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All modern economies, be they 
run by plans and quotas or by
 

markets and incentives, need financial markets. 
 Without them the
 

transactions costs of 
barter would strangle exchange and make it
 

impossible to 
run a modera economy. There is 
also widespread
 

agreement among policy makers of virtually all political
 

persuasions that 
rural financial markets (RFMs) ought to be used
 

heavily to promote agricultural production and to distribute
 

subsidies. In countries as diverse as 
Brazil, Nigeria, Thailand,
 

Nicaragua, and Iraq agricultural credit programs have led rural
 

development efforts.
 

This emphasis on agricultural credit has not been free of
 

oroblems, however. 
Many of these programs have required large
 

amounts of money, loan recovery has often been disappointing, the
 

rural poor have had difficulty in getting access 
to cheap loans,
 

and it is luiclear if large increases in the supply of formal
 

loans have accelerated agricultural development. It is even more
 

disappointing to find that many of 
the financial intermediaries
 

conducting these programs 
are not self-sustaining.
 

In the following discussion we 
argue that, in part, these
 

problems result f'on 
over-use of financial r :_kets. 
 We ccnclude
 



2
 

that employing these markets to transfer subsidies results in
 

inequitable distribution of incomes and assets, that targeted
 

loans have little effect on borrower behavior, and that loan
 

targetinq and subsidies moved throuqh financial markets seriously
 

damage the ability of these markets to carry out their primary
 

role of helping to allocate resources erficiently, a topic to
 

which we ncw turn.
 

Finance and Resource Allocation
 

The slibtle nature of financial intermediation obscures the
 

role it plays in resource allocation: a role performed throiigh
 

the transfer of claims on resources, and ultimately productive
 

resources, from firms and households that have surplus resources
 

to those with deficits. This, in turn, accelerates specializa

tion and allows producers to increase trade and flex comoarative
 

advantages. This role is otrongay affected by the economic
 

conditions of RFM clients as well as financial market policies.
 

Because financial institutions are highly levered and are
 

purely in the service sector, their health strongly depends on
 

the economic vitality of their ciients. A dramatic demonstration
 

of this is the financial difficulty recently experienced by the
 

Farm Credit System in the United States. Several years ago this
 

system was admired for its financial strength and efficiency.
 

The recent shard declines in farm income ana land values in the
 

U.S., nowever, have debilitated this system and forced it to seek
 

government help.
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Various government regulations further shape and limit what
 

these market can do (Johnson). Reserve reauirements on deposits,
 

for example, effectivelv tax deposits, thus discouraging
 

intermediaries 
from oromoting these activities. Some
 

intermediaries may be prohibited by 
.taw from opening new
 

branches, oroviding certain services, or extending services in
 

specified geographic areas. Government restrictions on interest
 

rates that can 
be oaid and received by formal intermediaries
 

further constrict RFMs.
 

If financial instruments were abolished, the searching costs
 

of surplus and deficit units making contact and exchanging goods
 

and services through barter would be prohibitive for most firms
 

and individuals. 
 In addition to reducing the tran-;actions costs
 

of exchange, a financial system also facilitates movement of
 

goods and services among parties who are far distant from each
 

other. It does this by mobilizing claims on resources (deposits)
 

from units that are surplus, and allocating these claims to units
 

that have too few resources (loans). When these ciaims are 
spent
 

in product and factor markets, a reallocation of resources occurs
 

from surplus to deficit units.
 

Policy makers often apply stereotypes to rural households and
 

firms, thus overlooking their heterogeneity. Differences result
 

from variations irn climate, land, access to transpcrtation,
 

sources of income, enterprise mix, family size, manager capabi

lities, and luck. Also, because of 7he 
ebbs and f-ows of
 

agricultural production, it is common for a rural firm to be
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one time and tnen have excess liquidity at
short of liquidity at 


o-her timc.s. Typically, these disparities across firms, and
 

within firms over time, increase witn development. The life
 

cycle of rural firms and the breakdown of extended families add
 

to the need ror financial markets.
 

also reflected in maior differences across
Hezercce:.eitv: is 

rural units in marginal rasZs cf return to operating exoenses, 

investments, and ccnsurmucion (Melter and Alicbusan). Barter may 

ancallow a fEw (onticuous unic to exchange goods and services 


thus narrow these differences among oartzcioating units.
 

Informal finnnciai markets allow a larger circle of peoDle to
 

excnange coods and ser-nvices, but the extent of these markets is
 

limited to the cei-sonal acoaaintances of the lender and it is
 

difficalt fo= tese inter meiiaries to offer deposit services.
 

Only an intzecra a crmaI R]hM can intermediate anona individuas
 

who are widelv searated, and at the same time also offer the
 

secua-ity necessary ,c,attract substantial deposits.
llauidity ano 


What does an economy lose if its formal financial market is
 

fragmentedi or ooriv d-velouei (Shaw)? While difficult to
 

measure, there are substancial costs to an economy when
 

heterogeneoDus units are not connected by efficient RFMs. A
 

simple t;o-ffirm example may illustrate these losses. Assume thai
 

too distant from each: other to exchange
firms "D" and "S" are 


informal intermediary. Further
throuch barter or through an 


iattle ltauidity to cap)italize on high
assume th. "D:' has too 


available oroductive investments,
marginal rates of re2turn on 
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while "S" has excess liquidity and expects low marginal 
rates of
 

return on all 
intra-firm investments. 
 Without financial
 

intermediation, "j" is 
forced to under-oroduce for lack of
 

additional claim on 
resources, while "S" is 
forced t:_- consume 

surplus goods or to invest them in activities that yield low
 

rates of return. 
Access to an efficient financial system allows
 
"S" to avoid low return consumTjtion or investment actilrities
 

through increasing deposits witn an 
intermediary. 
 If, in turn,
 

the intermediary grants a loan to 
"D" out of the funds deposited
 

by "S", "D" can use 
these claims on resources to purchase inputs
 

that increase his, as well 
as society's, output. 
 If fanancial
 

markets are redressed, or are shallow, and connect only a 
few
 

firms or households in 
a society, the resulting losses in
 

aggregate output 
can be substantial when millions of units are
 

involved. 
 Assisting in this reallocation of 
resources is the
 

most imoortant contribution that financial markets make 
to
 

development.
 

Limitations of RFMs in Distributinqc Subsidies
 

Virtually all countries attempt to 
use financial markets to
 

help the poor. In some 
cases concessionary credit is 
the
 

principal gove-nment orogram aimed at 
alleviating rural 
poverty.
 

There are 
three ways in which loans help a borrower: through the
 

income transfer embodied in a concessionary interest rate,
 

through an 
income'transfer realized by borrowers who steal all 
or
 

part of 
their loans, and twrough the increased net income
 

oroduced by the borrower on 
resources 
bought with borrowed funds.
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If interest rates on loans are fixed be.ow the rate of inflation,
 

or if substantial amounts of loan default are tolerated, and if
 

credit programs are large, these income traisfers can be 

substantial.
 

There are serious drawbacks, however, in using RFMs to
 

redistribute income to the poor. These marnets are ill suited,
 

for at lenz three reasons, to be fisca. agents for the poor.
 

First, and most imoortantly, any subsidy tied to a loan is always
 

proportional to the size of the loan: large loan, large subsidy;
 

small loan, small subsidy; and no loan, no subsidy (Gonzalez-


Vega). Since loan access and size of loan are highly correlated
 

with income and assets cf borrowers, loans are a regressive tool
 

for distrabuting subsidies.
 

Second, the prcblems mentioned above are not resolved by
 

charging lower interest rates on small loans than on large loans,
 

or by bei4g permissive on loan defaults among borrowers of small
 

amounts, while taking a hard line with borrowers of large
 

amounts. This strategy presents a perverse set of incentives to
 

lenders. Cn the one hand, the policy makers are telling the
 

intermediary that lending to the poor has pricrity. On the other
 

hand, to effect the income transfer policies are set so the
 

intermediary is forced to caarge the lowest interest rates and
 

absorb the highest default rates on those loans that are most
 

costly to service per unit of money lent. This is asking the
 

lender to commit financial suicide, regardless of who owns the
 

institution. Lenders who fail to cover their costs of lending,
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the capital erosion due to inflation, and the loan losses with
 

interest receiots become mendicants for oublic assistance, or
 

collanse. This, in turn, makes lending more susceptibie to
 

politicians, allows those with political power access 
to conces

sionary funds, and undermines the financial integrity of the
 

lender.
 

It is unrealis3tic to believe that those with economic power
 

will long tolerate subsidies in which they do not participate.
 

The intermediary's desire to sustain the institution by reducing
 

costs coincides with the interests of the economically powerful
 

to capture the bulk of subsidies in financial markets. These
 

forces have resulted in the concentration of cheap loans in the
 

hands of the relatively well to do in most countries under
 

virtually every type of political regime. There are toc many
 

widely scattered participants in RFMs and too many transactions
 

for any central auth-rity to force those with power inside
 

financial institutions to do something that is not in their self
 

interests.
 

The third argument against using RFMs to transfer subsidies
 

has to do with potential deposits (Vogel). If interest rates are
 

low on loans, this forces intermediaries to pay an even lower
 

rate of interest on deposits. The subsidy for the fortunate
 

borrower is piiid for by a "tax" on individuals who hold deposits
 

receiving a repressed interest rate, or by those who would
 

deposit money if the rates were higher. The rural poor are
 

affected more by thes;e taxes on deposits than are the well-to-do
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because they have fewer savings alternatives. 
The small amount
 
of savings available, deficiency of 
information, and 
lack of
 
nhysicai 
access 
to 
other savings alternatives force the rural
 
poor to 
ho-d their savin;s in 
cash, small animals, crop
 
inventories, and in deoo<; 
recardless of 
the expected rates 
of 
return A* tne same tim t noe with more income can buy land, 
cattle, gold, and buli dics if th-2 rates reirn fromof .. C.cs.zs
 
are low. Thus, the wejl-to-do can avoic 
most of 
the "tax" on
 

depos>it. wri th.le Poor cannot. 

While often well 
intentioned, attemipts 
to use RFMs as fiscal
 
agents to 
neine the ocor 
have effects similar to bleeding a
 
patient to 
treat 
 brok' Leg.
n e 
 treatment
Not only does the not
 
relieve 
the prcol-, 
but it also has important adverse side
 

effects.
 

Limitations of 
Tar-,ete 
 Lar
 

in addition to 
using financial markets as 
income transfer
 
agents, it 
is also common for governments to 
target loans for a
 
crop, an input, 
or investment. 
 These loans often carry
 
inducements such as 
low interest 
rates and repayme:nt grace
 
periods. The 
two key assumptions behind targeting are: 
that
 
indivicuais 
can 
be brnb..d into doing what they would otherwise
 
not do, or dc 
too slowly, through concessionary loans. 
 And, that
 
most individuals targeted are too short of liauidity to make a
 
desirable investment without a 
loan.
 

Usually, targeted credit programs move 
through concessionary
 
rediscoui.-
 lines in central banks. 
 In some 
large countries,
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Indonesia for exammle, there may be hundreds of these lines aimed
 

at rural areas. Even in small countries, it is not uncommon for
 

the central bank to offer dozens of these lines. Each line is
 

aimed at a target group, area, or activity, and each carries its
 

own reporting reauirements and lending terms.
 

The homed-for results of rgeting are two: an interest-rate
 

effect and a loan-volume effect. For examole, it is hoped that
 

low interest rates on fertilizer loans will induce borrowers to
 

use more fertilizer than they would if higher interest rates were
 

charged. Or, that concessionarv interest rates on loans made to
 

rice farmers will induce them to produce more rice than they
 

would otherwise grow. The key assumption here is that the price
 

of the loan directly affects the relative profitability of a
 

targeted input, investment, or enterprise.
 

A critiaue of the interest-rate-effect argument requires
 

understanding the sources and uses if liquidity in rural bor

rowers. Almost all farm households have multiple enterorises and
 

sources of inccme, only part of which may be agricultural. These
 

enterprises and the inouts used in them frequently have a
 

relatively high degree of substitutability. Most farmers decide
 

on their mix of enterprises and the oroportions of inputs to use
 

based on product and input prices, plus the contribution of
 

inputs to production. Likewise, most farmers have multiple
 

sources of liauiditv.
 

Since sources aid uses of licuidity are hic
 

interchangeable--fungible--there is no reason to expect any
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assumptions that they decree formula loans 
to fill farmers'
 

"credit neea3."
 

How much simnder development would be if 
these assumptions
 

mirrored reality. Tremendous diversitv, rather 
than simole
 

stereotypes, however, tvify rural 
firms and households. One
 

farmer may expect a high marginal rate of return from the
 

targeted activity, but expect even higher rates 
of return from
 

other investments. 
 At the same time, his neighbor may have
 

excess liauidity, face low marginal rates of return from all
 

potentidl investments, and thus, place priority on using any
 

additional liauid.4tv for consumotion. The fungibilitv of
 

financial instruments, and the possibility for borrowers 
to
 

exercise financial substitution, make it 
very difficult to assign
 

cause and effect among loans and targeted activities.
 

These problems are compounded by multiple motives for taking
 

a loan. 
 One cannot assume that all of the amount borrowed goes
 

to the targeted activity. Some individuals may Dorrow large
 

amounts because of the 
subsidy provided by negative real rates of
 

interest, or tnrough casual 
loan recovery. The demand for these
 

soft loans is essentially infinite, and the desire 
to borrow has
 

only a weak relationship with the rates of 
return that borrowers
 

expect from a t2
,:gcted activity. 
Under these conditions,
 

borrowers who are 
preferred by the intermediaries may obtain
 

funds far in excess of 
the amounts they would otherwise use.
 

Two recent country examples illustrate the tenuous
 

relationship between interest rates and loan volume, on 
the one
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to those who have the highest rates of returns, a topic that 
is 

treated next. 

Conflicts Between Loan Targetina and Resource Allocation 

Targeting affects lenders in unanticipated ways; it forces 

them to allocate loan subsidies regressivelv, forces them to
 

incur more transactions costs 
in making loans, and distorts their
 

financial innovations. Even worse, targeting causes 
the
 

financial system to be less effective 
in carrying out its normal
 

function of reallocating resources surplus and deficit
amoncr 


units.
 

Providing rural financial services is expensive, as evidenced
 

by the unwillingness of many intermediaries to do it without
 

being forced. Small transactions, transportation costs, and
 

uncertainties in farming increase these costs. 
 Loan targeting
 

further increases these costs through adding lines of credit and
 

reporting. as well 
as distorting the information flows through
 

financial systems. This happens at 
the expernse of monitoring
 

loan recovery, controlling costs, and discovering cost-reducing
 

technoloQies. Often, for 
example, the intermediary has up-to

date infzrmation on the amount of fertilizer supposedly purchased
 

with 
i line of credit, but is unable to determine the -recovery
 

status of these loans or the intermediary's cost of ma<ing them.
 

Targeting forces RFMs to contract, uses resources that might
 

be better employed elsewhere, ano forces RFM managers to prepare
 

.~Dorts on targeting activitaes ..
at are not use-ful for efficient
 

management of 
the financial institution.
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thus, are 
forced to 
hold them in 
forms that provide low returns
 
or to consume 
them. In eitner case, 
resources 
are less
 
efficientlv allocated than thev would be 
if financial markets
 
offered attractive deposit alternatives. 
 In extremne- cases,
 
extensive loan targeting at high>y concessionary terms, throuah
 
rediscount lines, destroys the ability and willingness of 
the
 
financial system to 
intermediate among surplus and deficit units.
 

Extensive use of banks and cooperatives 
as fiscal agents and
 
as 
retail outlets for central banks also undermines
 

Professionalisin and waros 
the or entation of 
intermediaries.
 

Loan officers who mainly handle ;ormula, targeted, and
 
politically flavored loans do not 
develop skills necessary to
 
lend 
on the basis of creditworthiness. 
Also, it is 
 difficult
 
for employees to 
resist. taxing, through bribes, income transfers
 
that pass through 
their hands. Extensive use 
of rediscount
 
lines, moreover, 
forms a oatrona., finanzial system that sustains
 
itself by transferring favors granted by government to borrowers.
 
The reference group for 
RFM managers become the patron above,
 
rather than the borrowers and potential depositor below. 
The
 
former 
are cultivated and flattered, while the latter 
are treated
 
with contempt infl1cted on mendicants. Political 
intrusions into
 
intermediation, cliis 
feasts-and-famines in flows of 
funds through
 
the system, result in over staffing, serious loan recovery
 

problems, and low quality financial services.
 

Loan targeting also distorts research and evaluation. 
To
 
justify targeting, policy makers often ask about the 
impact of
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