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FOR ALMOST THREE DECADES: FACULTY AND STUDENTS AT THE OHIO 

STATE UNTVERSTTY (OSU) HAVE DEVOTED THEIR ATTENTION: (3) TO) 7 

ANALYSTS OF RURAL FINANCIAL MARKETS IN DEVELOPING COUNTRIES AND 

(?) TO THE DFSTGN OF POLICIES AND PROGRAMS TO IMPROVE THE PROVI-

SION OF FINANCIAL SERVICES IN THE RURAL AREAS OF THOSE COUNTRIES. 

THROU;GH RESEARCH (PARTICULAWnY FIEID aESEARCH), INSTITUTION-

AL EXPERIMENTS. TECHNICAL ASSISTANCE, AND POLICY DIALOGUE, OSU 

HAS ACIMTI .ATED A SUBSTANTIAL BODY OF THEORETICAL AND PRACTICAL 

KNOWLEDGE ABOUT THESE MARKETS A5 WELL AS CONSIDERABLE EXPERIENCE 

ABOUT THEIR PERFORMANCE IN SEVERAL DOZEN COUNTRIES. 

WITH THE SUPPORT OF THE SCIENCE PND TECHNOLOGY BUREAU OF THE
 

AGENCY FOR INTERNATIONAL DEVELOPMENT (AID), OSU HAS CHALLENGED
 

THE ASSUMPTIONS OF TRADITIONAL PROGRAMS, HAS INFLUENCED THE POL-


ICIES OF GOVERNMENTS AND DONORS, AND HAS DEVELOPED A NEW CONCEP-


TUAL 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 OSU 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.
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ANOTHER SIGNIFICANT COMPONENT OF THE OSU APPROACH HAS BEEN
 

ITS EMPHASTS ON THE IMPORTANCE OF TRANSACTION COSTS TN EXPLAINING
 

MARKFT AND INSTTTITIONAL PERFORMANCE. CONCERN WITH TRANSACTION
 

COSTS HAS FOCUSED OSU'S ATTENTION TO THE NEED TO GENERATE COST

... .. FTNANCA TO RFACH MARGINAL CLIENTEIES W7 -

FINANrCA SERVICES. 

BEST KNOWN IN THE PAST FOR ITS PERCEPTIONS ABOUT INTEREST 

RATES, OSU'S FIELD OBSERVATIONS CONTINUE TO CONFIRM THAT CREDIT 

SUBSI[DIES ARE POOR AND SOMETIMES PERVERSF INSTRUMENTS TO PROMOTE 

INVESTMENT, TO ACCELERATE TECHNOLOGICAL CHANGE AND, PARTICULARLY,. 

TO REDISTRIBUTE INCOME TOWARDS THE POOR.
 

THROUGH THESE EFFORTS, OSU HAS IDENTIFIED LESSONS THAT ARE
 

RELFVANT, NOT ONLY FOR RURAL FINANCIAL MARKETS BUT, AS THE MOST
 

RECENT RESEARCH SUGGESTS, ALSO FOR THE PROVISION OF FINANCIAL
 

SERVICES TO ATJL KINDS OF MARGINAL CLIENTELES (MICRO-ENTERPRISES,
 

NEW NON-TRADITIONAL EXPORTS) AND FOR THE PROMOTION OF FINANCIAL
 

DEVELOPMENT IN GENERAL.
 

THIS SHOULD NOT BE SURPRISING: ON THE ONE HAND, THE OSU 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, OSU'S EFFORTS HAVE GONE BEYOND INTEREST
 

IN THE AGGREGATE FINANCIAL REPRESSION, MACROECONOMIC STABILIZA-


TION, AND FINANCIAL LIBERALIZATION ISSUES, BECAUSE OF OSU'S AT-


TEMPTS TO ADDRESS THE SPECIAL PROBLEMS OF RURAL FINANCIAL MAR-


KETS.
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IN SO DOING, 
OSU'S RESEARCH HAS ADDD NEW DIMENSIONS TO THP
 

UNDFRSTANDTNG OF THE MTCROFCONOMIC BEHAVIOR OF PARTICIPANTS IN 

FINANCIAL MARKETS, OF THE DTFFICETLTTES OF INSTITUTON BrTTLnTNG TN 

FINANCE, AND OF T-F POLTTTCA, ECnNOMY OF THE POLICY DIALOCT,7F 

THUS: O, U S INSG4TS AEOUT THF BEHAVIOP OF DHPOSTTOP BORPOW P$ 

AND INTERMEDITAIFE HAV7 BFE's CRITICAl, TO T7NDEPSTAND THP CONSE-

QUENCES OF A6GREGATE OR PARTIAl FINANCTAT, REFORMS, 

BECAUSF nSqz HAq BEEN CONCERNED WITH FINANCIAL PROGRESS AT 

THE FRINGES OF CLIENTELES THAT TEND TO BE EXCLUDED FROM ACCESS TO 

FINANCIAL SERVICES, A TOT HAS BEEN LEARNED ABOUT WHAT IT TAKES TO
 

PROMOTE FINANCIAL EXPANSION IN DEVELOPING COUNTRIES,
 

IN THE PROCESS, OSI HAS SUBSTITUTED A NEW: SYSTEM-WIDE PER-


SPECTIVE FOR THE MORE LIMITED TRACTTIONAL VIEW THAT HAD BEEN BE-


HIND THE DESIGN OF THE POLICIES AND PROGRAMS OF THE PAST. (SEE 

CHART ONE) 

THE NEW APPROACH TAKES A GENERAL-EQUILIBRIUM VYEW OF THE 

PERFORMANCE OF RURAL FINANCIAL MARKETS AND MOVES AWAY FROM THE 

PARTIAL VIEWS AND ACTIONS OF THE PAST. 
 IN THE ECONOMIST'C JAR-

GON, A GENERAL EQUILIBRIUM FRAMEWORK HAS BEEN ESSENTIAL 
FOR POL-


ICY EVALUATION. IN 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 SPECIFIC CREDIT
 

PROJECTS, THE NEW APPROACH EMPHASIZES THE EFFICIENCY AND 
INTE-


GRATION OF MARKETS.
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CHART ONE
 

RURAL FINANCIAL MARKETS
 

OLD VIEW NPW VTiW
 

Annroarh
 

Partial General
 

Scope:
 

Projects Markets
 

Supply:
 

Loans Financial Serw2res
 
(Deposits)
 

Pricing;
 

Interest Rates Total Cost of Loans
 
Net Return of Deposits
 
Intermediation Margins
 
(Transaction Costs)
 

Organization:
 

Public Development Banks Financial Sector
 
Formal and Informal
 
Interlinked Markets
 

Allocation-


Target Farmers Rural Population
 
Restricted Uses Integral Service
 

Evaluation:
 

Farm-Level Impact Market Integration
 
Institutional Viability
 

Focus:
 

Market Imperfections Incomplete Organization
 

Technological Innovations
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THE ULTIMATE GOAL OF FINANCIAL POLICY SHOULD PE: (1) TO
 

CREATE MARKETS, WHERE THEY DO NOT EXIST OR ARE INCOMPLETE, (2) TO
 

IMPROVF MARKET OPERATION, WHEN TT IS IMPERFECT OR DISTORTED, AND
 

(3) TO rUs. MORE EFFE(rTTVEY THE POWER OF FINANCE TO INTEGRATE 

OTHFR MARKETS IN THE E2ONOMV. 

WFT..P TRPD7TTOnNAT,LY. THE EMPHASIS HAS BEEN ON THE SiPPLY OF 

LOANS (AT TOW INTEREST RATES, TO PARTTCUIAR GROUIPS), 0ST STRESSEs 

THE IMPORTANCE OF THE WHOLE RANGE OF FINANCIAL SERVICES: THF PRO-


VISTON OF AN EFFICIENT MEANS OF PAYMPNTS, THE PROVISION OF ATJL 

THE DTMEMSIONS OF FINANCIAL INTERMEDIATION, AND THE PROVISION OF
 

SERVICES FOR RISK- AND RESFRVE-MANAGEMENT.
 

IN PARTICULAR; Oft- HAS STRESSED THAT THE FINANCIAL INTER-


MEDIATION FUNCTION PROVIDES VALUABLE, INCOME-AUGMENTING AND WEL-


FARE-INCREASING SERVICES NOT ONLY TO BORROWERS BUT ALSO TO DE-


POSITORS (THEREFORE, THE EMPHASIS ON DEPOSIT MOBILIZATION, WHICH
 

HAD BEEN NEGLECTED). OSU HAS STRESSED THAT DEPOSIT MOBILIZATION,
 

BECAUSE IT DESTROYS LOW-RETURN USES OF WEALTH, IS AS CRITICAL FOR
 

ALLOCATIVE EFFICIENCY AS THE SUPPLY OF LOANS. OSU HAS STRESSED
 

THAT, BECAUSE OF THE POLITICAL ECONOMY DIMENSIONS OF INSTITUTION-


AL BEHAVIOR, DEPOSIT MOBILIZATION IS CRITICAL FOR THE VIABILITY
 

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 UNDERSTANDING FINANCIAL
 

MARKETS. WHAT MATTERS 
Tn BORROWING INVESTORS AND PRODUCERS IS
 

THE TOTAL COST OF THE FUNDS, INCLUTNG FXPLIC7T TNTEREST RATES,
 

IMPLTCTT RATPS, NON-TNTEREST COSTS OF BORROWTNG 
AND THE ASSO-

CIATED RTSVS. FTDn R7';7ARtH HAS SHOWN THAT PoP YCT, C. 

TET.FS, THSF NON-TNTEREST COMPONENTS OF THE COSTS OF FUNiDS ARF 

MORE TN OA: THAN INTPREST RATES, THUS, THE EMPHASIS LOWTANT ON 


INTEREST 
 RATES HAS BEEN MISPLACED.
 

WHAT MATTERS TO DEPOSITORS IS THE NET RETURN ON TM.IR
 

SAVINGS. THUS, DEPOSIT MORTT,TZATION EXPFRIMENTS SHOW THAT, WHTLE
 

INTEREST RATES CERTAINLY MATTER, TRANSACTION COSTS FOR DEPOSITORS
 

AND THE QATTTY AND PERMANENCY OF THE SERVICE ARE ALSO CRITICAL.
 

WHAT MATTERS FOR INTERMEDIARIES ARE THEIR PROFITS, THE DIF-


FERENCE BETWEEN INTEREST-RATE 
MARGINS 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 SERVICING THEM.
 

MOREOVER, OSU FOR A LONG 
TIME HAS RECOGNIZED THAT, PAFTICU-


LARLY IF THERE ARE 
INTEREST-RATE RESTRICTIONS, NON-PRICE RATION-


ING AND QUANTITY-DRIVEN ADJUSTMENTS 
TAKE PLACE IN FINANCIAL 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 CLEARINC ON INCOME DISTRIBUTION. GIVEN EX-


CESS DEMANDS FOR LOANS, RATIONING USUALLY DISCRIMINATES AGAINST
 

THE SMALLER AND RISKIER BORROWERS.
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THE TRADITIONAL APPROACH EMPHASIZED THE SEARCH FOR AN IDEAL
 

TNSTTTTTIONAT, TYPE AND 
THE CRFATTON BY DECREE OF SPECIALIZED IN-


STTT.TONS. MOST PROMTNENT AMONG THEM HAVE BEEN T,' PUr7R.TC, 

AGPRTrM7,TrvRAT. DEVFTOPmFNT BANKS. 
n:;'; rCOONT7S 7f ,:- FNANICTA-. SZRVTCSR APE ?OT 4OMOGENFOUS 

ANT THAT DTFFvPNT TN.:S'TTTjTTONA, FORMS POSSom C MPAPATTVE AD-

VANTAGE(S FnR T'F PROVTSTON OF SOME AND NOT OTHERS AMONG THESE HE

TER.OCENEOtTS SERVTCFq. WHAT MATTERS IS THE PERFORMANCE OF THE 

WHOrE FINANCIAL SYSTEM. NUMEROUS ANT DIVERSE MARKET PARTICTPANTS 

ARE CLOSFTY E.INKED THROfrH FLOWS OF FTINDS AND OF INFORMATION. 

BORROWERS IN ONE MARKET SEMENT BECOME LENDERS TN OTHER MARKET
 

SEGMENTS. THE SAME BORROWER SATISFIES HIS 
INVESTMENT-CREDIT DE-

MAND FROM ONE INTERMEDIARY AND HIS EMERGENCY-CREDIT DEMAND FROM 

ANOTHER, IN ORDER TO REDEIICE HIS TOTAL COSTS OF FUNDS. INTER-

LINKED MARKET TRANSACTIONS GENERATE ECONOMIES OF 
SCOPE AND REDUCE
 

TRANSACTION COSTS FOR ALL PARTICIPANTS.
 

WHAT MATTERS IS THE PRESERVATION OF A HOSPITABLE ENVIRONMENT
 

IN WHTCH SEVERAL KINDS OF EFFICIENT FORMAL AND INFORMAL FINANCIAL
 

AGENTS CAN COMPETITIVELY DEVELOP A DIVISION OF LABOR AND A NET-


WORK OF INTERCONECTIONS THAT IS OPTIMUM.
 

WHILE TRADITIONAL CREDIT PROGRAMS TARGETED LOANS TO PARTICU-


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.
 



8
 

OSU HAS EMPHASIZED THE FUNGIBILTTY OF LOANS IN ORDER TO EX-


PLAIN THE LIMITED SOCCESS OF TARnETTNG. OST HAq EMPHASIZED TRAN-


SACTTON COSTS IN ORD.P TO 
IDENTIFY THE MATN NECATTVF CONSPOUENOErs
 

OF TARGETINn. THUS.,: WFILE lOANS DTSBIIRSED HAVE NOT ENTIRETY 

Rp 7EO TARGET c'i: 4,n A)DTTntA TV i N FUNDS USES HASF ?J 

MJCuH r, P THAN [ nO PERCENT, T-,iF T.JTFRPMPDTARTIS HAVF REEN CRTPPLED 

BY S[r.PRRVTSONl, REPOPTIN.. AND OTHFR ;3UREAUCRATTC REQUIFMENTS OF 

TARnETTNn. 

IN SlIM, SOCn(IAT, WELFARE AND FINANCIAl. VIABILITY WILL INCR .ASE 

WITH THE PROVISTON OF A WTnD7 RANGE OF FTNANCEAF, SERVICES TO A 

NUMEROIS AND DIVERSE RURAF. POPULATION, IRRESPECTIVE OF OCCUPATION 

OR FUNDS USE. WHAT MATTERS IS THE COST, QUrALITY, AND RELIABILITY 

OF THE FINANCIAL SERVTCES PROVIDED. WHAT IS NEEDED IS THE CREA-

TION OF COMPLETE, PERMANENT, AND VIABLE FINANCIAL INSTITUTIONS.
 

TARGETING JOEPARDIZES THE ACHIEVEMENT OF THESE GOATS.
 

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 THE NEW PERSPECTIVE, THERE IS A DIFFERENT PERCEPTION
 

AND APPROACH TO THE PROBLEM OF ECONOMIC DEVELOPMENT. MANY DE

VELOPING-COTNTRY POLICIES WERE DESIGNED ON THE ASSUMPTION THAT 

MARKETS ARE 
GROSSLY IMPERFECT AND THAT ALL KINDS OF GOVERNMENT
 

INTERVENTIONS ARE NEEDED 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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SUBSIDIZED INTEREST RATES WERE JUSTIFIED IN TERMS OF SEVERAL 

OTHER MARKET IMPERFECTIONS, OS. BELIEVES THAT, WHILE. IMPERFEC-

TIONS MAY BE IMPORTANT IN SOME CASES., WHAT IS NEEDED IN THE DE-

VFTOPING C.ONTRIE.,S IS THE ESTABLISHMENT OF A MORE COMPLETE QRGA

n
N1ATIONAL FFAM7WORK THAT W ULD ' FACILITATE THE OPERATION OF THE
 

MARKET FC..S. IN PARTICUTJAR WHAT ARE NEEDED, ARE INSTIT.TI0Ns''
 

THAT GENERATE KNOWr.EDGE AND FACILITATE THE MANAGEMENT OF RISK:, A 

BETTER 	DEFINITION OF PROPERTY RIGHTS AND A BETTER DESIGN AND EN-


FnRCFMFNT OF CONTRACTS, AND AN INFRASTRUCTURE (ROADS, COMMUNICA

* 	 TIONS, BANK BRANCHES) THAT REDUCE TRANSACTION COSTS AND THUS HELP
 

TO .NT,,..RATE MARKETS. REPRESSION AND SUBSIDIES ARE NOT A SUB-


STETUTE lFOR GOOD POLICIES'AND'THE DEVELOPMENT OF MARKETS,
 

THE MAIN OBJECTIVE OF OSU'S WORK ON RURAL, FINANCIAL MARKETS
 

HAS BEEN: (1) TO CREATE ,CONDITIONS WHICH INCREASE THE, ACCESS TO
 

FINANCIAL SEVICESBY POPULATIONS AT PRESENT WITHOUT THIS ACCESS,
 

PARTICULARLY IN THE RURAL AREAS OF THE DEVELOPING COUNTRIES, AND
 

(2) TO IMPROVE THE QUALITY OF THE FINANCIAL SERVICES PROVIDED.
 

::,-! : THE PROVISION OF FINANCIAL SERVICES IS A DIFFICULT AND E

--	 PENSIVE TASK, SUCCESS DEPENDS ON MANY' CIRCUMSTANCES. THESE IN.-


CLUDE FEATURES OF THE ENVIRONMENT, THE DEGREE OF ORGANIZATION INN
 

K'-	SOCIETY, THE IMPACT OF NON-FINANCIAL AND OF FINANCIAL POLICIES,, 

THE DESIGN OF INSTITUTIONS AND OF INSTRUMENTS, AND THE'CHOICE'OF
 
THE, APPROPRIATE TECHNOLOGIES TO PRODUCE ,INANCIAL (SEE
 

CHART TWO)
 



ENVIRONMENT 


ORGANTZATTCN 


NON-FTNANCTAT,
 
POETCIES 


FTNANCIAEL
 
POrTTCFS 


INSTTTUTIONAL
 
DESIGN 


TECHNOLOGY 
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CHART TWO
 

SUPPLY OF FINANCIAL SERVICES
 

Nature of the Rural Economy 
Trans;crtjnn Cots
 
Risks 

Cnntractq anti Property Rights
 
Enforcement
 
Tn f r t r i ir I i r e 
Information
 
Sn.per7j q on 

Farm Profits
 
Creditworthiness
 
Denosit Potential
 

Macroeconomic:
 
Inflation
 
Devaluation
 
Crowding out
 

Microeconomic:
 
Interest Rates
 
Rationing
 
Market Regulation
 

Objectives
 
Political Economy
 
Authority
 
Economies of Scone
 
Moral Hazard

L countabiit y 

Delivery Systems
 
Innovations
 



11
 

THE SPECTAT, NATURE OF THE RURAL ECONOMY EXPLAINS SOMP OF THE 

DIFFICULTIES. POTENTTAL DEPOSITORS AND BORROWERS ARE VERY HETER-


OGENFOHTS, THEY APP GEOGSRAPHICATLY DISPERqED AND TESS ACCFSSTDBT,, 

THITR TRANSACTTnNS ARE VERY SMAr, ND THEY FACE HIGH RISKS . IT 

TS VEPy FTwFT(rv7r "'( OP IT7[47D ,S FPDM l)V7T'I DE T}77TR Cm:vMI~NT-

TIPS TO ACQUIRE AND TNTP.RPRET INFORMATION ABOT THEIR CREDITWOR-
T?-INESS. 

7 

CREASE THE TOTAV', COST OF 

THE CONSFrTFQE AFE VERY HIGH TRANSACTION COSTS, WHICH IN-

THE FUNDS FOR THE BORROWERS, REDUCE TtiE 

NET RFTTIRN TO DEPOSTTS FO)R SAVERS, AND DIMINISH THE PROFITABILITY 

OF PoTENTIA, TNTFRMEDTARIES. AS A RESULT, FEWl TRANSACTIONS TAKE 

PLACE AND FINANCTAT. MARKETS ARE SHALLOW. 

INSUFFICIENT ORGANIZATTON INCREASES THE COSTS AND RISKS OF 

FINANCIAL TRANSACTIONS. IF PROPFRTY RIGHTS ARE NOT ADEQUATELY 

DEFINED OR EFFICIENTLY ALLOCATED, COLLATERAL CANNOT BE GENERATED.
 

IF CONTRACTS CANNOT BE 
SPECIFIED AND SUCCESSFULLY ENFORCED, ONLY
 

THE LEAST RISKY OF THE FINANCIAL TRANSACTIONS WILL TAKE PLACE.
 

IF INFORMATION IS EXPENSIVE, iJNREALIABLE, NOT ACCESSIBLE, 

THE MOST IMPORTANT INPUT IN 7INANCIAL PRODUCTION FUNCTIONS WILL 

BE MISSING. IF THERE 
ARE NO ROADS, PEOPLE CANNOT VISIT BANK
 

BRANCHES. IF POTENTIAL CUSTOMERS CANNOI 
READ OR WRITE, COMMUNI-


CATIONS ARE MORE COSTLY. 
 IF THERE IS NO ADEQUATE SUPERVISION OF
 

THE FINANCIAL 
SYSTEM, DEPOSITORS WILL NOT BE SUFFICIENTLY PRO-


TECTED.
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ALL OF THESE ORGANIZATIONAL DEFICIENCIES INCREASE THE COSTS
 

AND THE RISKS FOR ATEr, PARTTCTPANTS IN FINANCIAL MARKETS 
AND RE-


DUCE 	 MARKFT qLT7.
 

FrnOTnOMTC 
 POTTCTES WTCH REPRES5; RPJRAT, INCOMES AND TNCRFASE 
..... 	 ~TT~ .. % O~')V> 'U- 'AI mt-C r)u(-,) q -- ' At,"7 EO"" '"S V cuTH. ... D7 1 -7.... A ' ,-'.!%'IC
 

ANT CONSTRATN THE GENElFRATIN O" CPFDTTWORTTTN?qS. 
 THE STRENG'_T" 

OF FTNANCVAI, TNT':,TT7TTo's)R.P ON T'? SOLVENCY AND DYN,ASM OF 

THEIR .LIENTPTF,. FRtVPs RECEIVFW-O TOW PRICES FOR THEIR O[IT-

PUT. PAY HIGH PRICES FOR THEIR INP.[ITS, OBTAIN POOR YIELDS AND Do 
-NOT HAV, ACCE.fSS TO M.ARWRTS ANn PUBT,IC SERVICES ARE NOT GOOD BANK 

CT T EN,51TS. 

RIGID FINANCIAl, POTICTES ALSO CONSTRAIN THE GROWTH OF FINAN-


CIAL MARKETS. FIRST, INFLATION AND DEVALUATION EXPECTATIONS, 

COMBINED WITH INTEREST-RATE CEILINGS, REDUCE THE REALNET RETURNS 

CN DOMESTIC FINANCIAL ASSETS AND LEAD TO CURRENCY SUBSTITUTION, 

THE ACCUMUATION OF INFLATION HEDGES, AND THE CONTRACTION OF THE 

DOMESTIC FInANCIAL SYSTEM.
 

SECOND, THE FINANCING 
OF FISCAL DEFICITS WITH BANK CREDIT
 

LEADS TO THE CROWDING OUT OF THE PRIVATE SECTOR IN LOAN PORT-

FOLIOS. THE FINANCIAL SYSTEM CEASES 
TO BE AN INTERMEDIARY BE-


TWEEN PRIVATE SAVERS AND 
INVESTORS AND BECOMES 
A FISCAL TOOL TO
 

TAX FUNDS AWAY FROM DEPOSITORS TO FINANCE GOVERNMENT EXPENDITURES
 

OR GRANT SPEGIFIC SUBSIDIES. 

THIRD, RESERVE REQUIREMENTS SIMILARLY 
TAX FINANCIAL INTEP-


MEDIATION.
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FOURTH.. INTEREST-RATE CEILINGS FORCE INTERMEDIARIES TO ADOT 

NON-INTEREST AND NON-PRiCE FORMS OF RATIONING THAT DISCRIMINATE 

AGAINST COSTLYv ANr RISKY BORROWERS, 

FTE TH: OTT4EP FCRMS OF MARKET REGULATION FREQUENTLY UNDULY 

RET F';TRYNTRT REnOmC1> COMPETITION A.n CONSOJTDATF OTTO qTONTFS 

TCWEASF TRANSAr'T7n _OTS AND CONSTR.TN OPPORTUNITIES FOR THE 

GENERATTON OF ECO~nOMIFS OF SCAT,E AND ECONOMIES OF SCOPE 

FoR ArT, OF TMPSP: RASnNS, OSU HAS INSISTED ON THE NEED TO 

SURVEY AGGREGATE FINANCIA, AND NON-FINANCIAL POLICIES AS PART OF 

THE ASSESSMENT OF RNRAl, FINAN(TAT. MARKETS AS WELT. AS ON THF: IM-

PORTANCE OF FINANCIAL REFORMS, WHEN NEEDED. 

DESIGN CONTRIBrTES TO THE SUCCESS OR FAILURE OF FINANCIAL 

INSTIT1TIONS. MULTIPLE AND INCONSISTENT OBJECTIVES REDUCE THEIR 

VIABILITY. CREDIT IS NOT A TOOL CAPABLE OF SOLVING EVERY CON-


CEIVABLE PROBLEM IN OTHER MARKETS. UNDUE SPECIALIZATION IN-

CREASES RISKS AND THE POTENTIAl FOR MORAL HAZARD. IN PARTICULAR,
 

THE ABSENCE OF DEPOSIT MOBILIZATION SERIOUSLY WEAKENS FINANCIAL
 

INSTITUTIONS. SPECIALIZED RETAILERS OF EXOGENOUS FUNDS HAVE BEEN
 

PARTICULARLY UNSUCCESSFUl.
 

SINCE INSTITUTIONAL 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 BEHiVIOR WILL ENDAGER THE INSTITUTIC;N OR WILL LEAD
 

TO UNEXPECTED, UNDESIRED RESULTS FROM REGULATION.
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UNLESS AUTHORITY FOR EVALUATING CRFDITWORTHINES ANn FOR COL-

LECTION OF LOANS IS GRANTED, THE INTERMEDIARY WTTV BE CRIPPLED, 

UNT.ESS ATCOUN7TIT IS SPECIFIED, AGFNTS W-71.1, NOT PERFORM IN 

SOCIETY'S BEST INTERESTS. 

FTNAI7Y; CM7T1-FDICTNG INNOVPTINS AR1 NF\nVTN TO INCREA. 

ACCESS TO AND TMPROVE THE QUALITY OF FINANCTAL SERVTCES. ONCE 

MARKET qTGNAT,S ARE APPROP7TATE AND PRICES ARF RIGHT, !'ONCERN 

FWCUSES ON THE MAGNITUDE OF THE S ?PLY RESPONSE: HOW SOON, WITH 

WHAT ITNTENSTTY, AND TN WHAT AREAS WIlL FINANCIAL SERVICES EXPAND 

AS A RFSPONSE TO THR NPW SET OF INCENTIVES. FINANCIAL TECHNOLO-

GIES ARE A MAJOR CONSTRAINT HERE. 

INCORRECT INCENTIVES HAVE STUNTED FINANCIAL INNOVATION IN 

THE PAST. WRONG ASSuMPTIONS HAVE CHANNELLED INSTITUTIONAL IN-

NOVATION IN THE WRONG DIRECTIONS. ABSENCE OF PROFITABILITY OF 

FINANCIAL INTERMEDIARIES HAS DISCOURAGED EXPERIMENTATION AND
 

PRODUCT DEVELOP.ENT, 
 IF ONE WANTS TO REACH MARGTNAL CLIENTELES,
 

TECHNOI,OGIG'AL CHANGE IN FINANCIA, PRODUCTION FUNCTIONS WILL BE 

ESSENCIAL.
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THE MOST RECENT COOPERATIVE AGREEMENT WITH AID WAS RASED 

UPON THE PERCEPTTON THAT DEPOSIT MOBILIZATION PRESENTED A CON-

SIDERABLE SCOPE FOR TNNOVATION IN PUPAL FINAN(7-AT. MAPNA '. 

SPPCTATLY AMONO THOSE WITH TOWER TNCOMFS AND STATIONARY 

PRfnrTr-T V ODRTUN-TTE$ T'-T DPMAND F 7 TiFOP TNncA STPVTCES 

SFT7TATTV A DiEmANXD FOR -)POSIT FACI.ITIES, TH!AT T5v A DEMAND 

FOR A SAFE AND CONVFINENT MRANS OF MANAGING LIQUID ASSETS. FRE-

QUENTLY, THERE APE MORE DEPOSITORS WITH ACCESS TO FINANCIAT, TN-

STITUTTONS THAN THERE ARE BORROWERS. DEPOSITS PROVIDE AN ENTRY 

POINT YN'}T() FORMAT, FINANCE UNDER THE CONTROl, OF THE SAVER AND THE 

DEPOSIT CONNECTION EVENTUALLY FACILITATES ACCESS TO LOANS. 

FROM THE PERSPECTIVE OF POTENTIAL BORROWERS, THEREFORE, DE-

POSIT ACTIVITIES CONTRIBUTE TO THE GENERATION OF CREDITWORTHI-

NESS. FROM THE PERSPECTIVE OF THE INTERMEDIARY, DEPOSIT MOBILI-

ZATI,., INCREASES VIABILITY AND INDEPENDENCE.
 

OSU HAS CONDUCTED SEVERAL EXPERIMENTS IN RURAL DEPOSIT MO-


BILIZATION IN RECENT YEARS. SEVERAE LESSONS HAVE BEEN LEARNED.
 

(SEE CHART THREE) FIRST, THE AMPT.E AVAILABILITY OF FINANCIAL
 

SAVINGS IN THE RURAL AREAS OF DEVELOPING COUNTRIES 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
 

A.atlability of Ri.ral Financial Services: 

Nnn.7-Bi n~n a 1
Nnn-Fn nria Ase -s 

Demand for Depn<it Servijes: 

Net Reti'rn tn Depositors 
Tntrer es te 
Transartjon Cnsts 

Risk 
Asset Chiracterj.tj cs 

Supply of Deposit Servir.ces. 

Instituti'ona] Scope 
Branch Network
 
Customer Relationship 
Staff Tncentives
 

Political Fconomv: 

Borrower Domination
 
Patronage
 
Donors
 

Second-Generation Problems:
 

Liquidity Management
 
Portfolio Management
 
Loan Collection
 
Information Management
 
Competi tdveness
 
Pricing and Costs
 

Procedure: 

Technical Assistance
 
Local Research
 
Policy Dialogue
 
Experimentation
 
Dissemination
 

http:Chiracterj.tj
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SUJBSTITIUTTONS AMONG FINANCIAL ASSETS HAVE BEEN MINOR IN 

RURATL DEPOSIT MOB.TVT7ATION PROGRAMS, GIVEN THE TIMITED ACCESS TO
 

SIe}F ASSETS PR7VTOIrsv EN.5OYED BY THITS POPIT.ATION. 

THIR), A STRpNn nFMAin FOR DEPOSTT SE9VT(CPS -HAS BEN DE-
TEcTED. AT... h )CT'7TV- T-7TFST 7N T-,, M Hj;V!h RJTT,.S R?T. EvF 

AN IMpORTANT nETERMTNANIT OF THE MA3NTTVFnv O THrS DEnMAN n,. OTHER 

FACTORS HAME B7-N STMTTARLY CRUCIAL. THP MOST PROMTNENT HAS BEEN 

THE ROLE OF TRASlACTAON COSTS FOp DEPOSTTORS. 

C(IVEN TNTE SMALL STF OF DEPOSITS ANC WITHDRAWALS, TRANSAC-

T'ION COSTS HAVE A MA.TOR INPACi' ON THE NET RETURN O, DEPOSTTS FOR 

SAVERS. SIMILARLY, HIGH TRANSACTION COSTS AND RISKS HAVE BEEN 

ASSOCIATED WTTH TKE HOLDING OF OTHER ASSETS IN THE RURAL ARFAS OF
 

DEVELOPING COUNTRIES. THUS, A REDUCTION IN THE RISKS AND TRAN-

SACTTON COSTS 
OF HOLDING WEALTH AND IT MANAGING LTQUTDTTY HAS
 

BEEN A POTENT INCENTIVE TN DEPOSTT MOBILIZATION EFFORTS. SMALL
 

MINIMUM SIZE, DIVISIBILITY, AND GOOD SERVICE HAVE BEEN IMPORTANT
 

INCENTIVES, TOO.
 

FOURTH, DEPOSIT MOBIIZATION HAS STRFNGTHENED FINANCIAL IN-


STITUTIONS WHERE THE NEW SERVICE HAS BEEN INTRODUCED. THIS HAS
 

BEEN THE CASE WITH BOTH BANCO AGRICOLA AND SEVERAL CREDIT UNIONS 

IN THE DOMINICAN REPUBLIC. LOAN COLLECTION PERFORMANCE, IN PAR-


TICULAR, SUBSTANTIALLY IMPROVES. EXPERIMENTS IN OTHER COUNTRIES
 

CONFIRM THESE FINDINGS.
 



FIFTH, DEPOSIT MOBILIZATION HAS BEEN COMPARATIVELY EASY FOR 

FINANCTAr, TNSTTTHTTONS WHTCH ATRFADY POSSESSFD A NETWORK OF 

BRANCHE'.S AND OF TNMS TO AN EXISTINO CF.ENTPLP IN THE RT;AL 

AREAS. TT4TS WAS THE CAS7 OP BANCn ACR-COr,A TTI THE DOMTNTCAN Fw-

AFTRP TEsq T.,AN TPRF YFARS, THTS TN',TTTtTTO,, MANAGED TO AT-

TRACT OVEE 0o,00n SAVINOS DEPOSITS. VALUFD AT OVE 15 M15TTON 

U.S. DorTAS, AT ATlOST Nn MARGINAl, COST TO THE BANK. THAT IS, 

ADDITION O THE NEW F[1H.':TTO, REQUIRED THE HIRING OF ONLY THRE', 

N7W EMP/.OYFFS TN THE WH Ol.- NETWO?(. THTS WAS POSSIBLE BECAUSE-F OF 

UNUTILIZED CAPACITY AT EXISTING BRANCHES. 

DEPOSIT MOTrTIZATION HAS ALSO BEEN COMPARATIVELY EASY FOR 

FINANCIAL. INSTITUTIONS WITH A LOCAL ROOT, 
 THIS HAS BEEN THE CASE
 

OF CREDIT UNIONS THAT HAVE CHOSEN TO 
MOBILIZE VOLUNTARY DEPOSITS
 

IN THE LOCAL COMMINTTIES RATHER THAN LIVE OFF EXOGENOUS FUNDING. 

AGAIN, IN THE DOMINICAN REPUBLIC, 
OVE7 TWO YEARS, FOUR CREDIT
 

UNIONS HAVE MOBILIZED 
5 MILLION DOLLARS FROM 6,000 MEMBERS. IN 

SAVINGS, NOT SHARE ACCOUNTS. 

SIXTH, CONDITIONS FOR SUCCESS OF THE DEPOSIT MOBILIZATION
 

EFFORTS INCLUDE THE 
CORRECT SET OF INCENTIVES BOTH FOR POTENTIAL
 

DEPOSITORS (TO GENERATE A DEMAND FOR THE 
SERVICES) AND FOR BANK
 

MANAGEMENT AND STAFF (TO MAKE THE 
SUPPY OF THESE SERVICES POS-


SIBLE.
 



.. CASE TN 	 a "a 
 aC . ." -


SEVENTH, THE INTRODUCTe. ON OF DEPOSIT MOBILIZAT .Ni A.CTIVTTT--.,, 
.. IS" PARTICULARLY DIFFICULT" IN I:...... .nS W ER TE "OL CA ... " 

" [:=.	 ECONOMY ARRANGEMENTS ARE- BORROWER :DOMINATED , THI:.3 WIlr BE .THF' .. :-

CS NDFVr!TOPMEFNT BANKS WHI.,H ARE. RETAILERS OF 60VF.RNMF-NT, AND-

DNOR=,. 	 T. FUtNDS TARGETED FOR PART IC.,uAR,.Y BORROW7R nFO[;PS AND .TN !il 

" CREDIT UNTONS THAT HAVE ACCESS TO S-oBSIDI7 FUD Ffo n:ISTF
 

"IN THESE 8ORROWFR-nnOMINATED AGENCIES, 
 .... "RITNSTUTR 

WILL. NOT, INCENTIVATF THF ATTRACTION OF VOLUNTARY FTNANCIAr, SAV-, 
~~INGS, WHIILE THE INSTTTUTiONAL ORGANIZATION WTL5 NOT PROMOTE'.iLOANi ' ' 

FTGHTH, DEPOSIZT MOBILIZATION IS.NOT EASY. A .LONC-- ESTATION.- .? 
/" :"PERIOD AND COMPLEX PREPARATION "MAY BE NECESSARY TO .MAKE I-TPOS-.:' :!i
 

IS PARTICAFULARYD
DIFULTIN NITUTINS WEJREMTH 
 PLITCA
 

MCS 	 MON DEEMNT BGAN USUAHILYREURETAILERPLOFTA DINOPRVD SEVC ,,NEW ROVVRNMEN ANFTHI 	 CREATES .DTLEMMAS !A'BOUOT: Ii'I. :. '.: 

.. ORGANIZATION, .AND POLI'CIES. 	 ..:.STRATEGY,; 	 ITi BECOMES .:NECE.SSARY,T:O: '!: i 

WIATA GNTERA NIAT 
 HATATION OFD VONAUNTARY FINACIEMSSAV
 
LIQUIDITY MANAGEMEN BE' CRITICLIFTENSTUONS 

TO F[ACE SEASONAL OR..UNEXPECTED'ZFLUCTUATIONS-.TN DEPOSIT L.:EVELS . iii 
:" PCRT OLIO MANAGEMENT IS CRUCIAL, TO INCREASE"THE PROTBLY OF..,.=:.x, i.:!.i:i.
 

H',...:.' Z FUNDS AND GUARANTEE" THE: RETURN O'Ft DEPOSITS T,. 

AEVR. TCECIONUCT"NP OF DLPOITMO ILI.A
T I TION'ST IMAGE 
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PRICING BECOMES A MORE DIFFICULT PROBREMl AS THE NUMBER OF 

INTERRELATED FINANCIAL OUTPUTS INCREASES. ATTRACTIVE INTEREST 

RATES ON DEPOS.TS NOW IMPLY HIGHER LOAN RATES. THE INSTITUTION 

HAS TO BF.COME MOPE FI,EXTBrF., MORE EFFICIENT, MORE RFSPONSIVE TO 

CLIENT NEEDS, IF IT IS GOING TO COMPETE SUCCESSFU1LY FOR DE-

POSITS. 

TFF CONTRIBUTIONS OF THE OSU EXPERIMENTS IN RURA]. DEPOSIT 

MOBILIZATION HAVE BEEN THE RESULT OF SEVERAL STRATEGIC EFFORTS. 

IF AN APPROPRIATE POLICY AND REGULATORY ENVIRONMENT HAS TO BE 

CREATED, THE PROGRAM REQU.RES POLICY DIALOGUE. SUCCSSFUL POICY 

DIAroGUF., HOWEVER, CANNOT BE ACCOMPLISHED IN THE ABSENCE OF LOCAL 

INVOLVEMENT. RESEARCH BY LOCAL INVESTIGATORS, AND PARTICIPATION 

OF LOCAL AUTHORITIES AND PRESSURE GROUPS IN OBJECTIVE AND NEUTRAL 

DISCUSSIONS ARE CRITICAL. 

EXPERIMENTATION IS NEEDED, NOT ONLY TO ADAPT RECOMMENDATIONS 

TO LOCAL CIRCUMSTANCES, BUT AS ANOTHER KEY INUT IN THEPOLICY 

DIALOGUE PROCESS. DISSEMINATION OF THE RESULTS FROM EXPERIMENTS '" a 

.. AND RESEARCH EFFORTS INCREASE THE POLITICAL BASE - OF SUPPORT FOR 

* THE REQUIRED REFORMS. 

IN ALL OF THIS, TECHNICAL ASSISTANCE PROVIDED WITH .DONOR 

FUNDS PLAYS A CRUCIAL CATALYTIC ROLE. - -. 
4 .. , ;. .£*.. : , a- -aa . .' % -. , :' . 4 , : :-. : -,' . .? i: rb ::: :. q ; -y , R 4 




