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saving Mobilization in Ruial Dangladesh

introduction: This paper reviews some ol Lhe findings of the
Bangladesh Bank/USAID Rural Finance Project with respect to saving
mobilization. This introductory scetion reviews concepts and dofi-
nitions. This is Ltollowed by a description of two complomentary
models. tor analysis of rural saving: what we will call the occononist'
and  the banler "5 pode Ly Tthe major findings of the REFP are then

discussed. Finally, the policy implications are reviewed.

Saving means that disposale income of an coonomic anit withheld
from censumption, .o alternati.cely the increase in net a.sets of
the economi - unit. It is conventio: :1 wisdom that~s$ving 1+ 1s in
Bangldesh are extremely low. Saving by domestic sources is 2-3%
«f GDP; saving by national sourcc.(i.e. all Langladeshi) is rather
higher at another H-6% of ¢l due Lo the large carnings and honeward  romi -
ttances of Bangladeshi overscas. However, more than half of gross
fixed capital formation is financed by foreign assistance - either
ow interco U loans or grants. wWith there being every likelihood
that remittances will grow more slowly than GDP in future ycars
and the inevitable uncertainly as to the long turm levels of
foreign assistance, the importance of raising domestic saving is
obvious. The fact that ta'k of grcater saving for Bangladesh has
become commonplace does not reduce the urgency of the ncecid. More
rapid growth will require higher investment levels and these mu-t

be financed by greater domestic saving.

Of the two cangonents of domestic saving, private and Government,
the available data is not completely clear but suggests that
Government saving (revenues less consumption expenditure less
subsidias) 15 0 to -1% of GDP, hence the private sector's contri-

bution (= 3-1% of GDP or 5-7% of disposat .- Llncome,



Available evidence from the Houschold Expenditure sSavings and f{rom
the RPP surveys shows rural houscholds save more Lhan urban Loosc
bolls at comparable i1ncome levels. Information on s.avi N trom
different sources is not always consistent: in particular, ore.,,-
scction analysis of houschold cxpoenditures indicatcs mon e BaVI g
by rural houscholds than suggested by the national accounts. The
anthropologists  on the RFP found that rural houscholds saved a quite

substantial part of their income.

It is important to distinguish between saving and assct manaqgement
by the houschold. Asscel management describes how the houschold
divides its resources amonyg alter.ative assets. If a branch bank s
established in an arca previously unserved there are two oxtreme
effects: (a) The houscholds may save morc duc to the desivability
of owning bank deposits which may pay high interest rates; (b) The
houscholds may rearrange their existing asscts putting some assets
into bank deposits and reducing other forms of holding assets. The
rural houschold has a number of assct .ourms that can be readily
shifted: Rice or paddy inventorics; gold or jeweld vi cash hoards
within the houschold; bank deposits; loans to others. Cortain

real property assets such as land or agricultural coguipment arc
less fungible. The purchase of assets from saving out of current
income will also be influenced by the availability of bhanking
scrvices. Bven if the rate of saving is not changoed , with the oplion
of owming bank deposits, there may be a significant shift in the
household's.asset portfolio asay from real property as increments

Lo ascoetls are placed in the bank.

By mobilization of saving we mcan the increase in the houschold

assct portfolio that is kept in bank deposits. This sominar deals
with the issucs involved in increasing saving mobilization. Befor.
Lirning to the anatysis of how to do s0,30 s uselual Lo toview why

this is perceived as such an important aspect of development. Growth



takes place from two effects: (1) Saving and the accumulation of
capital through investment and (2) the proper choice of investments
to be made. Lf investment choices are poorly made, then littlo

PNCT cane in milpul vaoachieved, the returng to savers are low aned
the willingness to save may be conscquently reduced. Poor investment
choices hurt growth directly thirough the inefficicent use of capital
and indirectly through discouraging saving. The typlcal picture of
a rural socieoty without. financial intermediation is that most
pecopbe ave Tow retmrn projects to carry out and tao save little to
finance these. The farmer who has a gyood idaea r.oquiring a lot of
capital cannot find the funds. Of couvrse the informal markets
provide some intermediation - say within the village,but cannot

readily reach further.

S Hul' houscholds savings are mobilized sby the banking system and
invested by those who borrow from the banking system this helps the
cconomy only on two conditions: (1) The investment projects suppor-
ted by the banks are better - yield a higher return to capital -
than those which are financed outside the banking system by the
farmer himselt; (2) The jmprovement in the quality of projects ig
sufficient to cover the costs of the banking system's operations
(administrative costs and loan losses). Put another way, the farmer
may invest directly in his farming operations and earn, on the
average, a return of 10%. 1f the bank can find a project which
carns a rebimn o of 20% then the farmer can be induced to deposit his
money in the bank receiving, say 12% (so he is better off) and the
bank has 8% to cover its cnsts. Lf, however, the investment financed
by the ban® coaens a rorurn of only 10% then the economy has lost -
the resourens used in paying the costs of tne bank have simply been

fritterred away for no puarposce.

How can one know if the bank's loans generate a sufficiently high
return to justify the cxpenses of intermediation? The first point
ie obvious but ot great importance: The banking systoem must bhe

viable - i.c. cover its costs and borrowers must repay the loans.
Lf tht_).s(:r conditions are not met then the financial system”is hin-

dering rather than helping. It may be argued that repayment is not



a hecessary condition for having the financial system assis
development.. That is,of course, corroct: farmers may all make oxco-
Flent investments bul fail Lo repay. While not g necessary condi -
Lica, repayment is a sutficient condition. Tt .epayment regularly
Lakes place then Lhe investment s financed are carning an adcaual e
return (so long as the viability condition is also met). In i ho
absence of repayment the assessment of loans quatity is impossible.
Thee Tundds wi bl not necossari y be used tor product ive purposes i f
the borrower heiieves he does not have to repay. Once can be quite
sure loan oo tpts will often be consum 1 in Lhe absenco of

Fepayment |

The second roint is nol so obvious: The market valuavions of inputs
aadk alyt s may nok refle b the trne valae. For exaeple, if the
SuLernment chonses to sibsidize the urba.. o ice [rice, the returns

to rice farmers could be understatod gging ma ket Pvaes,

After many years of tickering with prices there is now widespread
acceptance among development cconomists that while price manipula-
tion may be a convenient instrument of itervention, it is impossible
to compute with any deqgree or confidence the consagqlicnces of such
manipulat ions. Consceuent by it s better to move owards pricing
without subsidy and lct the investment, saving choices be market
determined. Once computed price corrections are uscd to justify
investments one enters inlo an imayinery world and contact with

the real cconomic scene is soon lost. The best way to corrcct a
price distortion is to roemove (Lo distortion, not to comput ¢ the

answers and try to manipulate policy to offset the distortion,

The above arqument was made to reach one vital poini: Mobilization
ol sdving is good for Bangladesh only it the Financial sceclor is
viable andl recovers the loans it makes. 1f it does not then the
banliing system is wasting resources tather han creating thoem. Al
ol the discussion during the seminar on saving mobilization pre-
supposes that the system is able to identify good borrowers and

collect the loans made to them. There is no escape trom the dilemma -
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if the banks cannot do this then saving mobilization is an error
and no measures should be taken to encourage it. The discussion in
this paper will assume that the financial system is making good
loans. Hote il is nol imporltant Lo Lhe saving mobilization issue
whether the good loans are in urban or rural areas. In principle
the financial system will dircct the resources to the best ‘loans
regardless of where the saving mobilization takes place. Indeed

the gqreater the geographic extent of intermediation the better.

The financial system in many developing countries has successiully
nobilized saving but has t!2n used the resources to finance Govern-
ment: current expenditures or low returns projects undertaken for
vagque objectives of prestige or belief in externalities that the
markol will not take into account. Such misplaced beliefs are onc
of the ma,or sources of poverty in the developing world. As the
seminar deals with how to mcbilize saving it is vital to keep in

mind the need for proper use of the funds so mobilized.

The power of financial inteirmediation is very great: If a country
fails Lo provide proper intermediabion cconomic growth can only
rise marginally above the traditional level; greater investment
financed by foreign assistance will help to achieve thalst@ihe
investments must meet the test of viability with reasonable accoun-
ting rules. Otherwise degraded gquality investwents will lead to

sl gqrowlh or stagnation.

The vodum: of rural dejgosits b incre.od very rapidly during the
fow yvoars. In real Lerms thus growth of rural deposits has averaged
10 per annum. Current ly there are signs thal this growlh ratc

of real doposits is deelining. This may be due to the decline in
ceonomic activity taking place in rural arcas, lower jute prices,
the not withdrawl of credit that has taken place clc. This point
will be taken up again below. It is likely that after a period of

considerable success in mobilization of saving by Lhe financial
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system we are now in a period of mu~h slower growth, probably
negative in real terms. On~ important objective of there delibera-
tions is to ccensider how the financial usystem can return to rapid

expansion cf depouits,

Some may argue that the high liqu. lity level of the banking system
indicates that further increases in deprsits arc not needed, at

least in the near future. For example, lowering the deposit interest
rates is meart to slow down the growth of deposit mobilization as
wall as to improve the bank's spread between costs and earnings.
Althongh increasing deposits is sound in the long vun, it io argue..
currently that with the limited demand for loans and the depressed
state of demand, there should be no drive for an increase of
deposits which would lead te an even highcer level of insafficient

aggregate demand.

However, saving mobilization in rural arcas recquires a sustained
protracted effort, not one which is adjusted in the short term.
How 1t is feasible to link together the short term necd for leass
deposit growth with the long term nced for more rural saving mobi-

lization is one of the dilrmnas of policy briefly discunssed below.

Two _models of saving mobilization

1) The zconomist's model

The econemist's model is based on the assumption that each indi-
vidual has a sct of preferences which are considered fixed and
which qovgrn'the decisions made as to how much savina will be done,
and how available assets will be managed. The main variables
which influence the level of saving and assct distrilbution

would be :
i) The income, family size, and wealth of the hounschold,

ii) The age distribution within the houschold.
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iii) The real interest rate (nominal less expected inflation

less transactions costs) earned on banl deposits.
iv)  The onvitonmental gk,

V) T"he relative returns on different assets.

It is assumed that the household manages its affairs in a ratio-
nal manner. Practical issues of dealing with the banking system

or ol managing different types of objectives are assumed away.
2) The banker's model

The banker's model is based on a view of the depositor as one
who must be persuaded cr induced to use the bank's services.
The houschold is perceived as able to change its preferences
given the efforts at persuasion made by bank staff. In addition
Lo the interest rates the depositor is attracted by the types
of saving products that are available. The banks compete by
intangibles such as the quality of service'. Whereas the econo-

mist's model trics to describe the Lotal volume of saving and

asset distribution in Lhe cconomy, the banker's view is focussed
on attracting to his particular institution as much as possible

of the deposits.

lHowever the banker's view should be seen as more than fighting for
a larger share of a fixed pic. Belter saving products and protracted
campaians to influence and instruct may have substantial impact on

saving and asset distribution.

In Pangladesh one can see this same split in the articulation of
objectives: The brancli banker trying to mect a carget or goal pres-
cribed for him by his head office will use his cireergy and Lime Lo
attract large depositors. To the extent he is successful his targets

are teached in the most of ficient way. lHowever, compel ing amone

banks for large deposits, which would be in the banking system
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anyway, does not contribute to the overall national saving mobili-
zation. On the other hand, the economist's view that manipalation
of interest rates will be the main determinant of saving mobiliza-

tion is insufficient to encompass behavioral change.

The work of the Rural Finance Project has followed both of these
models and from this has emerged 2 number of conclusions which are

direct relevance to the main problem of encouraging saving mobi-

lization :

1)  Real interest rates influence Lhe asset composition - highor
real intorest rates draw assets from other uses. whelher real

interest rates influence saving is much less certain.

There are certain ironical aspects of this interest rate impact
due to the existence of curb markets (non-institutional markets)
prevalent in rural credit. Reduced interest rates tend to lower
bank deposits and encourage the growth of the curb market. The
money lender who has decided to invest in fixed deposits now
finds the Luank a less attractive place to park his funds. Redu-
cing deposit interest rates will influence the curb market imme-
diately, even though the demand for loans from the forma’

market may be reducced due to inadequate aggregate demand. Most
Branch managers were unequivocal that over the past few yearé,
through 1985, there was a reduction in curb market volume and

a shift of assets held by money lenders from loans to others
into bank deposits. Thus if the rural banks reduce lending, the
liquidity.wi]] lead to pressure to reduce deposit rates, drawing
funds out of the hanks and into money lending. The curb market
will partially replace the formal market. But the curb market
loan volume will be more for family emergencies and less tor

productive investment.,
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3)

Tranractions costs strongly influence the perceéived real return
to having a bank account. By transactions costs is meant these
costs incurred by the depositor in having and operating a

bank account. The most lmportant of thesce cosls i Lhe time that
it takes for tne depositor to travel back and forth from his
residence to the branch. The greater this distance the ,less
attractive the deposit activity. They are two responses that
rural houscholds make to the distance to the branch: The house-
hotd simply docs not open an aceount sinece it is considercd oo
expensce to use it. Another response found in the RFP survey
work is a rceduction in the frequency of use of the account.
There are many deposits where there is little activity, with
very long periods between transactions. The use and travel
patterns of rural houscholds are too complex to permit meaning-
ful quantitative relatiornships to be given; but the evidence is
clear that the branch has an area from which cusiomers aic
drawn and Lhis represents the maximum transactions costs that
houscholds are prepared to pay. From our survey the rural

branches typically serve customers within a ten mile radius.

The factr-r toat 1s most critical for rural households in Bangla-
desin 1s the risk elewent. Apart from the major natural disasters
that regularly strike the nation, theee are a multitude of
micro=climate effects: a local flood, heavy winds, hailstones,

poests oa Tangqus drascenses,

These ontbneaks may causc substantial crop loss in a small arca.
Although these minor problems may not make the headlines Lhe
lmpact on the farmer may be more serious. The houschold'sy
response to these risks is to sct aside resources to permit
overcoming these difficultics should one be struck by such mis-
fortunes. In this environment rural houschold saving is driven
firat by the need to build up Tiguid resources to the minimum
level required for protection against crop loss. We distinguish

here between the ver boor houscholds who have limited income
]

-
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and whose risk is of a different sort(illness, changes in food
prices) and farm houscliolds who may experience crop loss ol
drop in the price. To manage the possibility of crop loss the
proliminary RFP evilcnce suggests a strong pressure to build up
saving when these are reduced below a cirtain level. Aftar
experiencing a disaster the household will attocmpt to recover

to an acceptable asset level. Saving then is determined by

the recent production history of the household.

What Keynes called the precautionary motive for saving is, in
my view, the most important factor driving the small Bangladesh
farmer. Once the farmer reaches a liquid asset level correspon-
ding to his needs, the saving may diversify into less Tiguid
forms. This drive for saving 1s not connected with the interest
rate at all, and the importance of this reason for not consuming
means that a large part of rural saving does not scows Lo be
strongly influenced by the interest rate. Indeed, it a saving
account is used for this form of saving there may a perverse
effect: The farmer i:. saving towards a tarqget; the higher the
interest rate the easier it is for !iim to reach tl - target level.
Once this precautionary liquid re.ovve is in hand the farmer
may now be more willing to consider the rcturn to alternative
investments, including most particularly investing in his own

farm. -

One modern characteristic of bhanking is the growing abil.ty of
banks to p%ovjdu risk management for their customers. Although
most of the discussion of risks in bank management has to do
with lending arnd production operations once one secs the rural
bank deposit as directly connected with the production risk

(as arqgued in the previous paragraph) then it opens up for the
Laoks in rural Bangladesh a number of possgibilitics for linking
saving, insurance, and important family requirements. These

ideas received an initial development during the RI'P> in the



form of proposals for contract saving. The view taken in this
paper is slightly broader. 1f 1 have a specific target for my
family ec.g. to send my son to sccondary school, then to achieve
Lhat goal a specific expenditure pattern is jmnljed. Sensibly

I will try to save to mect these specific future expenditures.,
AU present 1 am able to use a savings account or possibly a
sequence of fixed deposits, reinvesting the interest., However,
I am subiject to certain production risks (low prices, crop loss
There 1s nothi ng I can do about this: if I am pessimistic about
the risks then I will save moro whenever I am able. There is no
way I can "buy" protection against production risks. I1f the
bank were able to offer me a lower interest rate but guarantee
the ultimate payment I receive, this might prove a type of
deposit that would be very attractive to me. The bank unlike
the individual has the possibility of spreading this risk aimong

many deposits.

The development of methods of saving which permit households to
buy protection against risk by receiving lower interest rates
would in our view find a very positive response in rural
Bangladesh. Once it is recognized that a major motive for much
rural saving is risk protection then by designing saving instru-
ments linked to this need all may benefit: the banks may be

able to collect considerable amounts of deposits for very low
interest yates and also, by proper balancing of risks, serve

the needs of the Bangladesh farmers.
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It is useful to keep in mind the deposit structure of a typical

rural bank:

Deposit Characteristice of a Branch
(June 30, 1985)

Mcdian deposits (thousand Taka) 3298
Median number of accounts 1643
Median account size (Taka) 1920

Distribution of deposits:

Percent of Average Percent of

value of size number of
deposits  (Taka) deposits
Saving (checking) 32.3% 1420 57.1%
Saving (non-checking)- 12.9¢ 1120 26.6%
Current 15.0% 4960 8.9¢%
Fixed | 26.2% 17850 3.4%

olhiers - 9.6% - 4,04

The typical rural branch has 3.3 million Taka of deposits and
1643 deposit accounts. (Medians are quoted as means arc decep-
tive due to extreme values). The typical account has 1920 Taka.
Rural branches have mostly saving accounts (415% by valuc, 83%
by numbecr) which are rather small, 1000-1500 Taka arage size.
Only 8.9% of all devosits are current accounts by number

(19% by value). Thesc accounts average about 5000 Taka. There
are a few fixed deposit accounts (3.4% by number) but these
contain a substantial share of funds (26.2%) and average

13000 'Taka.
saving molrilization has two aspects:

a) Increasing the number of small saving accounts

b) Competing for current and fixed deposits.
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Frem the national viewpoint active saving mobi]izntion through
greater current and fixed deposits is of little interest. These
depositors are going to usc the banking system and the volumnoe
and level of the deposils will be detervmaned by the growth of
the cconomy and to a lesser extent interest rates. Higher
interest rates on Fixed. depositls will dr:w morc funds.into
these categories and help the bank to balance its short and
long term assets and liabilities. However, in Bangladesh the
possibility of a bank run sooms remote; the Government would
support a bank which found itself embaras:ed by deposit with-
drawals. While the higher rates for fixed deposits may only
shift the structure of deposits not increasc 1t, in rural
Bangladesh the size of the smaller fixed deposits is
such that these nay casily be cash hoards or money carncd from
assct disposal. The interest rate increasc may have drawn

substantial funds into the banks in fixed deposits.

In rural Bangladesh what is essential 15 to build up the saving
accounts. These accounts are readily shifted into cash hoards.
Mobilization of saving depends eritically upon expanding both

the number and size of these small accounts.

Who owns these deposit accounic? In rural areas more than 964
are owned by households. Less than 1% are owned by Government
organizations. Groups,businesses,and cooperatives account tor
some .1% each. Business establishments have largely current
accounts, while households, groups, and cooperatives own largely
saving accounts. Fixed deposits arce largely held by houscholds
(97%) .

We sce from this that it ia the ordinary households who }.:ve
most ol the accounts. A tyrical branch has about 20 busines«
accounts and a 1-5 Government accounts. The lok of buainess

accounts relative to houschold accounts 1. rather surprising.



The size distribaticon of the deposil aeocountls is as tollow::

Size distribution of rur.l deposit.

Saving Saving
Size class Qurrent  (choecking) - oncheckivg) - Fised ol
1 - 100 461% 544 57% 0 53% .

101 - 500 271 704 244, 1% 21%
500 - 1000 7; 54 HY, 64 R
luuo - 2000 6% 6% 44 64 5y
2000 - 3000 24 29 24 9e. 24
3000 - 5000 3% 34 29 144 3
5000 - 10000 3% 4% 2% 287 4%
10000 - 20000 2% 34 19 189 3%
20000 - 30000 1% 1 14 5% 14,
30000 + - 2% 24, 1% 173 2

The size distributions has no real surprises, The current

accoui.. s and saving accounts arce dominatod by a borge number
~f very small acaounts (less than 500 Taka) fo!lowed by a

declining number by size class. The reason for thesc very small
accounts is not clear. Such accounts have very Tittle ut i Y
to the holder and show very limited activity. It is strilking
that 80¢ of all rural deposits are less Lhan 1000 Taka in Sive.
Tue fixed deposits are much larger, the median deposit ds ofr

the order of 7500 Taka.

0
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The establishment of branches is the main mechanism for the
growth of deposits. Regression analysis has shown the very

strong explanatory effect of branch number and deposits. To
understand how thisfunctions the develepment of deposits as a

function of age was studied.

Mecan beposits at a Branch .
Branch age 1n years greater
than
3 4 5 6 7 8 9 10 10
Total deposits
(thousand Takna) 486 5100 1303 1299 5613 3761 4355 4038 9783

Nunbor of accouls 436 718 1369 1123 1432 1521 1901 1819 4041

Account size (Taka) 11100 7100 950 1160 3920 2470 2290 2220 2420

The data in the 4th and 7th years contained two branches with
large current acconnts; correcting for this effect we secc L.t
the number of accounts rose steadily through the 1if~ of the
branch. The rate of increase of the numl o -r of accaunts is 16%
per annum; the average acocount gizoe inc:oasces abt the rate of
9¢ per annum. {(Since ‘hese are all obscerved at Lhc saime L
the rate of increcace in value terms is reat) . cod dopoc Tt
however be have differently, with growth arising largely from
the increase in the account size. The current and saving

accounts grow in number bui not in value.

We -conclude that deposit growth arises from penctration of the
bhranch into an arca with a steady growth of current and saving
accounts in number, with account size increasing with inflation.
One can go further; with the size distribution previonsly qgiven
for accounts,therc arce many accounts started but which do not

increase. Other accounts are incrcasing in size ravidly so, on the
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average, these categories grow with the inflation rate. Fixed

deposits grow in average account size but not in numbers.,

This suggests that there has been a strong impulse to fixed

deposil growth through the increase in real interest rates,

Adgain the size distribution ¢f Fixed deposits de oo not show

Lhe Targe number of smal | dccounts associaled will Uha ol e

type: of deposits.

A slrategy for increasing deposits is (o focus on the small

accounts which are not increasing. These depositors represoent
a large number or persons who could be reachoed by Lhe branches
through competitions for the greatest increase in deposits, or
reqularity of deposit ote. The data suggest that the growth
O account numbors takes place relatively cagi Ly, bul Ul

a large number of such accounts stagnato.

The Profitability OF branch banke L5 negalively related Lo
Lhe level of deposits. Branch banks which are the most profit-
able depend upon borrowi Ng: from theiv heatl el fieos o plyis
indicates why special programs ara nandsd (¢ g

branches which are Judged on Ll s

NOLEGOINGE Lo A UG LG e

The final point to be made about savingmoliil iz it s | e
VIiows oxprossod by the Branch Mavtiageeyss anad e ) May e ey
The most important policies the rural managers reportoed wore
tortrain staff, recognize good performance and raice PTSTRRAERE
for: .r._;rmm'nt' ing new deposits. The manarees

Lhe development of new account Ly,

Lavgeting on particalar GO RO TG T U R e

interest rates, linking lending to cdej'asi i) oveil Fia e na i ihnal

deposit insurance schemes were perceived as of lindled usolu] -

ness in deposit mobilizalion.
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Policy Implications

The policy implications of the above are :

1.

The increase of bank deposits in the rural areas is a legiti-

mate objective of policy only when one is confident that

financial intermediation is working well. In the absence of

proper intermedintion, financial jolicy should concentrate
first cn dnivroving loance seleclion and loan recovery; cftorts
to achieve more rapid saving mobilization should wait until the
quality of the intermediation is assu.ed. In the proaent situa-
tion in Bangladesh the priority 7 es not @ v to rest cith more
rapid <:owth of deposits. The banking system cannot do cvery-
thing at once, so prioritics must be establicued. This point

1s reinforced by the current high liquidity level of the
banking system which removes the urgency of mobilizing more

saving in the financial system.

The Branch bank network clearly contribytcs to mobilization of
saving in rural arecas. The mechanisms by which this works have
been described. The slow down in branch formation in recent
years is now manifest in slower deposit growth. Jangladesh's

rural areas certainly need more banks.

llowever, what is nceded is competition among banks, resulting

in the establishment of new rural branches,believing

that it is possible to make profits in rural bauking. At
present no one in the banking sy:rtem believes 1 dis financially
sound to lend to farmers without ecither a high sul idy level

or an accounting policy which does not classify loans as non-
periorming, thus generating book profits. The branch banking
network needs to expand, but only whei, e intermediation
problem can be solved. At present more rapid growth of Uhe
rural branch networks will serve to mobilize resources for use
by the urban arcas and by Government for its recurrent expendi-
tures. The present passive policy towards new branches taken

by the monectary anthorities seems appropriate.
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3. The interest rate impact on rural bank deposjté is rather
involved. The RFp evidence on the impact of real interest
rates on deposit growth indicates that higher interest rates
Tead Lo greator deposits. The data is (O BT B e R e e

for g numboer of reasons

(a)  Technicall Y. the real interest rate is defined as | ho
nominal rate less Lhe Cxpected inflation rate loess an$
taxes paid on the interest earnings less thoe transactions

COsLs incurred by the depositor. This formal definilt ion

is useful only when combined with some view as to how
the rural depositor determines Lhe expecloed inflation
ratc; alflc) 419 one s L ing Lo explain behavior. Eeono-
mlste believe, for very good reasons, that for nos t
Ersens S ENere Se 10 LT e money illusion - depositorg e
well aware of Lhe losses incurred by infldtion o Oding

the purchasging powexr of ‘their income or financial assols.,
Empirical work offen I-'it':i Lo define oxpoctaed inlat ion

by Lhat definition which naximizes the resvonse of denosits to
the interest rate. Knowledge of depositor porceivoed Lran-
saclion costs is very limjtedsnenco the real intorest rate
is hardly will defined. The usual approximation is (hat
Bhetexpected Srato qs Lo LRGSR G LGOI s G om0 o n
of recent rates. Modern rational expectations Ltheorices
assert essentially that the actual is the mean of {he
crpected. However, that is hardly a plausible hypolhosis ton
Bangladesh.

The rural households do not have simplistic views aboult
inflation. The most important rural price is Lhat for rice;
Lhe rice prico influcnces both -llu: nominal Jncome O oot
farmers and the cost of living index. Farmers undoerst and
very well the seasonal variations of 1jce prices and
speculation in "rjice futures" through buying and selling

paddy is widespread. Furthermore, many other agricul tural

prices arc linked Lo rice Pricoes.
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(d)
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Taken together these points throw doubt on our ability to
define the "real interest rate" other than to use the
actual inflation as the expected.and assuming that tran-
sactions costs change slowly compared to the inflation
rate. Neither is convincing or satisfactory. We conclude
one rcasons everyone has difficulty with the interest
rate effect is that the concept is not operational, i.e.

we cannot measure it in an objective, acceptable way.

The inflation rates compiled for rural areas may be
unreliable. The appropriateness of a particular inflation
rate in the definition of the real interest rate is
suspect; the gnality of the raw recorded prices may be
unsatisfactory, including some prices under official
control which may not reflect the typical purchase price;
and the weighting may not be appropriate for the class of

depositors.,

Widespread doubt is expressed in Bangladesh about the
relevance of existing price indexes. Without taking a
position on the ultimate measurement of inflation, if
Bangladeshi believe the price indexes underestimate infla:

tion one cannot us o indeves to model wheir behavie: .

The real interest rates found by using rural consumer

price indexes can be computed for six different dislrict:
There is not much variability for cross-section analysis
over districts, the common approach to estimating deposit

functions in Bangladesh.

The most appropriate concept to use for determining the
influence of the interest rate on the volume of deposite

is the relative return on different investments. ‘1

farmer tends to move his assclbs into the bank i |
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the bank provides a higher rate of return then selt
financed investments, speculating on paddy prices ele.
Otlerwise the farmer makes the roal investment . Making
such comporisions are vel y difficult in the coonomic
analysis, yet this is the fundamental cholee that the

farmer is making. 1 the inLorest rate structure moves

as buanic aocounis; e is oalgo Tess interosted in Jdirect

Ligher then the farmer is more interested in holding assets

investme:,! Loronugh borvowing, This octleetl of the relative

returns tends to damp out the impact of price changes:

1f

the rice price increases the real Intereno rate declines

as 1ntlatich has incrcased, hence tending to reduce

deposits; at the same time the real income is higher sc

deposit s grow. Thus Lhe relationshiv bolween 1cal interest

races el Goposits Ls o influcnced by this difference.

Cruvrent ! Phadesh Bank policy is Lo maintain positive

real int-rest rates for fixed deposits ol one year or

HOT e,

AS the L lTation rate has nol var icd much in recent years

»

there has been little 1cason to adjust deposit rates.

There is, however, a case for a somewhat djifferent policy:
12 k4

i) The Bangladesh Bank to adjust deposit rates cvery

ruaartoer;

ii) The Pangladesh Bank to: announce the central rate
, on cach deposit type it controls and a b.and within
. which the banks arce free to sot e rate. The hand
on the one year fixed deposit would be rept narrow
initially; all other deposits would have q}adun\1y
widening bands.,
i1i)  The gradeo, relaxation of control over interest ratos
would proceced by first shifting Lo control of a
single deposit rate and then gradually relaxing that

control as the banks learn to scot their own rates.
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The RFP gave considerable emphasis to the development of new

saving instruments which would meet the neods of Lthe rural
population. Emphasis is given in this paper to the need to
provide deposilt types which permit individual housecholds to
buy 1risk protection as part of a program Lo mel :;|;c:<:ii'j;t; life
financial needs. Development of such products will take time
but provides the greatest potential for increasing saving
mobilization in rural areas. The introduction of such products
Also requires Bangladesli Bank to be permissive with respect to
Lhe Lerms of ferred. Compoltition amonyg banks to of for imagina-
tive deposit schemes and to spread risk will provide the most
efficient way to enconrage greater deposit growth. This is a
hew arca for Bangladeoh banks but in my opinion it is in this
dircction that the most important progress can be made in the

next five yoars.

The REP recommended a trial be made for a mobile banking faci-
lity. Preliminary economic anal ysis indicated that 'his was
likely to be quite profitable. It remains to carry out. such a
trial. We would hope that one or more of the bunks would initiate

action on this proposal.

Finally, a comment the question of reconciliation of the need
to increase saving with the nced for reduced liquidity in the
hanking system. The desirable objective s to increase the
Private sector's demand for loans. The problem is that indus-
trial loan demand is weak due to poor domestic market expecta-
tions and very limited export potential in the inmediate

Future. Industrial lending is also difficult as the DFls engaged
in providicoa thess Joans are tied up i9 loan recovery and man

b lustrial entyeprencors are in difficnlly meelin:e o ozistinag

obliagations. .
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Rural lending g also declining: one temptation jg cxpand he
Government deficit and thus increase dggregate demand . This
is difficult to do quickly due to the long delays in Froject
implumentation. To increase Government expenditures by greatey
subsidies would ba short-sighted ang introduce additional
distortions in the pricing system. The polential fop CRpansion
of credit to agriculture jg enormous, both for Crop loans and
for irriqation cquipment. This tybe of increaseq tending ig
the most usefy] solution to the liquidity position of the

banks.,

Saving mobilization would best fillow along the lines of Jove-
loping new products and new bani :ay techniques. At this time
there is no justification for us; J Ilnterest rates, doubtful
at best, or rapid branch expans: = as instruments to cxpand

5aving mobilization.
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saving Mobilization in Ruial Dangladesh

introduction: This paper reviews some ol Lhe findings of the
Bangladesh Bank/USAID Rural Finance Project with respect to saving
mobilization. This introductory scetion reviews concepts and dofi-
nitions. This is Ltollowed by a description of two complomentary
models. tor analysis of rural saving: what we will call the ccononist's
and  the banler "5 pode Ly Tthe major findings of the REFP are then

discussed. Finally, the policy implications are reviewed.

Saving means that disposale income of an coonomic anit withheld
from censumption, .o alternati.cely the increase in net a.sets of
the economi - unit. It is conventio: :1 wisdom that~s$ving 1+ 1s in
Bangldesh are extremely low. Saving by domestic sources is 2-3%
«f GDP; saving by national sourcc.(i.e. all Langladeshi) is rather
higher at another H-6% of ¢l due Lo the large carnings and honeward  romi -
ttances of Bangladeshi overscas. However, more than half of gross
fixed capital formation is financed by foreign assistance - either
ow interco U loans or grants. wWith there being every likelihood
that remittances will grow more slowly than GDP in future ycars
and the inevitable uncertainly as to the long turm levels of
foreign assistance, the importance of raising domestic saving is
obvious. The fact that ta'k of grcater saving for Bangladesh has
become commonplace does not reduce the urgency of the ncecid. More
rapid growth will require higher investment levels and these mu-t

be financed by greater domestic saving.

Of the two cangonents of domestic saving, private and Government,
the available data is not completely clear but suggests that
Government saving (revenues less consumption expenditure less
subsidias) 15 0 to -1% of GDP, hence the private sector's contri-

bution (= 3-1% of GDP or 5-7% of disposat .- Llncome,



Available evidence from the Houschold Expenditure sSavings and f{rom
the RPP surveys shows rural houscholds save more Lhan urban Loosc
bolls at comparable i1ncome levels. Information on s.avi N trom
different sources is not always consistent: in particular, ore.,,-
scction analysis of houschold cxpoenditures indicatcs mon e BaVI g
by rural houscholds than suggested by the national accounts. The
anthropologists  on the RFP found that rural houscholds saved a quite

substantial part of their income.

It is important to distinguish between saving and assct manaqgement
by the houschold. Asscel management describes how the houschold
divides its resources amonyg alter.ative assets. If a branch bank s
established in an arca previously unserved there are two oxtreme
effects: (a) The houscholds may save morc duc to the desivability
of owning bank deposits which may pay high interest rates; (b) The
houscholds may rearrange their existing asscts putting some assets
into bank deposits and reducing other forms of holding assets. The
rural houschold has a number of assct .ourms that can be readily
shifted: Rice or paddy inventorics; gold or jeweld vi cash hoards
within the houschold; bank deposits; loans to others. Cortain

real property assets such as land or agricultural coguipment arc
less fungible. The purchase of assets from saving out of current
income will also be influenced by the availability of bhanking
scrvices. Bven if the rate of saving is not changoed , with the oplion
of owming bank deposits, there may be a significant shift in the
household's.asset portfolio asay from real property as increments

Lo ascoetls are placed in the bank.

By mobilization of saving we mcan the increase in the houschold

assct portfolio that is kept in bank deposits. This sominar deals
with the issucs involved in increasing saving mobilization. Befor.
Lirning to the anatysis of how to do s0,30 s uselual Lo toview why

this is perceived as such an important aspect of development. Growth



takes place from two effects: (1) Saving and the accumulation of
capital through investment and (2) the proper choice of investments
to be made. Lf investment choices are poorly made, then littlo

PNCT cane in milpul vaoachieved, the returng to savers are low aned
the willingness to save may be conscquently reduced. Poor investment
choices hurt growth directly thirough the inefficicent use of capital
and indirectly through discouraging saving. The typlcal picture of
a rural socieoty without. financial intermediation is that most
pecopbe ave Tow retmrn projects to carry out and tao save little to
finance these. The farmer who has a gyood idaea r.oquiring a lot of
capital cannot find the funds. Of couvrse the informal markets
provide some intermediation - say within the village,but cannot

readily reach further.

S Hul' houscholds savings are mobilized sby the banking system and
invested by those who borrow from the banking system this helps the
cconomy only on two conditions: (1) The investment projects suppor-
ted by the banks are better - yield a higher return to capital -
than those which are financed outside the banking system by the
farmer himselt; (2) The jmprovement in the quality of projects ig
sufficient to cover the costs of the banking system's operations
(administrative costs and loan losses). Put another way, the farmer
may invest directly in his farming operations and earn, on the
average, a return of 10%. 1f the bank can find a project which
carns a rebimn o of 20% then the farmer can be induced to deposit his
money in the bank receiving, say 12% (so he is better off) and the
bank has 8% to cover its cnsts. Lf, however, the investment financed
by the ban® coaens a rorurn of only 10% then the economy has lost -
the resourens used in paying the costs of tne bank have simply been

fritterred away for no puarposce.

How can one know if the bank's loans generate a sufficiently high
return to justify the cxpenses of intermediation? The first point
ie obvious but ot great importance: The banking systoem must bhe

viable - i.c. cover its costs and borrowers must repay the loans.
Lf tht_).s(:r conditions are not met then the financial system”is hin-

dering rather than helping. It may be argued that repayment is not
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a necessary condition for having the financial system assist
development. That is,0f course,corroct: rarmers may all make exco-
I'Tent investments but fail to repay. While not a necessary condi -
ticn, repayment is a suificient condition. If repaymcnt regularly
Lakes place then the investmonts financed are carning an adequate
return (so long as the viability condition is also met). In the
absence of repayment the assessment of loans quality is impossible.
The funds will not necessarily be used for productive purposes i f
the borrower bhelieves he does not have to repay. Onc can be quite
sure loan 1. 1pks will often be consumi A in the absence of

repayment,

The second roint is not so obvious: The market valuaLions of inputs
and oulpnt: may nok reflect the true valne. For exauple, if Lhe
Government chooses to sibsidize the urba.. Lice price, the returns

to rice farmers could be understatd using market puices.,

After many years of tickering witn prices there is now widespread
acceptance among development ccononists that while price manipula-
tion may be a convenient instrument of tntervention, it is impossible
to compute with any degree of confidence the consequaences of such
manipulations. Conscquenlly il is boetltor to move Lowards pricing
without subsidy and lct the investment, saving choices be markoet
determined. Once computced price corrections are uscd to justify
investments one enters into an imaginery world and contact with

Lhe real economic scene is soon lost. The best way to correct a

price distortion is to remove the distortion, not to compute the

answers and try to manipulate policy to offset the distortion.

The above argument was made to recach one vital poinlk: Mobilization
ol sdving is good for Bangladesh only il the financial scclor is
viable and recovers the loans it makes. If it doecs nobt then the
bhanking system is wasl ing resources rather Lhan creabting Lhom. Al
of the discussion during the seminar on saving mobilization pre-
supposrs that the system is able to identify good borrowers and

collect the loans made to them. There is no escape from Lhe dilemma -



if the banks cannot do this then saving mobilization is an error
and no measures should be taken to encourage it. The discussion in
this paper will assume that the financial system is making good
loans. Hote il is nol imporltant Lo Lhe saving mobilization issue
whether the good loans are in urban or rural areas. In principle
the financial system will dircct the resources to the best ‘loans
regardless of where the saving mobilization takes place. Indeed

the gqreater the geographic extent of intermediation the better.

The financial system in many developing countries has successiully
nobilized saving but has t!2n used the resources to finance Govern-
ment: current expenditures or low returns projects undertaken for
vagque objectives of prestige or belief in externalities that the
markol will not take into account. Such misplaced beliefs are onc
of the ma,or sources of poverty in the developing world. As the
seminar deals with how to mcbilize saving it is vital to keep in

mind the need for proper use of the funds so mobilized.

The power of financial inteirmediation is very great: If a country
fails Lo provide proper intermediabion cconomic growth can only
rise marginally above the traditional level; greater investment
financed by foreign assistance will help to achieve thalst@ihe
investments must meet the test of viability with reasonable accoun-
ting rules. Otherwise degraded gquality investwents will lead to

sl gqrowlh or stagnation.

The vodum: of rural dejgosits b incre.od very rapidly during the
fow yvoars. In real Lerms thus growth of rural deposits has averaged
10 per annum. Current ly there are signs thal this growlh ratc

of real doposits is deelining. This may be due to the decline in
ceonomic activity taking place in rural arcas, lower jute prices,
the not withdrawl of credit that has taken place clc. This point
will be taken up again below. It is likely that after a period of

considerable success in mobilization of saving by Lhe financial
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system we are now in a period of mu~h slower growth, probably
negative in real terms. On~ important objective of there delibera-
tions is to ccensider how the financial usystem can return to rapid

expansion cf depouits,

Some may argue that the high liqu. lity level of the banking system
indicates that further increases in deprsits arc not needed, at

least in the near future. For example, lowering the deposit interest
rates is meart to slow down the growth of deposit mobilization as
wall as to improve the bank's spread between costs and earnings.
Althongh increasing deposits is sound in the long vun, it io argue..
currently that with the limited demand for loans and the depressed
state of demand, there should be no drive for an increase of
deposits which would lead te an even highcer level of insafficient

aggregate demand.

However, saving mobilization in rural arcas recquires a sustained
protracted effort, not one which is adjusted in the short term.
How 1t is feasible to link together the short term necd for leass
deposit growth with the long term nced for more rural saving mobi-

lization is one of the dilrmnas of policy briefly discunssed below.

Two _models of saving mobilization

1) The zconomist's model

The econemist's model is based on the assumption that each indi-
vidual has a sct of preferences which are considered fixed and
which qovgrn'the decisions made as to how much savina will be done,
and how available assets will be managed. The main variables
which influence the level of saving and assct distrilbution

would be :
i) The income, family size, and wealth of the hounschold,

ii) The age distribution within the houschold.


http:increasi.ng

The real interest rate (nominal less expected inflation
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less transactions costs) earned on ban' deposits.
V) The envivonmental bgakes.

v) The relative roturns on different assots,

It is assumed that the household manages its affairs in a ratio-
nal manner. Practical issues of dealing with the banking system
Or ol managing different Lypoes of objeclives are aosumed away.,

2)  The banker's model

The banker's model is based on a view of the depusitor as onc
who nmust be persuaded cor induced to use the bank's services.

The houschold is perceived as able Lo change its preferences
given the efforts at persuasion made by bank stLatf. In addition
Lo the interest rates the depositor is altracted by the types

of saving products that arc available. The banks compete by
intangibles such as the quality of service. whereas the ccono-
mist's wodel trics Lo deseribe the tatal volume of Savinag and
assct distribution in the cconomy, the banker's view is focussed
on attracting to his particular institution as much as possible

of the deposits.

However the banker's view should be sceen as more than fighting for
a larger share of o fixed piecs Betler saving products and protracted
camprians Lo influence and instroet may have ~ubstantial impact on

saving and assct distrilmtion.

In Prnaladesh one can see this same split in U articulation of
ohjectives: The branch, banker trying to weet a @ o or goal proeo-
cribed for hiim by his head of fice will use his ey o and e 1o
attract large depositors. To the extent he is successful his target s
are adceached dn the most officient way. However, compel ing amoneg

banks for large deposits, which would be in the banking systoem



anyway, does not contribute to the overall national saving mobili-
zation. On the other hand, the economist's view that manipalation
of interest rates will be the main determinant of saving mobiliza-

tion is insufficient to encompass behavioral change.

The work of the Rural Finance Project has followed both of these
models and from this has emerged 2 number of conclusions which are

direct relevance to the main problem of encouraging saving mobi-

lization :

1)  Real interest rates influence Lhe asset composition - highor
real intorest rates draw assets from other uses. whelher real

interest rates influence saving is much less certain.

There are certain ironical aspects of this interest rate impact
due to the existence of curb markets (non-institutional markets)
prevalent in rural credit. Reduced interest rates tend to lower
bank deposits and encourage the growth of the curb market. The
money lender who has decided to invest in fixed deposits now
finds the Luank a less attractive place to park his funds. Redu-
cing deposit interest rates will influence the curb market imme-
diately, even though the demand for loans from the forma’

market may be reducced due to inadequate aggregate demand. Most
Branch managers were unequivocal that over the past few yearé,
through 1985, there was a reduction in curb market volume and

a shift of assets held by money lenders from loans to others
into bank deposits. Thus if the rural banks reduce lending, the
liquidity.wi]] lead to pressure to reduce deposit rates, drawing
funds out of the hanks and into money lending. The curb market
will partially replace the formal market. But the curb market
loan volume will be more for family emergencies and less tor

productive investment.,



2)

3)

Tranractions costs strongly influence the perceéived real return
to having a bank account. By transactions costs is meant these
costs incurred by the depositor in having and operating a

bank account. The most lmportant of thesce cosls i Lhe time that
it takes for tne depositor to travel back and forth from his
residence to the branch. The greater this distance the ,less
attractive the deposit activity. They are two responses that
rural houscholds make to the distance to the branch: The house-
hotd simply docs not open an aceount sinece it is considercd oo
expensce to use it. Another response found in the RFP survey
work is a rceduction in the frequency of use of the account.
There are many deposits where there is little activity, with
very long periods between transactions. The use and travel
patterns of rural houscholds are too complex to permit meaning-
ful quantitative relatiornships to be given; but the evidence is
clear that the branch has an area from which cusiomers aic
drawn and Lhis represents the maximum transactions costs that
houscholds are prepared to pay. From our survey the rural

branches typically serve customers within a ten mile radius.

The factr-r toat 1s most critical for rural households in Bangla-
desin 1s the risk elewent. Apart from the major natural disasters
that regularly strike the nation, theee are a multitude of
micro=climate effects: a local flood, heavy winds, hailstones,

poests oa Tangqus drascenses,

These ontbneaks may causc substantial crop loss in a small arca.
Although these minor problems may not make the headlines Lhe
lmpact on the farmer may be more serious. The houschold'sy
response to these risks is to sct aside resources to permit
overcoming these difficultics should one be struck by such mis-
fortunes. In this environment rural houschold saving is driven
firat by the need to build up Tiguid resources to the minimum
level required for protection against crop loss. We distinguish

here between the ver boor houscholds who have limited income
]

-
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and whose risk is of a different sort(illness, changes in food
prices) and farm houscliolds who may experience crop loss ol
drop in the price. To manage the possibility of crop loss the
proliminary RFP evilcnce suggests a strong pressure to build up
saving when these are reduced below a cirtain level. Aftar
experiencing a disaster the household will attocmpt to recover

to an acceptable asset level. Saving then is determined by

the recent production history of the household.

What Keynes called the precautionary motive for saving is, in
my view, the most important factor driving the small Bangladesh
farmer. Once the farmer reaches a liquid asset level correspon-
ding to his needs, the saving may diversify into less Tiguid
forms. This drive for saving 1s not connected with the interest
rate at all, and the importance of this reason for not consuming
means that a large part of rural saving does not scows Lo be
strongly influenced by the interest rate. Indeed, it a saving
account is used for this form of saving there may a perverse
effect: The farmer i:. saving towards a tarqget; the higher the
interest rate the easier it is for !iim to reach tl - target level.
Once this precautionary liquid re.ovve is in hand the farmer
may now be more willing to consider the rcturn to alternative
investments, including most particularly investing in his own

farm. -

One modern characteristic of bhanking is the growing abil.ty of
banks to p%ovjdu risk management for their customers. Although
most of the discussion of risks in bank management has to do
with lending arnd production operations once one secs the rural
bank deposit as directly connected with the production risk

(as arqgued in the previous paragraph) then it opens up for the
Laoks in rural Bangladesh a number of possgibilitics for linking
saving, insurance, and important family requirements. These

ideas received an initial development during the RI'P> in the



form of proposals for contract saving. The view taken in this
paper is slightly broader. 1f 1 have a specific target for my
family ec.g. to send my son to sccondary school, then to achieve
Lhat goal a specific expenditure pattern is jmnljed. Sensibly

I will try to save to mect these specific future expenditures.,
AU present 1 am able to use a savings account or possibly a
sequence of fixed deposits, reinvesting the interest., However,
I am subiject to certain production risks (low prices, crop loss)
There 1s nothi ng I can do about this: if I am pessimistic about
the risks then I will save moro whenever I am able. There is no
way I can "buy" protection against production risks. I1f the
bank were able to offer me a lower interest rate but guarantee
the ultimate payment I receive, this might prove a type of
deposit that would be very attractive to me. The bank unlike
the individual has the possibility of spreading this risk aimong

many deposits.

The development of methods of saving which permit households to
buy protection against risk by receiving lower interest rates
would in our view find a very positive response in rural
Bangladesh. Once it is recognized that a major motive for much
rural saving is risk protection then by designing saving instru-
ments linked to this need all may benefit: the banks may be

able to collect considerable amounts of deposits for very low
interest yates and also, by proper balancing of risks, serve

the needs of the Bangladesh farmers.



It is useful to keep in mind the deposit structure of a typical

rural bank:

Deposit Characteristice of a Branch
(June 30, 1985)

Mcdian deposits (thousand Taka) 3298
Median number of accounts 1643
Median account size (Taka) 1920

Distribution of deposits:

Percent of Average Percent of

value of size number of

deposits (Taka) deposits
Saving (checking) 32.3% 1420 57.1%
Saving (non-checking)- 12.9¢ 1120 26.6%
Current 15.0% 4960 B.9%
Fixed | 26.2% 17850 3.4%
Olhiers - 9.6% - 4.0%

The typical rural branch has 3.3 million Taka of deposits and
1643 deposit accounts. (Medians are quoted as means arc decep-
tive due to extreme values). The typical account has 1920 Takea
Rural branches have mostly saving accounts (415% by valuc, 83%
by numbecr) which are rather small, 1000-1500 Taka arage size
Only 8.9% of all devosits are current accounts by number

(19% by value). Thesc accounts average about 5000 Taka. There
are a few fixed deposit accounts (3.4% by number) but these
contain a substantial share of funds (26.2%) and average

13000 'Taka.
saving molrilization has two aspects:

a) Increasing the number of small saving accounts

b) Competing for current and fixed deposits.
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Frem the national viewpoint active saving mobi]izntion through
greater current and fixed deposits is of little interest. These
depositors are going to usc the banking system and the volumnoe
and level of the deposils will be detervmaned by the growth of
the cconomy and to a lesser extent interest rates. Higher
interest rates on Fixed. depositls will dr:w morc funds.into
these categories and help the bank to balance its short and
long term assets and liabilities. However, in Bangladesh the
possibility of a bank run sooms remote; the Government would
support a bank which found itself embaras:ed by deposit with-
drawals. While the higher rates for fixed deposits may only
shift the structure of deposits not increasc 1t, in rural
Bangladesh the size of the smaller fixed deposits is
such that these nay casily be cash hoards or money carncd from
assct disposal. The interest rate increasc may have drawn

substantial funds into the banks in fixed deposits.

In rural Bangladesh what is essential 15 to build up the saving
accounts. These accounts are readily shifted into cash hoards.
Mobilization of saving depends eritically upon expanding both

the number and size of these small accounts.

Who owns these deposit accounic? In rural areas more than 964
are owned by households. Less than 1% are owned by Government
organizations. Groups,businesses,and cooperatives account tor
some .1% each. Business establishments have largely current
accounts, while households, groups, and cooperatives own largely
saving accounts. Fixed deposits arce largely held by houscholds
(97%) .

We sce from this that it ia the ordinary households who }.:ve
most ol the accounts. A tyrical branch has about 20 busines«
accounts and a 1-5 Government accounts. The lok of buainess

accounts relative to houschold accounts 1. rather surprising.



The size distribaticon of the deposil aeocountls is as tollow::

Size distribution of rur.l deposit.

Saving Saving
Size class Qurrent  (choecking) - oncheckivg) - Fised ol
1 - 100 461% 544 57% 0 53% .

101 - 500 271 704 244, 1% 21%
500 - 1000 7; 54 HY, 64 R
luuo - 2000 6% 6% 44 64 5y
2000 - 3000 24 29 24 9e. 24
3000 - 5000 3% 34 29 144 3
5000 - 10000 3% 4% 2% 287 4%
10000 - 20000 2% 34 19 189 3%
20000 - 30000 1% 1 14 5% 14,
30000 + - 2% 24, 1% 173 2

The size distributions has no real surprises, The current

accoui.. s and saving accounts arce dominatod by a borge number
~f very small acaounts (less than 500 Taka) fo!lowed by a

declining number by size class. The reason for thesc very small
accounts is not clear. Such accounts have very Tittle ut i Y
to the holder and show very limited activity. It is strilking
that 80¢ of all rural deposits are less Lhan 1000 Taka in Sive.
Tue fixed deposits are much larger, the median deposit ds ofr

the order of 7500 Taka.
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The establishment of branches is the main mechanism for the
growth of deposits. Regression analysis has shown the very

strong explanatory effect of branch number and deposits. To
understand how thisfunctions the develepment of deposits as a

function of age was studied.

Mecan beposits at a Branch .
Branch age 1n years greater
than
3 4 5 6 7 8 9 10 10
Total deposits
(thousand Takna) 486 5100 1303 1299 5613 3761 4355 4038 9783

Nunbor of accouls 436 718 1369 1123 1432 1521 1901 1819 4041

Account size (Taka) 11100 7100 950 1160 3920 2470 2290 2220 2420

The data in the 4th and 7th years contained two branches with
large current acconnts; correcting for this effect we secc L.t
the number of accounts rose steadily through the 1if~ of the
branch. The rate of increase of the numl o -r of accaunts is 16%
per annum; the average acocount gizoe inc:oasces abt the rate of
9¢ per annum. {(Since ‘hese are all obscerved at Lhc saime L
the rate of increcace in value terms is reat) . cod dopoc Tt
however be have differently, with growth arising largely from
the increase in the account size. The current and saving

accounts grow in number bui not in value.

We -conclude that deposit growth arises from penctration of the

bhranch into an arca with a steady growth of current and saving

accounts in number, with account size increasing with inflation
One can go further; with the size distribution previonsly qgiven
for accounts,therc arce many accounts started but which do not

increase. Other accounts are incrcasing in size ravidly so, on the
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average, these categories grow with the inflation rate. Fixed
deposits grow in average account size but not in numbers.,

This suggests that there has been a strong impulse to fixed
deposil growth through the increase in real interest rates,
Adgain the size distribution ¢f Fixed deposits de oo not show

Lhe Targe numbor of o smal | dccounts associaled will Uha ol e

type: of deposits.

A slrategy for increasing deposits is (o focus on the small
accounts which are not increasing. These depositors represoent
A large number of persons who could be reachoed by Lhe branches
through competitions for the greatest increase in deposits, or
reqularity of deposit ote. The data suggest that the growth

O account numbors takes place relatively cagi Ly, bul Ul

a large number of such accounts stagnato.

The Profitability OF branch banke L5 negalively related Lo

Lhe level of deposits. Branch banks which are the most profit-

able depend upon borrowi Ng: from theiv heatl el fieos o plyis

indicates why special programs aroe nand-d {0

branches which are Judgedifon (LI e
nol qgoing Lo spend mucin of farl e 0

The final point to be made about ‘saving molvilizaticn e (e
VIiows oxprossod by the Branch Mavtiageeyss anad e ) May e ey
The most important policies the rural managers reportoed wore
tortrain staff, recognize good performance and raice PTSTRRAERE

for: .r._;l"nm'nt'ing new deposits. The monnees o

Lhe development of new account Ly,

Largel iIl'j on particular VOV O 0 L LR Ul i
interest rates, linking lending to cdej'asi i) oveil Fia e na i ihnal

deposit insurance schemes were perceived as of lindlad nsolul -

ness in deposit mobilizalion.
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Policy Implications

The policy implications of the above are :

1.

The increase of bank deposits in the rural areas is a legiti-

mate objective of policy only when one is confident that

financial intermediation is working well. In the absence of

proper intermedintion, financial jolicy should concentrate
first cn dnivroving loance seleclion and loan recovery; cftorts
to achieve more rapid saving mobilization should wait until th
quality of the intermediation is assu.ed. In the proaent gitaa
tion in Bangladesh the priority <-os not @ o to rest cith mor
rapid <:owth of deposits. The banking system cannot do cvery-
thing at once, so prioritics must be establicued. This point
1s reinforced by the current high liquidity level of the
banking system which removes the urgency of mobilizing more

saving in the financial system.

The Branch bank network clearly contribytcs to mobilization of
saving in rural arecas. The mechanisms by which this works have
been described. The slow down in branch formation in recent
years is now manifest in slower deposit growth. Jangladesh's

rural areas certainly need more banks.

llowever, what is nceded is competition among banks, resulting
in the establishment of new rural branches,believing
that it is possible to make profits in rural bauking. At
present no one in the banking sy:tem beliceves 3¢ is financiall
sound to lend to farmers without ecither a high sul idy level
or an accounting policy which does not classify loans as non-
periorming, thus generating book profits. The branch banking
network needs to expand, but only whei, e intermediation
problem can be solved. At present more rapid growth of Uhe
rural branch networks will serve to mobilize resources for use
by the urban arcas and by Government for its recurreny expeondi-
tures. The present passive policy towards new branches taken

by the monectary anthorities seems appropriate.


http:ban]k.ng

The interest rate impact on rural bank deposjté 1s rather
involved. The Rpp evidence on the impact of yeal intoerest
rates on deposit growth indicates that higher interest rates
Tead Lo grealo deposits. The data g dErTicult (o intornge

for & numbe ol rcasons

(a) Technically, the roal Interest yate gy detined as o he

nominal rate less Lhe expected inflation rate logs an¥y

taxes paid on tLhe interest carnings less the Lransactions

Cosly incurred by the depositor. This formal derinition
is usetul only when combined with SOMe view as Lo how

the rual depositor detormines the cxpoctod intia fon

rate; atler all one g Ly ing Lo cxpdain belhiavior, Beono-

mislg believe, for very good recasons, that for most.
itrsong there jo 1igt)o moncey illusion - deponitors g
well aware of e tosses incurred by intldtion wroding
the purchasing power of their Income o financial ansol s,
Fmpirical work of o trics Lo define. cpected dntlation

by Lhat definition which nhnizes the resoonse of denosits to

the intercst rate, Knowledge of ACPOSTLOr paorcn jved tran-

saction costs jg very limited.lience thoe real inlorest rat.e

is hardly will dcfined. The usual approximation i ot hat
Y Pl

Lhe cxpoct ol vate o Phe current rate o o combinat ron

of recent rates. Modern rational expectations Lheorioey

assert esscntially that the actual is the mean of t{heo

cApected. However, thal js hardly a plausible bypothiesis ton

Bangladesh.

N ..' . « . .
The rural houscholds do not have simplistic views abiont

inflation. The most Important rural price is that for rice;

Lhe rice price influences both Che Nomvinal income Gl oot

farmers and the cost of Fiving index. Parmers underst and
very well the scasonal variations of jjce prices and

speculation in "rice futures" Lhrough buying and ol Fing

paddy is widespread. Furthermore, many other agricultural

Drices are Vinked (o rice prices,
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Taken together these points throw doubt. on our ability t
define the "real interest rate" other than to use the
actual inflation as the expected and assuming that tran-
sactions costs change slowly compared to the inflation
rate. Neilther is convincing or satisfactory. We conclude
one reasons ceveryone has difficulty with the interest
rate effect is that the concept is not operational, i.e.

we cannot measure it in an objective, acceptable way.

The inflation rates compiled for rural areas may be
unreliable. The appropriateness of a particular inflatio
rate in the definition of the real interest rate is
suspect; the gnality of the raw recorded prices may be
unsatisfactory, including some prices under official
control which may not reflect the typical purchase price
and the weighting may not be appropriate for the class o

depositors.

Widespread doubt is expressed in Bangladesh about the
relevance of existing price indexes. Without taking a
position on the ultimate measurement of inflation, if
Bangladeshi belicve the price indeves underestimate infl

tion one cannoe Coindeves to model aelr bohas

The real interest rates found by using rural consumer

price indexes can be computed for six diffcront district
There 1s not much variability for cross-scction analysis
over districts, the common approach to estimating deposi

functions in pangladesh.

The most appronriate concept to use for determining the
influence of the interest rate on the volume of deposite

is the relative rcturn on different investmentbto. ‘i

farmer tends to move his asscelts into the Lank 10 4, !
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the bank provides a higher rate of return then self
financed investments, speculating on paddy prices etlc.
Otllerwise the farmer makes the real investment, Making
such comparisions are very difficult in the economic
analysis, yet this is the fundamental choice that the
farmer is making. 1f the interest rate structure moves
liigher then the farmer is more interested in holding Essets
as banii accounts; he is also less interested in dircct
investmen!t through borrowing. This effect of the relative
returns tends to damp out the impact of price changes: If
the rice price increases the real interest rate declines
as inflation has increased, hence tending to reduce
deposils; at the same time the real incowme is higher so
deposits grow. Thus the relationship between real interest

rates ond deposits is influenced by this difference.
\ '
Current i qgladesh Bank policy is Lo maintain positivoe
real intorest rates for fixed deposits of one yecar or more.
As the in’lation rale has not varied much in recent years

Lhere has been little recason to adjust deposit rates.

There is, however, a case for a somewhat different policy:

i) The Bangladesh Bank to adjust deposit rates every

quarter;

1i) The Bangladesh Bank to.announce thoe central rate

on cach deposit type it controls and a b.und within

! which the banks are free to set tho raLte. 'I'he band
on the one year fixed deposit would be Kept narrow
initially; all other deposits would have q}adnnl]y

widening bands.

iii) The gradvol relaxation of control over inlerest rates
would proceed by first shifting to control of a
single deposit rate and then gradually relaxing thal

control as the banks learn to sot their own ratoes.
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The RFP gave considerable emphasis to the development of new

saving instruments which would meet the neods of Lthe rural
population. Emphasis is given in this paper to the need to
provide deposilt types which permit individual housecholds to
buy 1risk protection as part of a program Lo mel :;|;c:<:ii'j;t; life
financial needs. Development of such products will take time
but provides the greatest potential for increasing saving
mobilization in rural areas. The introduction of such products
Also requires Bangladesli Bank to be permissive with respect to
Lhe Lerms of ferred. Compoltition amonyg banks to of for imagina-
tive deposit schemes and to spread risk will provide the most
efficient way to enconrage greater deposit growth. This is a
hew arca for Bangladeoh banks but in my opinion it is in this
dircction that the most important progress can be made in the

next five yoars.

The REP recommended a trial be made for a mobile banking faci-
lity. Preliminary economic anal ysis indicated that 'his was
likely to be quite profitable. It remains to carry out. such a
trial. We would hope that one or more of the bunks would initiate

action on this proposal.

Finally, a comment the question of reconciliation of the need
to increase saving with the nced for reduced liquidity in the
hanking system. The desirable objective s to increase the
Private sector's demand for loans. The problem is that indus-
trial loan demand is weak due to poor domestic market expecta-
tions and very limited export potential in the inmediate

Future. Industrial lending is also difficult as the DFls engaged
in providicoa thess Joans are tied up i9 loan recovery and man

b lustrial entyeprencors are in difficnlly meelin:e o ozistinag

obliagations. .
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Rural lending g also declining: one temptation jg cxpand he
Government deficit and thus increase dggregate demand . This
is difficult to do quickly due to the long delays in Froject
implumentation. To increase Government expenditures by greatey
subsidies would ba short-sighted ang introduce additional
distortions in the pricing system. The polential fop CRpansion
of credit to agriculture jg enormous, both for Crop loans and
for irriqation cquipment. This tybe of increaseq tending ig
the most usefy] solution to the liquidity position of the

banks.,

Saving mobilization would best fillow along the lines of Jove-
loping new products and new bani :ay techniques. At this time
there is no justification for us; J Ilnterest rates, doubtful
at best, or rapid branch expans: = as instruments to cxpand

5aving mobilization.



