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Ohio State University

FOR ATLMOST THREE DECADES. FACUULTY AND STUDENTS AT THE OQHIO
STATE UNJVERSTITY (0Si) HAVE DEVOTED THEIR ATTENTION: (i) TO THER
ANALYSTS OF RUORAT FINANCIAL MARKETS IN DEVELOPING CQUNTRIES AND
(2) TO THE DFSTGN OF PONLICIES AND PROGRAMS TO TIMPROVE THE PROVI-
SION OF FINANCIAL SERVIZTES IN THE RURAL AREAS OF THOSE COUNTRIES.

TEROUGH RESEARCH (PARTICULARIY FIELD RFESEARCH), INSTITUTION-
AL EY¥PERTMENTS, TECHNICAL ASSISTANCE, AND POLICY DIALOGUE, QSO
HAS ACCUMUTATED A SUBSTANTIAL BODY OF THEORETICAL AND PRACTICAL
KNOWLEDGE ABOUT THESE MARKETS AS WELL AS CONSIDFRRARTE EXPERTENCE
ABOUT THEIR PERFORMANCE IN SEVERAL DOZEN COUNTRIES,

WiTH THE SUPPORT OF THE SCIENCE IMND TECHNQLOGY BUREAU OF THE
AGENCY FOR INTERNATIONAL DEVELOPMENT (AID), OSII HAS CHALLENGED
THE ASSUMPTIONS OF TRADITIONAL PROGRAMS, HAS INFLUENCED THE POL-
ICIES OF GOVERNMENTS AND DONORS, AND HAS DEVELOPED A NEW CONCEP-
TUARL FRAMEWORK FOR THE ANALYSIS OF RURAL FINANCIAL MARKETS AS
WELL AS A SET OF STRATEGIES FOR THE PROMOTION OF THEIR DEVELOP-
MENT.

A KEY COMPONENT OF THE 0OSU APPROACH (ALTHOUGH NOT THE ONLY
ONE) HAS BEEN ITS EMPHASIS ON THE CRUCIAL ROLE OF DEPOSIT MOBILI-
ZATION, THIS DIMENSION OF FINANCIAL INTERMEDIATION HAS BEEN
HIGHLIGHTED AND IS AT THE CORE OF THE RECENT COOPERATIVE AGREE-

MENT WITH AID.



ANOTHER SIGNIFICANT COMPONENT OF THE 0OSUU APPROACH HAS BREEN
ITS EMPHASTS ON THE IMPORTANCE OF TRANSACTION COSTS TN EXPLAINING
MARKFT AND INSTTITUTIONAL PERFORMANCE. CONCERN WITH TRANSACTION
COSTS HAS FOCUSED OSU'S ATTENTION TO THE NEED TO GENERATE COST-
RIUDNCTING FINANCIAT. TEZCHNOLOGIES TO RTACH MARGINAI. CLIENTELES WITH
FINANCTAl SERVICES.

BEST KNOWN TN THE PAST FOR ITS PERCEPTIONS ABROUT INTEREST
RATES, OSU'S FTRLD OBSERVATIONS CONTINUE TO CONFIRM THAT CREDIT
SUBSTDTES AR® POOR AND SOMETIMES PERVERSFE INSTRIIMENTS TO PROMOTE
TNVESTMENT, TO ACCELERATE TECHNOLOGICAL CHANGE AND, PARTICULARLY,
TO REDISTRIBUTE INCOME TOWARDS THE POOR.

THROUGH THESE EFFORTS, OSU HAS IDENTIFIED LESSONS THAT ARE
RELEVANT, NOT ONLY FOk RURAL FINANCIAL MARKETS BUT, AS THE MOST
RECENT RESEARCH SUGGESTS, ALSO FOR THE PROVISION OF FINANCTAL
SERVICES TO AL KINDS OF MARGINAL CLIENTELES (MICRO-ENTERPRISES,
NEW NON-TRADITIONAL EXPORTS) AND FOR THE PROMOTION OF FINANGCIAL
DEVELOPMENT IN GENERAL.

THIS SHOULD NOT BE SURPRISING: ON THE ONE HAND, THE 0OSU AP-
PROACH WAS DEVELOPED IN PARALLEL AND IN CLOSE CONNECTION WITH THE
NEW VIEWS ON FINANCE AND DEVELOPMENT PIONEERED BY SHAW AND MCKIN-
NON, ON THE OTHER HAND, 0OSU'S EFFORTS HAVE GONE BEYOND INTEREST
IN THE AGGREGATE FINANCIAL REPRESSION, MACROECONOMIC STABILIZA-
TION, AND FINANCIAL LIBERALIZATION ISSUES, BRECAUSE OF 0OSU'S AT-
TEMPTS TO ADDRESS THE SPECIAL PROBLEMS OF RURAL FINANCIAIL MAR-

KETS.



IN S0 DOING, 0OSU'S RESFARCH FAS ADDRD NEW DIMFENSIONS TO THF
UNDFRSTANDING OF THE MICROFCONOMIC BEHAVIOR OF PARTICIPANTS 1IN
FINANCIAT. MARKETS, OF THE DTFFICULTIES OF INSTITUTION RUTILNDTING IN
FINANCE, AND OF THF POLTTICAT. ECONOMY OF THF POLTCY DTALOGIE.
THIIS, 0sSU'S INSIGHTS ABROUT THFE BEHAVIOR OF DEPOSITORS, BORPOWRRS
AND INTERMFDTARTES HAVFE RBFFV CRTITICAIL TO UNDERSTAND THF CONSE-
QUENCES OF AGGRSGATRE OR PARTIAT, FTINANCTAL REFORMS.

BECAUSFE 0SU HAS BEEN CONCFERNFED WITH FINANCTAL PROGRESS AT
THE FRINGES OF CLIENTELES THAT TEND TO BR EXCLUDED FROM ACCESS TO
FINANCTAL SERVICES, A [.OT HAS BEEN LFARNED AROUT WHEAT IT TAKFS TO
PROMOTE FINANCIAL FXPANSTION IN DEVELOPING COUNTRIES,

IN THE PROCESS, O0OSuU HAS SUBSTITUTED A NFW, SYSTEM-WIDE PER-
SPECTIVE FOR THE MORE LIMITED TRADITIONAL VIEW THAT HAD REEN BE-
HIND THE DESIGN OF THE POLICIES AND PROGRAMS OF THE PAST. {SEE
CHART ONE)

THE NEW APPROACH TAKES A GENERAL-EQUILIBRIUM ViEW OF THE
PERFORMANCE OF RURAL FINANCIAL MARKETS AND MOVES AWAY FROM THE
PARTIAL VIEWS AND ACTIONS OF THE PAST. IN THE ECONOMIST'S JAR-
GON, A GENERAL EQUILIBRIUM FRAMEWORK HAS BEEN ESSENTIAL, FOR POL-
ICY EVALUATION. 1IN THE PRACTICIONER'S JARGON, A SYSTEMS APPROACH
IS ESSENTIAL FOR THE SUCCESSFUL PROMOTION OF FINANCE.

THE SCOPE OF INTEREST HAS THUS SHIFTED: RATHER THAN BEING
CONCERNED WITH THE DESIGN AND IMPLEMENTATION OF SPEGCIFIC CREDIT
PROJECTS, THE NEW APPROACH EMPHASIZES THE EFFICIENCY AND INTE-

GRATION OF MARKETS,



CHART ONE

RURAL FINANCIAL MARKETS

QLD VIEW

Apnroach

Partial
Scone:

Projects
Supoly:

Loans
Pricing:

Interest Rates
Organization:

Public Development Banks

Allocation:

Target Farmers
Restricted Uses

Evaluation:

Farm-Level Impact

Focus:

Market Imperfections

NEW VIFW

General

Markets

Financial Services
(Denosits)

Total Cost of Loans
Net Return of Denosits
Intermediation Margins

(Transaction Costs)

Financial Sector
Formal and Informal
Interlinked Markets

Rural Population
Integral Service

Market Integration
Institutional Viability

Incomplete Organization
Technological Innovations



THE ULTIMATE GOAIL OF FINANCTAL POLICY SHOULD RE: (1) TO
CREATE MARKETS, WHERE THEY DO NOT EXIST OR ARE INCOMPLETE, (2) TO
IMPROVF MARKET OPERATION, WHEN TIT TS IMPERFFCT OR DISTORTFD, AND
(3) TO US® MORT EFFECTIVELY THE POWER OF FINANCE TO INTEGRATE
OTHFR MARKETS IN THE ECONOMY,

WHILF TRADTTTIONATLLY. THR FMPHASTS HAS BEEN ON THE SHUPPLY OF
LOANS (AT LOW TNTEREST RATES, TO PARTTICHILAR GROMNPS), OS!II STRFSSFS
THE IMPORTANCE OF THE WHOLE RANGE OF FINANCIAL SERVICES: THR PRG-
VISION OF AN EFFICTIENT MEANS OF PAVYMFNTS, THE PROVISION OF ALL
THE DIMENSTONS OF FINANCTAT., INTERMEDIATION, AND THE PROVISTON OF
SERVICFS FOR RISK- AND RFSFRVE-MANAGEMENT,

IN PARTICULAR, O0OSU HAS STRESSED THAT THS FINANCIAL INTER-
MEDTATION FUNCTION PROVIDES VALUARLF, INCOME-AUGMENTING AND WEL-
FARE-INCRFEASING SERVICES NOT ONLY TO BORROWERS RUT ALSO TO DE-
POSITORS (THEREFORF, THE EMPHASIS ON DEPOSIT MOBILIZATION, WHICH
HAD BEEN NEGLECTED). OSU HAS STRESSED THAT DEPOSIT MORILIZATION,
BECAUSFE TIT DESTROYS LOW-RETURN USES OF WEALTH, IS AS CRITICAL FOR
ALLOCATIVE EFFICTENCY AS THE SUPPLY OF LOANS. 0OSU HAS STRESSED
THAT, BECAUSE OF THE POLITICAL ECONOMY DIMENSIONS OF INSTITUTION-
AL BEHAVIOE, DEPOSIT MOBILIZATION IS CRITICAL FOR THE VIARILITY
OF FINANCIAL INSTITUTIONS.

TRADITIONAL CONCERNS WITH CREDIT EMPHASIZED INTEREST RATES
AND REASONS TO KEEP THEM BELOW EQUILIBRIUM LEVELS. OSU HAS
IDENTIFIED ALL COMPONENTS OF FINANCIAL COSTS AND PRICES AS IM-

PORTANT IN SHAPING BORROWER AND LENDER BEHAVIOR.



TRANSACTTON COSTS ARE CRITICAL IN UNNDERSTANDING FINANCIAL
MARKETS. WHAT MATTERS TO BORROWING INVESTORS AND PRODUCERS IS

THE TOTAL COST OF THE FUNDS, INCLUDING FEXPLICTT TNT

8]

REST RATES,
IMPLTCTT RATFS, NON-TNTFRFST GO0OSTS OF RORROWING AND THE ASSO-

CIATED RTSRKS, Fi

R3]

7 RFSFARCH HAS SHOWN THAT FOP MARGTNAL (OLIEN-
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TELFS, THFSFE NON-TNTEREST COMPONENTS OF THE COSTS OF FUNDS ARFE
MORE TMPORTANT TKFAN INTFREST RATES, THUS, THE EMPKASTS ON LOW
INTFREST RATES HAS BEEN MISPIACED.

WHAT MATTERS TO DEPOSITORS IS THFE NET RETURN ON THERIR
SAVINGS. THUS, DFPOSTT MORTLIZATION EXPFRIMENTS SHOW THAT, WHTLE
INTEREST RATES CERTAINLY MATTRER, TRANSAGTION COSTS FOR DEPOSTITORS
AND THE QUALITY AND PERMANENCY OF THF SERVICE ARF ALSO CRITICATL,.

WHAT MATTERS FOR TNTERMEDIARIFS ARF THEIR PROFITS. THE DIF-
FERENCE BETWEEN INTERFST-RATE MAKGINS AND THE TRANSACTION COSTS
AND RISKS OF MOBILIZING FUNDS AND MAKING LOANS. POTENTIAL CLIEN~
TELES ARE EXCLUDED FROM ACCESS TO FINANCIAL SERVICES WHEN INTER~
MEDIATION MARGINS DO NOT COVER THE COSTS OF SERVIGCING THEM.

MOREOVER, 0SU FOR A LONG TIME HAS RECOGNIZED THAT, PAETICU-
LARLY TF THERE ARE INTEREST-RATE RESTRICTIONS, NON-PRICFE RATION-
ING AND QUANTITY-DRIVEN ADJUSTMENTS TAKE PLACE IN FINANGIAL MAR-
KETS. MY OWN WORK ON THE IRON LAWS OF INTEREST-RATE RESTRICTIONS
HAS ATTEMPTED TO IDENTIFY THE CONSEQUENCES OF PRICE AND NON-PRICE
RATIONING AND MARKET CLEARING ON INCOME DISTRIBUTION. GIVEN EX-
CESS DEMANDS FOR LOANS, RATIONING USUALLY DISCRIMINATES AGAINST

THE SMALLER AND RISKIER BORROWERS.



THE TRADITIONAL APPROACH EMPHASIZED THE SEARGCH FOR AN IDFAL
INSTITUTTONAT. TYPE AND THE CRFATION BY DECREF OF SPECIAT.IZED IN-
STITUTTIONS, MOST PROMTNENT AMONG THREM HAVR RZIEN THR PURLIC,
AGRTICUTNTURAT DEVFELOPMFENT BANKS,

QR0 FECOGNTZFS THAT FINANCIAT SEFRVICFS ARFE NOT KOMOGENFEONS
AND  THAT DIFFERENT TNSTTITHTTONAT. FORMS POSSFSS COMPARATIVE AD-
VANTAGES FOR THF PROVISTON OF SOME AND NOT OTHERS AMONG THESF HR-
TEROGENEQO{IS SERVICES, WHAT MATTERS IS THF PFERFORMANCE OF THE
WHOTE FTINANCTAL SYSTEM. NIMERODS AND DIVERSF MARKET PARTICTIPANTS

ARE CLOSETLY LINKED THROUGH FIOWS OF FINDS AND OF INFORMATION.

BORROWFRS TN ONE MARKET SEGMENT R

COME FLENDFRS IN OTHER MARKET

i1

SEGMFNTS. THE SAMF BORROWER SATISFIES HIS INVESTMENT-CREDIT DF-
MAND FROM ONE INTERMEDIARY AND HIS FEMERGENCY-CREDIT DRMAND FROM
ANOTHER, IN ORDER TO REDFEUCE KIS TOTAL COSTS OF FINDS, INTER-
LINKED MARKET TRANSACTIONS GENERATE ECONOMIES OF SCOPE AND REDIUGE
TRANSACTION COSTS FOR ALL PARTICIPANTS,

WHAT MATTERS IS THE PRESERVATION OF A HOSPITABLE ENVIRONMENT
IN WHTCH SEVERAL KINDS OF EFFTCIENT FORMAL AND INFORMAL FINANCIAL
AGENTS CAN COMPETITIVELY DEVELOP A DIVISION OF LABOR AND A NET-
WORK OF INTERCONECTIONS THAT IS OPTIMUM.

WHILE TRADITIONAL CREDTT PROGRAMS TARGETED LOANS TO PARTIGU-
LAR GROUPS AND FOR SPECIFIC USES, OSU HAS RECOGNIZED THAT VIABLE
FINANCIAL INSTITUTIONS NEED TO DIVERSIFY THEIR PORTFOLIO, IN OR-
DER TO MANAGE LIQUIDITY THROUGH TIME, REDUCE RISKS AND MINIMIZE

POLITICAL INTRUSIONS.



0OSil HAS EMPHASTZED THE FUNGIBILITY OF LOANS IN ORDER TO EX-
PLAIN THE LIMITED SUCCESS OF TARGETING. OSU HAS EMPHASIZED TRAN-
SACTION COSTS IN ORDFER TO IDENTIFY THE MAIN NRGATTVE CONSEQURENCES
OF TARGFRTING, THIS, WHTLE TOANS DTSRURSED HAVE NOT ENTIRFELY
REACHED TARGET GR=OUPS AND ADDTTTONALLITY TN FiNDS (JSF HAS RrTY
MIOCH LFESS THAN 100 PERCFENT, THF THTFRMFDIARTFES HAVF BEEN CRTIPPLED
BY SUPFRRVISION, REPORTING, AND OTHER RURTAUCRATIC RENITREMENTS OF
TARGETING.

IN SUM, SOCTAT. WELFARE AND FTNANCTAT. VIARILITY WTLI, INCREASE
WITH THE PROVISTON OF A WIDF RANGE OF FINANCIAT, SERVICES T0 A
NUMEROIUIS AND DIVERSE RURAI. POPULATION, IRRESPECTIVE OF OCCUPATION
OR FUNDS USE. WHAT MATTERS IS THE COST, QIUALITY, AND RELIARILITY
OF THE FINANCTAL SFERVICFS PROVIDFD. WHAT IS NEEDFD IS THE CREA-
TION OF COMPLETE, PERMANENT, AND VIARLE FINANGCTAL INSTITUTIONS.
TARGETING JOEPARDIZES THE ACHIRVEMENT OF THESE GOAILS.

THUS, RATHER THAN IN EVALUATIONS OF THE FARM-LEVEL IMPACT OF
LOANS, OSU CONCENTRATES ITS EFFORTS IN THE ASSESSMENT OF THE PER-
FORMANCE OF FINANCIAL MARKETS.

BEHIND THF NEW PERSPECTIVE, THERE IS A DIFFERFNT PERCEPTION
AND APPROACH TO THE PROBLEM OF ECONOMIC DEVELOPMENT. MANY DE-
VELOPING-COU'NTRY POLICIES WERE DESIGNED ON THE ASSUMPTION THAT
MARKETS ARE GROSSLY IMPERFECT AND THAT ALL KINDS OF GOVERNMENT
INTERVENTI@NS ARE NEFEDED TO CORRECT FOR THESE DISTORTIONS. THUS,
FORMAL CREDIT POLICIES WERE DESIGNED TO CORRECT FOR THE MONOPOLY

POWER PRESSUMABLY EXERCISED IN INFORMAL MARKETS.
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CHART TWO

SUPPLY OF FINANCIAI SERVICES
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THE SPECTAT. NATURE OF THE RURAT, ECONOMY EXPLAINS SOMF OF THE
DIFFICULTIES. POTENTTAL NEPOSITORS AND RORROWERS ARE VERY HETER-
OGENFOUS, THEY ARF GEOGRAPHICALLY DISPERSED AND I.FSS ACCFSSTRIE,
THETR TRANSACTTONS ARY VERY SMALT, AND THFY FACE HIGH RIZKS, IT
TS VERY DIFFTCHTT FOR  INTERMREDIARTYS FROM OUTSIDFE TUFRTR COMMIINT -
TiES TO ACQUIRE AND TNTRERPRET TINFORMATION AROUT THRTR CREDITWOR~-
THINESS.

THF CONSEQUENCFE ARF VFRY HIGH TRANSACTION COSTS, WHICH IN-
CREASE THE TOTAV, COST OF THE FIINDS FOR THE BORROWERS, REDICE THS
NET RETHURN TO DFEPOSTITS FOR SAVERS, AND DTMINISH THF PROFITABILITY
OF POTENTIATL INTFRMEDTARIRS, AS A RESULT, FEW TRANSACTIONS TAKR
PLLACE AND FINANCTAI. MARKFTS ARF SHATLOW,

INSUFFICIENT ORGANIZATION INCREASES THE COSTS AND RISKS oF
FINANCIAL TRANSACTIQNS, TF PROPFRTY RIGHTS ARE NOT ADEQUATELY
DEFINED OR EFFICIENTLY AULOCATED, GCOULLATERAL GCANNOT BE GENERATED,
IF CONTRACTS CANNOT BE SPECIFIED AND SUCCESSFULLY ENFORCED, ONLY
THE LEAST RISKY OF THE FINANCIATL TRANSACTTONS WILD TAKE PLAGE.

TF INFORMATION IS EXPENSTVE, UNREALIABLE, NOT ACCESSIRBLE,
THE MOST IMPORTANT INPUT IN FINANGIAT PRODUCTION FUNGTTONS WILL
BE MISSING, IF THERE ARE NO ROADS, PEOPLE CANNOT VISIT BANK
BRANCHFES. IF POTENTTAL CUSTOMERS CANNOT READ OR WRITE, COMMUNTI-
CATIONS ARE MORE COSTLY. IF THERE IS NO ADEQUATE SUPERVISION OF
THE FINANCIAL SYSTEM, DEPOSITORS WILL NOT BE SUFFICIENTLY PRO-

TECTED.



ALL OF THESE ORGANIZATIONAL DEFICIENCTES INCREASE THE COSTS
AND THE RISKS FOR ATIL PARTICIPANTS IN FINANCIAL MARKETS AND RE-
DUCE MARKFT SIZF.

ECONOMIC POTTCTFES WHICH REPRESS RURAT. INCOMES AND TNCRFASE
THREIR VARTARTLITY RINICT THI DFEMAND TOW DT~0S87T7 AND LOAN STRVYIARS
AND CONSTRATN THF GENERATION OF CREDITWORTHTINESS, THF STRENGTH
OF FINANCTAL INSTITOTIONS DE2INDS ON THE SOLVENCY AND DYNAMISM OF
THFETR CLTENTRLFA, FARMFRS WHO RFCETVF T.0W PRTICES TOR THEIR OQHT-
PUT, PAY HIGH PRTCES FOR THEIR IN2UTS, OBTAIN POOR YIELDS AND DO

NOT HaVFE ACCESS TO MARKFTS AND PURTTC SERVICES ARE NOT GOOD BANK

CLTINTS.
RIGID FINANGIAL POT.TCTES ALSO CONSTRAIN THE GROWTH OF FINAN-
GIAL MARKETS. FIRST, INFLATION AND DEVALUATION EXPECTATIONS,

COMBINED WITH TNTEREST-RATE CEILINGS, REDUTE THE NET REAJ. RETURNS
CN DOMESTIC FINANCTAL ASSETS AND LEAD TO CURRENCY SUBSTITUTION,
THE ACCUMUTATTON OF INFLATION HEDGFS, AND THE CONTRACTION OF THE
DOMESTIC FINANCTAL SYSTEM.

SECOND, THE FINANCING OF FISCAI. DEFICITS WITH BANK CREDIT
LEADS TO THE CROWDING OUT OF THE PRIVATE S3ECTOR IN LOAN PORT-
FOLIOS. THE FINANCIAI. SYSTEM CEASES TO BE AN INTERMEDTARY BE-
TWEEN PRIVATE SAVERS AND INVESTORS AND BECOMES A FISCAL TOOL TO
TAX FUNDS AWAY FROM DEPOSITORS TO FINANCE GOVERNMENT EXPENDITURES
OR GRANT SPECIFIC SUBSIDIES.

THIRJ, RESERVE REQUIREMENTS SIMILARLY TAX FINANCIAL INTEP-

MEDIATION.
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FOURTH., INTERAST-RATE CEILINGS FORCE INTERMEDIARIFS TO ADOPT
NON-TNTEREST AND NON-PRI1CE FORMS OF RATIONING THAT DTSCRIMINATE
AGATNST COSTLY ANT RISKY RORROWERS,

FTFTH, OTHER FORMS OF MARKFET REGULATTON FREQUENTLY UNDULY

RESTFTCT ENTRY,

REDICFE COMPETITION AND CONSOLIDATE OQLTGQAPSONTFS,
TNCRTASFE TRANSACTION C0OSTS AND CONSTRLIN OPPORTUNITIRES FOR THE
GRENERATION OF ECONOMIES OF SCALE AND RCONOMTIRS OF SCOPE,

FOR AL OF THFSE RFASONS, 0SU YAS INSTSTED ON THE NEFD TO
SURVEY AGGREGATR FINANCIAT AND NON-FINANCIAL POLICTES AS PART OF
THE ASSESSMENT OF RURAT, FINANCTAT. MARKETS AS WELI. AS ON THFE IM-
PORTANCE OF FINANCIAL RFEFORMS, WHEN NEZDED,

DESIGN CONTRIBUOTES TO THE SUCCESS OR FAILURE OF FINANGCIAL
INSTITITIONS, MULTIPLE AND INCONSISTENT OBJECTIVES REDUCE THEIR
VIABILITY. CREDIT IS NOT A TOOQOL CAPABLE OF SOLVING EVERY CON-
CEIVABLE PROBLEM TN OTHER MARKETS. UUNDIUE SPECTALIZATION IN-
CREASES RISKS AND THE POTENTIAI. FOR MORAI. HAZARD. 1IN PARTICULAR,
THE ARBRSENCE OF DEPOSTT MORBILIZATION SERIOUSLY WREAKENS FINANCIAL
INSTITUTTONS. SPECTALIZED RETAILERS OF EXOGENQUS FUNDS HAVE BEEN
PARTICULARLY UNSUCCRESSFUL,

SINCE INSTITUTIONAI. PERFORMANCE IS DETERMINED BY THE BE-
HAVIOR OF MANAGERS. EMPLOYEES, AND CUSTOMERS AND SINCE DIFFERENT
OBJECTIVES GUIDE THEIR ACTIONS, IF THE SET OF INCENTIVES IS NOT
CORRECT, THEIR BEHZVIOR WILL ENDAGER THE INSTITUTICN OR WILL LEAD

TO UNEXPZCTED, UNDESIRED RESULTS FROM REGULATION.
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UNLESS AUTHORITY FOR FVALUATING CREDITWORTHINES AND FOR COL-
LECTION OF LOANS IS GRANTED, “HE INTERMEDIARY WIT . BE CRIPPLED,
UNT.ESS ACCOUNTARILITY IS SPECIFIFED, AGFENTS WILI NOT PERFORM IN
SOCIETY'S BEST TINTERESTS.

FINATLY, COST-RFDUCING INNOVATIONS ARF NFEDED TO TNCGREASE
ACCESS TO AND TIMPROVE THE QUALITY OF FINANCTIAL SERVICES. ONCFE
MARKET STGNAT.S ARF APPROPNTATE AND PRICES ARF RIGHT, ZONCERN
FACUSES ON THE MAGNITUDE OF THE S PPLY RESPONSE: HOW SOON, WITH
WHAT TNTENSTTY, AND TN WHAT ARFAS WILL FINANCIAL SFRVICES EXPAND
AS A RFSPONST TO THE NFW SET OF TNGENTIVES, FINANCTAT. TECHNOLO~-
GIFS ARF A MAJOR CONSTRAINT HERE.

INCORRRECT INCENTTIVES HAVRE STUNTED FINANCTAL INNOVATION IN
TEF PAST. WRONG ASSUMPTIONS HAVE CHANNELLED INSTITUTIONAL IN-
NOVATION IN THE WRONG DIRECTIONS, ABRSENCE OF PROFITARILITY OF
FINANCIAI INTERMEDIARIES HAS DISCQURAGED EXPERIMENTATION AND
PRODUCT DEVELOPMENT, IF ONE WANTS TO REACH MARGINAL CLIENTELES,
TECHNOLOGICAL CHANGE IN FINANGIAI. PRODUCTION FUNGCTIONS WILL BE

ESSENCIAL.



THE MOST RECENT COOPERATIVE AGRREFEMENT WTTH ATID WAS RASED
UPON THE PERCFPTION TFAT DFPOSIT MOBILIZATINN PRESENTED A CON-
SIDERARLE SCOPE FOR INNOVATTION TN RURATL FINANCIAL MARINETS,

SPECTALLY AMONG THOSF WITH LOWRR INCOMFES AND STATIONARY

PRONUICTIVT ORPRPORTINITIES, TH

113

DEMANTD FOR FINANCTAT SERVICES IS
ESSFENTTALTY A DFMAND FOR DREPOSIT FACTLITTIES, THAT TS, A DEMAND
FOR A SAFE AND CONVENTENT MRANS OF MANAGING LTQUID ASSETS. FRE-
QUENTLY, THERF ARF MORF DEPNSTITORS WITH ACCESS T FINANCTAT, TN-
STITUTTONS THAN THERE ARE BORROWKRS, NEPOSTITS PROVIDE AN FENTRY
POTNT TNTO FORMAT. FINANCF UNDER THE CONTROI. OF THE SAVER AND THFR
DEFOSIT CONNECTION EVENTUALLY FACTLITATES ACCESS TO LOANS,

FROM THF PERSPECTIVE OF POTENTTIAL BORROWERS, THFREFORF, DF-
POSIT ACTIVITIES CONTRIBUTE TO THE GENERATTION OF CREDITWORTHI-
NESS., FROM THE PERSPECTIVE OF THE INTERMFDIARY, DEPQOSIT MORBILI-
ZATT" INCREASES VIABILITY AND INDEPENDENGCE.

0STl HAS CONDUCTED SEVERAL FEXPERIMENTS IN RURAL DEPOSIT MO-
BILIZATION IN RECENT YFEARS. SEVERAL LESSONS HAVE BREEN LEARNED.
(SFF CHART THREE) FIRST, 7YTHE AMPLE AVAILABILITY OF FINANCIAL
SAVINGS IN THE RURAL AREAS OF DEVELOPING COUNTRIFS HAS BEEN CON-
FIRMED.

SECOND, DEPOSITS HAVE RESULTED FROM REDUCED PRESENT CONSUMP-
TION AS WELL AS FROM PORTFOLIO REVISIONS AND ASSET TRANSFORMA-
TIONS. THUS, MORE SAVINGS HAVE BEEN GENERATED AND BETTER WEALTH

USES HAVE BEEN PROMOTED.
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CHART THREE

DEPOSIT MOBILIZATION

Availability of Rural Financial Services:

Savings
Non-Financial Assers

5

Financial Assets
Demand for Dennsit Services:

Net Return to Depositors
Interest Rates
Transaction Costs

Risk

Asset Characteristics

Supnly of Denosit Services:

Institutional Scone
Branch Networlk
Customer Relationship
Staff Incentives

Political Fconomyv:

Borrower Domination
Patronage
Donors

Second-Generation Problems:

Ligunidity Management
Portfolio Management
Loan Collection
Information Management
Competitiveness
Pricing and Costs

Procedure:

Technical Assistance
Local Research
Policy Dialogue
Experimentation
Dissemination
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SURSTITHUTIONS AMONG FINANGIAI, ASSETS HAVFE BREEN MINOR IN
RIRAL DEPOSIT MORILTIZATION PROGRAMS, GIVEN THE TLIMITED ACCRESS TO
SUCH ASSKETS PREVTOUSLY FENJOYED BY THIS POPULATION,

THIRD. A STRONG DEMAND FOR DEPOSTT SKERVTCTS HAS BERN DF-
TECTED.  ALTHOUGH POSTTIVE TNTTRFST RATES TN RFPAT. TRRMS HAVF REEN
AN TMPORTANT NETIRMINANT OF THT MAGNITHDE OF TEIS DEMAND, OTHER
FACTORS HAVE REZN SIMITLARLY CRUCTAI, THFE MOST PROMTNENT HAS RFEN
THE ROLE OF TRANSACTTION COSTS FOR DEPOSTTORS.

GIVEN THE SMALLT, STZF OF DFEPOSTTS ANND WITHDRAWAI.S, TRANSAC-
TION COSTS HAVE A MATOR INPACT ON THE NET RETURN ON DEPNSITS FOR
SAVERS, SIMILARLY, HIGH TRANSACTION COSTS AND RISKS HAVE BFEN
ASSOCIATED WTTH THE HOLDING OF OTHER ASSETS IN THE RURAT, ARFAS OF
DEVELOPING COINTRTES, THUS, A REDIUCTION IN THE RISKS AND TRAN-
SACTION COSTS OF HOUDING WEALTH AND TN MANAGING LIQUIDITY HAS
BEEN A POTENT INCENTIVE TN DEPOSIT MOBILIZATION EFFORTS. SMALL
MINIMUM S1ZE, DIVISTIBILI'TY, AND GOOD SERVICE HAVE BEEN TIMPORTANT
ITNCENTIVES, TO0O0,.

FOURTH, DEPOSIT MORIT.IZATION HAS STRENGTHENED FINANGTAL, IN-
STITUTIONS WHERE THE NEW SERVICE HAS BEEN INTRODUCED. THIS HAS
BEEN THE CASE WITH BOTH BANCO AGRICOLA AND SEVERAI. CREDIT UNIONS
IN THE DOMINICAN REPUBLIC. LOAN COLLECTION PERFORMANCE, IN PAR-
TICULAR, SUBSTANTIALLY IMPROVES. EXPERIMENTS IN OTHER COUNTRIES

CONFIRM THESE FINDINGS,
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FIFTH, DFRPOSIT MOBILIZATION HAS BREN COMPARATIVELY EASY FOR
FINANCTAT, INSTITHTTONS WHICH ALRFANDY POSSRTSSFD A NFETWORK OF
BRANCH=S AND OF TINXNS TO AN EXISTING CLIANTRLF IN TYHF RIIFAT,
ARFAS, THTS WAS THF CAS® OF BANCO AGRTICOLA TN THE DOMINTGAN RF—
PIU3LIC,

AFTFR TLFSS THAN THRRF YFARS, THTS TINSTTTHTTON MANAGRD TO AT~
TRACT OVER A0,000 SAVINGS DRPOSITS, VALISD AT OVIR 15 MITLION
U.S. DOLTARS, AT AIMOST NO MARGINAI. COST TO THF BRANK. THAT 1S,
ADDTTTION OF THE NFW FUNCTION REQUJIRED THRE HTRING OF ONLY THRER
NFW FEMPLOYFFS TN THR WHOT.F NFTWORX., THTS WAS POSSTRIF BECAIISF OF
UNUTILIZED CAPACITY AT FEXISTING BRANCHES.,

DEPOSIT MORTLIZATION HAS ALSO BFEFN GCOMPARATIVELY EASY FOR
FINANCIAL INSTITUTTONS WITH A LOCAL ROOT. THIS HAS REEN THR CASE
OF CREDIT UNIONS THAT HAVE CHOSEN TG MOBILIZE VOLUNTARY DEPOSITS
IN THE LOCAL COMMUNTTIES RATHER THAN LIVE OFF EXOGENOUS FUNDTING .,
AGAIN, 1IN THE DOMINICAN REPUBRLIG, OVE® TWO YEARS, FOUR CREDTT
UNTONS AAVE MOBILIZED 5 MILLTION DOLLARS FROM 6,000 MEMBERS, 1IN
SAVLINGS, NOT SHARF ACCOUNTS,

SIXTH, CONDITIONS FOR Si{ICCESS OF THE DEPOSIT MOBILIZATION
EFFORTS INCLUDE THF CORRECT SET OF INCENTIVES BOTH FOR POTENTIAL
DEPOSITORS (TO GENFRATE A DEMAND FOR THE SERVICES) AND FOR BANK
MANAGEMENT AND STAFF (TO MAKE THE SUPPY OF THESE SERVICES POS-

SIBLE.











