, the task zhead is complex and demanding.

First, an appropriate policy and regulatory environment has

iv



to be created. If this environment is not hospitable, rural
financial intermediaries will not grow. Positive real rates of
interest on deposits and loans, less of the special and differen-
tiated rediscounting programs and isolated lines of credit, and
more limited targeting must be among the major goals of financial

policy reform. Develogment strategies to zrcmote growth of

QG

rural incomes are also crucial.

Appropriate policies, however, are not a sufficient condi-
tion for the expansion of RFMs. Given the magnitude and diszer-~
sion of transaction cos:ts, which exclude many potencial rural

depositors and beorrowers from access to financial sarvices, new
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ogias for deposit mobilization and loan disburse-
ment will make rural financial intermediaries viable and will
increase rural access to finance. Very little effort has been
devoted to financial innovation, perhaps because the pavoffs were
limited under financial repression. As financial policy reforms
provide the appropriate incentives, however, new tecnnologies
will be needed. vViable, complete, low-cost institutions will
have to be developed, to adcpt and expand the use of the new
technologies and provide the market linkages that guarantee the

smooth operation of the whole system.



STRENGTHENING AGRICULTURAL BANKING AND CREDIT SYSTEMS
IN LATIN AMERICA AND THE CARIBBEAN

Introduction

The role of the financial system and the nature of its
contributions to economic development have received increasing
attention in Latin America and the Caribbean during the last
decade, both in theory and in practice,l/ Inflation, the inter-
nationalization of financial markets, and the burden of foreign
indedtedness exclain renewed interest in financial develcoroment,
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offered, and other observed deficiencies of traditional credis
projects, including those designed for the agricultural sector,
explain an increasing concern, from the microeconomic perspec-
tive.i/ At the conceptual level, the pioneering work of shaw,
McKinnon, and their followers. incorporated money, finance, and
the operations of the banking system into models of growth and
development in new ways, more appropriate for policy making.i/
Greater interest in the financial system and a better understand-
ing of its behavior and incidence have influenced policy
decisions in maay Latin American countries.

Before thé mid-1970s, inflation as a chronic probiem was
limited to a few countries, particularly those of the Southern
Cone. During.the last decade, inflation and the resulting

negative interest rates, in real terms, have affected most of



the Latin American countries, including those in which prices

had earlier been relatively stable, as in Central America and the
Caribbean. 1In many countries, sustained inflation has been a
consequence of the too rapid expansion of domestic credit, in'
nominal terms, in an attempt to finance public-sector deficits.i/
As a tax on the operations of the financial swvstem, inflation

nas made domestic financial assets less attractive to hold,
therebyv acgravating the problem of financing investment and
worxing cazital. The resulting distortion and eventual destruc-
tion of some financial swvstems has attracted at:iention toward

the imgzortancs of an efficient provision of financial services,
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Thsrmore, ASt3 Lo overcome thesa 4difZiculiies and Lo
stabilize the economy have produced their own problems, including
too high real rates of interest in some countries, adding to the
new concern about the performance of the financial system.é/
puring the 1970s, world financial markets supplied increas-
ing volumes of funds to the Latin American and Caribbean coun-
tries. When foreign funds became less readily available and
more expensive, however, these countrie. were forced to emphasize
domestic resource mobilization. Given the burden of their external
debt, several countries perceived that domestic funds mobili-
zation could help reduce their dependence on foreign financing.
Also, many learned that when domestic financial assets offer
less favorable returns than those available abroad, international
markets attract funds from resident households and firms and that

the domestic financial system shrinks with the resulting capital

flight.l/ Thus, several governments have sought to enhance



the mobilization of private, voluntary savings through the
financial system,

In a few countries (notably Argentina, Chile, and Uruguay) ,
increased attention to the role of finance accompanied major

attempts to liberalize the economy, through reforms aimed at

pae

augmenting the role of the market mechanism and at reiuc ng
existing barriers to international trade and capital movemeants.,

Thera is no adgreement among exper:s on the reasons for the lack
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Suggest that overcoming acute financial repression may be a

difficulit tasxkx and that important cuestions of imvlamentation
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Attention to the performance of rural financial markets
(RFMs) and the financing of agriculture has increased in parallel
with the renewed interest in finance and development.i/ Govern-
mencs and donors have become increasingly concerned about the
failure of traditional agricultural-credit programs to stimulate
production and to reach a substantial proportion of the rural
population. High transaction costs have reduced the viability
of many intermediaries and have excluded many potential rural
deposizors and borrowers from acc2ss to institutional financial
services. Transaction costs, incorrect pricing policies for
financial services, and high default rates have bankrupt many
agricultural-credit agencies. Research conducted by The oOhio
State University's RFMs Project has shown that traditional

agricultural-credit policies have resulted in increasing income



concentration, misallocation of resources, and greater market
fragmentation in many countries.10/

Increased recognition of the importance of finance and of
the negative consequences of policies that repress financial
markets has encouraged aggregate financial rsforms in several

atin Amarican countries, Thera has besn, in addition, a growin

consensus that agricultural-credit policies and procedures need
substantial changes, but reform has shown a tendency to bypass
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colicvmakers not to neglect RFMs during their liberalization
attempts, but it also claims that RFM development presents
specific challenges that go beyond policy reform. The addi-
tional ingredients (institution building, inter-marke:t linkages,
and innovations in financial technolcgies), however, will not
be successfully developed unless the policy environment becomes
hospitable and encouraging. That is, unless policies, regula-
tions, incentives, and procedures are modified, and more viable
institutions and cost-=2fficient financial technologies, appro-
priate for the provision of rural financial services in Latin
america and the Caribbean, are designed and implemented, the
contributions of finance to agricultural development, more

food for all, and higher standards of living for the rural

population will not be fully achieved.






economy reduces the costs of conducting transactions in commodity
and factor markets, increasing the flow of trade and enlarging
market size, and improving the productivity of resources through
specialization and the division of labor, greater competition,
the exploitation of economies of scale, and the use of modern
tachnologies.

Second, the financial svstem provides services of intermedia-
tion between surplus (savings) and deficit (investment) un':s.lz/
In the absence of finance, some producers are condemned to take
advantage of opportunities only to the extent allowed bv their

own rasources, while others ars forced to invest their marginal

(1]
"
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regources oooxlw, ia "iaf r" cgzortunitiss, Thare is no
reason to expect that, at the same moment, those wi=h the
capacity to save are necessarily thoss with the best investment
opportunities. By maxking the division of labor between savers
and investors possible, the financial system helps allocate
resources more efficiently, channelling them from producers and
regions of limited growth potential to those where more rapid
expansion is possible.

Intermediaries offer depositors new assets (e.g. bank
deposits) that may be more attractive forms of holding wealth
than marginal uses within the firm-household. This elimialates
inferior uses of resources and increases the income of savers.
In turn, claims on resources are transferred to borrowers, who
possess productive opportunities that otherwise would be unex-

ploited. From this perspective, the financial system offers

valuable services and income-increasing opportunities not only
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to borrowers, who possess better options, but also to depositors,
who at the margin only possess poor alternative uses for their
funds.

Third, the financial system facilitates risk, reserve,
and liguidity management. Most households accumulate stores of

value for emergencies or %o take advantace of futurs investment

[19]

opportunities. Reserves in the form of inventories of croos or
inputs, livestock. land, pracious metals and jeweclry mayv yield

low returns and impos2 high costs and risks. Th2 financial

-

gystam can raduce these costs and risks by offerinc a=ztraccive

deposit opportunities for safe accumulation and lines of credit

2 Coge with emerzencies. Tinallv, the financial swrs-am alszo
provides services of fiscal support for the public sec=or and

contributes to tne management of foreign exchange, Correct
financial policies mus: achieve an optimum balance in the
Provision of all of these finaucial services.

Economic develogment beth depends on ard contributes to the
growth and diversification of zhe financial system. Financial
deepening and the provision of financial services matter, since
they integrate markets, provide incentives for savings and
investment, encourage savers to hold a larger prorortion of their
wealin in the form of domes-iz financial assets, ratner than
unproductive inflation hedges, foreign assets, and other money
substitutes, and channel resources toward better alternative
uses. Financial progress, however, results only from the
reduction of risk and trancaction costs, through the exploita-

tion of economies of scale and of scope, professicnal portfolio



management and diversification, the accumulatiocn o= information,
and the establishment of bank-client relationships. Incorrect
policies and regulations, on the other hand, repress financial
development. The original fragmentation and distortions,
combined with inappropriate policies, have curtailed the
provision of Zinancial services in the rural areas of La-in

America and the Caribbean.

——— - - . . .
~rd&n 3lzs of ~1ancial Deve.orment

The disparities between rural and urban growth and welfare

observad in manyv La%in American and Caribobean countries persist

Decause oalv a2 small zsroror:si
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sTent goes to agriculture,
The proportion of human capital and public services allocated to
the rural sector is lower still. Rural-urban disparities have
been accentuated by the deterioration of the terms-of-trade of
agriculture and the encouragement for rural savings to flow to
industrial investment, when the value of manufacturing output has
been artificially boosted.li/ The urban bias of financial
development reflects and contributes to this concentration of
economic activity in the cities.

The network of bank branches is concentrasted in the urban
areas., By far, the largest proportion of the funds and loans are
mobilized and granted in the main cities.li/ Only a small
proportion of the rural pophlation has access to formal credit,
from institutions that are prepared to offer lcans, but no other
type of financial services. Most of the funds disbursed by

agricultural-development banks and a few other institutions with
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some presence in the rural areas come from governments, central

banks, and international donors. Few rural produceyrs have access
to deposit facilities. The consequence is limited intermediation
between local savers and investors, resulting in large discrepan-

cley among marginal rates of return on rural investments and in

]

missed opportunities for imoroved resourcs allocation. cA the
otner hand, incomplete financial institutions, that do no:
mobilize deposits, lack financial viability and offer z poor
service,15/

The special nature of the rural economy exzlains par: of
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small, and they face higher risks and greater unexgected varia-
tions in prices and yields than producers in other sectors.
Th2 reduced scope of specialized agricultural-credit agencies
and programs explains another par=. Limited opportunities to
diversifv their assets increase the risk of their portfolios,
the sources of their funds sharply restrict their flexibility
ard profitability, and in the absence of deposit mobilization
they give up important information about their clientele, Rigid
and misdirected financial policies, that reduce the degrees of
reedom oI financial instictutions, impose on them imzossible
tasks, or severely constrain their profits, also explain part of
the difficulties. Regulations of financial activity, prejudices

against informal lenders, and restrictions to entry into institu-

tional financial markets contribute to the bias. Non-financial
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policies that repress agricultural incomes further accentuate

these problems,.

Design of Agricultural-Credit Programs

The volume of agricultural credit granted in the Latin
american and Caribbean countries cantinued to grow during most
of the 1370s but, when measured in real ta2rms, it declined in
several countries during the financial crisis of the early 1980s.
Although it cannot be claimed that all of the funds loaned for
agricultural purposes have actually financed additional activi-
ties in the sector, their volume has been sut .tantial.l6/

A larze oor-ion of &these rasources ha ome from international

)
in
)

donors, since cradit projects have continued to offer relatively
expedient conduits for the disbursemeqt of large sums, but
domestic financial intermediaries have contributed increasing
shares., 1In some countries, agricultural credit still represents
the mest important tool of strafegies for rural development.

The traditional design of these agricultural-credit programs
has contributed to the urban bias of financial development.
Multiple and often inconsistent objectives characterize many of
them. The promotion of output expansion, modern input adoption,
and'on-farm investment has been combined with attempts to help
small producers and to attack rural poverty or to compensate
farmers for the negative impact of other policies that repress
agricultural profits and rural incomes. It has been felt
that the credit tool may be used to solve many problems and to

achieve many different allocative and distributional objectives.
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However, a better understanding of the nature of finance suggests
that credit may not be an efficient mechanism for many of these
traditional tasks and that attempts to use it as a cure-all
medicine actually reduce its efficacy in achieving its main
purpose: the intermediation of funds between surplus and
deficit units.17/

If objectives are not clearlv stated and the -asks
assigned are incompatible, it is not surprising that many
acricultural-credit programs show sarious deficiencies. Although
very little is known (and very lit:le can actually be discovered)

about the impact cf credit, in manv ins:tances loans have not
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activities to wnich they were formally diracted). Mos:t of the
specialized agricultural-credit institutions lack financial
viability, as the policies for pricing their services do not
allowed them to protect their assets from inflation or to
cover their costs. Both lender and borrower transaction costs
are too high., The implicit losses, combined with the eroding
impact of inflation, have decapitalized many institutions, while
others have experienced serious loan-recovery problems.lg/
Moreover, despite the growth of lending, institutional
credit markets continue to be chiractarized by limited access
to financial services and high portfolio concentration.lz/
Cnly a small proportion of farmers has access to loans from
formal financial intermediaries. There is reason to believe
that the proportion uf the rural producers of Latin America that

receives institutional loans has not increased beyond 15 to 20
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percent. At most, this proportion has reached 40 percent in a
few countries; in several others it has not even surpassed §
percent.zg/ In any case, the proportion of farmers who have
access to institutional credit in a continuous, reliable, stable,
and permanent fashion is much lower still.

Amcncg those priviledced enouch to have access :o institution-
al loans, a small proporticn of their number receives a very
large proportion of the funds disbursed. Tvpicallv, less than 10
percent of the number of borrowers captures over 80 »ercent of
tne amounts loaned. Tails nhigh degree of portfolio concentration

implies, in turn, a hign decree of concantra-ion of the incidence

18]

es agricultural-
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- o ya T T, :
J TIlatl usua.l.s caaract

(14

credit programs, with undesirable income-distribution conseguences.
The combination of these threae features (limited access, high
concentration, and substantial subsidies) implies that about two
percent of the agricultural producers of Latin America and the
Caribbean have been the beneficiaries of at least 80 percent

of the substantial volumes »f c¢redit granted and of a similar
proportion of the large implicit subsidy.zl/ Although several

of these deficiencies characterize financial institutions and
credit programs in general, they are particularly acute in the

case of agricultural-lending agencies and projects.

The Need for viable Institutions

The provision of rural financial services has been entrusted
to traditional institutions (e.g., commercial banks) and to

agencies and intermediaries created after World War II (e.g.,
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development banks, specialized credit projects, or credit
unions). Although a wide variety of private and public institu-
tions have been harnessed for these purposes, agricultural-credit
projects throughout Latin America and the Caribbean encounter
many common problems, To some extent, these commonalities

aflect atten
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5 tC razroduce arrangenants apparently successful
elsewnere; they also reflect the unifying influence of donors,

In part, they result from a generalized accentance of unsatis-
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financial policies discussed below have been more influential
determinants of success than particular institutional forms.

To reach the rural pooulazion with financial services it
will not be sufficienc, thersfore, to choose or £Lo promote
particular kinds of institution, viable, self-sustaining rural
financial institutions have not yet emerged, in spite of all of
the funds, subsidies, and technical assistance provided during
the past decades to the Latin American agricultural development
vanks, federations of credit unions, and other private and public
intermediaries.zz/ Razther, wnat 1s needed is a better racogni-
tion of the factors that make RFMs (a network of interrelated

formal and informal intermediaries) work.
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Importance of Non-Financial Policies

The economic environment and the policies that influence the
level and variability of rural profits and the farmers' debt-
repayment capacity are crucially important to the performance
of RFMS.EE/ The strength and growth potential of agricultural-
credit institutions depends upon the solvency and dynamism of
their clientele. Frarmers who receive low output prices, pay high

input o

L

ices, oztzin poor or unstadble yields, ané have limitzd
access to markets and to public services cannot become good

banx clients. Low incomes and repressed profits constrain the

arners 4

v
-

(r
(8]
ui

-
-

.

' ca

1{]]

c

o]
I\

ave and to place thelr ressrves and surslus
funés wizh financial inscitutions, diminish their williiagness &o
borrow and their oprortunities to profitancly allocate funds to
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agricultural vields are high, rural incomes are growing, and
economic policies do not discriminate against farmers.zi/

Many Latin american and (Caribbean countries adopted protec-
tionist, import-substitution-industrialization strategies of
development that repressed rural incomesﬁii/ Tariff barriers,
tax incentives, foreign-exchange regimes, price controls, and
subsidized food imports redirected private investment toward
urban-based manufacturing activities and away from agriculture,
These policies did not create an economic environment favorable
to the development of RFMs. Nevertheless, declining output

growth, due to the penalization of agriculture and of exports,
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and an increasing recognition of the extent and nature of the
distortions and of the costs resulting from the protecticnist
strategy have led to policy reforms in several Latin American
and Caribbean countries, A few are presently undergoing major

structural adjustments, which place greater emphasis on appro-

'O

riate incentives for agricultural development. These policy
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s are crucial for the sustainable provision of rural
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financial services.
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the underpriced loans.26/ Freguently, these privileged borrowers

are large producers, who possess additional investinents in the

(O]

favored non-agricultural sectors and need the compensation the
least.
Moreover, those who raceive the credit subsidy may not

necessarily modify their investment decisions. At the margin,

the low profitability of agricultural endeavors will continue to

justify the investment of resources elsewhere, Through interna
substitution of funds, given their fungibility, producers with
multiple sources of finance and diversified investment options

will use the increased liquidity, resulting from their access

1
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to credit, for more attractive marginal purposes, different from
those explicitly stated in loan contracts.27/

In summary, underpriced loans do not make unprofitable
investments profitable. cCredit, subsidized or not, cannot
eliminate existing restrictions on profits. Credit does not
max2 requivad inputs, that are not raliably supplied, available,

¢ does not build the roads needed to take produce to the

{
feo-
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marxets., Credit does not induce a market demand for crops that
are not desirsd. <Credit does not reduce the risks associated
with variable-vield tachnologies; rather, it increases these
risks. Underpriced loans merely grant an income transfer to a
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atcampting to compensata farmers with cheap credit, govern-
ments should devote their attention to the role of technelogy
and of infrastructure develocment, in order to increace yields,
and to the role of appropriate price incentives, in order to

stimulate rural investment.zg/

Impact of Financial pclicies

In most Latin American and Caribbean countries, fina cial
markets are still comparatively small and the range of rural
financial services supplied is still fairly narrow. poor
resources, limited education, the isolation of economic agents,
and lack of market integration stand in the way of finanéial
development, particularly in the poorer and smaller countries.

High transaction costs and risks make deposit and loan contracts
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with formal institutions too expensive for many rural producers,
In most of these countries, moreover, financial repression has
been substantially accentuated by éovernment policies,

The techniques of financial repression are numerous and
widely practiced. They include high, variable, and unpredictable
rates of inflztion, tha- levy a tax on the holders of domestic
financial assets and subsidize borrowers, Exchange-rate policies
that overvalue domes=-ic currencies make foreign financial assets

look inexpensive and favor capital flicht, Ceilings and other
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the pricing of financial services raduce the anility of formal

instizuticns “o0 mosiliza domestic rssources and reguire non-srice
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dit rationing. Too high and unnecessarily differentiated
reserve requirements tax away funds mobilizgd and increase the
margins between deposit and loan rates of interest, Selective
credit controls and administrative allocations of funds reduce
the efficiency of financial intermediaries and inc:eaée trans-
action costs, while restrictions to entry to financial markets
and constraints on portfolio management reduce competition and
diminish the quality of services provided. Rediscounting
schemes, foreign financial assistance, and access to other
artiZicially cheap sources of funds discourage the mooilization
of deposits from the public,

Financial repression makes the returns on domestic financial
assets unattractive. Rather than rewarding savers for their
sacrifice of present consumption and inducing them to place their

surplus funds with financial institutions, negative interest
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rates, in real terms, penalize them. Depositors not only do not
receive attractive returns, but are implicitly asked to pay (a
tax) to keep their saviags in financial form. On the other hand,
borrowers are implicitly paid (a subsidy) to take their loans
away, to the extent that real loan rates of interest do not

value of the claims on rocources transferrei,.

}-4

reflect the ful
Preferantial rates for agricultural loans result in inverted
lnteresc-rate structuras, The rate differeantials do not reoflect

the costs and riskxs of l2ading to different borrower classes.
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igned to favor marginal clients, these preferential rates
force institutional lenders to charge the lowes:t rates oracisely

£O those Dorrower claszasz thevy would have prafarred =o chzrce tha

y

highest sossibtl
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rates, in view of costs and risks. Despite the
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gpod intentions behind these policies, the induced distoréions in
interest-~rate structures eventuallyv restrict the availability of
credit for the borrower classes they are designed to favor.zg/
Moreover, financial reform in several Latin American countries,
allowing most interest rates to keep up with inflation, has
maintained interest rates on agricultural loans at their original
preferential levels and has further increased rate differentials
and accentuated the resulting distortions. This is one of the
reasons why it is important that reform does not bypass rural
finance,

The policies that repress the Financial sector accentuate
the urban bias of its development. Underequilibrium interest
rates generate excess demands for loans that necessitate ration-

ing in order to clear the market. Rationing criteria frequently
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prefer the value of collateral over the project's profitability.
In several countries rural land is frequently not titled and

often subject to risks of invasion or expropriation, reducing its
value as collateral. Small farmers, in particular, are excluded

from rationing processes based on mortgages, while urban-based
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scarce funds for agriculture.

Constraired by the imposition of ceilings on the rates of
interest thev ara allowed to charge, institutional lenders find
i1t difficuls to cover the ¢os:ts and the risks cf mooilizing

decosits in the rural arsas and of granting credit to marginal
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Size of the loans thev are willing to grant, by restricting the

non-interest terms and condi-ions of the loan contracts, o1 both,

thus excluding potential borrowers from access to loan portfolios.

Rationing mechanisms frequently rely on transfering transaction
costs from lenders to borrcwers, Moreover, as financial repres-
sion increases, usually with the acceleration of inflation, the
shares of loan portfolios received by poor, small, new, and
riskier clients and by other borrower classes more costly to
serve diminish, as predicted by the "iron law of interest rate
res:riccions."ig/ These conseguences of policy rerression have
been accentuated by the recent financial crisis experienced in
several Latin American countries. As the real size of loan
portfolios has shrunk with the crisis, rural clientele and, in
particular, small farmers have been excluded from institutional

credit more rapidly than urban clientele,
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Transaction Costs and Financial Progress

The existence of a financial system can only be justified
by the presence of costs in economic transactions. TIf economic
activities were frictionless, if everybody had perfect foresight
and if information was free, if transactions did not regquire time
and effort to be completed, there would be no raason for money

and financial activities to exist.}l/ The monetary svstem is

h

& r23z22ns=2 °TH Lo COsts assoclatad with ccocnduczin transactions

th
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in product and factor markets. Financial intermediation is an
answer L0 the transaction costs associated with the dirace
25 and deficit units, thz managsnent of

-~
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fotoli uczion of risk. The zrovision of finencial
services reduces overall transaction costs in the economy, but
it does not completely eliminate them, while tha process of

intermediation its21f introduces new costs,

Ol’

inanclial progre
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15 essentially a process of further reduction of transaction
costs.

What matters for productive and investment decisions and as
an incentive for economic activity is the total cost of the funds
to borrowers. What matters for savings behavior is the net raturn
to depositors. The total cost of funds to borrowers includes, in
addition to interest payments, explicit and implicit non-interest
costs, such as lawyer, document, and registration fees, éommis—
sions, fcrced purchases of other lender services, taxes, trans-
portation and lodging expenses, the opport. 'ty cost of the time

spent in conducting the credit transcation and in preparing
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investment plans, the costs of entertainment, and bribes.
Compensating balances required from borrowers, delays in disburs-
ing funds and insufficient finarcing that results in lower yields
also increase borrower costs. Net returns to depositors are
reduced by taxes, penalties for early withdrawal, transportation
iodging expenszs, and the opportunity cost of the time spent
in depositing and withdrawing funds. 1In turn, nargins must cover
the intermediary's mobilization and lending costs and generate a
profit. Mobilization costs, in addition to the rates paid on
degosits, inciude tihe administrative exgenses associated with =he
accounts, promotion costs, and the impact of reserve requiraments,

{documentation,
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Lending cos:is inc h
racord-keeping, disbursement of funds and acceptance of payment;),
the costs of reducing the risk of default (loan evaluation,
monitoring, sugervision, and collection), and the losses due to
lack of pavment.

All components of the total trensaction costs of rural
financial activity in Latin America and the Caribbean are very

high. Por agricultural loans, in the case of the Nationalized

Banking System of Costa Rica, during 1983 on the average non-

r
1

.

nterast borrowing costs represented 11.5 percent per year, in
adZfition t> an averace intares: rate of 13.6 percent per year,
While iaterest rates charged ranged between 8.0 and 26.5 per
cent, non-interest borrowing costs ranged between 0.2 and 117.5
per cent.32/ This enormous dispersion of transaction costs

across borrowers signals major market fragmentation. Non-

interest costs of up to 12.0 percent of the loan amount, on the
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average, were also measured for IDB-sponsored ioans in three
different countries.zi/ Since transaction costs per peso are
negatively related to both loan and farm size, the{r incidence
is highly regressive. Lending costs also tend to be very high.
These costs amounted to up to 24.0 percent in the case of the
IDB-sponsored credit projects mentivned above. In Honduras,
these costs averaged 18.8 percent in the case of an agricultural
development bank and 8.4 percent in the case of agricultural
loans from a private commercial bank.zi/ A substantial

portion of borrowing and lending costs results from the loan
targeting usually required by donors and reflects tkre screening,
documentation, supervision, and extensive reporting reguirsments

associated with a multitude of separate special lines of credit.

f the Rural Economv, Transaction Costs, and Credit
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The provision of rural financial services is Jifficulc ana
expensive even when financial and non-financial policies, program

assumptions, and institutional design are adeguate. The special

(33

nature of the rural economy explains this. Markets are Iragmen

[19]

ed and information is expensive. ©Potential depositors and
borrowers are very heterogeneous and geographically dispersed.
Their financial transactions are numerous and small and they
encounter substantial uncertainty and risks. Transaction costs
are higher for rural than for urban agents due to limited

education and lack of infrastructure.
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High transaction costs reduce both the demand and supply of
firancial services. Non-interest borrowing costs make the total
cost of t~:a funds very high. Similar depositor costs make the
net return to financial savings very low. Lenders perceive that
the costs of managing numerous and small savings accounts and of
determining the craditworthiness of small and diverse borrowers
are very high. As a result, the size of RFMs is small and the
varietw of financial services provided is limited. An expansion

of RFM activiity is crucially dependent, therefore, upon a
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what matters is the total cost of funds to borrowers and
the net return to depositors, the emphasis of regulatory activity
on interest rates is misplaced. The traditional goal of "cheap
credit" is obviously correct. Interest-rate ceilings, however,
do not necessarily make credit‘cheap.ii/ Interest-rate

levels and transaction costs are not independent. <eilings on
loan rates of interest, that make it more difficult for formal
intermediaries to service their rural clinetele, are frequently
associated with more than proportional increases in non-interest
bofrowing costs and, therefore, with higher total costs of the
funds.if/ Lenders faced with interest-rate ceilings clear the
market by reducing the size of some loans granted, by charging

implicit prices, and by restricting the terms and conditions of

other loan contracts. All of these responses result in higher
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non-interest borrowing costs and restrict access to credit in
a nonuniform fashion.37/

Transaction costs cannot be reduced by decree. Credit
cannot be made cheaper merely by setting interest-rate ceilings.
Transaction costs will only decline with greater market inte-
gration and competition, economies of scale, division of labor
and specialization, better utilization of existing capacity,

an

(oh)

portfolio diversification. Aggregate financial development
laading to deeper financial markets will reduce transaction
costs, Thesc costs will also decline with economies of scope

and the joint production of several financial services, Deposit-
monilization activities and the develoczment of "bank-customer”
ralationships will reduce the costs of lending and of borrowing.
Transaction costs will particularly decline with technological
change: innovations such as electronic banking and the use of
microcomputers, mobile branches, group lending, lending without
collateral, and open lines of Credit.ig/ The expansion of

the branch network and better hours of attention will also reduce
these costs. Transaction costs will decline with the elimination
of unnecessary regulatory constraints, the abandonment of loan
targeting, the decentralization of bank management, and the
simplification of procedures.

The extent and location of the branch network and the degree
nf decentralization of loan approvals are key determinants of the
level of transaction costs. For this reason, in a few countries
governments have promoted rural banks or the expansion of the

network of rural branches of national intermediaries;39/
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Although the extension of the branch network does increase

access to financial services for the rural population it has

been feared, however, that the funds mobilized may be channelled
towards urban investments, further decapitalizing the countryside.
The solution tc this dilemma requires policy reforms based on

a better understanding of the nature and role of the financicl
systam. Some intermediaries (e.g., credit unions) show a greater
propensity to lend in the same area where they mobilize funds,

but the aggregates flow 0of funds will devené on the incentives

orovided by financial and non-financial policies.
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This paper claims that the role of financial institutions
as intermediaries between savars and investors is crucial for
economic growth. Intermediaries offer both credit services to
deficit units and deposit facilities to surplus units. Both
types of service are equally important, from the perspective both
of income-increasing opportunities for private asset—golders and
of aggregate economic efficiency and equity. Combined, deposit
and loan services enhance the accumulatinn of capital and imﬁrove
the allocation of resources. Traditional approaches to rural
finance, however, have emphasized the demand for loans, wnile
neglecting the demand for deposit facilities, despite numerous
recommendations to the contrary.fg/ The provision of deposit

services, nevertheless, is a very attractive potential focus for

new policies and actions aimed at expanding the degree of access
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of the rural population of Latin America and the Caribbean to all
financial services.41/

This facet of the intermediation process presents consider-
able scope for innovation because usually many more households
and firms can be served through deposit facilities than through
cradiz. Especially among thos2 with relativelv modest means OF
with stationary productive operations (in Schultzian eguilibrium),
cnas jemand £or Sinancial services is primarilv a demand for
a safe and convenient means tO Mmanage liguid funds. Deposit
sarvices are used continuously and srovide rural firm-housenolds
wi=h an entry zoint into formal £.nance largely under their

.
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generally providad by informal credit sources at lower trans-
action costs for both Eorrower and lender, while institutional
loans are demanded in response to special situations and oppor-
runities and reguire creditworthiness. Informal intermediaries,
however, offer none or only very limitad deposit opportunities
for the rural population.

The deposit connection with the intermediary eventually
facilitates access to loans,fz/ Ssavings activities contribute
to the establishment of creditworthiness by providing information
concerning financial flows that could be tapped for loan repay-
ment, by creating a basis for confidence between lender and
borrower, and by reducing the costs and risks of accumulating the
minimum equity (downpayment) required for loan eligibility. The
provision of deposit services is an strategically attractive way

of expanding the range of interaction of formal intermediaries
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with their existing clientele and of attracting new customers,
thus promoting financial deepening in the rural areas.

Several Latin American countries, notably Brazil, Colombia,
and Mexico, possess large institutional agricultural-credit
systems, while others provide very limited rural financial
services, The typical inst=itutions are public specialized
development banks and cradit unions aad cooperatives, createad
and Zinanced with substantial donor assistance. Although
development banks have been establicshed in an at:iempt to byopass

domestic financial repression, thev have contripbutad lit=le to

it5 alleviation, while in manv cases thev have ac:ually :icreased
marxet fragnmentation and ztransaction costs.  Extramelv dependens

on outside funds, they have not sought deposits from the public,
even when authorized to accept them. Credit unions have been
more successful in some countries, but many have suffared
decapitalization, high levels of loan delinquency, and limited
operating efficiency. BRorrower-dominated, credi: unions have
not attracted savers as net depositors.ii/

Most rural financial institutions neither offer attractive
deposit facilities nor provide money-transfer services, store
valuables for safekeeping, or serve as fiduciaries. Rather,

thev are "l2nding windows," retailers of loan funds resceived
from dcnors and central banks on concessionary terms. They are
incomplete financial institutions, specialized in processing
loan applications and disbursing funds in conditions especially

favcrable to borrowers. 1In their structure and behavior thev

are borrower-dominated agencies.fi/ Given their access to
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underpriced resources, available to fulfill predetermined lending
targets, these institutions face little compulsion and have
little incentive to attract voluntary savings from rural firms
and househclds.45/

This reliance on public funds makes these institutions
vulaerablz and degendent, as has become 2vident diuring the recent
financial crisis. Given the growing claims of the oublic sector
on domestic sredit and the limits to each country's foreign dent
capacity, access to "easy money" has kurned illusory and several
of these institutions have been forced to sariously consider the
mooilizztion of domestic financial savin;s.fi/ Dependence upon
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tional access to market information and prevents the development
of "pmank-customer relationships," crucial for efficient portfolio
management. This may also result in the alienation of the agency
from i-s clientele and in the borrowers' view of the credit
programs as a benevolent intrusion to be exploited, leading to
severe default problems.iz/ Because attention is concentrated

on a narrow range of credit dimensions, opportunities for port-
colio diversification are extremely limited, further increasing

the risk of default.

Obstacles to Deposit Mobilization

While several of the financial institutions that serve the
rural areas of Latin America and the Caribbean have been forced
by the recent crisis to look for alternative sources of funds,

they have discovered that deposit mobilization is not easy
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and cannot be improvised. Unfortunately, during their earlier
expansion on the basis of outside funds, these agencies did
not accumulate the required experilence and expertise in deposit
mobilization, when resources were more plentiful and competition
less keen. Their present financial structure and the pricing
policies for thelr services sharoly limit their ability to
compete for funds ncw, in financial markets that are shrinking.
1n this respect, their extremé raliance on £oraign OF government
fgunds may have weakened their ability to survive darind periods
5f financial stress.

in recenc v23rS3, agricul:::al 3avelocment wanks and cradic
unions in several Latin am=ricaln. 2~ Czribbean countries havs
initiated Y expanded deposi:-mobilization activities with
relative successS. Among tﬁe pesht known examples are those
sponsored and recordad dY mh2 Ohio State yniversity in peru,
Honduras, and the pominican Republic.ﬁi/ credit unions in otner
countries (2.9.+ costa Rica) have also successfully'improved
their mobilization record by following similar policies. These
closely monitored experiments nave allowed a detailed identifica-
tion of oobstaclaes and preconditions for mobilization as well as
the testing c: incentives, procedures, and policies for success-
fully attraccing rural deposits.

High transaction costs make financial savings unattractive
for rural depositors. Long distances to bank branches, inconven-
jent hours of bank services, long lines and delays. and the

small size of transactions related to savings accounts increase

these costs and reduce the net returns on deposits. The success
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of deposit mobilization activities among small rural savers,
therefore, will crucially depend on the intermediary's ability
to reduce these costs and/or to increase yields sufficiently to
compensate depositors for their efforts. Security and liquidity
are characteristics of deposit accounts highly valuad among

the rural population.ig/

Although there has been a substantial increase in the number
of bank branches in several Latin American and Caribbean countries,
this has predominantly been an urban phenomenon.ig/ The spacial
diffusion of bank offices into the rural areas observed in a few
countries, moreover, has been mainly associated with the public
devalocgment banks. Other non-bank intermediaries, such as the
cradit unions, have also penetrated the countryside, and their
role is discussed beldw. Since ban¥k rural branches have usually
offered only loans but not deposit facilities, the existing
banking infrastructure has been implicitly operated with an
unutilized excess capacity. Whén this has been the case, the
development banks should be in a position to offer deposit
services at relatively low additional administrative costs.

This has been the situation of Banco Agricola in the Dominican
Republic, where during the last year deposits were mobilized for
the first time at 29 branches, with the addition of only three
employees to the total of the bank's staff.él/ Where such a
network of branches does not exist, deposit mobilization in the
rural areas may seem too costly in the absence of innovative

techniques.52/
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Given their presence in the rural areas through a network
of branches and their links to an existing clientele, the agricul-
tural development banks have become major candidates for experi-
ments in rural deposit mobilization. While the observed defici-
encies of these institutions raise serious doubts about the
success and sustainapility of the mooilization efforts, this new
dimension mayv contribute to the correction of several of these
oroblems. The experiments sponsored by OSU have shown that,
although several preconditions are necessarv for success,

performance substantially imporoves after deposi: mooilization.

=
| e
-

The operation of dezosit facilities by an agricultural

(oD
(b
‘e
D
O
'

|

ment Dank that has noc offered these sarvices must usua

1-¢

1y

3/

(9] ]

T

O
®
el
W
0

eded by a long gestation period of complex preparation.

An effective mobilization will not be accomplished unless the
authorities, management, ahd staff of the institution are
convinced that the efforts are desirable and feasible. Several
methods may be used to bring about this institutional understand-
ing of the need for and benefits of deposit mobilization, The
myth that the ru:zal population does not possess assets that may
be transformed into deposits and does not have a margin over
consumption for further accumulation needs to be questioned.
Evidence has to be provided in order %o show that potenticl
depositors do respond to higher returns, lower traansaction
costs, greater security and liquidity, and other economic
incentives. The bank's management must understand the pro-

blems associated with subsidized credit, high default rates,
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and dependence on outside financing if internal opposition
is to be effectively dealt with.54/

similarly, political support for institutional and policy
reforms must be obtained both from the domestic authorities and
major donors. This is particularly crucial with respect to
cent-ral banks, which will usually be reguested to authorize the
mobilization efforts and to set interest-rate structures, reserve
requirements, and other determinants of the profitability of
deposits. Technical assistance may play an important role in
initiating thinking about the benefits of deposit mobilization,
but local involvement in this process is crucial. 1In the case of
the Dominican Republic, a cembination of pudlic discussion over
several years, research by Dominican investigators, in-depth
policy dialogue, and operationai innovations on a pilot basis,
supported and enc;uraged by flexible technical assistance, proved
to be a powerful model for change.ii/ The policy tensions
associated with donor dissatisfacticn with the performance of
traditional credit projects and borrower resistance to raising
interest rates created a climate propitious for this dialogue,
The rapidly deteriorating financial situation of the 1980s forced
the authorities to deal with these issues in more than academic
terms. The harsh realitv of more restrictive access to the
traditional sources of funds created the required economic
incentives for the new activities. This has in general
motivated development banks to become more receontive to the

proposed changes.
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Policy and procedure reforms, experiments, and learning
processes are expensive, Although there are important direct
benefits to the development banks from deposit mobilization,
costs may be too high. While available data from several
countries supports the claim that poor rural households are
capable of utilizing financial assets as raserves and sources of
liguidity, the small size of the majority of the accounts itself
raises operating eo3ts substantially. Moreover, the intermediary
may perceiva the risks associated with a mobilization scheme as
being too high, if its tradi-ional clientele consists of wealth-
ier agents or if it can s:till obtain funds at lower costs from

rnal souvrce,35/ If these risks

the central bank and other ex=-

1]

are due to information gaps and bureaucratic rigidities and
inertias, there mav be a case for public intervention in order
to accelerate the innovation process.iz/ In any case, social
returns to an expanded network of banking services in the rural
areas seem to be usually higher than private returns to the
intermediary, thus juétifying a subsidy to the initial mobiliza-
tion activities, until an optimum is reached. External assis-
tance may play a key role, not only in inducing the changes,
but also in helping to finance set up costs, including training,
some promo:zional expenses, and the costs associated with changes
in institutional structure and procedures.

Deposit mobilization usually forces agricultural develop-
ment banks and other intermediaries to face new dilemmas about
strategy and organization as well as addi*tional institutional

changes; that is, it becomes necessary to deal with a set of
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"second~-generation” problems.ig/ The need to keep records and
to calculate interest on the savings accounts frequently places
additional burdens on the personnel and may overload existing
information systems, possibly bringing to light its deficiencies
and inducing a modernization. Experimenis with microcomputers,
to reduce data management costs, may be tried.iz/ Branch
managers must guickly convert mooilized funds into loans, but
must also find clients with a high probability of repayment,
since it would not be acceotaocle to lose one's neighbor's
savings. Given their previous experience with very high
delinguency, the managers of the public development banks have

to learn to make lending dacisions quicklv, while still being

(9]

u

very selective among borrowers. As a result, the instituticn

is faced with a revision of its portfolio management techniques.
With a new awareness about profitability, the intermediary also
recognizes the need to reduce the costs associated with deposit
and locan operations and with delinguency as well as to incre se
revenues from interest. All of tnis brings aktout new changes

in institutional structure, policies, and procedures, and may
sometimes raise fundamental questions about national financial
policies and regulations.

In general, the introduction of deposit mobilization
activities creates imbalances and brings to light deficiencies
that necessitate correction. 1If successful, the experiment will
lead to a global evaluation and restructuring of the intermediary
and to a revision of financial policies, thus increasing institu-

tional viability and improving the quality of the financial
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services provided in the rural areas. The institutional tensions
created will usually require changes in information and data-
management systems, the degree of operational decentralization,
portfolio management and delinquency control, and standards

of administrative efficiency. 1In addition, all of this will
require a reconsideration of the institution's human resources
strategy and considerable amounts of training. Change within the
institution must take place rapidly and on many fronts, further
adding to the fragility of the experiment. Technical assistance
can play a key role in facilitating a major training effort and
the consolidation of the reforms,

The development of rural £financial markets is a complex and
expensive exercise that requires severél public interventions.
Although in the past central banks have shown little interest in
rural finance, they can play a key role in initiating desired
reforms and sponsoring useful experiments.fﬂ/ Their major
contribution, of course, will result from sound aggregate
financial policies, thét control inflation and minimize policy-
induced distortions. Effective supervision and inspection of
institutional intermediaries, that increase depositor confidence,
are also a necessary task. This mav be complemented by well-
designed deposit-insurance mechanisms. Central banks may also
become a major force behind the expansion of a viable branch
network, promoting and overseeing their operations. Central
banks frequently possess a strong research capability that is
seldom addressed toward RFM issues. With donor support and

technical assistance they may accept a leading role in the
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investigation of these questions and the promotion of pilot
projects and other experiments, as has been the case in the

Dominican Republic,

Role of Credit Unions

Credit unions possess many features that could allow them
to become, 1f appropriate policies were adopted, an importaat
meéchanism to improve the access of the rural population to
financial services. They are local intermediaries of funds,
that can successfully solve the information problem that limits
the operations of most financial institutions: their board of
dirsctors possesses substantial "inside knowledge" about the
creditworthiness of potential borrowers. The proximity of their
operations and the employment of volunteer labor allow them to
offer small, short-term loans at relatively low transaction costs
for both borrowers and lender.jl These features provide credit
unions with substantial comparative advantages to initiate the
supply of financial services in the rural areas. As they grow,
however, professional management is required and some of the
informational advantages are lost. Credit unions become more
like a small bank and transaction costs may increase, but they
still retain the advantages of local intermediation. By serving
the financial needs of different productive sectors, they also
find some opportunities for portfolio diversification.

Credit unions thus have many attractive features, but their
financial policies and organization frequently make it difficult

for them to meet the expectations placed on them.62/ Although
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they were originally designed as complete intermediaries, first
to mobilize local savings and then to provide loans to local
borrowers, in practice they have been borrower-dominated institu-
tions. 1In particular, access to external subsidized funds has
biased their internal structure of incentives, resulting in
little mobilization of deposits from net savers and in high
delinquency rates.fi

In several Latin american countries there is a core of
well-run, self-capitalized rural credit unions, that have
mobilized significant amounts of funds, as well as a mul-itude of

probiem" institutions. The iastruments used for the mobiliza-

[{7]

tion of local Zunds, however, have been almost exclusively th
traditional share accounts. Since the returns on these shares
are not attractive, the only incentive to deposit in the credit
union has been the expectation to obtain a loan. This brings to
light the basic problem with the design of these cradit unions
ard the potential conflict of interests in their operations, If
nembers deposit only td obtain a loan, the extent to which this
service can be provided by the credit unions depends on their
degree of acc:ss to external funds. This is why the credit
union's credit policy always limits the maximum amount of a loan
to be cranted as a proportion of the share holdings. 1If these
loans were three times the amount of shares, the credit union
would need to obtain 75 percent of its funds from external
sources. Thus, rather than net savings, the shares represent a
compensatory balance to qualify for the loans and significantly

increase the effective interest rates paid by the borrowers.
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For example, if the loan-to-shares ratio is 2:1 and the nominal
interest raté is 15 percent, the effective rate is 25 percent.
Expansion of these credit uvnions in Latin America thus has
had to rely on considerable donor support in order to fulfill the
expectations of members to obtain loans larger than their share

een .

o

holdings. Eventuallv, however, external assistance has
mostly phased out, while there has been little recuperatioa of
funds previously disbursed. Rather than increasing interest
ratas explicitly in order to ration credit, the credit unions
have reduced the loan-to-shares ratio accordingly, thus impli-
citly increasing the effective cost of the funds. This has
reduiced the gualitv of their service and many members have
decided to withdraw by requesting "automatic" loans for the
amount of their shares. Thus, much of the existing "capital"
of these credit unions would have to be compensated for the
defaulted loans, in order to ascertain the net volume of local
funds mobilization.

Deposit mobilization by the credit unions, beyond these
shares, has been jeopardized by the way the conflict of interests
among the members (borrowers versus savers) has been handled.

All gains from participation have been allocated through the low
interest rates charged on loans (and loose collection of loans),
while depositors have not received attractive rewards. What is
needed are new instruments to attract deposits as well as incen-
tives for some members to become net depositors. That is, credit
unions need to become less borrower-dominated and to incorporate

depositors in their administration. The OSU experiments show
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that changes in the composition of the membership induced by a
different interest-rate structure sharply increase loan collection
and improve performance in general. This transformation, however,
is not easy and it requires large doses of political persuasion,
training, institutional reforms and procedure and policy changes
similar to those needed by the agricultural development banks.
Fortunately, this can be usually accomplished by transformation
Srom within, since cradit unions are subject to less regulatory

tntrusions than the banking system.

Insti<uational and Informal Intermediaries

’l’

Ms consist toth of formal intermediaries and informal

'y

agents. Each one of these market participants provides services
that are legitimate and appropriate for different types of cl@ent.
Each one possesses specific comparative advantages that are re-
flected in the magnitude of the resulting transaction costs.
Non-financial agents (processing, marketing, exporting firms)
also provide useful financial services. Financial policies and
strategies must promote the development of all types of inter-
mediary as well as an efficient division of labor among them.
Very little is known about informal financial markets in
Latin America and the Caribbean.fi/ Borrowing and lending within
and across family units is common in the rural economy, while
moneylending is frequently linked to the roles of landlord and
trader. The landlord-moneylenders usually provide seeds and
other working capital to tenants and receive interest in kind.

The merchant-moneylenders extend advances to small farmers and
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purchase their crop. More complex informal savings and credit
associations and local bankers appear to be comparatively less
important in Latin America than in asia or Africa.55/ pawn-
brokers are found in several countries, but savings clubs are
of minor importance. Most important are financial arrangements
associated with major marketing channels: +tobacco, coffee,
cacao, and sugar cane2 processors and fresh fruit and vegetable
exoorters, as well as truckers, grocery stores, and input
suppliers. These agencies, like credit unions, represent effi-
cient retailers of funds, but are in turn very dependent upon
their links to other institutions specialized in the wholesaling
of fu.’ since their own rasources arz limited and sudject to
seasonal demands. Marketing-cum-credit intermediaries do not
mobilize deposits and flourish only if they have access to a
pvramidal network linking them to major sources of funds.
Because of their operations, however, they can provide some
financial services at low transaction costs and can control
loan delinguency. As a result, their relationships with formal
intermediaries are at the sam« time competitive and comple-
mentary.

With financial development, however, institutional inter-
mediaries grow faster than informal markets. Increased competi-
tion lowers interest rates on loans and increases returns to
depositors. Complementarity results from the pyramiding of
financial relationships: borrowers from institutional interme-
diaries may be in a good position to, in turn, informally lend to

others, more costly to serve for the formal agency. 1Interactions
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between formal and informal agents further reduce fragmentation
and integrate financial markets. Such dynamic connection lowers
transaction costs and increases access to financial services.

In the past, government intervention has been directed toward

the elimination of the informal sector, ignorinag the importance
of its services, The close regulation of the formal sector,
moreover nas reduced its ability to compete with the moneylender.
This strategy has not been satisfactory. A new policy approach
must recognizas and promote the intricate and wide-ranging
relationsnips among several xinds of financial agents in a

closely integrated markerc.

Conclusion

The provision of rural financial services is a difficult and
expensive task. The obstacles presented by the special nature of
the rural econcmy can conly de overcome with a major effort of
policy reform, institution building, and technological change.
Although much has been learned during recent experiments in RFM
development, the task ahead i1s complex and demanding.

First, an appropriate policy and regulatory environment has
to be created., 1If this environment is not hospitable, rural
financial inctermediaries will not grow. Positive real rates of
interest on deposits and loans, less of the special and differen-
tiated rediscounting programs and isolated lines of credit, and
more limited targeting must be among the major goals of financial
policy reform. Development strategies that promote growth of

rural incomes are also crucial.
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Appropriate policies, however, are not a sufficient condi-
tion for the expansion of RFMs. Given the magnitude and disper-
sion of transaction costs, which exclude many potential rural
depositors and borrowers from access to financial services, new
production functicns of financial services are required. Only
low-cost technologies for deposit mobilization and loan disburse-
ment will make rural financial intermediaries viadble and will
increase rural access to finance. Very little effort has been
devoted to financial innovation, perhaps because the pavoifs were
limited under financial repression. As financial policy reforms
provide the appropriate incentives, however, new tachnologies
will be needed. viable, complete, low-cost instituations will
have to be developed, to adopt and expand the use of the new
technologies and provide the market linkages that guarantee the

smooth operation of the whole system.
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