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Development Southern Africa Vol 6, No 3. August 1989 

Mobilizing rural deposits:
Discovering the forgotten half of
financial intermediation* 

Richard L Meyer** 

Pastagricultural credit programs and policies have generally ignored rural deposit
mobilization. In recent 
 jears., however. there has been a greater recognition of the need

for and benefits of mobilizing 
more rral deposits for use in agricultural lending. 

This paper presents irthrornntion on six questions: Whil t. as rural dtposit mobilizationforgotten? Why is deposit mobilization importat for rral fincial iistitutions? What is 
the potential for mobilizing rural deposits? What-)wc.ors cuntribule to rural deposit

mobilization? What is file 
 oLtcom of r'teli1l experimentl projects to mobilize rural

deposits? What arte the key remaining issues to be addressed in rural deposit

mobilization?
 

1. INTRODUCTION 
The development of rural financial markets in developing countries during thepast couple of decades has been dominated by a preoccupation of governments
to expand the supply of loans to farmers. Policies have been implemented to
push cheap loans into rural areas, and to assure lenders of adequate funds forsuch loans. Funds have frequently been provided to lenders through rediscount
facilities of the central bank (often through concessionally priced funds from
International donors). Regulations have also been introduced which require

financial institutions to either lend directly to farmers or make deposits with

specialized farm lenders. Too frequently, deposit mobilization has been the for
gotten half of financial intermediation (Vogel. 1984). 
Three factors have contributed to a fundamental rethinking of this approachto rural finance. First, the failures and distortions of the cheap rural credit strate
gy have been amply docutmented (Adams, Graham & Von Pischke, 198-1)1. Se
condly, domestic resource mobilization is becoming more urgent out of neces
sity. Many countries face greater difficulty today in obtaining cheap foreign 

*Paper prsented at ti( 'IVSetninario sobre probh'imals e perspectlvas da apricutlura'at theEscola Superior de Agricultura "lniz de Queiroz'. 1ilraccil. lrazil. 18-20 Ociobcr 1988. 
-Protessor. Dcpartnen t of Airictih iral Econorniics ani Rurad Sociolloiyv. 'he Ohio St atI, UnlvL-rsity. Col llbus. Ohio. Iacknowhdite withi apprecialion theassi staIn ltd ideas received overseveral \cirs i'[oin Di W'Adajiis. Curhos Cuceas t)ou~tls It Gr,la . CltutioGonzalez-V-ga.

Boh Vogel and J D Vonl lischke ill otr sIllilv ofniral Imtanee, anid till tilnantil suippor provided by the Olfice of HuraIlaid ilSlitilllOtlo De(lveopil1enl. 
 lureau for Science and 'fchnology.AID. I alsoa;l t e hhr oal<lpolitl-i 
, given Io im' 1).viliV tri'lni anll! collea ue o iany y'ears,Panto F C ith-A raujo, it present Itbis paper. The hunoinal dtiilaliners apply. 
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funds because they are already heavily Indebted, commercial lenders are waryof increasing their exposure in many developing countries, and the interna.tional agencies do not have as abundant funds as previously (Abbott, 1984:Fry, 1984). Thirdl), the once pessimistic view that rural people are too poorto save has been challenged. It Is argued that low rural savings rates are oftendue more to Inappropriate policies than to poverty (Adams, 1978).
The awakening of interest in rural savings has sparked interest in rural depositmobilization. A number of recent studies have been conducted on the need forand the impact of greater rural deposit mobilization on rural financial institutions. Several important experiments have been and arc being conducted totest the response of rural households to various techniques used by financialInstitutions to attract deposits. 
The purpose of this article is to summarize some of the recent developmentsin this heretofore fbrgotten half of financial intermediation. The article addressessix questions: Why was rural deposit mobilization forgotten? Why is depositmobilization important for rural financial institutions? What is the potentialfor mobilizing rural deposits? What factors contribute to rural deposit mobilization'? What is the outcome of recent experimental projects to mobilize ruraldeposits? Vhat are the key remaining issues to be addressed in rural deposit
mobilization? 

2. WHY WAS RURAL DEPOSIT MOBILIZATION FORGOTTEN?Many of the developments in rural finance in developing countries during thepast two decades have been aimed largely at increasing agricultural lending,referred to as the supply lending approach to financial development. Interest.ingly. Brazil has pursued this developmental strategy as aggressively as anycountry and the resulting agricultural credit to GDII ratios at various times havebeen among the highest observed in any developing country (Araujo & Meyer,
1987). 
The following summary characterizes many of the policies and programsdesigned for agricultural credit, and mn1y of these features are also Iound insmall or microenterprise programs. 
- Increase the supply of funds available for lending to the priority sector (smallfarm or non-larin enterprises) through:

- loan portfolio quotas or targets for existing lenders- the creation of specialized financial institutions to work only with the pri
ority sector(s)

- grants and subsidies for Inon-finanmial instittions (ministries, depart.
ments, institutes, NGOs,PVOs)- central bank rediscount programus, ofte fiilled bv donors - mandatory placement of bank and/or public sector delosit s in special-Ized lending institutions 

- nationalization of banks that fail to nmet social obicctivc- sReduce the intcr( st rate on loans made to th priority sector lirotgh:- interest rate ceilings on loans which set tie lowest rates for the
snallest/poorest borrowers
 - low interest 
 rates charged by the central hank on refinance funds- encouraging banks to ('ross-subsidize by charging higher rates to nonpriority borrowers in (conpt-iusat ion for low r;itcs to priority borrowers- direct government iterest subsidies to lenders. 
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- Reduce lending risks and costs through: 
- detailed targeting of loans including specifications about production prac

tices and input use required of borrowers 
- crop and loan guarantee programs 
-. creation of joint liability t11rough lending to groups of borrowers 
- technical assistance to lenders to help improve institutional efficiency. 

Three factors hel) explain why rural deposit nobilization was not stressed as 
a source of ai least part of the funds employed in these credit programs. First
ly. it is frequently assumed that poor rural households cannot or will not save. 
Nlore will be said about this later. Secondly, subsidized lending rates were a 
cornerstone of many progranis justified either as a means to encourage farm
crs to borrow to make socially desirable investments or as an attempt to im
prove rural income distribution:. However, since interest rates were set low for 
loans, interest rates paid on deposits also have to be low unless subsidies were 
to be provided to savers. Low (eposit rates then discouraged rural deposits. 
Thirdly. large aMounits of foreign grants and loans were available to finance 
agricultural credit at subsidized rates. These funds were available to lenders 
at low interest rates so there was little incentive for them to mobilize rural 
deposits. especially if they expected that rural deposit accounts would be small 
and expensive to adlnister. li ftact, soic specialized agencies, such as agricul
tural development banks, were prevented by regulations from accepting deposits 
even though they had a wide network of branches. Therefore, it can be con
cluded that the strategy of subsidized agricultoral credit precluded a mlajor role 
for rural deposits. 

3. 	 WHY IS DEPOSIT MOBILIZATION IMPORTANT FOR RURAL
 
FINANCIAL INSTITUTIONS?
 

There are several reasons why the supply lending strategy undermined the via
bility of rural financial institutions, and why strong rural deposit mobilization 
may help to strengthen these institutions'. Firstly, the supposedly clcap fluds 
available from the central bank refinance window and international agencies 
may not be as cheap as thcy appear because of the heavy documentation and 
reporting requirements for such funds. For examplhe, lending costs in I londuras 
for a commercial bank were only 3 per cent, while they were more than 8 per 
cent for the Agricultural IDevelopment Bank, which relied heavily on external 
fi'nds. Furthermore in the coinnrcial banks, lending costs were almost 8 per 
cent when using donor funds but ranged from I to 6 per cent for loans made 
with the bank's owti funds (Cutvas & Graham. 198-1). 

Secondly. financial institlutions may achieve economics of scope when they en
gage in tile multiple functions of le-nding arid deiposit mobilization rather than 
just lending alone. The reasons may be twofold. Firstly, there may be some 
efficiencies to be exl)loitedl when a financial institution has a branch network 
for lending but mobilizes no deposits. This was the case w'ith the Agricultural 
Development Bank in the Dominican RepMblic. which began accepting deposits 
with few additional workers in the existing branches (Gonzalez-Vega. 1984). 
Secondly. there may bL infrnational economics when an itstitution has previ
ous deposit history with a loan applicant. The deposit experience may provide 
information on an app licant's financial management. cash flow, savings habits 
and wealth. which contributes to better lending decisions. 

A third factor is that when financial institutions rely upon external funds and 
only participate i targeted lending programs, rihey tiust loilo% the rules and 
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regulations provided on authorized sizes and types of loans, amount to lend 
each borrower, disbursement and repayment schedules and collateral require
ments. When lenders mobilize their own resources, they can devel,)p loan pro
grams that conform more closely to their own lending standards and that more 
adequately supply the needs of local farmers and communities. They may be 
able more easily to relect poor credit risks and resist the political pressures that 
often enter into loan alloc-ation when credit is rationed due to excess demand. 

Fourthlv, repayment performance may be superior on loans made through 
mobilized funds for several additional reasons4 . If loan funds are drawn from 
savings made by members of the community, the willingness of the borrowers 
to repay is often dramatically increased. The use of local savings thus promotes 
borrower responsibility (Deguefc. 1984). Another reason is that the aLtitudes 
of lenders towards carcful borrower screening and loan recovery may change
when the funds lent are obtained from depositors who some day expect to with
draw the funds. Spccialized lending institutions in particular often spend rela
tively less effort on loan collection than lending because institutional incen
tives are given for reaching lending targets (Graham & Cuevas. 1984; Nyanin. 
1983). When lenders take little action to collect, borrowers react with lax repay
ment. A case stud' in Nepal showed that collection efforts were more impor
tant in explaining loan repayment than farm income and other variables predict
ed to be important lMaharjan. Loohawenehit & Meyer, 1983). 

Based on costs, independence in credit allocation and good loan recovery, there 
is, therefore, reason to believe that mobilizing deposits sets in motion a set of 
incentives that help an institution to achieve and maintain viability. The en
tire pattern of institutional objectives and operations when an institution is 
dominated by depositors who demand prudent lending so that their deposits 
are secure is different from that in a borrower-dominated institution where the 
overriding concern is to get cheap loans (loyo, 1986). 

4. WHAT IS THE POTENTIAL FOR MOBILIZING RURAL 
DEPOSITS?' 

If rural deposit mobilization can help to improve the long-term viability of rural 
financial institutions, the logical question is what is the potential for mobiliz-
Ing rural savings in the form of deposits? There are at least five reasons to be
lieve that past assumptions have been far too pessinlistic about tie amount 
of savings that are available in rural areas. First, all households save, no mat
ter how poor. even if in small anounts for short periods of 1m. Abstention 
from consumption is normal and necessary for survival even if the interval be
fore consumption is fairly short (Von Piscl e. 1983). Secondly, farners save 
automatically. When production and constumption cycles are not synchronized. 
farmers regularly store sonic produce for consumption until tile next harvest. 
Alternatively, they may choose to sell their harvest, pay p;ast debts or expand 
consumption, and borrow before the next harvest [Ilouiu,,u. 1979). Thirdly. 
rural households are heterogeneous. Rich households exist alongside poor ones: 
Sone hauseholds experience surpluses just when others face deficits. so the 
possibility exists for financial intermediaries io Mobilize short and long-term 
deposits (Meyer & Alicbisan, 1984). Fourtilly. while sonie rural areas are grow
ing at slow rates and barely keep tip with population growth. other areas are 
experiencing rapid changes ii ('Iiterl)ri:;cs and cchnology. apid inconc g rowth 
due 1o technological change can increase rural coisnmpt ion, savings and ini
vestment (Mellor, 1973). Indian data show that savin gs/in vestmnent ratios in 
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better-irrigated, more rapidly innovating regions were much better, up to 3 to 
15 times thc all-Indian average (Krishna & Raychaudhurl. 1980: Singh. Gupta
&Singh. 1978). Fifthly. foreign remittances offer new savings potential for sever
al countries. Many offshore workers come from rural areas and show a propen
sity for low consumption levels and large-scale transfers of liquidity to their 
country of origin (Gourvez, 19841. Some countries have been fairly successful 
at mobilizing these remittances, but much remains to be done. A recent study 

in Pakistan showed that much of the US $2 billion received in annual remit. 
tances went to rural areas. but only 1,5 per cent was channelled into financial 
assets (Jetha. Akhtar & Rao, 1984). 

What emerges from recent studies is that tie potential for rural savings is much 
greater than previously assuned. Furthermore, it is argued that the fact that 
rural deposits are relatively small Is duc more to bad policies and lack of ap
propriate institutions than to low rural income and poor savings habits of rural 
households. 

5. 	 WHAT FACTORS CONTRIBUTE TO RURAL DEPOSIT
 
MOBILIZATION?
 

The demand for deposits by rural households is influenced by a variety of eco
nomic and non-economic factors. The political and economic instability that
 
has existed in rlan countries obviously discourages nany economic activi
ties. The degree of nionctizaticu of the rural econony affects the choice of as
sets held by a household. Lack ofconfidence in institutions generally and banks
 
specifically thwarts all types of financial activities. Literacy and economic
 
sophistication will have an effect on how rural people obtain and utilize new
 
Information. All these factors can influence rural deposits but there is little that
 
governments can do about thein in the short run.
 

There are other factors, however. over which governments have more control 
and which they can influence even i the short run. Rural income is one of 
these. Almost all analysts agree that an increase in income should lead to a 
rise in demand for savings generally and deposits specifically. The discrimina. 
tion that exists against agriculture in many countries reduces income and, there
fore, the ability of rural households to hold deposits. 

There Is considerable debate over the influence of interest rates on savings. 
An increase in interest rates may stimulate savings by making current con
sumption expensive in terms of future consulption (substitution effect), or may 
lower savings by reducing the anniount of present savings necessary for a given 
level of future consurnpt ion (income effect). The available evidence. based largely 
on Asian and Latin American experience, suggests the substitution effect Is 
more important. but not overwhelmingly so (Lanvi & Saracoglu. 1983). The 
important issue for financial internediation in LDCs is the relationship between 
rates of interest paid on deposits and savings in financial forms. Advocates of 
higher rates argue that peasants are economically rational in their financial 
affairs, and even poo households need and benefit from attractive deposit and 
savings services. They feel that countries (such as Taiwan and South Korea) 
have mobilized surpr isingly large amounts of rural savings when deposit rates 
were changed substantially, while rural savings have been depressed in other 
countries because real deposit ra'cs have been highly negative due to high in
flation rates (Benoit, 1984: Mittendorf, 1984). Additional evidence on rural 
deposit potential is found in the experimental projects for rural savings irist
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tutions that successfully mobilized large amounts of deposits when interest rates 
where raised and other incentives were given to savers. Information on these 
projects is presented below. 

Recently, more attention has been given to transaction costs because of their 
influence on the net return obtained from any given interest rate. Transaction 
costs for rural savers include the explicit costs of photographs, passbooks, travel 
costs and other cash costs of depositing and withdrawing savings. Implicit costs 
include travelling and waiting time to make transactions. Often the implicit 
costs are high so the proximity of deposit-taking institutions may be the most 
important factor affecting access and transactions costs. 

A final important factor expected to affect rural deposits is the linkage between 
savings and lending. Many analysts believe that an important reason for rural 
household saving is the possibility of eventually getting a loan. This implies 
that institutions should link savings mobilization with lending, but in practice 
many rural financial institutions are single function. 

Although there have been many studies of aggregate rural savings, there are 
relatively few studies that specifically test the importance of these factors in 
explaining rural deposits. One recent study attempted to explain rural deposits 
In India, Nepal, Pakistan and Sri Lanka using the basic model (Srinivasan & 
Meyer, 1986): 

D = F (Y.r,iB) 
where D = nominal value of rural deposits 

Y = agricultural GDP 
r nominal interest rate 
I= rate of inflation 

B = number of bank branches/offices in rural areas. 

It was expected that agricultural GDP and number of branches would be posi
tively related to deposits because ali four countries had experienced nominal 
and real increases in agricultural GDP, and actively pursued the spread of rural 
bank offices. The expected sign for the interest rate variable was positive. Real 
deposit rates of Interest were negative in India and Pakistan during several of 
the years studied, but Nepal and Sri Lanka liberalized their interest rate poli
cies. leading to positive real deposit rates. 

The model was fitted to pooled time-series cross-section data covering the twelve 
years 1970-1981, using gencralized least-square (GLS) regression in double
log form. Two empirical models were tested. The first was specified as: 

(1) 	lnD = al + alnY + alnl 4- aln(r-i) + 1bl.) , 
bD. + b3D, + ClU I f- eU,, + cJ)U 

where D = per capita real rural (demand and savings) deposits 
Y = per capita agricultural GDP it constant factor cost 

r-I = real rate of interest on twelve-montli time deposits 
and B = number of bank branelies/oflccs per thousand inhabitants In 

rural areas 
D, 	 = 1, 1 = 1,2.3 for Sri Lanlka. Nvpal and Pakistan. respectively, 

0 oth'rwise. India was selected as the countlry of reference. 
= D1 ln13, Di = duniny variablh for the respective countries.Ui 

Tills model implies 'hal househols react directly to real interest rates. An al
ternatIve formulation permitted a diffcreltial response to changes In nominal 
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rates and inflation. The response lag to changes in nominal rates might be shorter than the lag in response to changes in inflation because the lat ter are filteredthrough the process of expectation fortnulation. Therefore, the second model 
was specified as follows: 

(2) In 1)= a, + alnY + a,1nB + a 4 1nr
 
+ a,lni 1 ) + b). +
+ I)h bI), 
+ CII + cj.U, + C.eU 

The sign for tie coefficient of nominal interest rate was expected to be positive. while tie sign for (tie inflation variable was expected to be negative. 
Table I presents the results which were considered reasonable given the limitations of the data. The elasticities for branches and real deposit rates were greater than lle. A 10 per cent increase in Ih(lnumbr of rural branches is associated with a 1:1per cent increase in rural deposits. while a similar increase in ruraldeposit r-ate is associated with a 17 per cent increase in deposits. The incomevariable was less (lastic with a value of 0.5. When the branching coefficientwas adjusted or country interaction, there was a tendency for lower branchelasticity to be associa ted with higher bank density. This is logical since theimpact of atdditional branchs should bc lower whenu bank density is higher.Al F-tcst revealed that liet two mtodels were not statistically different. suggestingthat rural depositors responld to real rather than nominal interest rates and donot formla te separate expcItations of noin iial interest rates and inlation. 

Table 1-GLS estimated coefficients of the deposit function' 

'arameter Equation 1l) Equation (2)
tindependent 


Standard'
variable) Estimate Standardt.ratlob Ized Estimate t.ratlob ized
 
estimate estimate 

tinirccpt)a0 - 3.405 - 7,855a, [tnt -3.250 - 7.4.10o *0.52S 5.438° * 0.200 0.620 
a, ttittt 4.309. * 0.2351.306 18.815" 1.991 1.303 19.277'o 1.986a, Intr- itt 1.721 3.077" 0,056a, I Inr)} 

0.056 0.580 0,021a, toitt) 
-0.012b, (1),) - 0.056 -0.000 -- 1.243 - 8.818°* - 1.776 -. 1.215b, (D:} -0.965 - (0S..15* - 1.76- 1.165 -0.403 -0.915 b, lD)l 1.0. -0.383-3.385 -9.320** 1.1(6 o- -3.316 -9 38'C),tU, = I t) - 1.388-0.592 - .1.709" -0.851 -0.587c,, (U, = - 4.829'' - 0.8.13D,Inti -0.239 - 1.387 -0.486 -0.222 - 1.233 -0.452c,, (U, = DJnBt -0.513 - 1.7-t5 -0.180 -0.107 - 1.2-19 -0,.13fl 0.877 0.872

F-Va*le 
 :8.383" • 
 33. 115' a. N =48. D,. D., aztd D,.art- dummy variabtes where I),
D. = 

= I or Sri Lanka, ) othtrwise:I for Nepal. () ot3l3tirwis(,: and 1),= I 1orP|ksian,altd 0 otltrwisu.,b. L vvtls of signit'an c:I°I= 0.01; = 0.1t. 

Beta coefficients were calculated to evaluate tit, relative inportance of the explanatory variablcs. They showed thal ehan es it] transact ioncosts representedby branch density wt re relatively more important than changes In agricultural GDP and real inklerest rates in explaining the variation in rural deposits, con
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firming recent arguments that transaction costs require more attention in understanding rural deposit behaviour. 
Another recent study analysed district level bank deposits in Bangladesh (Kha
lily. Meyer & lhushak. 1987). It made tile important argument that not onlyare deposits influenced by access to deposit-taking institutions but bankbranches are also influenced by the level of actual and potential deposits ina market area. A simultaneous equation model was tested of the form:
(3) In(DINT/POP) = A + alnPYP + aInPYT + alnBF + a,lnRDV + alnL 

+ alnP + U,(4) InBF = B + blnPYP + bInRDV + b3lnP + blnPCR 
+ bsln(DINT/POP) + U,

where 
DINT/POp = 
district per capita interest hearing deposits


PYP = 
district per capita permanent income
PYT = district 
per capita transitory incomeBF = number of district rural bank branches per capitaRDV = district per capita index of'roads and vehicles 
L = district literacy rate 
P = district rural inflation

PCR = district prr capita voluIc of rural loans outstanding
U. U, = error termis. 

Equation 3 represents a demiand for dte)osiIS functionrepresents tie supply of dIpOsit servicCs 
while equation 4

IhuoLgh expansion of bank brancles.PCR was excluded fron equatio 3.and L and PYT were excluded front equation 4. Two-stage least squares (2 SLS) were used to estimate the models. 
The roads and vehicles index was included to capture the dimension of transaction costs which is represented by ease of travel. This is importanttin a countr.where travel costs and time are great. It was specified as: 

RDVJ 
= j 
 x 100
 

where
 
RDVI = weighted index of'roads ad vehicles in jilt district
RDj = nmileage of roads itt jit district


TAI = tolal geographical area of jit district
POP 
= Size of populatlion in tlousands of jitdistrictTVj = total nutmber of velhicles in jit (listrict. 

The resttlts of doubh:-hg est itationi are shown| itt Tables 2 and 3.The second
stage statistics report the dire--t elf'(et of the
explanatory'ariablhs on deposits
(Table 2)and hank branches (Iable 3). The rdt-'-(d fortt codltiicient, 
 show thetotal clcets (direct and indirc-t) of Ilhc variables ol (h'posiis and bank branches. 
The significant cross.-colficienils Ior ttedeposits variablIs itt 

Ibnk branch arnd ituicrsl-bearii gtOw strti(-tral -qiualions Support Iin- hypoteisis of two.way casuailitv between d(posits and I)attk brlan(hes. The elasticity of intr-sbearing deposits wilt rcsp-cl to bank brattlics estitllate(l al 0.985 was signifi.cant at tte 0.05 lev-, %%wile twe(laslicity of batik ballics with respect toInterest-bearing deposits estinated at 0,158 was signifeait at the 0,10 level. 
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Table 2 -Estimated parameters of the double log interest bearingdeposit function 

Permanent income hypothesis Absolute incone hypothesis
Parameter Reduced Second Reduced Second(variable) form stage Indirect formequation stagestatistics effect, equation statistics(T-ratio) {T-rntlo) (T-ratio) {T-ratio) 

Intercept - 1.686" 6.0G''. 
- 2.23' * 10992" 

1-0.932) (0.88-1) (- 1.328) 1.428) 

(11 P1 0.595* 0,057 0.538 

(3.571) (0.08;1)
 
(PYT) 
 2.783 o 

2..401 0.383 
(1.225) (1.260)

(L) 0.216 0.15... 0.031 0.286''' 0.169
10,595) (0,8.19) (0.811)(P) (0.758)-0.104 0.058 -0.162 0.009 0.287' 

-0.560) 10.230) 0.061) 1.760}
(BF) (()1.785'0.985 *•001 170 

1.626' 
(1.785} 

(RDV) (1.586)0.278, 0,219" 0.059 0.263 0.167" 
(4.138) (2.3:13) (3.9-18)(PCR} (2.194)
0.119 
(0.623) 0. 194* 

0,565 ' -0,311 
F-rato 7.I I191 (3.386)' ))8 (-0.590)h1 5 1 6 3 5R-square 0.6648 0.30 

0.706 

Significart at 0.05 hvel.
 
Significant 
at 0. 10 level. 

'SigzIficant at 0.20 level.a. Indirect efcths arc estimated as the difference between the reducied lorit and the secondstage c iecicells, 
b. Signiliaot at 0.0001 level. 

The results confirm, as expected. that transitory income was more important
than pcrnianlen1 inconle in iillcncitig deposits. Transact ion costs represented by bank branches and roads and vclticles have in important efl'cct on demand for deposits along wi h income and literacy. Deposits, permanent incomeand inflathon affect r umber of bank branches. 
These results show that rural dehposits conformut to ecollonlic theory. I oiuscholdschoose a portfolio of inveslmentls and dertand tnore deposits Whet. given appropriate incentives. The expansion of [te banking network in ruralemerges as a particularly important incCl11(ye 

are'is 
to households through its inpact on retdlucing transaclion costs. The location of a bank branch in a marketarea undoubtedly contributes to households becoming accustomed to dealingwith formal institutions and developing the banking habil. 
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Table 3-Estimated parameters of the double log bank branch function 

Permanent !ncome hypothesis Absolute income hypothesis 

Parameter Reduced Second Reduced Second,variable) form stage Indirect form stageequation statistics effect' equation statistics
(T-rattio) (T-ratic) (T-ratio) (T-ratio) 

Intercept - 8.166" 7.893* -8.14" - 7.577 * 
(11.06) - 12.762) (-11,762) (-109591 

(PYP) 0,568° 0.478 ° 0.09 
(8.351) (3,096) 

(PYT) 0.402 
(0.381)
 

(PY) 
 0.557* 0.415 • 

(8.145) (1.8641
(L) 0.038 0.072 

(0.25-1) (0,483)
(P) -0.17° -0.155 -0.015 °(0.171- -0.173 

(-2,254) (-3.591) (-2.936) (-4.20S1

(RDV) 0.063* 0,022 0.041l 
 0.059 ° -0.007 

(2,309) (0.294) (2.178) (-0.061)
 
(PCR) 0,1261 
 0. 107" 0.019 0,119, 0,071"*

(1.6171 11.487) (1.702) (0.864) 
(DINT/('OI) 0.158 * 0,252"" 

(1.624)) (1.679)
 
F-ratlo 12 ,9 4 b 26.20" 14.74' 29.15"
 
R'square 0.79.4 0.811 

* Slgniflcaizt at 0,05 level. 
* Signilfcant at 0.10 level. 
* Sig iflicant at 0.20 level. 
a. Ilndrect etiffts art, est innated, as tie difference between the reduced I-oin and the second 

stage coefflcients. 
b. Significart at 0,0001 level. 

6. WHAT IS THE OUTCOME OF RECENT EXPERIMENTAL 
PROJECTS TO MOBILIZE RURAL DEPOSITS? 

A number of experimenlal rural deposit mobilization projects have been con
ducted In developing countries in rceni) years. They have ofihn been designed
by USAII) to help financial institiutions mobilize more of their own resources
and rely less on funds l)rovided by (he central bank and olier external sources.
Tile results of sonic of these projects are sunnimarized here. 
The first pilot savings mobilization lpnojcet, wtich inspired tmian' of[(e others,
was undertal.en in (Peru (Vogel. 198.)). It was cotihctd witI Ilie liam.o Na
cional para las Cooperativas (IIANCOOP) during 1979-1981. llANCOOP is aseconid-level cooperative, that receives deposits and iales loants. It deals with
the general pbihjc in addition to cooieratives. It had been reasonably success
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fill as an urban-based operation anld wanted to expand into rural areas. 
Il less thatn two yeazs. deposit mobilization inl selected pilot offices and in BAN-COOP gencrally ulr surpassed (fie troject's targets. Interviews witildeposi totsreveailed that revisions in tile interest rate structutre. (ofilllenci ill h finll cial institution, good scrvicc and effecti'e savinls inohilization campaigns contributed to l.:\NCOOP s success. li lattcr included heavy Itlblicity, prizes andralles. Difflercrtiues were noted between cooperative inetubers aitid Inon-utentibersin their reasons for depositing. For Menbers. the possibility of obtaining a loanpredotiIat(, followcdl Iy c'onfidee ill the institution. For non-neinbcrs. moreweigiit Was placed tm Oood service. location. hours of opcatliot and interestpayments. PivblicilY was iu lportant in helping depositors learn about BANCOOP,

and many looked hl\'vorahlv on the rallies. 
The deposit molilization exl)eriletnts conducted by credit unions inl IHotduras
and tie Dominican Rcpl)lic followcVl the spirit of the BANCOOP protject, Iiboth countries, a small group of credit tnions werc selcctcd to receive tecliical assistance ill intrest taitc reforms. savings tmobilization and loan manage.ntent. Afterjlist two ,\earsofopn-rations in Ilonduras. thc live iorticipating creditunions had ttiolilized substantially nore share accoutnts. passbook accountsand tinle tdcosits thian nont-part icipating credit unions Wlovo, !98G). The loanportfolios of the live credit ulions increased by 25 per cent ill just two yearswhile it actually declined ill tte tion-participant grotp. Aside from providit gresources fbr h'ndin,. tie participalint credit ttnions were aible to repay partof their rclatively more expensive external debt. 

Likewise. in lust two years of operation itt 198-1 and 1985, lie four participat
ing credit imtt.; ill tilt- Dominican ctpublic increascd thcir sltarc capital bya third to three quarters and atchieved evein fister growth ill IMssbook accounItsand ternt deposits. Whilh outlstanding loans rose by factors of two to tell, thelevel of delinulttent loans fecll. ill one credit union. frotin 70 to 10 per cent. Asin file I onlduras case, tlie succetss of these credit unions was attributed to goodservice. rechlevd transaction costs and the possibilit y of getting a loan by de\'elopitg a Iankin rehtionship. When it was realized that tile credit uiioinshad sttffictient liquidity to grant ite, loans. deliiiquent borrowers were moreinclined to repay their outstanding loans (Gontzalez-Vega. 1986). 

Part of the Dominican Republic project involved openitg savings windows inBanco Agricola. tite public agricultural dvelopiment baik. It had thirty.onebranches scattcrtcd arotndll tic eotttrv but titil 1983 served only as a lending window for external funds. either foreign or central bank. It was :,uthtlorized
to mobilize heposits, but had little incentive to do so. Its hendintg activities wereunstable: wheit external titnlds \vere albtndant it expantded capacity only to follow w\'ilh periods of cottraction. As a result it 
 was not a reliahle in( pernanent credit Source to filarnocrs. The initial success of opetting deposit wiidowsin a few cxpcrihtental branches it niid-1983 was so great Ilat there was greatpressure to imititedialcly expand tilte progranm.ticipatitig brailches had Opetted 
By October 1986, tlt t lirty parabott 37 000 accounts. mtost of vhich weresavings accounts. Total deposits approached RD $ It nillioit. :\hhttl thisamount was only about 10 per cent of the loans outstaniding, !t representedarl ilportant step away frotmi dependncce oil externial htids (Gozal-Vega 

1986). 
The Baligla d sh cxprimint represented an .attellpt to lest t1le cost effectiveness 
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of alternative techniques to mobilize rural deposits (Ahmed & Khaled. 1988).The project involved the Agrani Bank. one of the country's nationalized commercial banks that was involved during the past decade in tile government'sefforts to expand rural branches and agricultural lending. It mobilized depositsas part of its regular banking activities. The project involved a comparison ofthree models, each employed in two different regions. The first was labelledthe tangible incentive model and provided special incentives to tile depositorsfor opening or adding to an existing deposit account. The second was a marketing model v'inch involved tie hiring of two temporary bank staff in each branchto promote delosits through door-to-door contacts with rural hoLseholds. Thethird was an employee incentive lodel which provided cash boPuses to regu.lar bank emlployees for mb-iizinig deposits. 
All three models succeeded in rnohili:ing additional deposits inl bothIthe richand poor regions where thcv were tested over a three-montlihmore, the new Agraini Bank period. Furtherleposits did not appear to result from disinterinedi.ation front neighbouring competing banks. The increas- in deposits ranged fromI to over 8 per cent of tire branch's existing deposit base. Over half of tile newaccounts were opene(d by wonien, who usually are not very active economical
ly in this society. Savigs accounts wilh check-writing facilities were more popular than either detiand or fixed deposit accounts. Most accounts were oil*v US$3-4 illsize, but surprisingly nost accounts Increased in size over tile shortlife of the project anid the number of deposits
far greater than the 

inade per account was generallynumber of withdrawals. Overall. the tangible incentivemodel provided the highest izicrent-nctil increase illincome tor the bank because ofits lower cost of deposit miobilization. 3ut all three iodels demionstratedtile bank's ability to mobilize additional deposits in a very poor country withan annual per capita incllome of alpproxinatcly $130.
 
The experiments conducted 
illthes(- countries show that rural deposits -anbe mobilized even from low income householtls iflinlarcial institutions providetile appropriate incentives and instrumnents. Special savings campaigns canbe useful in publicizilg oporI tii itles to save aid a wide variet l' technioucsare available to financial institutions tlhat walt to aggressively atiract deposits. 

7. WHAT ARE THE KEY ISSUES REMAINING IN RURAL 
DEPOSIT MOBILIZATION? 

Rural deposit mobilization can and should he ar iml)ortamnt part of the strategy to develop rural financial llarktls. Rural deposits call he mobilized,call provide solle of the fuids used they
in rural lending, anld reduce depencan
denec oil externail funds. Financial instltutions call he strengh(lcu-d 
by"bvuild-Irg I strong rural deposit base. t]hcre are sevr -dl issues, howt.-tlrm,taiInstbe addresse~d aiseomrrtrit-s at tenllptto iltprove their rural dleposit performance.
Some Conceeri natiuonal l)oli(.y issute-s while others conmeernm 
 tite liarnagenicrnt of


financial irrstitonr ions.
 
-
 Mix ofrrural.linmor i'aioslitiotis. No sinigle financial instinmion is likelyto bIt'olirtal lot- all levelopinrg counftrics, or all regiornsA hugearrrulti-sc'-rvunc within a coiritry.('otlinc-n,|il bank mav be appropriate in a hih-icomtcrural area whre corrrpln-x iirlarcial scrvics arc dmlandhdt. A smnnall creditullioll or inrforrrmal savings grol i I ray be rrmore appropriate illa sparsely-settled low)-incollt r. ion . SomreIinstlJ Iurons Ina *vhe en ulenraget to pirovi'de retail financial servic.ns wil- otlhrs specialize illwholesaling F1itapp-ropri. 
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ate mix of institutions must be developed for each country considering its
unique circumstances. 

- Competition. Expanding IIulti-functioual rural institutions open up possibilities for increased competition and greater efficiency in the provision offinancial services. A trade-off may exist, however, if economies of seale exist in banking. A wide network of srall banks or branches will facilitatedeposit mobilization, but efficient lending may imply larger unis where better expertise oil oan1evalMtion can be developed. Much nore must be knownabout the economics of rural banking before firm recommendations can be
made about this general issue. 

- InflationI. Many countries, especially in Latin America, are experiencing double and triple digit inflation. It is extremely difficult for any type of financialinstil ut ion to thrive in this situatiop because the optimum investment portfolio may include little nioney and few financial assets. The managementof financial institutions in higlily inilationarv environments faces a seriouschallenge in developing interest rate policies tl.t will provide depositors withexpectations of attractive returns on their savings while at the same timesetting lending interest rates that will cover costs a)d that borrowers can pay. 
- Alanagenotof/inancial institutions. Perhaps tile biggest single obstacleto developing a deposit-based rural financial system is human capital. Oneadvantage of the supply-lending sir tegy was Ihat it could be illplementedwith relatively limited trained manpower. Decision making was concentrated 

at the top and loca! bank staff essentially followed regulations. In some extreme cases, central banks developed voluminous credit manuals to guidelending. Liability management simply involved requesting funds froni thecentral bank, and repaying them when loans were paid. Liability management is more complicated and risky when p'rsonal deposits are the mainsource of funds for lending. Little is known about the fluctuations in potential deposit base due to seasonalitv and the business cycle. and how theseaffect optimal loan portfolios in rural areas. More attention is needed to developing appropriate risk-reducing mechanisms lor unit financial institutions which have assets and liabilities concentrated in a few households/firmsIn a small geographic area. The quality of bank management and employeesmust be improved so they can handle the burden required in riobilizing and 
managing deposits. 

- Regulation and supervision. Much of the recent rural finance literature hasconcentrated on analysing the negative aspects of policies and regulationsthat support the traditional approach to rural financial markets. Itmightbe nal'velv assumed that deregulation is the complete answer. There areareas, however, which require more rather than less regulation or at leastregulation concerning other issues. Examples include limits or ceilings onthe amount of deposits obtained from and loans made to a single customerto prevent portfolio concentration. Controls are needed on insider transactions conducted with the management and staff of the financial institutions.Loans to insiders contribute to portfolio concentration. frequently increaseloan delinquency and demnoralize depositors with worthy projects but who 
are crowded out of getting loans. 

Another specific issue of regulation concerns reserve requirements. Highreserve requirements are sometimtes rationalized to protect institutions but 
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in practice they are often a way to tax the financial sector. Alternative ways 
must be found to collect taxes so that reserve requirements do not discourage 
deposit mobilization. 

The capacity to adequately regulate and inspect financial Institutions has 
not kept pace with their expansion and development in many countries. Un
less this capacity is increased several fold, corruption and other abuses will 
continue, depositors and investors will be poorly protected, and accounting 
practices will continue to overstate the soundness of financial institutions. 

Cost and risk-reducinginnovations. Many of the innovations that financial 
Institutions have undertaken in recent years have been designed to avoid 
regulations. There is a great need for innovations that reduce costs and risks 
so that institutions are motivated to voluntarily expand rural financial ser'

ices. The cost of managing mnanyv small deposit accounts is an important 
concern for successful deposit mobilization. Some experiments are being 
conducted with microcomputers which may produce some cost-effective 
methods. Mobile banks and mini-bank outlets are being introduced in some 
countries to reduce costs. Deposit insurance is being considered in some 
countries to reduce depositor risk and improve preferences for holding finan
cial assets. These innovations can contribute to making rural deposits an 
economically feasible source of funds for financial institutions. 

8. CONCLUSIONS 
Prospects are better today than at any time in tile past two decades for develop
ing viable rural financial institutions. Privatization and deregulation are un

der way around the world. Market incentives are increasingly taking the place 
of plans, targets and quotas. The weaknesses of the supply-lending rural finance 

model have been exposed. Neither governments nor donors have the resources 
to sustain past subAidies. The trend is lowards greater rural deposit mobiliza
tion and financial intermediation rather than simply pushing cheap agricul
tural loans. 

There is ample evidence that savings exist in rural areas. The challenge is to 

find ways to mobilize these savings in the form of deposits in financial institu
tions. Interest rates, transaction costs. the quality of banking services and educa
tional programs have emerged as key detem, inants affecting household demand 
for deposits. 

There Is a danger, however, that some of tile rural deposit mobilization efforts 
being proposed today suffer from some of the same simple-minded advocacy 
that characterized subsidized credit projects in tile past. Mobilizing deposits. 
safeguarding them for depositors and using them efficiently for loans and in
vestmnenitsl) financial institutions is niot a simple matter. It is filled with risks 
for tile depositor, for the financial instilutions and for tile govtrnment. The ex
pericence to be gained from the experimental projects under way will help pro

vide informat ion about how to reduce these risks. Stronger, more viable, self
sustaining financial lnsltittions should emerge fromn well-conceived 

programmes and policies to mobilize rural deposits. 

NOTES 
. MaNlly of iw (tlhlplers Iii this book along! wilh sm)lneW rthal)ners are now avilttbit ill the 

Spanimui wv-,ion by Adams. Gouizalui-Vcga & Von I'lschke 1t987). 
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2. distrihution.Adams and Meyer discuss the ways that low Interest rates can actually worsen Income 
3. Unlike inanmay other developing countries. lrazil isone oft he few countries witere the rapidexpansion ofagrieultural credit has not nlderilIned or destro.ed the financial instittutioOne Imoport ant difierencc is that, fbr rcasons riot n s .

ctlirely clear. Blrazilian financial lstitu.tiots seett t,.Jhave avoided the highIevels of delinquency c.nd default of agricultural loansencoutetred itt 
Inan'l%other countries.
4. A inore 'onhliplee riiseisslan of till'; point 'atnbe found in Mcycr (1985).5. Tiis sction draws icavily ott Meyer 119851. 
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