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1. Introduction

Interes! rates held below market levels are common in low-income countries and have
a variety of undesirable results. reduction in savings, capital formation, and the effi-
ciency of investment; in farm credit programs they reduce smali-producer access to
productive growth and subsidize a few large producers.

Dunng the 1950s. lack of economic growth in the low-income countries (LICs) was
explained mainly in terms of a shorntage of physical capital and of a vicious circle of
poverty It was assumed tnhat a small capacity to save results from low income levels
which. In tumn, reflect low resource productivity. Low productivity was seen as a conse-
quence of the lack of capital, which was explainad in terms of the limiled capacy to
save. Many argued that capita! fermation plays a key role in economic development as
the means of breaking out of the circle.

Given the insuthiciency of individual savings, credit was seen as a major 100! 10
promote capial formation. Shortage of credit was recognized as one aspect of the
capital shoriage problem, as well as a conseguence of structura! deficiencies of the
banking system In particular, according to a typical LIC, less than 1 percent of the
tarmers have received abcut 80 percent of the rapidly expanding credit, about 15 per-
cer! have benefited from the remaining 20 percent, while over 80 percent have nol
shared In this process. :n addition, accumulating evidence on the poor results of many
rural credit programs has directed increasing attention towards an examination of the
impact of credit on agricultural output and productivity, on the rate of acoption of tech-
nological change, and on employment and the distributiors of income in rural areas.
Special emphasis has recently been placed by researchers on the role of low interest
rates. This paper atiempts to re-exanine the most important arguments or: the level of
interest rates in ight of the experience of the past three decades and of new theoreti-
cal contributions.

2. Importance of interest Rates

There are several reasors why interest rates have received much atiention: (a) inte-
rest rales are the most important relative price in a market economy; (b) interest rates
have been the most frequently contioiizd price; and (C) interest rate controls have
introduced the most widespread distortions in all markets of the economy. Like other
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prices in a market system. interest rates are signals which influence decisions: interest
rates affect more numerous, diverse. and important dectsions than any other price.

2.1, The Price of the future

In the most fundamental sense, interest rates are the price of the futLre in terms of the
present. In this respect, they are a signal influencing the decisions 0 consume in the
present or in the future, i.e., the decisions to save, and also the decisions 1o produce
goods for present consumption or for future production. i.e., ~apital formation. To be a
good signal, interest rates must indicate the rate at which it is possible to transform
present resources into future production, a function of technology and of the availabihty
of resources. They must also reflect the rate at which the community is willing to
postpone consumption for the sake of more in the future, a function of the tastes and
neeas of the community.

It interest rates below equilibnum are Imposed, the terms of trade between present
goods and future goods are twisted. The fact ot life is scarse capital: but low interest
rates tell savers not to bother with saving, that the future is amply provided for, that
now is the ime to consume. The same low rates tel! investors that savings are plenti-
ful. and that high prices can ve bid for investment gonds to induce a transfer of
resources away from the production of consumables. Unfortunately, there can be no
Invesiment without savings. The conflict between the decisions of savers to save very
little and of iInvestors to invest much has to be resolved Oy admunistrative “‘rationing,”
Dy decisions on some basis other than the willingness of individuals to save and in-
vest. When interest rates are deprived of their (ole as a price that allocates resource
uses, capital remains scarce and resources are misallocated. Higher interest rates, on
the other hand, would tell consumers that the future is expensive and that sacnfices in
present consumption are well rewarded: and they would tell investors thal capitatl
goods are scarce and that they have to be economized.

In summary. interest rates atfect tne Inter-temporal decisions delermining savings and
investment. and through these they influence the rate of growth of the economy and
the leveis of activity ang employment as well as their stabifity.

2.2, The price of financial assets

Interest rates are also the prices relevant in financial markets. As such, they are a
signal intiuencing the composition of assets held by individuals. Savings can be incor-
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porated in gold. jewerly, housing, inventories of gooris, and in foreign or domestic
financial assetls Wealth holders ( ~mpare the retumns, risk. and hiquidity of alternative
assets. and choose a portfolio. The 'nierest rates paid on domestc financial assets
(bank deposits. bonds, shares. elc.) determine the extent to which these are incorpora-
ted into a wealth portfoho Thus they infiuence the nature of domestc savings and the
proportion of these savings mobilized for use n Investment through the domestic finan-
cial system

In high-income economies with reiatively intearated capnal markets. rates of return on
asse!s are farly uniform in the LICs, characlerized by fragmented capiai markets.
there are large diferences among rates of return, reflecung a poor correlation between
the investmen! opportunities and the endowment of resources and access 1o credit of
ditferent people Many producers with good opportunities to make nhighly productive
Investments cannot take aavantage of them for lack of access 10 resources, others,
with surplus resources. are forcec 1o devole them 10 investments with low returns.
Given tne resulting dispersion of rates of return. one additional unit of savings wiil have
a different impact on growin gepending on how 1t Is saved, 1.e., depending on the type
of asset choser for saving

Tne avaiiabiity of an easity accessible financial asset hke a tank deposii. which
earned a sufticientty hugh interest rate, wouig Inquce a revision of a farmer s portfolio
gecisions Investments with iow returns could be etiminated in excnange for acquiring
this rewarcding financial asset. The resources tnus hberated would, In turn, be
channeled by the financiai intermediary to other farmers who had betier investrnent
opportunities anc were wiiing for this reason to pay a sufficiently high interest rate
Obwviously, the ermination of projects with low returns and the financing of better ones
wou'la improve the aliocation of the nation's resources and promole its growth.

In summary. in LICs the movement of resources from inferior to better uses 1S as
important as tne accumulation of capital. Even those with a pessimistic view abou! the
interest-eiasticity of aggregate savings. 1.e.. who doub! that higher Interest woulC bring
about much more saving must recognize the roie that interest rates can play in chan-
neling the avaiabie savings tnrough the financial system to the best investment oppor-
tunities.

2.3. Tne price of capnal

Interest rates are alsc the price of capital. As such, they influence decisions concer-
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ning the choice of techniques. i.e., the proportions in which factors of production are
combined. as weil as the selection of investment projects. This s because capual
costs affect tot>! costs in accor 3znce with relative factor intensites. If interest rates are
too low. relatizely capital-intensive projects will become more profitable. and this will
be a signal to reduce costs by diminishing the labor intensity of production. This in-
creases the unempioyment and underemployment of iapor and tengs to concentrate
income distribution.

With a given stock of capital for the economy as a wnole. a greater capital intensity of
Ine sectors which obtain access 0 credil, Inducea by !ow interest rates, wiil requce ihe
avallabidity of capital for other sectors. Thus. whie the over-capitalizec sectors f.e-
quently operate below capacily. the unger-capitainzation of other sectors leads o their
low productivity ana low mncomes. contributing !0 economic duansm.

3. Interest Rates Have Been Too Low

Most LICs nave reguiatea the nominal interest rates paid and charged by their banks
and the institutions of the formal financial markels Real interest raies. after inflation
was discounted. have no! been controlied Most LICs have kept nominal rates fixed,
even in ine presence of sudbstantial inflation. and at levels which have frequently been
too low

Interes: rates nave been too low for several reasons (a) They have not reflected the
true scarcity, oppcriunity cost. or shadow price of capital (b) They have not equated
the supply ang demang for formai credit. instea. they have created excess demands
which nave required agministrative rationing to clear the market. These rationing pro-
cesses have nct resuitea in seiection of the best invesiment projects. because they
relied more on noneconcmic considerations, such as collateral, than on the profitability
of the projects financed. anc in any case they nave been very vuinerabie 10 the influen-
ce of pressure groups anc o the abuse of political power (¢} Bank interest rates have
been much lower than those prevailing mn informal markets. (d) In inflationary coun-
tnes. they nave deen negative in real terms, erratc. and unpredictable. thus reducing
the capacity of banks o mobilize savings. () They have not covered :he costs and
rsks associated with the admimistration of credit, frequently leading 1o operating losses
and eventually to the decapitatization of financial institutions. To remain financially via-
ble. many intermeaianies have restricted the. operations 1o the largest and safest bor-
rowers The low iending rates. in particular, have not covered the higher costs associa-
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ted with marginal clients. leading to the exclusion of the small, poor, or innovative
borrowers from credit access (1) Interest rates below cost have translerred a substan-
tial iIncome subsidy 1o the (not so poor) beneficiaries of nstitutional loans.

4. Arguments tor Low Interest Rates

A long-stancing traanion of opposition 1o usury based on moral economic andg legal
consigeralions, car be traced from the Babylorian Code of Hammurabi and Deutero-
nomy in the Oic Testament, through Roman Law, the rules of the Karan. and a variety
of meaeval European pronibitions Even today this tradition strongly Influences
attitudes anc regulations concerning interest rates. But while margina: rates of return
on capitai and rates of growth In natonal economies have rnisen significantly since
medieval imes, perceptions about the “"correct’” level of interes! rates nave changed
litie and stili infiuence economic policies in LICS.

The interest rate policies of the LICs have also been. in pan. a consequence of the
uncritical acceptance of Keynesian theories about unemployment. However. the con-
lroversiai Keynesian moael. even if appropnate for a mature industnalized economy
with & saturation of invesiment oppontunities. 1s not appiicabie to most LICs These are
Characterized no: by excess savings and a lack of investment opportunities. but. on
Ihe contrary. by numerous productive opportunities that cannot be taken aagvantage of
because of tne insufficiency of savings and the fragmentation of capital markets.
Unemployment in the LICs 1s 10 any case, more of a structural problem and a result of
market iImperfecions ana incorrect relative-price policies than it 15 the consequence of
excessive savings and lack of aggregate demand. Kevnesian theories. however. have
served as a convenignt rationaie for finance ministers wisning to attract a larger portion
of tne scarce savings towaras tne public sector at a low cos!

4.1 Reatiocznor of resources

Concervec inimally as a too: for tne stimulation of total investment. the regulation of
nterest rates has alsc become a tool for the reallocation of resources among seclors
Thus. specific interest rate poiicies. like those prevailing for the agricultural sector,
have been justiieo on tne grounas of a need 10 promote parucular activities.

Itis tfrequentiy arguecd tha! undereqguilibrnium interest rates are indispensable if cenan
investments are 10 occur Without the subsidy, it i1s claimed, such actvities would not
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take piace. Few inquire about the reasons why this would be tne case. A careful analy-
sis, however, would show that in most cases such activiies are not undertaken
because they are not profitable enough. Their low profitability may be the result of lack
of knowledge of a mcre productive technology, the unavailability of a key input of its
uncenain supply. the absence of a road to take the product to the market, or the very
nonexistence of any market. These constraints and bottlenecks cannot be removed by
merely granting credit — at equilibnium interest rates or lower ones.

The interest-rate subs:ay cannot create a nonexistent technology. the unavailable in-
puts. ine missing roads. or the absent markets. In such circumstances. granting credit
al ungereguibrium interest rates may make the investment opportunity appear to be
profitabie from the private point of view of the few privileged horrowers who receive the
underpriced loans. but it cannot correct the underlying absence of social profitability.

In summary i an activity i1s sufficiently profitable to be worthwnile. its returns wili ade-
quately cover the costs of the resources employed. In this case, the subsidy 1s not
neeceq (o promote the activity, and it becomes merely an arbitrary gift for income
reaistnbution. On the other hang, If the activity is not profitable, the subsidy obscures
this fact. but does not attack its causes. Many governments in the LICs have found
that the interest rate subsidy is an easy way to “promote’’ unprofitable activities. since
the price of loans can be lowered by decree, while the pubiic sector car avoid having
to face the more complex task of inducing the creation of the missing infrastructure,
markels. technologies. and inputs. Thus. while favoring particular groups with the sub-
sigy. they 'eave the fundamental problems unsolved. However, since credit is granted
10 aclivities which are basllically unprofitable, defaults and repayment problems begin
to affect the financial institution. which finds that it 1s increasingly difficult to provide
access o ihe unaerpriced loans even 1o the few borrowers favored in the initial stages
of the program Eventually, the program disappears. or the loan funcs become con-
centratea in the hands of a few large borrowers.

Sometimes it 1s argued that underequilibrium interest rates are requirec to compensate
for market impertections that lower the private returns of certain activities below their
social level. Such impertections do exist In the LICs, but economic theory shows tnat
when these impertections are not corrected with the appropnate policies, i.e., when
they are not corrected at their source, the attempted compensation introduces other
distormons. previously absent, which reduce efficiency and welfare. Few of the distor-
tions prevailing in the markets of the LICs are related to the price of credit; low interest
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rates, therefore, are very seldom the appropriate policy ic! correction. They introduce
new distortions particularly in connection with the choice of techniques and the aebt-
equrty ratios of firms, and further fragment capital markets.

4.2 Redistripuhon of income

It 1s frequently argued that 'ow interest rates are one of the few pohtically feasible
mechanisms for the redisinbution of income n the rural areas. Unfortunately. unaer-
equiibrium interest rates, as a redistnibution tool, are inethcient, since the same distri-
butive goals could be achieved at much lower social costs by other policies, and their
eftects lend to be perverse because. instead of actually helping tne achievement of
equity goals. low interest rates lead to a greater concentration of Income.

Interest rates are a pnice. and as such wey should reflect the true sociai value of the
resources transferred in a loan transaction. To the extent that this 1s not the case,
there I1s a free transier of rasources. an imphcit subsidy. When a rate of 10 percent 1s
charged for example. instead of a correct rate of 30 percent. which covers the oppor-
tunity cost of tne funds and the expected rate of inflaton. tor each aoliar lent there is a
gitt of 20 cents This subsidy influences income distribution In two ways. A direct effect
1s the amount of tne free transfer of resources: an indirect impact relates 10 the access
lo credit by different borrower classes and. theretor o their iIncome growth potential,

The direct impact of the subsidy 1s regressive First. in order 1o receive the subsidy. the
beneficiary must be one of the small proportion of the farmers of LICs who have ac-
Cess to institutional credrt. Second, the amount of the subsidy 1s directly proportiona! to
the size of the loan. Since there I1s a high correlation between loan size. on the one
hand. and wealh. social iniluence, and political power on the cther, the large tarmers
receive large loans accompanied by large subsidies. Medium-size farmers recewve
smalier loans ana smaller subsidies, while the poor tarmers get no Ioans and no subsi-
dies

The indirect impact of the subsidy may be even more imporant. In the capitai-shon
LICs. access 1o credit 1s a key 1o income growth. Those with access 1o external funas
can move beyond the constrants of self-financing into the expansion of their proaucti-
ve opportunities ana the aagoption of new technologies. Access 1o credit 1s comparable
10 access to land

In the presence of interest rates below equilibrium and of excess demand for loans,
access ‘o credit 1s determined by the rationing mechanisms adgoptea by financial inter-
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mediarnes. Most lenders treat loans to diferent borrower classes as diferent products
and differentiate among them in terms of administrative costs of iending and of nsks of
default. On the basis of these risks and costs, and in relation o potential revenues,
most lenders determine the proportion of their portfolios 10 be lent to aitferent borrower
classes and the size of ‘0ans to grant in each case Interest-rate policies significantly
influence these Jecisions

Underequiiibrium interest rates tend to separate borrowers inlo three classes: nonra-
tioned borrowers. usually large ang well known, who receive the amounts of creait
which they demanc at the going interest rate, rationed berrowers, usually smalier pro-
ducers. who receive loans of a smaller size than they demand at the low interesl rate;
and excluded borrowers, who are willing tc borrow but are not accepted by the bank.
When the interest rate charged covers the marginal costs of lending including a pre-
mium for nisk. borrowers rieec not be rationed in the sense of heing yivzi wans O a
smalter size than they wisn. Finaily, f the interest rate does not cover the average
variable costs ¢f iending to a class of borrowers, these borrowers are exciuded from
the porticho

Eisewnere | nave called this set of relationships the iron law of interest rate restric-
tions: as a ceiing of interest rates becomes lower and more restrictive as a conse-
quence of the increased cost of the subsidy, the size of loans granted to nonrationed
borrowers increases. since at the iower rate they demand more; the size of the loans
granled !o rationed borrowers dechines. since the lower rate covers risks and costs {0 a
lesser extent; and these views, the established financial intermedianies could not provi-
de agricuitura!l creait because therr objectives and institutional organization severely
limited therr aciity o meet the credit needs of the ruial seclor where productivity,
income. and savings levels were lowest.

The credil problem was percewved as structural, and the soiution as institutional. 1o
create special agencies to provide agricultural credrt in appropriate forms™ (United
Nations. 1951} Agricultural banks were created and instructed to expand credit at low
Interest rates Thus although the scarcity of capital was amply acknowledgea, credit
became "cheap by decree, while the new financial agencies were given limited pow-
ers 1o stimuiale and mooilize savings.

Over the past three decades credit has become one of the major components of stra-
tegies for rural development. In most LICs the volume of institutional agricultural credit
has grown rapidly, representing increasing shares of total nationat loan porttolios and
absorbing large portions of the external funds channeled by International agencies for
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tneir agricultural sectors Despite this expansion of credit voiume, however only a
small traction of the farmers in LICs have received forma! ioans

It has beenr estimatec that only abou! 5 percent of farmers in Africa and perhaps 15
percent of farmers in Asia ang Latin Amernica have had access to formal credit There
has been much concentration of these loaneg fu~ds In the nands of a few large far-
mers Frequently about 5 percent of the borrowers have received abou! BO percent of
the amoun's atsnursed This means thiat, more borrowers are excluced altogetner from
access 1o credit As a result credit portfolios are redisinibuted in tavor of the large
porrowe s Thus the jower the interest rate the large: 1ne subsidy transterred 10 a
smaler numoe- of progucers The reduced access 10 credit, on the other hand. means
fewer resources (¢ use anc lower income for the smali producer. who finds litie canso-
fatior in tne cower “ales cnargec

5 Conciusions

Exceptin a few unusua: circumstances. the arguments that justify the low-interest-rate
poiictes of the LICs are not vand Wnat 1s :mponant 1s access 10 credit The pohcies
that nave alternpted 1o keep the price of credit low have modified access in unaesira-
ble ways. anc nave aggravatec disiortions tnat work agams: ethiciency and welfare
These poncies tnerefore nave reguced tne allocative etiiciency of afiected economies
angc iner rates of growin o' savings and investment they nave endangered tne finan-
cial viaoihity of insitLtona lengers and contribuled 10 tne concentration of incomea in
tne rura: areas of LIZs Tne revision ¢! tnese pohcies 1< a necessary glthough not a
sufficient conaution for the progress 2! tne rura poor IN mMany low-INCoOMe Countries

POURQUOI! I.LA REFORME DES TAUX D'INTERET
RESUIIE
Des taux ¢ uiteré: inferieurs aux niveaux ge marche son! une expernence couranlte

cans mamis pays en voie ge aeveloppemen! (PVD] et causent ure serne ce resultals
ingssirabies
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Dans les annees 50, on essayait d'expliquer le marique de croissance econornque
des PVD en termes de manque ae capital et du cycle vicieux de la pauvrete On
supposail que le faible taux d'epargne etait di aux faipies niveaux de revenu qui. a
leur tour. indiquaient une faile productivite de ressources. Celte faible progucivite
etait consideree le resultat du manque de capital. qu on exphquait en termes Ze fawie
Capacile 3 epargner Beaucoup 4 'economistes soutenaient que la formanuon ge capiai
a un role fondamental dans le developpement economique puisque ele interrompt ie
cycle

A cause de iinsuthsance de l'epargne inciviguelie. ie creait etait vu comme NSt -
ment principal qui aurait su favoriser la formation de capitat et le mangue ce credit
suftisant etait considere comme un aspect du probleme du manaque de capital e! com-
me une consequence des insuffisances structurelles du systeme bancare De pdlus.
d apres l'opinion ge ces econ “ustes, les itermediaires financiers étabiis ne pou-
valent pas octroyer de creant ...ucole. parce que leur organisation et leurs opjeciits
limitaient beaucoup leur possibiite de faire tace aux besoins de credit au secteur agri-
cole ou la croductite. ie revenu et le niveau d'eparane etaient pws faibles que dans
les autres secteurs

Le provieme du creait etait vu comme un probieme structurei qui necessitait d'une
So!ution instiutionene. “creer des organes Speciaux pour ! octror gu credit agricole
aans une forme approoriee  On crea alors aes banques agricoles en ieur gonna!
comme but l'expansion au credi! a des taux redulls.

Les resuitats ge ces politiques ont ete partout decevants Les causes de cette failte
ne dependent pas teilement d'une mauvaise approche politque, mais des principes
theoriques qui en sont a la hase

A 'excaplion ae queiques Jircoslances paniculieres. les arguments avec lesquels on
cherche ge jusunier les poulaues de laux a'intere! reauits gans les PDV ne sont pas
vaiables. Le point imponant est ''acces au credit. Les politiques visan! a garaer le prix
au creait @ un bas miveau on! moaitie 'acces au creait de facon ingesirable ef ont
cause gaes aistorsions qui 2ntravent etficacite ge ! aliocaiion des ressources dans les
economies concernees el leur taux ge croissance de !epargne et 0es investisse-
ments, elles on! mine ia viabiite financiere des instituls de credit et contribue a la
conceniranice du revenu dans ies zones rurales des PVD. Une revision de ces politi-
ques esi cunc une condition necessaire. meme siansuffisante en soi. pour la promo-
lion ces couches les pius pauvres ge la population rurale dans ces pays
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