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S U M M A R Y  

Credit t o  help increase a g r ' c u l t u r a l  production i n  developing countries 
has long been a high A I D  p r i o r i t , - .  Recent re::earch has shown, however, t h a t  
t ry ing  t o  chamel  low-interest-rate c red i t  d i r e c t l y  t o  small farmers does cot, 
help then. Instead,  it undermines r u r a l  development i n  zeneral  and r u r a l  
f inanc ia l  i n s t  i t i l t ions  i n  p a r t i c u l a r .  

Accordingly, while the  overa l l  goals of increased production and ti nore 
equitable d i s t r i b u t i o n  of r u r a l  income have nol. changed, A I D  programs i n  t h i s  
area  a r e  being broadened t o  include the strzngt:~ening of r u r a l  f i n a n c i a l  i n s t i -  
tu t ions  (RFIs) , the  nlobilizing of p r iva te  r u r a i  savings, and the  extension of 
c r@i t  t o  a l l  qua l i f i ed  r u r a l  borrowers, u t i l i z i n g  m r k e t  i n t r e s t  r a t e s  a s  the  
mechanism f o r  c red i t  a l locat ion.  

After  discussing i n  Part  I the  goals and purposes of the  newer programs, 
t h i s  repor t  focusses on the  conclusions of recent research (Par t  11) and how 
they should be applied t o  A I D  projec ts  (Par t  111). lielping RFIs t o  become 
firlanci i l l y  v iable  was found t o  be the  s ing le  most i ~ ~ q o r t a n t  ingredient  of a 
successq'ul r u r a l  f inanc ia l  market (mi) project .  Such v i a b i l i t y  is needed t o  
provide r u r a l  borrowers r e l i a b l e  sources of c r e d i t ,  s o  they can purchase the 
addi t ioxal  inputs  needed t o  increase  a g r i c u l t u r a l  and other  production i n  r u r a l  
areas  over the  l a l g  term. To achieve t h i s  v i a b i l i t y ,  RFIs must mobilize p r i -  
vate savings in r u r a l  a reas ,  by offer ing savers a t t r a c t i v e  i n t e r e s t  r a t e s  a s  
well a s  sa fe  and convenient depositories.  And they must loan funds a t  in teres t ,  
r a t e s  s u f f i c i e n t l y  liigh t o  cover a l l  t h e i r  costs .  

These p rac t i ces ,  it v r ~ s  found, vrould enable RFIs t o  l!econe and remain 
f inanc ia l ly  viable,  not only because of the  higher i n t e r e s t  received but  a l s o  
because lending loca l  funds t o  borrowers they know a s  savers leads t o  higher 
loan-regapient r a tes .  The p rac t i ces  a l s o  lead t o  a more equi table  d i s t r i b u t i o n  
of income, since r u r a l  savers a r e  both poorer and more numerous than r u r a l  
borrowers. They benef i t  small borrowers who have p r o f i t a b l e  uses f o r  t h e  funds 
but can not  compete with the  r i c h e r  and p o l i t i c a l l y  more powerful borrowers vrho 
i n  the  pas t  obtained the cheap c red i t .  F inal ly ,  using i n t e r e s t  r a t e s  a s  the  
mechanisnl f o r  a l loca t ing  c r e d i t ,  instead of tryin,: t o  target  c r e d i t  t o  small 
farraers by f i a t ,  benef i t s  the  economy a s  a whole through a Imre e f f i c i e n t  use 
of resources, s ince producers borrow only when they h a ~ e  p r o f i t a b l e  uses f o r  
the funds and not simply because they have access t o  che:lp credit .  

The report  a l s o  discusses:  the  r o l e  of HNs i n  the r u r a l  economy and the  
need f o r  simultaneous a t t e n t i o n  t o  improving both the  overa l l  economic c l i m t e  
and r u r a l  conditions general ly;  appropriate measures f o r  evaluating the  e f f e c t s  

p ro jec t s ;  and t h e  need f o r  c red i t  components c f  non-KF!J p ro jec t s  t o  
follow the  ~ p i d e l i n e s  s e t  f o r t h  f o r  RE'M p rc jec t s .  

I l l u s t r a t i o n  of the newer and more co~llyrehensive Wt.1 p ro jec t s  is  focused 
on two countr ies ,  3wgladeslt and The Dondnican Hepublic. After  describing 
b r i e f l y  the  country s e t t i n g  rind t h e  A I D  approach, the  report  notes the r e s u l t s  
t o  date  and the  t a sks  renaining. 

F i ~ s l l y ,  the  report touches on severa l  add i t iona l  i s sues  which were ra ised  
a t  var i (  11s t i ~ n e s  by AII)/I'I o f f i c e r s ,  including i n t e r s e c t o r a l  fund flows, infor-  
1na1 f inhncia l  markets, arid f u l f i l l i n g  the  Congressional Idandate. Discussions 
of these top ics  i n  the  t e x t  a r e  b r i e f ;  they a r e  not ,  therefore ,  summarized 
again here. 
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R U l U  FINANCIAL W L T S  - 
Guidelines fo r  A I D  Projects 

I. BACKGROUND, GOAIS, PURPOSES 

AID'S assistance t o  r u r a l  f inanc ia l  markets (RFMs) i n  developing countries 

is evolving from i ts  t r ad i t i ona l  agr icu l tu ra l  c red i t  programs . The newer and 

,no& comprehensive prograras--which are  s t i l l  few i n  number--place g rea te r  
; 

s t r e s s  on: 

( 1 ; strengthening ru r a l  f inoncial i n s t i t u t i ons ,  by research and technical  

assistarlce fts well as  by making t h e i r  continued existence dependent an 

more e f f i c i en t  and prof i t ab le  operations, 

( 2  1 aiobilizing i>rivate ru r a l  savings t o  sllpplement :and gradually replace 

inflows of donor o r  LDC government funds, and 

( 3 )  u t i l i z i n g  rarket  i n t e r e s t  ra tes  t o  a l loca te  c red i t  among a l l  qual i f ied  

r u r a l  borrowers ra ther  than t rying t o  channel subsidized c r ed i t  d i -  

r ec t ly  t o  small farmers. 

Coals 

The overal l  goals t o  which both p r io r  and current  A I D  programs a r e  t o  

contribute have not changed. They a r e  s t i l l  increased production of agr icul-  

t u r a l  and nonagricultural  goods and services i n  ru r a l  areas  and a more equit-  

abge d i s t r ibu t ion  of r u r a l  income. 

\/hat has changed, however, is an e a r l i e r  belief '  tha t  pushing low-cost 

c red i t  t o  small farmers i n  pa r t i cu l a r  could by i t s e l f  s t imulate ag r i cu l t u r a l  

production and promote ru r a l  equity. While agr icu l tu ra l  c red i t  is recognizably 

i~nportant  because it gives comnand over addi t ional  inputs e s sen t i a l  t o  invest-  

ment and production, the ava i l ab i l i t y  of c red i t  cannot by i t s e l f  o f f se t  the 

inhibi t ing e f f ec t s  of low fandgate pr ices ,  of high-cost o r  undependable o r  



inadequate inputs, of low yields ,  of inadequate ru ra l  infrastructure,  or of a 

scarci ty  of prof i t ab l e  investment opportunities i n  rura l  compared with urban 

areas. Moreover, AID has increasingly recognized tha t  the underpricing of 

credi t  i t s e l f  has rnany unintended inhibit ing e f fec ts  on agricul tural  production 

( see below) . 
Purposes 

These and other changed be l ie fs ,  result ing i n  large par t  from AID-financed 

research i n  developing countries, are  leading t o  a new definit ion of A I D  pur- 

poses as well as t o  programs which emphasize research and technical assistance 

Illore than the cilmleling of AID f~ulcls and which are  a l so  more comprehensive i n  

the i r  approach t o  rural  f inancial  markets. 

The newer Grograrns no longer focus mainly or en t i re ly  on c red i t ,  which i n  

the past was expected t o  come lareel# from low-cost donor funds and rediscount 

f a c i l i t i e s  a t  the country's central  bank. Instead, they have as the i r  central  

and most immediate purpose the encouraging and supporting of LDC e f fo r t s  t o  

mab-e ru ra l  f inancial  mrke t s  (KF!hs) more e f f ic ien t  and effect ive and thus 

financially viable i n  the long run. Such 1ont:-run v i ab i l i t y  can be achieved 

only i f  ru ra l  f inancial  inst i tut i : )ns  (RFIs) a re  successful in both mobilizint: 

ru ra l  savings and lending then profitably t o  creditvrorthy borrowers. In turn,  

the mnobilizing of private savings is dependent on e f f ic ien t  RFMs and prof i t ab le  

uses of the lilobilized funds, which allow RFIs t o  pay positive r ea l  . ra tes  of 

in te res t  t o  depositors. And borrowing is dependent i n  the long run on a larger 

and more dependable supply of domestic savings as well as  an functioning RFMs 

and prof i table  investinent opportunities. Thus, the three purposes/tasks of the 

new prograras--long run f inancial  v iab i l i ty  of WMs, mobilizing private funds i n  

ru ra l  areas, and lending t o  creditworthy borrowers--are interdependent. 



Financial v i ab i l i t y  for  rura l  f inancial  ins t i tu t ions  and organizations has 

evolved as a central  purpose of the new programs frola the recognition that  

nei ther  donor nor LW: goverrunent funds can be suf f ic ien t ly  large t o  sa t i s fy  the 

de~nand for  rura l  credi t  on a continuing basis par t icular ly  i f  the demand for  

credi t  is a r t i f i c i a l l y  stimulated by the a l l u re  of cheap funds and the supply 

of credi t  is held down by inadequate e f fo r t s  t o  mobilize domestic savings. 

~ h i k  would be t rue  a t  almost any time, but it is  especially the case i n  view of 
f 

budgetary res t r ic t ions  in  both LDCs and donor countries. Hence, A I D  s t resses  

the need f o r  ilFIs t o  ra ise  in te res t  ra tes  t o  levels  which cover the  f u l l  costs 

of t he i r  funds on loans mde and a l so  a t t r a c t  an increasing inflow of f'unds 

f ror; pr ivate  rura l  savers. Moreover, yayir~g market in te res t  ra tes  for  funds, 

ra ther  than receiving them vi r tua l ly  f'ree from outside sources, w i l l  a c t  as a 

powerful s t i r~u lus  t o  RFIs t o  reduce the i r  costs and become more e f f ic ien t .  

IF1 funds w i l l  a l so  he be t te r  protected from the costs of loan-delinquency 

and default ,  since lending i ~ ~ s t i t u t i o n s  are  be t t e r  able io judge the credi t -  

wort'ni.ness of loan a p ~ l i c a n t s  when their  savings program acquaints them with a 

broader spectrum of the rura l  comunity. Idoreover, the knowledge tha t  loans 

are based on private savings rather than on outside funds increases peer pres- 

sure f o r  timely repayrsents . 
Mobilizing ru ra l  savings by providing Inore a t t rac t ive  and convenient 

sa$ings opportunities i n  rural  areas has evolved, as a second major purpose of 

thd new program, f roln the recognition that  the numbers of poor savers who w i l l  

thereby benefit  are potent ia l ly  f a r  larger than the numbers of poor farmers who 

wi l l  benefit  from AID-financed loans. Providing safe ,  convenient, adequately- 

compensated depositories where the ru ra l  poor can save fo r  emergencies as  well 

as  fo r  investment and consumption purposes w i l l  thus contribute t o  a more 

- equitable dis t r ibut ion of income. Equally important, it adds t o  the  pool of 

savings available fo r  continued investment i n  rura l  areas. 



Lending t o  a l l  creditworthy rural  applicants has evolved as a th i rd  major 

purpose from the recognition that  previous donor attempts t o  target lending t o  

s r r a l l  farmers by f i a t  have been largely unsuccessful and usually counter- 

productive. The cornbinatlofl of limited funds and an excess demand for  credit  

a t  a rb i t r a r i ly  low interest  rates has inevitably led t o  arbi t rary,  non-market 

credit  rationir~k; by lending inst i tut ions,  with loans going mostly t o  the rich 

and powerful rather than t o  the srfiall farmers specified by many ~lonors. Lend- 

ing t o  large borrowers with col la teral  is less  risky (except for  "pol i t ical ly-  

based" defaults ), large loans are less  costly to administer, and return favors 

sre sometimes available. 

From a national economic point of view, the resultant allocation of re- 

sources has been ineff ic ient ,  sirlce ~mny low rate-of-return investments are  

uldertaken tha t  would not have been financed a t  market rates  of in te res t ,  while 

potentially higher-return investments are  not undertaken because credi t  was not 

available t o  non-f avored borrowers. Moreover, allowing nonagricultural rural  

enterprises t o  colnpete for  credit  recognizes that  they are often major soupces 

of income t o  the rural  poor. Also t h e i r  more varied schedules of credi t  needs 

cult1 repaynent capabili t ies help t o  even out the income and work flows of lend- 

ing ins t i tu t ions ,  and RFIIs further benefit from the additional spreading of 

risks.  

11. RESEARCH CONCLUSIONS 

Several conclusions, important for  AID prograjn purposes, have eiaerged f rom 

the AID-financed research on :{J?hls conducted by the Ohio State  University and 

other i ~ ~ s t i t ~ u t i o r l s .  Some of these conclusions, such as the need for  Rk'Is t o  

charge in teres t  which covers the f u l l  cost of money len t ,  are  already well 

h o w .  t o  most AID officers.  However, soiue t)ff icers  may not yet be fu l ly  aware 

of the extent t o  which cheap credit  undermines rural  development nor of the 

need t o  charge ~narlret-rate in te res t  for  credit  extended a component of other 



i projects .  And they m y  be even l e s s  a m r e  of o ther  conclusions, such a s  the  

ilxporDtance of ass is tance  t o  RFIs s o  they can reduce t ransact ion cos t s  and'  

mobilize p r iva te  funds e f f i c i e n t l y  and thus become se l f -sus ta in ing i n  the  long 

run without infusions of donor o r  LDC government f w d s .  Accordingly, these ~rmd 

other conclusicns of the RE72 research a r e  summarized below. 

1. 6:inmcial ly Viable HFIIs a Primary Coal 

lhpid  and sustainable r u r a l  development requires a system of f inanc ia l ly  
k 

t 
viable  RF7Js t o  f a c i l i t a t e  the  excliange of c1air;ls on resources between r u r a l  

savers m d  investors.  This I1 in termdiat iont t  fu r~c t ion  of HFMs enables those 

with high rate-of-return investinent opportunit ies  t o  use resources t h a t  other-  

wise would be saved i n  such less productive forms a s  precious metals,  s tocks of 

farm o u t i ~ u t ,  small l ives tock,  o r  bankr~otes. Resources are  thus a l loca ted  and 

used more e f f i c i e n t l y ,  s o  t h a t  a l l  p a r t i e s  benef i t :  savers,  from t h e  i n t e r e s t  

p lus  g rea te r  l i q u i d i t y  f o r  l a t e r  consumption o r  investment; borrowers, from t h e  

opportunity t o  ~nake y rof i t a b l e  investments ; t h e  f inanc ia l  intermediary, from 

addi t ional  p r o f i t s  and jobs created; and t h e  na t iona l  economy, from the  g r e a t e r  

productior~ and enyloynent. 

For long-r7m RIW v i a b i l i t y ,  research and teclui ical  a s s i s t ance  t o  streng- 

then W I s  and  t~ake then1 more e f f i c i e n t  and prof i t a b l e  : re cassential. Other- 

wise, as  noted below, the  funds provided frorn outs ide  :;ources a re  o f t en  used 

foy purposes and i n  ways o ther  t h m  those intended o r  ant ic ipated  by donors and 

1 
- 
t ,  , he term Itr;.arket ra te t1  i s  used throughout t h i s  ?aper, even though i ts  common 
mc aning--a r a t e  tha t  w i l l  br ing supply and d e m d  f o r  c red i t  i n t o  balance--is 
not accurate in developi~lg countries where governmentas control  f i n a n c i a l  and 
other  ~ ~ a r k e t s  t o  varying extents .  The i n i t i a l  s e t t i n g  of nominal i n t e r e s t  
r a t e s  i : ~  those instances sllould t r y  t o  ensure pos i t ive  r e a l  r a t e s  of i n t e r e s t  
t o  savers while basing i n i t i a l  charges t o  borrowers on such fac to r s  a s  
estimateti t o t a l  cos ts  of lnonejr including i n f l a t i o n ,  r a t e s  of return on r u r a l  
investnent ,  urban i n t e r e s t  r a t e s ,  and costs  of money i n  t h e  informal c r e d i t  
market. W i t 1 1  s u f f i c i e n t  f l e x i b i l i t y ,  the  market can then be r e l i e d  on t o  
ad jus t  i n t e r e s t  r a t e s ,  i n  time, s o  a s  t o  a l l o c a t e  resources more e f f i c i e n t l y  
and equitably.  



are  quickly eroded. Many of the RE'Is established or "strengthened" under 

foreign-aid programs then become v i r tua l ly  defunct and unable t o  carry out 

the i r  f inancial  functions. 

The r a jo r  reasons for  the v i r tua l  dernise of sone RFIs are clear.  Relying 

on an inf lovi of cheap (i .e., underpriced funds f ron donors or  t h e i r  own cen- 

hral bank, many RFls fa i led  t o  ac t  aggressively t o  protect and increase the 

real  value of t he i r  capi ta l .  F.Iost importantly, they fa i led  t o  mobilize pr ivate  

savings i n  rura l  areas; t o  lend a t  rates which would cover the f u l l  costs of 

funds ( inclilding allowances for  loat1 arrears  and in f l a t i on )  ; t o  reduce tran- 

saction and other costs; and t o  t r a i n  t h e i r  s t a r €  t o  engage i n  full-service 

operations f o r  both borrowers and savers. A s  a consequence of these fa i lu res  

as well as the donor/LDC budget res t r ic t ions  which led t o  a v i r tua l  drying-up 

of donor and LDC ceritral bank inflows, many RFIs have found themselves with 

v i r tua l ly  no funds t o  lend. 

Accordingly, the newer RE74 programs erphasize as a central  and immediate 

purpose the establishnent/strengthening of 8FIs--including the mobilization of 

rural '  savings and the prof i table  lending of these funds t o  creditworthy bor- 

rowers--and they ilovmplay the channeling of a id  funds t o  agriculture as  an aim 

ill  i t s e l f ,  even though the infusion of such funds sometimes leads t o  short-term 

increases i n  agr icul tural  or  rura l  production. 

Full  real izat ion of t h i s  purpose v d l l  be both d i f f i cu l t  and time-consum- 

ing, and it w i l l  require both addit ional research and long-term technical 

assistance. TiFI s ta f f  must be t ra ined t o  handle new functions; ways must be 

found t o  increase .he volume of funds mobilized concurrently with lowering the 

transaction a d  other costs on both savings lnobilized and loans made; i n t e r e s t  

ra tes  cliarged to borrowers rnust be raised t o  cover the f u l l  costs of funds 

including a p ro f i t  ~nargin; and some modern equipment must be introduced. The 
I 

choice of W I  organizational form t o  es tabl ish or  strengthen--f o r  example, 



cooperatives, y r i v a t e  r u r a l  banks, a government -owned a g r i c u l t u r a l  bank, o r  a 

combination of them--depends l a rge ly  on the  economic and f i n a n c i a l  circum- 

stances i n  the LDC a s  vrell as on the  predi lec t ions  of dorlors and the  host 

country. Public i n s t i t u t i o n s ,  f o r  example, have o f ten  been i n e f f i c i e n t  and 

in f l ex ib le ,  while p r iva te  banks o f t en  have no r u r a l  branches. 

2. Mobilizing Private Savings Essent ia l  f o r  HFtds 

.,e mobilizing of r u r a l  savings is important f o r  ~nany reasons, one of 
I 

which--contributing t o  the  long-run f inanc ia l  v i a b i l i t y  of RFIs--has already 

been noted. In  f a c t ,  research has shown s o  many advantages from mobilizing 

p r iva te  funds i n  r u r a l  areas tha t  one might wonder vrhy s o  l i t t l e  attenti011 has 

been paid t o  t h i s  aspect of w?u!s by e a r l i e r  a g r i c u l t u r a l  c r e d i t  projec ts .  The 

main answer seems t o  be the s t i l l  widely held but now disproved b e l i e f  t h a t  

poor people i n  r u m 1  areas  do not have sufficient ,  incorn? t o  be ab le  t o  save and 

t h a t  therefore  there  a re  no savings f o r  HFIs t o  mobilize. The poor do save, of 

course, o r  they could not  continue t o  subs i s t  from one harves.t or  erllergency t o  

the  next .  Often the savings a r e  i n  the  forrn of low-yielding investments such 

as  small l ivestock;  o r  they a re  i n  stocks of farm outl)ut o r  collsumer goods o r  

bankriotes o r  precious metals i f  a t t rac t . ive  investment opportunit ies  a re  not 

avai lable  f o r  t h e i r  (usual ly)  l ind ted  f t m d ~ .  

The advantages t o  the  econow of h~ lring safe,' convenient deposi tor ies  

where savers can earn r~zore fro111 t h e i r  s ~ v i i l g s  than i n  t h e  pas t  and s t i l l  have 

ac&ess t o  t h e i r  funds when needed mag be s u m r i . z e d  a s  follows: 

a .  Additional funds a re  avai lable  t o  RFIs, which reduces t h e i r  dependerlcy 

on outside funds t o  lend f o r  investment and other  purposes and helps t o  even 

out  the  feast-or-fanine inflows of foreign-donor o r  W-government funds. 

b. Resources since savers almost by de f in i t ion  

do not  have investments avai lable  which'will  y i e l d  higher r a t e s  of r e tu rn  t h ~ n  

the  i n t e r e s t  paid them, while some p o t e n t i a l  borrowers have investment oppor- 



tun i t ies  which t h e j  f ee l  w i l l  be profitable even a t  the higher in te res t  rates 

they pay for the credit .  This is  of course t rue only i f  credit  is - not subsi- 

dized. Subsidized credit  has floibed invariably, according t o  OSU research,," t o  

a small proportion of the richer and Inore powerful farmers who do not necgs- 

sa r i ly  have high-return agricultilral uses fo r  it. 

c. Loan defaults and arrears are lower, since peer pressure t o  reRay 

lorally-lflobilized funds is very high. In  The Dominican Republic, for  example, 

loan delinquencies i n  three of' the four credit  unions involved i n  the AID p i lo t  

project declined from a range of 45 t o  71% of the i r  portfol io  t o  a range of 7 

t o  155. 

d. II~COIE distribution is more equitable. Rural savers are Inany times 

more numerous than borrowers i n  poor, countries . Offering them a t t rac t ive  

in te res t  rates i n  safe,  convenient depositories tllus increases the income of a 

f a r  larger number of persons than the granting of credit .  This has been par- 

t icu lar ly  t rue with subsidized credit ,  as noted above, where loans have gone 

mainly to  a few richer borrowers. 

e . RFI-client re lat  io~lships are mutually beneficial . RFIs tha t  become 

bet ter  acquainted vrith customers through savings r e l a t ion~h ips  have a be t te r  

basis for  establishing quickly, cheaply, and accurately the creditworthiness of 

borrowers ( i .e., borrower integri ty  and debt-repayment capacity ) . A t  the sacre 

time, savers become nore familiar with a formal credit  ins t i tu t ion  and can 

"~ laud io  Gonanles-Vega s ta tes  (Reference 140. 4, p. 13)  that  llonly about 2h of 
the agricultural  producers of Latin America and the Caribbean have becn the 
beneficiaries of a t  least  80% of the substantial  volume of credit  granted and 
of a s i~Ei la r  proportion of the large implied subsidy as a consequence of the 
iu~clcrpriciny, of loans .'I Joseph Lieberson notes similarly ( i n  Reference iio. 7,  
y. 18) that  "World Rank estir.lates fo r  Pakistan, the Philippines, Thailand, 
Tur~isia and Bolivia show that 5-10% of the farmers receive 70-80% of 
ins t i tu t iona l  credit." 



establisll a basis fo r  future borrowing. Moreover, such r(!lationships, with 

t h e i r  prospect of continuin2 ~ n d  perhaps larger loans in the future, a d d  a 

s ignif icant  incentive for  borrorers t o  repay current loans. 

f . Rural l iquidi ty  is enhanced. The rural  poor are able t o  save easi ly  

and profitably,  even i n  srmll amounts, and yet have ready access t o  t h e i r  funds 

fo r  er~ergencies and invest~nent opportunities--a c lear  advantage over savings 

formerly held i n  such forns as snlall livestock, precious metals, or banhotes.  
I 

And the t r ea t e r  access of rura l  borrower; t o  c red i t  for emergencies enables 

tnern to  r i sk  investing more of their  ovrn savings as well. 

3. Cheap Credit Undermines dura L Development. 

EJlost A I D  off icers  involved with IIFMs seen now t o  accept the conclusior~s of 

Cl ;TI and o t  ler research, that  cheap credi t  undermines ru!-a1 developlnent . * They 

seem t o  agree tha t  i f  prof i table  investments are available,  farmers and other 

rura l  borrowers can afford t o  pay the market ra te  of in te res t ,  and i f  they are 

not available, then improved economic policies or technology or rura l  infra- 

structure a re  required, not cheap credi t .  Aloreover, even where subsidies of 

sorx kind could possibly be just i f ied,  perhaps for  an experimental or demon- 

s t ra t ion  project,  providing technical assistance and telaporarily-subsicjized 

inpu1.s rather than subsidized credi t  is a be t te r  approach--until the  prof i t -  

a b i l i t y  of the ac t iv i ty  i s  e i ther  c lear  or disproved. 

Despite the gradual A I D  acceptance of the above principles, the damaging 

effects  of subsidized credit  are  so great tha t  they are  worth s~umnarizing here: 

a. Cheap credit  erodes the financial  v iab i l i ty  of lending ins t i tu t ions ,  

and thus both the future flow of funds t o  farriers and rural  enterprises and the 

provision of adequate services t o  rura l  savers, since the ra tes  and fees 

charged borrowers are substantially less  than the f u l l  costs of funds t o  the 

WIs. These costs include: (1) costs of donor or central  bank or locally- 

- .  - 
)C E.G., see References Nos. 2 and 3 l i s t e d  i n  the f i n a l  section of t h i s  report. 



mobilized funds, with account taken of reserve requirements, ( 2 )  administraliive 

costs,  ( 3 )  delinquency or default ?osts, (41 a rnargin t o  offset  expected inf la -  

tion, and ( 5 )  a rmrgin fo r  prof i t s  and/or additions t o  reserves. idoreaver, 
. $ 

loan delinquexicy and default costs are substantially higher than otherwise, 

since the borrower and lender both perceive the donor funds supporting c h e p  

credit  as "outside capi talu rather than the savings of t he i r  friends and neigh- 

bors. And administrative costs are  also higher, because KFIs f e e l  no economic 

l>ressure t o  reduce transaction and other administrative costs and a lso  because 

they are  obliged t o  f u l f i l l  donor analysis, monitoring, and reporting require- 

~nents . 
I 

b. Cheap credit  encourages LDC governments arid KFIs t o  rely on the 

oontinued inflow of donor funds and thus defer re1;ledial measures. For the LDC, 

these renedial measures are p r i m r i l y  improved overall  economic/financial and 

agricul tural  policies.  For RFIs, these measures include ( 1) se t t ing  interest  

rates suff ic ient ly  high t o  cover the f u l l  costs of funds, (2) mobilizing the 

private savings needed t o  ensure a stable and continuing inflow of funds, ( 3 )  

12ducing adninis t ra t ive  costs and increasing operating efficiency , and ( 4  ) 

lending funds only t o  creditworthy borrowers who intend t o  repay. 

Continued reliance on cheap donor funds is of course unreal is t ic ,  since a t  

best such aid is unstable and is  characteri:ed by al ternate  surges and scarci- 

t i e s  of funds, which leads t o  IW.4 inefficiencies and RFI s ta f f ing  problems. 

The reliance is even more unreal is t ic  in view of the changing a t t i tudes  of 

donors toward cheap credit  and the i l istorical downtrends in  the ava i lab i l i ty  of 

such financing . Dependency relationships, however, are of ten d i f f i c u l t  t o  



c. Cheap credit  resu l t s  i n  excess demand fo r  credi t  and a consequent 

need for  credit  rationing.* Sucl~ non-price rationing by RFIs has a number of 

rn~fortunat~e resul ts :  (1) Loans go mainly t o  -icher borrowers, who have col- 

l a t e r a l  and p o l i t i c a l  influence, since large 'oans a re  less  costly t o  a,lmin- 

i s t e r ,  are less  risw (except fo r  'lpolitically-based" defau l t s ) ,  and often 

resul t  i n  return favors t o  I?VI off icers ;  (2) the corruj~tion of RFI and other 
t 

~6 o f f i c i a l s  as well as  of borrocers is  thereby f ac i l i t a t ed  i f  not encouraged; 

and ( 3 )  the allocation of resources i n  the LDC is  l e s s  e f f ic ien t ,  since many 

low-ret urn1 invest~lle~lts are under taken tllat would not have been f inancetl a t  

ruarket ra tes  of i x t e r e s t ,  while poterltially higher-return investments a re  not 

undertaken because credi t  rvas not available. 

d. Finally, cheap credi t  usually involves an income t ransfer  from sav- 

e r s ,  who a re  poor, t o  borrowers, who are  l e s s  poor. Rural sa zers i n  LDCs are  

f a r  more numerous than borrowers; and they are usually mmng the poorer ele- 

ments i n  society. They are  penalized by the absence of f inancial  ins t i tu t ions  

i n  which t o  save or the low, usually even negative rea l  ra tes  of interest  paid 

on t h e i r  savings. Borrowers of cheap credi t ,  as  a l raadr  noted., a re  f a r  l ess  
t 

numerous than savers, <and they are  usually be t te r  off f inancially.  

4. Targeted Credit Does Not Work 

AID-financed agr icu l tura l  credi t  prograins i n  the past  a,ttempted t o  target  

thb i r  loans a t  selected groups (small famers  i n  par t icu la r )  o r  f o r  selected 

pu$poses (e.g. t o  purchase i r r iga t ion  pwnps or  other agr icul tural  inputs) ,  in 

order t o  increase agr icul tural  output par t icular ly  by small farmers and thus 

i ~ ~ p r o v e  incori~e dis t r ibut ion i n  rilral areas. 

 h he dermd for  credi t  a l so  depends on non-interest costs ( e  .g., the t i m e  and 
money spent t o  obtain loans) as vie11 as on borrower expectations regarding both 
in f la t ion  and t h e i r  need t o  repay loans. The ava i l ab i l i t y  and pro f i t ab i l i t y  of 
investments is the other rnajor determinant of credi t  demand. 



Such target ing could not be carried out successfully, even where loan 

supervision was practiced.  The reasons a re  simple: Credit,  as  is t r ue  f o r  any 

f w d s ,  is fungible and can be used fo r  any purpose--indirectly, i f  need be, 

since the  ava i l ab i l i t y  of c r ed i t  f rees  the borrower's own funds f o r  other uses 

including consumption or investl:lent i n  urban areas.  And especial ly since ru r a l  
t 

c l i en t s  a r e  so  lvridely dispersed, any attempts to channel the credi t  t o  p a r t i -  

cular  groups could he circumvented eas i ly  (though a t  sorw cost by extending 

multiple small loans, f o r  example, or by fudging the  books. A s  already noted, 

OSU research indicates tha t  small farmers, a primary ta rge t  group of pas t  AID- 

financed loans, received a very small share of the  low-interest-rate loans 

extended. 

Equally important, the costs  of these target ing attempts were hign f o r  

v i r t ua l l y  a l l  groups involved, so  t ha t  the  e f f o r t s  were i n  f a c t  counterpro- 

ductive : 

a. Costs t o  RFIs. The costs t o  RFIs of administering targeted loans, 

f o r  those yrograll?s analyzed by OSU s t a f f ,  have been about double the admini- 

s t r a t i v e  costs  usually allowed by donors i n  s e t t i ng  up the c red i t  programs, and 

~narw times larger  than the estimated private-lender costs  f o r  tile simpler task 

of es tabl ishing creditworthiness of borrowers. In addit ion,  the l imited RFI 

s t a f f  is forced t,o use t h e i r  time i n  unproductive tasks  such as  loan-use moni- 

tor ing and record keeping/reporting fo r  donur purposes; and they a r e  a l s o  more 

exposed t o  bribery by ine l ig ib le  larger  borrowers. idoreover, the  RFI1s a b i l i t y  

t o  pay ru r a l  depositors a posi t ive  r a t e  of i n t e r e s t  is fur ther  eroded; and 

t h e i r  s t a f f  time and energy fo r  nounting a savings-mobilization drive i s  fur-  

ther l imited.  t, 

b. Costs t o  borrowers. The sts even t o  successful applicants is often 

hjgher than otherwise. For those circul:ivent ; ng the  n?s t r i c t ions  (usually 

larger  borrowers), bribery or  jugglfmg of books is  often involved. For small 



farmers who legi t imate ly  receive some c r e d i t ,  the  non-i11tere::t cos ts  a r e  of ten  

excessive: f o r  example, forms dlicll  a re  d i f f i c u l t  t o  f i l l  out o r  understand, 

tmvel/loilging/neals r:osts r e  t r i p s  t o  d i s t a n t  HFIs , time away from productive 

work, long waiting periods t o  obtain the  loan, lozn del iver ies  which a r e  not, 

timely,and i n f l e x i b l e  repaynent schedules not  su i t ed  t o  borrower needs. In 

addit ion,  borrowers  nay be required t o  pay ltnon-inl.erestlf fees  o r  keep some of 
1 

t h e ( .  money on deposit a t  the RI- I  without i n t e r e s t .  ;.lore important, the receipt  

of an occasional loan (even i f  the  t o t a l  cos ts  of t h a t  loan were i n  f a c t  low) 

does not f u l f i l l  the  small farlner's need f o r  r e l i a b l e  f i n a n c i a l  services  over a 

long period. )doreover, the uricertain process  nay well reduce h i s  readiness t o  

seek formal loans. 

c. Costs t o  the  r u r a l  economy. Small r u r a l  enterpr ises  a re  a major 

source of nonfarm jobs, p a r t i c u l a r l y  during off -peak seasons f o r  farming. 

Inhibi t ing  t h e i r  p r o f i t a b i l i t y  o r  t h e i r  expansion p o t e n t i a l  by denying them 

c r e d i t  ( o r  adding the  cc~s t s  of sub-terfuge) thus  i n h i b i t s  job creat ion oppor- 

t u n i t i e s ,  reduces r u r a l  income, and denies RFIs the  opportunity t o  d ive rs i fy  

t h e i r  loan por t fo l ios  by lending t o  nonfarm en te rp r i ses  and thus spread the  

r i s k s  m d  even out t h e i r  work and money flovis. 

5 .  RFMs Necessaxy But Not Suf f i c ien t  f o r  Rapid Itural Development 

Financial  markets a re  needed f o r  two p r inc ipa l  piirposes i n  r u r a l  areas  : 

(1) t o  provide safe ,  convenient, and p ro f i t ab le  opportunit ies  f o r  small savers 

to.:. a c c ~ n ~ a ~ l a  t e  funds rvllich w i l l  be readily avai lable  t o  them f'or emergencies, 

major r:onsumption o r  investment o~;!)ortunities, &nd ( 2  t b  make these  r u r a l  

savings (and other  furids) avai lable  especia l ly  t o  smaller  r u r a l  borrowers who 

have investment uses f o r  the  funds which promise ra tes  of return higher than 

those avai lable  t o  savers ( t h e  function of "intermediationff between savers and 
* 

investors . 



Larger borrowers and savers can often use urban financial f a c i l i t i e s ,  but 

stnaller savers tnust otherwise mly on baldmotes or precious metals or such 

low-return investments as smnall livestock, dhile small borrowers must otherwise 

rely on inform1 money rmrkets when irivest~nent opportunities a r i se .  

Functioning RFlds , while necessary for  rapid and sustained rura l  develop- 

ment, are not of course sufficient t o  insure development. Rural savers may use 

convenient, secure depositories which pay a positive real  ra te  of interest .  

But i f ,  ror  example, farrqate prices do not adequately cover input costs, or i f  

farm inputs are not available i n  adequate quantities and quality a t  the right 

t i m ,  or i f  an apgropriate yield-increasing technology and supporting services 

are not available, farmers w i l l  simply not borrow investible funds. In short, 

while credit can finance the purchase of inputs essential  t o  increased farm 

jmxiuction, fanners nust a lso be convinced that  they w i l l  be adequately re- 

warded for  the i r  extra work and r i sk  before they w i l l  borrow funds for  the 

hivestment--unless of course the credit involved is frorn outside sources and is 

considered more a g i f t  than a loan. 

Nanf arm rural  borrowers ~rmst, similarly, have prof i table  investment oppor- 

tunities--most often the providing of goods and services t o  agriculture or the 

l~rocessing/distributing of farm output. Their need for  investment fund:; is 

thus indirectly dependent largely 011 a healthy agriculture, lilthough it may 

also be influenced direct ly by national economic policies.  

6. A Nebs Basis Needed For Evaluating RFhl Programs 

Increased agricultural and rural  production is and has been an overall 

goal of both the ea r l i e r  agricultural-credit and more recent I331 projects. It 

is not surprising, therefore, that  such projects were sometimes judged succ- 

cssi'ul or unsuccessful on the bases of the i r  estimated impact on agricul tural  

output. The two  ~mljor problems with t h i s  approach are those of at t r ibut ion and 

f u g i b i l i t y :  How much of the success/failure could be attributed t o  the agri-  

, ?. 



cu l t u r a l  c red i t  o r  WM projects ,  giver1 the importance of such fac to rs  a s  p r ice  

incentives,  technology, and weather? And what proportion of the funds made 

avai lable  represented i n  f a c t  adl!itional funds f o r  agr icu l tu ra l  investment arid 

production? 

These questions a re  i n  pract ice  v i r t ua l l y  unanswerable. Moreover, even i f  

the output increases could be a t t r ibu ted  t o  c r ed i t  infusioris, the  project  could 

no t  be considered successful  i f  it undermined the long-term v i a b i l i t y  of RFMs 

and/or the ou t l u t  increases could not be sustained. Accordingly, while taking 

account of production and other  changes, the OSU research suggests the  advisa- 

b i l i t y  of evaluating RF?d projects  on the bas is  of changes in ,  f o r  example, (a )  

t ransact ion costs ,  (b) loan-recovery m t e s ,  ( c )  savings mobilized, ( d )  the  

nunibers of persons served, and ( e l  HFI asse t s  and profits--which indicate  

changes i n  HE'I v i a b i l i t y  and eff ic iency a s  vie11 as  i r i  LDC economic and RFI! 

po l i c ies .  

7. Credit Conrporrents of Non-WIuI Projects  

Conclusions about agr icu l tu ra l  ( o r  nonagricultural  c red i t  extended a s  a 

component of non-RFLf p ro jec t s  a re  extrapolat ions of OSU and other research on 

major c r ed i t  projects  ra the r  than the  r e su l t s  of spec i f i c  mlalyses. Although 

they rnight therefore be characterized as inore theore t i ca l  t ? a n  empirical ,  the 

concltlsions nonetheless :;eern valid--that c r ed i t  should be extended a t  market 

r a tes  and t ha t  the v i a b i l i t y  of RY,& should be protected t o  the  f u l l e s t  extent  

possible. 

If the  c r ed i t  component is a t  rnarket r a tes  and i n  moderate volwi~e, it m y  

well produce the desired benef i ts  without s ign i f i can t  harm t o  the v i a b i l i t y  of 

the W l  o r  savings mobilization e f fo r t s .  I f  it is extended i n  large  volume, 

however, it could serously undermine the ilE'I's resolve t o  mobilize p r iva te  

r u r a l  savings and a l s o  depress ra tes  paid t o  savers. And i f  the  c r ed i t  is 



underpriced (i .e., extended a t  below-market ra tes  1 ,  it w i l l  carry with it, a l l  

the disadvantages associated with cheap credi t  which were enumerated ear l ier- -  

t h e  larger  the volw~e of c red i t  the rnore serious the disadvantages. 

The question has been raised a s  t o  the  merit of extending only market-rate 

c red i t  under circumstances where a l l  yr ices ,  including other c red i t ,  a re  dis-  

torted.  While each s i tua t ion  deserves separate analysis,  i n  general it can be 

sai'd t ha t ,  i n  addition t o  be t t e r  serving of savers and avoiding the  other 

rlisadmltages of cheap c red i t ,  market-rate c red i t  is more l ike ly  t o  reach some 

01' its intended beneficiaries than underpriced credi t .  Because low-cost c red i t  

generates excess demand for  th'e f'unds, . the  c red i t  is usually concentrated on 

larger  borrowers who find it too good a bargain t o  pass up even when the? have 

only low-return uses fo r  it. 

The d i f f i cu l ty  of persuading LXs of the benef i ts  of market-rate c red i t  is  

anather argument raised, par t i cu la r ly  when the volume of c red i t  is small. Some 

e f fo r t  should be made, however, perhaps by helping them with a id  i n  related 

a r m s ,  s ince every concession t o  cheap, targeted c red i t  may make it more d i f f i -  

cu l t  l a t e r  to  persuade LDC o f f i c i a l s  of the long-range economic and f inancial  

benefits  of' market pricing. If the persuasion is not successful, then some 

consideration should be given t o  eliminating the  c red i t  component. How much 

persuasion and how much considerat ion t o  dropping the credi t  component depetlds 

on fac tors  outside the scope oP t h i s  report. 

111. GUIDELINES: POLICY AND PRACTICES 

For well over ten years, since i t  issued "Guidelines on Project and Pro- 

gram Planning fo r  Small Farmer Credit" i n  June 19'74, AID policy has pointed out 

tha t  credi t  is useful  t o  s r m l l  farmers only when prof i tab le  investment oppor- 

t un i t i e s  ex i s t ,  opportunities tha t  are  often related t o  a new technology. 

Noting tha t  t h e  dis t r ibut ion of loans is often highly skewed against the small 

f:tr*me~ ,and the lantlless poor, even when they a r e  spec i f ica l ly  targeted as  bene- 
*i" 



f i c i a r i e s ,  the Guidelines s ta ted  that  charging higher i n t e r e s t  ra tes  would give 

small farmers with prof i table  investment opportunities greater access t o  loans. 

The possible need t o  l ink  r u r a l  savings to  c red i t  program was a l so  noted, 

tl~oug$ not emphasized. * 

In l a t e  1982, an A I D  Policy Paper on " P ~ i c i n g ,  Subsitlies, and Related 

Policies i n  Food and AgricultureI1 s ta ted tha t  "the basic role of f inancial  

i n s t i t u t i ons  is t o  lower tile transaction costs of matching savings with i m e s t -  

m n t s  . . . [which 1 illduces 9n increased flow of funds frorn savers t o  borrowers .I1 

And it followed t h i s  by st;a-ting that  l l A I D 1 s  primary purpose in the a res  of 

credi t  and finance should be t o  create and t o  support a system of f inancial  

i i l s t i tu t ions  tha t  effect ivelJ  inobilizes and a l locates  private indigenous f inan- 

c ia1  resources." 

11. short ,  A I D  policy, a t  l e a s t  a t  a macro level ,  is now i n  tune with the 

research conclusions enwderated above. Yillat is l e s s  c lear  is t ha t  these broad 

pol ic ies  have 1,zade t h e i r  way in to  more spec i f ic  A I D  d i rect ives  and ( a  f o r t i o r i  ) 

tha t  the pol ic ies  have becorne internalized a t  !dission levels ,  so  tha t  they can 

be expressed in A I D  prograrx . 
In  par t i cu la r ,  do ldissions view RFM projects as an opportunity t o  streng- 

the11 a system whose f inancial  v i ab i l i t y ,  i f  it could be established and sus -  

tained, would contribute ~nuch more t o  increasing agricult,\lral production i n  any 

given LljC i n  the lone run than even several. large infusions of c red i t?  And are  

lV!issions will ing t o  forego t h i s  opportunity t o  disburse, e i t he r  fo r  LDC bal- 

ance-of-payments purposes o r  f o r  in te rna l  AID reasons, a large volume of funds 

quickly? Also, are Missions aware of the t i ne  and e f f o r t  required f o r  research 

and technical  assistance,  the research t o  determine how best t o  help strengthen 

iZFlils i n  LDCs with widely d i f fe r ing  problems, the  technical  assistance t o  help 

--- - - 

*'The above discussion is  based on a sununary of the Guidelines, taken frorn 
Reference No. 7. 



carry out the programs? And are  those involved with providing c red i t  as  one 

aspect of a larger  a,gricultural o r  nonagricultural project  amre  of the ddsad- 

vaatages of subsidizing c red i t?  Moreover, even i f  Missions a r e  aware of a l l  

the above points, a re  LDC governments and RFIs themselves fu l ly  aware of and i n  

agreement with the newer thinking? 1 

Tryin,: t o  pin down answers t o  the above questions would probably be unre- 

warding i f  not fu t i l e .  However, consideration of the  questions suggests the 

advisabi l i ty  of (1) updating central  AIDfll guidance on RFh! projects ,  so  t ha t  it 

takes f u l l e r  account of recent research and a l so  includes discussion of the 

1)roblerns inherent i n  extending par t icular ly  low-cost credi t ,  whether rura l  o r  

urban, as  a component of other ( i  .e., nm-lW!d) projects,  ( 2 )  elaborating the 

central  guidance i n  AID Bureau guidance, making i t  more specif ic  and taking 

f u l l e r  account of regional and country differences, ( 3 I providing more t ra in-  

ing, par t icular ly  t o  IVlission of f icers  involved i n  designing and carrying out 

RFAd projects but a l s o  t o  Mission leadership and interested AID/W o f f i c i a l s ,  and 

( 4 )  using RFM project  discussions as  a basis for  i n i t i a t i n g  policy dialogues 

between LDCs and USAID Missions on both RRAs and the larger question of i m -  

proving LDC policies generally so  as  t o  support Inore rapid economic development 

i n  both ru ra l  and urban areas. 

The rernaindet of' t h i s  report deals mainly with central  policy guidelines 

(point  1 above), although it pays some at tent ion t o  training (point 31, and it 

touches on regional and country differences (point 2 )  i n  the process of discus- 

sing the applications of policy i n  specif ic  A I D  projects.  Regarding the poten- 

t i a l  contribution of HFK discussions t o  both the i n i t i a t i o n  and substance of a 

more general policy dialogue (point 4 above I ,  it should be noted tha t  recent 

OSU research may help t o  c l a r i fy  and mabe more spec i f ic  the linkages between 

LDC overal l  economic*policies, ru ra l  production, and the e f f i c i en t  functionir~g 

of RF'tds. Given the  current focus of many LDCs on making t h e i r  agr icul ture  more 



productive, the specific research on RFMs could strengthen the case for  changes 

not anly in RE'hf policies but also i n  overall LDC economic policies. RFM pro- 

jects, however, are worthwhile even i f  they make only a minimum corltribution t o  

the policy dialogue, because of the lonf-term Llenefits viable RFEJls bring t o  

rural  savers, rural borrowers, and the rural  economy--provided that  the pro- 

jects are wisely designed and carried out. 

The policy guidelines s e t  for th below are intended t o  help A I D  f u l f i l l  

that proviso. They say i n  essence that A I D  should design RFM projects i n  

accordance with the lessons learned from OSU research and continue t o  support 

RFM projects anly when they f u l f i l l  the conditions noted below. 

1. Long-term Financial Viability of KFE,,h 

The long-term financisl  viabi l i ty  of RFEds must be the immediate prilnary 

goal of an RFM project. This is true regardless of the organizational form. of 

the RF3--whether it is a private or a cooperative or a government ent i ty ,  

whether it is newly established or new branches of an urban ins t i tu t ion  or an 

existing rura l  inst i tut ion,  whether it is a separate financial organization or 

a component of a multi-purpose organization, or  whether it is some cornbination 

of the above. Without such viabi l i ty ,  RFIs cannot f u l f i l l  on a sustained basis 

the i r  major purpose of mobilizing and allocating private indigenous financial 

resources i n  rural  areas eff icient ly and e lfectively . 
To reach and sustain financial viabi l i ty ,  the f i r s t  requirement is that 

in teres t  rates charged t o  borrowers cover the f u l l  cost of funds, including (1) 

the costs of funds borrowed or  mobilized, (2) administrative costs, ( 3 )  default 

or delinquency costs, ( 4 )  a margin t o  offset expected inflation, and (5) R 

margin for  prof i t s  and addit ions t o  reserves. Charging mrket  ra tes  of inter-  

es t  i s  important f o r  several reasons: A lower rate  and the consequent losses 

w i l l  undermine the financial v iabi l i ty  of the lending organization, thus insur- 

ing that it can continue t o  function only i f  donor or LDC government funds are 



available. Also, a below-market r a t e  increases the demand fo r  c red i t  and 

discourages private saving, s e t t i ng  up a need for  non-price rationing of credi t  

by the lending ins t i tu t ion .  Inevitably, as both f i e l d  research and logic have 

demnnstrated, the credi t  goes predominantly t o  the  r ich  and po l i t i ca l ly  power- 

fu l ,  especially since large-volume loans a re  l e s s  costly t o  administer, usually 

l e s s  r isky (except fo r  tlpolitically-basedll defaults  1 ,  and m y  resu l t  i n  return 

f a w r s  t o  the  lending o f f i c i a l .  

Second, in te res t  paid t o  savers m u s t  be generally posit ive i n  r ea l  terms, 

and RFM polices and practices must be a t t r ac t ive  t o  savers s o  t h a t  the  lending 

institution is assured of a continuing and more s table  inflow of pr ivate  re- 

sources and is also be t t e r  acquainted with po ten t ia l  borrowers through the i r  

role a s  savers. 

Third, it is imperative tha t  the transaction costs involved i n  both sav- 

ings mobilization and lending be reduced, so  as  ( i n  time) t o  reduce borrower 

costs and increase saver returns. Combining savings and lending a c t i v i t i e s  of 

HFIs w i l l  by i t s e l f  reduce some costs,  including tha t  of establishing credi t -  

worthiness, since RFIs w i l l  be be t te r  acquainted with borrowers through t h e i r  

role  as savers and since both functions can be handled i n  the same branch, with 

some savings i n  off ice  space and perscmnel. Lending t o  a l l  creditworthy bor- 

rowers, i n  l i e u  of target ing loaris a t  selected groups f o r  select ive purposes, 

w i l l  a l s o  reduce costs very substantially,  both because of the por t fo l io  diver- 

s i f i ca t ion  and consequent reduction of r i sk  and because establishing credi t -  

worthiness is much l e s s  costly than administering detailed loan forms, employ- 

ing spec ia l i s t s  t o  evaluate borrower plans and help supervise the t ransfer  of 

technology, and monitoring .md reporting t o  donors on borrower performance. 

Missions can help Wla  go beyond these sources of cost reductions, by 

financing research and t e c h n i c ~ l  assistance. The research night focus on the 

prac t ica l  physical and firlancial packages needed t o  reduce costs and improve 
. - 



the quality of RFI services. Some package ingredients are  almost always re- 

quired, such as equipment and training t o  improve information processing on 

savers, borrowers, and loan applicat.ions/monitoring, so that (e.g.1 credit- 

vrorthiness and loan s tatus  can be determined quickly, accurately, and cheaply. 

Pnd the training of RFI s taf f  i n  banking and accounting techniques generally is  

a190 a standard requirement. 

, Some technical assistance could therefore be s tar ted concurrently with the 

reAearch, so as t o  help !GIs speed up the process of cost reductions as well as 

managerial, organizational, and s taff  improvements. Assisting RFIs i n  a sav- 

ings mobilization program could also s t a r t  quickly, although some research an 

locating branches or acquiring mobile units as well as on saver at t i tudes and 

the incentives needed might well come f i r s t .  Similarly, assistance on measures 

t o  provide incentives t o  both borrowers and HFI employees t o  reduce loan delin- 

quencies (including heavier penalties on overdue loans) should not be delayed 

too long, since loan arrears and defaults are often a major part  of HFI costs. 

Other tecllnical assistance needs, however, might not become clear  u n t i l  a f t e r  

the f i r s t  research resul ts  are in. 

Finally, donors and LDC governments must reach an understanding tha t  RFIs 

must become profitable and self-sustaining, perhaps a f t e r  a relat ively short 

t ransi t ion period. This means ( in te r  a l i a ) :  no po l i t i ca l  forgiving of loan 

defaults; a restr ic t ion of central bank rediscount windows so that  they serve 

as: a back-up source of market-rate funds rather than a source of underpriced 

funds f o r  routine lending; and the removal or amelioration of inappropriate 

regulations -that r e s t r i c t  RFM co~npetition or that  raise RFI costs through the 

imposition of high reserve requirements or restr ic t ions on RFI operations. 

Knowing tha t  they must depend on the i r  oval resources and freeing them t o  do so 

w i l l  then serve as a powerful stim~ilus to  cpst-cutting innovations by the RFIs 

themselves. 
1 



2. Mobilizing Private Savings 

Mobilizing private savings i n  rural areas is  essent ial  i f  mds are t o  

become financially viable, since the mobilization ef for t  provides an xdditional 

and more stable source of resources for  RFIs to  lend, lowers loan trsansaction 

costs because of the additional information on borrowers and the combinini: of 

furrctions i n  the same branch, and leads t o  lower loan delinquencies and de- 

fas l t s .  From a national economic point of view, savings mobilization also 

makes inoome distribution more equitable, enhances rural l iquidi ty,  and leads 

t o  a more productive allocation of resources. h 

For a savings mbilizatiorl  e f for t  t o  be successful, interest  rates  paid t o  

savers must be positive i n  rea l  terms. Savings depositories must be safe,  easy 

t o  reach, and convenient/attractive t o  do business with. In part icular ,  ser- 

vices must be friendly and ef f ic ient ,  hours convenient, and paperwork and other 

requirements such as minimum balances and penalties for  early withdrawal must 

not be onerous. Savers must a l so  see the prospect of enhanced access t o  futuae 

loans. Finally, savings mobilization campaigns must be well publicized and 

include prizes or other incentives for  savers as well as incentive payments for  

RE1 employees. That such measures can a t t r a c t  a substantial volume of savings 

is  clear from research by Gonzales i n  The Dominican Republic, Meyer i n  Bangla- 

desh, and Vogel i n  Peru (see References Nos. 8 and 2 as well a s  Part I V  of th i s  

report 1.  

As noted in  the preceding section on R F M  viabi l i ty ,  costs must also be 

reduaed by a combination of training, incentives, and modern equipment. In 

addition, use of the central  bank rediscount window must be restr ic ted,  so as  

t o  send an unambiguous message t o  RFIs that  mobilizing private rura l  savings is  

essent ial  t o  the i r  survival as an inst i tut ion.  

3. Interest  Rates a t  Market Levels 
s 



Interest  rates charged to  borrowers must cover the f u l l  costs of funds, as 

already noted, and depositors must be adequately compensated fo r  t h e i r  savings. 

Otllervrise, the excess demnd generated for  credft  leads t o  a rb i t ra ry  credit  

rationing and a less  e f f ic ien t  allocation of resources; the underpricing of 

credit  depresses in te res t  ra tes  paid t o  savers as well a s  the volume of sav- 

ings; income is transferred from savers (who are  generally poor) t o  borrowers 

(who are  generally richer 1, thus making income dis t r ibut ion less  equitable ; RPI 

oyerating costs a r e  increased, and pressure is reduced for  RFIs t o  i n s t i t u t e  

cost-cutting efficiencies;  and, f ina l ly ,  RFI funds fo r  lending are  eroded, thus 

Farther strengthening the dependency relationship between RFIs and foreign 

donors/LDC governments and further delaying the policy reforms needed. 

Xese  d i f f i cu l t i e s  notwithstanding, the a l lure  of underpriced credit  is 

sti l l  strong among those who have not been fu l ly  exposed t o  the problems and/or 

continue t o  look upon donor funds as  a v i r tua l ly  inexhaustible g i f t  t o  be used. 

Thus, even where AID off icers  are  convinced of the need fo r  in te res t  ra tes  that  

a re  high enough t o  c lear  the market, so tha t  sniall farmers and rura l  entre- 

preneurs wit'n prof i t ab le  investme it opportunities w i l l  i n  f ac t  have access t o  

credi t ,  USAIL) missiorls sometimes have d i f f icu l ty  i n  persuading LDC of f i c i a l s  of 

the benefits of' charging market interest  rates on loans and paying posit ive 

rea l  ra tes  of in te res t  011 savings. 

This report, backed up by the reference ~na te r i a l  and by LDC participants 

trained i n  t h i s  area, may help t o  convince LDC of f ic ia l s .  But it may not be 

suff ic ient ,  especially i f  other donors offer cheap credi t  fo r  agriculture and 

i f  foreign firlancing for  the econorny as a whole is  readily available. In those 

instances, Missio~ls may want t o  consider compromising--not the principle but 

only i t s  timing. While gradual (but substant ia l )  moveme~lt toward market in te r -  

e s t  ra tes ,  with f u l l  real izat ion only during (say)  the f i n a l  year of the pro- 



ject  would not be as beneficial  t o  rural  development as a speedier interest-  

ra te  reform, gradual progress might be po l i t i ca l ly  easier and represent sub- 

s t a n t i a l  improvement over I;O ref om. 

4- Targeted Lending 

The notion of extending credit  t o  selected group8 or for selected purposes 

may seem at t ract ive a t  f i r s t ,  especially where donors are  concerned with i m -  

proving equity or stimulating the use of new technology and inputs. Unfor- 

tunately, the disadvantages of such targeting atternpts i n  practice, as already 

~ioted, have f a r  outweighed the advantages ( i f  any), even for  the targeted 

groups. Accordingly, i n  its full-scale RFhI projects,  AID has already moved 

sway from the targeting principle toward a policy of making loans available t o  

a l l  creditwort2ly rura l  borrowers. It is only i n  instances where credi t  is a 

component of more conprehensive agricultural  projects that the t ransi t ion i s  

not yet complete. 

Targeting, it should be noted, carries with i t  fewer disadvantages i f  the 

credit  is offered a t  rnarket ra tes  of interest .  Where interest  ra tes  a re  a l so  

subsidized, ILissions should he ausre of the penalties normally exacted from 

srmll farmers, whether or not t l~ey  receive some of the funds (see Part I1 

above). Subsidizing the costs of inputs is ahnost alwsys a be t te r  a l ternat ive 

than underpricing the credi t ,  although even that  subsidy should be offered only 

i n  rare instances i f  st a l l .  

5 .  RFhb Necessary But Not Sufficient 

aural f inancial  markets may f u l f i l l  t he i r  primary function of making an 

increased flow of private rura l  savings available t o  rura l  borrowers. But i f  

the overall  economic climate and rllrtil conditions are not reasonably favorable, 

tller~ prof i tab le  investmnerlt opportunities may be lacking. In that event, the 

funds m y  rernain largely unused or be diverted outside the area, rural  develop- 



1w11t kiil.1 not be stimulat,ed, and the PFh1 project  i t s e l f  w i l l  flounder. In  t h i s  

sense, appropriate WiA pol ic ies  are  a necessary but not su f f i c i en t  condit ion 

f o r  promoting long-run ru ra l  developmerlt. 

Fortunately, the process of designing and carrying out an HFh1 project  w i l l  

almost invariably involve opportunit ies f o r  I~iissions t o  engage i n  dialogues 

with host govemntmts 011 the linkages bet  ween rura 1 (par t i cu la r ly  agr icu l tu ra l  1 

p r & u c t i o ~ ~  and ru ra l  conditions and national  economic po l ic ies .  And since 'both 

donors irnd LUGS are currently focusing on the need f o r  increased agricult i lral  

production and irnproved ecollomic po l ic ies  nat ional ly ,  kissions may well f ind 

LDC policy makers more receptive t o  dialogue on the  policy changes needed--even 

though agreeing on the spec i f ic  ?hang(?!; and then carrying them out may be a s  

d i f f i c u l t  a:: ever. 

Under .he circunstances, htissions ma,: f ind it worthv~hile t o  explore the 

po ten t ia l  f o r  a successful HF?I p ro jec t ,  keeping i n  mind both the  opportunities 

fo r  strengthening iCMs #and the pos s ib i l i t g  t ha t  i n  the process they can help 

bring about ilrry'rovelnents i n  other ru r a l  conditions, pa r t i cu la r ly  i n  those 

.ispects re la ted t o  economic p o l i c j  im]~rovelnen t s  . Ho'lrever, idiss ions sho\ll(l 

yroceecl cadtioilsly with WI:I yrojec t s ,  delayin!: large-scale ini'usions of f inds 

u n t i l  impmveraents i n  the  nat ional  econoldc climate and r u r ~ l  conditions are  

culclerway o r  i n  s ight .  

Overall econo~nic climate. Unfavorable national  economic po l ic ies  a f fec t  

r u r a l  areas most d i rec t ly  through pr ices  ~vtvhicll are  too low r e l a t i ve  t o  produc- 

t i on  costs  t o  compensate farniers/rural business f o r  the added work and r i sk  of 

investing. Of ten,  fo r  exarzple, farnlgatc pr ices  have been depressed by LDC 

overval~iation of the national  currency, which penalizes food exports v i s  a v i s  

f'ood imports , or by goveni~l~ent r~arket ing policies including r e t a i l  ?rice con- 

t r o l s  or1 food, 01- by subsidies 0x1 competing food inpor ts  i n  order t o  avoid 

urban wxes  t . 



A n  overvalued national currency ( i .e. , an inappropriate foreign-exclmge 

r a t e )  may a lso  contribute t~ foreign-exchange shortages and consequently t o  

curtailed o r  delwed importation of esselltial inputs fo r  farm production. O r  

clationally-set minilnun wages rnay be so high as t o  discourage farmers/rural 

11usines6 from expanding the i r  production. O r  f iscal / f inancial  pol ic ies  lnay 

csrltribute t o  an i ~ ~ f l a t i o n  which is so rapid tha t  it discourages savings and 

erodes the financial  v iab i l i ty  of lending ins t i tu t ions .  

Rum1 conditons. Amorlg the conditionfi deserving at tent ion from USAID 

Miss ions before they undertake HFh4 p o j e c t s  are ,  f i r s t  , the presence of prof i t -  

able investlaent opportunities, nost often i n  the form of u new low-risk, appro- 

pr ia te  technology for  agriculture which shows promise of dramatic yield in- 

creases, The expected returns from using th i s  technology (or  other uses of 

c r ed i t )  must be suf f ic ien t ly  high t o  just i fy  any additional costs or  r isks ,  

par t icular ly  i n  view of the risk-aversion a t t i tudes  of many farmers. Other, 

rmre individual opportunities include the ava i lab i l i ty  of additional land or  a 

recognized demand fo r  agr icul tural  inputs which can be manufactured 1,)cally.' 

The presence of prof i t ab le  investment opportunities suggests ttlat other 

n l r a l  ecmditions are  favorable, but these other conditions--all of which a re  

influenced one way or another by ilational economic policies--bear summarizing 

lie re  : 

Supplies of supporting inputs must be dependable, with tirnely deliveries 

and prices which just i fy  the i r  use. These inputs include seeds, f e r t i l i z e r ,  

pesticides,  fuel ,  and sometimes i r r iga t ion  water and agricul tural  equipment. 

Rural infrastructure must a lso be. reasonably adequate, including fam-to- 

~;trrket roads, vehicles, storage and mrketine; f a c i l i t i e s  generally, and timely 

~ .nrke t  ini'orrnation for  both agricul tunt l  a n !  locally-lmnufactured products. 



Technical assisl;ance and supporting a ~ r i c l i l t u r a l  services must a l so  be 

adi:cluate. These include agr icu l tu ra l  exterlsion and research focused on loca l  

physical and ecc>nomnic f'actors. 

t .  Evaluatiag 1tFM Project:; 

how successful any project  is judged to be depends of course on the pur- 

poses and goals s e t  fo r th  f o r  it. Wen e a r l i e r  A I D  agr icu l tu ra l  c r ed i t  pro- 

j ec t s  were viewed m i n l y  as  channels fo r  infusing low-cost c red i t  quickly and 

i n  large volme i n t o  an L3C1s agr icu l tu ra l  sector ,  a project  might be judged 

successful  i f  it dist~ursed a l l  a l l o t t ed  funds i n  the given time period. If 

judged by the  l a rger  goal of increasing agr icu l tu ra l  output, the evaluation 

would have t o  coilsider ( i n t e r  a l i a  whether the  r e su l t s  were a t t r i bu t ab l e  t o  

factors  other than credi t  (e.g., weather), whether the c red i t  was addi t ional  t o  

or  simply replaced otiler kourc.:es, and vfhether the  yroduc hion resu l t s  coilld 'be 

rnairltained i n  the lonl; ruu--a~Ll of which a re  generally iinansv~erable ~luestion:; 

f o r  an evaluation teal!. 

A s  noted i n  Part 11, AID'S more comprehensive a~p roach  t o  the  c red i t  issue 

suggests a more feas ible  bas is  for  evaluating IIFlil projects ,  namely how well 

iiFlds are  carry-ing out t h e i r  f inancia l  f unc-t ions and whether the  changes during 

the period indicwte a strengthening or  v~eakenin~ of t h e i r  fu ture  capab i l i t i e s ,  

Account should of course be taken of changes i n  both ru r a l  production and the  

other factors  contributing t o  it, but the success o r  f'a-ililre of the  project  

wodld be judged on the  basis  of changes in ,  f o r  example, ( a )  transaction cosls,  

(b) loan-recoverf ra tes ,  ( c )  savings ~aobil ized,  ( d )  the nw,lbers of persoris 

serve(., and ( e )  KF1 asse t s  ~ r l d  p ro f i t s ,  These indicate  changes not only i n  ttF1 

eff ic iency and v i a b i l i t y  but a l s o  i n  U C  economic and RFIvl pol ic ies .  

7. Credit Coqmnents of Non-ZF?d Projects 



Extrayolatian of current AII' policy suggests t ha t  c red i t  components of 

nm-lU?h4 pro jec t s  should provide loans t o  ru r a l  borrowers only a t  r a t e s  which 

cover t he  f u l l  cost  of the  funds. Moreover, the  funds should be channeled 

through an HFI i n  silch a way as  .to strengthen t ha t  i n s t i t u t i on .  In  pa r t i cu l a r ,  

especia l ly  i f  the  c red i t  i s  subs tan t ia l ,  donor funds should not be offered t o  

the  HFI a t  r a t e s  below the  cost  of mobilizing p r iva te  r u r a l  funds. 

AIIj policy, however, has not spec i f i ca l ly  encompassed r u r a l  c r e d i t  as  a 

part of a more comprehensive r u r a l  project ,  so t ha t  other policy in te rpre ta -  

t ions  a re  possible. And i n  fac t  such r u r a l  c red i t  components, o f fe r ing  cheap 

tarketed c red i t ,  see~il of ten  t o  s l i p  by without ser ious  consideration. 

A p r i o r i ,  it s eem c lea r  t ha t  RFIs and t he  en t i r e  r u r a l  econolny would 

invariably benef i t  from following a t  a l l  times the  policy of charging market- 

rate i n t e r e s t  on r u r a l  loans and a l s o  receiving donor funds a t  r a t e s  tha t  would 

not discourage the  rllobilizing of pr ivate  r u r a l  savings. However, i~ view of 

the  poss ible  p o l i t i c a l  i f  not f inanc ia l  complications i n  LDCs where most 

, ~ r i c e s ,  including t ha t  of other c red i t ,  a re  controlled and d i s to r ted ,  fu r the r  

corlsultat ion w i t h  kIG ' s geographic bureaus should probably precede t h e  s e t t i n g  

f o r t h  of guidelilies here t h a t  a r e  riore spec i f i c  than those i n  t he  introductory 

paragraph of t h i s  section.  

IV. IMPIJWXTING THE NEW APPROACH 

AID-financed HF:d projects  applying some o r  rimy of the  research conclu- 

sions discussed i n  Chapter I1 are  found i n  The Dominican Republic, Bangladesh, 

Honduras, and Niger. 

T h a t  these n e w r  p&jects  a re  sti l l  s o  few i n  number w i l l  be no surpr i se  

t,o tliose familialD with the  process of going from theory/research t o  re::earch 

a~~k)lication:;--csl)ecially vrl~en devclopint: countries :is well a s  donor c o u ~ ~ t r i e s  

and i n s t i t u t im l s  a re  involved. F i r s t ,  donor o f f i c i a l s  must become acquainted 

w i t h  the research conclusions and a l so  become' convinced t ha t  the  conclusions 



are  correc:, and relevant, then they must learn  how t o  apply the  new knowledge 

i n  pract ice ,  and f i n a l l y  they 1:iust consider the  new approach important enoub; 

not only t o  j u s t i f y  the large expenditure of time and e f f o r t  required t o  design 

and ir~pler~len t appropriate projects  but alst, t o  s i m i  l ~ r l y  convince developing 

c o w t r i e s  mil other donors. 

ljevoloping country o f f i c i a l s  are  often re luctant  t o  change spec i f i c  po l i -  

ciek a f fec t ing  HP74.s a s  well as oven t l l  eco~iomic po l ic ies ,  even a f t e r  they have 
j! 

become convinced tha t  2roluoting healthy :md sel f -susta ining RF'!ds depending 

largely  on locally-mobilized resources wi.l.1 contribute Inore t o  r u r a l  d e v e l o p  

~fient than a large  infusion of donor funds. Change is frequently risky, for  

reasons t ha t  cannot always be  foreseen, and it almost invariably antagonizes 

those within the  country who have prof i ted  fro111 former practices--in t h i s  case 

mainly .,,he few larger  borrowers receiving cheap c red i t  and those governnent ~nc l  

bank o f f i c i a l s  who receive specia l  favors i n  return.  Moreover, i f  other donors 

c l ing t o  out-dated concl\lsions 01% pract ices  and continue t o  o f f e r  cheap c red i t ,  

developing countries f e e l  l e s s  urgency t o  rwlke an.y change. 

The slow pace of chenge i n  t h i s  area is  apparer~t  f ron Lieberson's deta i led 

review (see  Reference No. 7, App. I )  of 50 A I D  projects  devoted wholly or i n  

par t  t o  agr icu l tu ra l  c red i t  (se lected a f t e r  an i n i t i a l  revjew of 150 evalu- 

a t ions  covering some 80 pro j ec t s ) .  Idany of these 50 projects  were s ta r ted  

a f t e r  the issuance of A I D  ' s mic -19'74 agr icu l tu ra l  c red i t  guide l ines  which 

didapproved of ,  even i f  they did not ex1)l ici t ly forbid,  subsidized i n t e r e s t  

ra tes .   onet the less, only 30 of the 50 projects  selected by Lieberson provideti 

inforrimtion on the key area of i n t e r e s t  ra tes ;  and of these 30, only 5 had 

* 
provided unsubsidized c red i t .  It is in te res t ing  t o  note--though one should be 

wary of drawing conclusions without f u l l  knowledge of the  basis  f o r  and r e l i a -  

*On the  re la ted  top ic  of financ-ial v i a 5 i l i t y  fo r  RFIs, Liebersan noted (+ 
c i t . ,  g .  40) t h a t  only 18% of the  A I D  projects  included 'inancia1 v i a b i l i t y  as  
a goal. \ - 

z'd 



b i l i t y  of the evaluations--that a l l  5 of the projects  using market i n t e r e s t  

ra tes  were judged successful by the A I D  evaluations, v;hereas only 9 of the  25 

usiLlg subsidized in te res t  ra tes  were so judged. 

Brief discussions of the newer approach i n  two specif ic  country se t t ings  

ray  prove usef'ul t o  hiissions involved i n  or contemplating ass i s t ing  RF?ds. The 

discussions indicate the country se t t ing ,  donor and LDC a t t i tudes ,  and the AID 

approach taken t o  ease the problems, including the applied research and tech- 

n i ca l  assistance giver1 t o  help RFIs improve t h e i r  lending pract ices ,  savings 

mobilization, and cost-cutting e f for t s .  While the resu l t s  a re  only j u s t  begin- 

ninf: t o  emerge, these w i l l  be noted together with the tasks remining t o  be 

done. 

1. Bangladesh 

Country se t t ing  . Bangladesh, a densely-populated country with few re- 

sowces and I M ~ J  problems, has ~nade more econonic progress i n  the past  decade 

than many once thought possible. Imyroved national economic pol ic ies ,  includ- 

ing measures t o  ra isa  farugate pr ices  t o  more a t t r ac t i ve  levels ,  have been one 

posi t ive  factor .  r? iother was a f a i r l y  well developed network of ru r a l  bank 

'umlches act ively  r ~ b i l i z i n g  deposits. However, as  i s  s t i l l  t rue  i n  many 

developing countries, i n t e r e s t  ra tes  on ru ra l  loans were lower than i n  urban 

areas, so  ru ra l  deposits v,ere being channeled largely in to  urban loans. More- 

over, low rura l  in te res t  ra tes  and low rates  of ru r a l  loan recovery were de- 

stroying incentives t o  lend and ins t i tu t iona l  v i ab i l i t y ,  while re la t ive ly  low 

centra l  bank rediscount ra tes  fur ther  rcrluced IiFI incentives t o  mobilize p r i -  

vate f inancial  assets  fo r  ru r a l  lending. 

Fortunately, the World Bank corupleted an assessment of agr icu l tu ra l  c red i t  - 
a t  about the t,ii,~e the USAID Mission was considering rura l  f inancial  a id  t o  

Ijangladesh. The Coverunent of Bangladesh (GOB) was favorably disposed t o  make 

rd ra l  i!olicy chandes and had a good record of abiding by agreements with 



donors. Moreover, some GOB o f f i c i a l s ,  who were concerned about the flow of 

funds frola ru ra l  t o  urban areas and the needs of srnall farmers and others fo r  

re l iab le  c red i t ,  recognized the iilfluence of i n t e r e s t  ra tes  on the  supply arld 

de~rand l'or loans. Thus, the (;Ob was. predisposed t o  agree with donors that, it 

was essen t ia l  t o  rz i se  i n t e r e s t  ra tes  011 ru r a l  loans, on centra l  bank redis- 

counting, and on overdue rura l  loans, and a l so  t o  undertake a program of re- 

search tha t  would enable the GOB to imnprove fur ther  i t s  f inancial  po l ic ies .  

I t  should be noted t ha t  because Bangladesh was not a country of high 

s t ra teg ic  p r i o r i t y  t o  the U.S., as  is  the case with some countries i n  the 

;fiddle Cast and Central Anerica, both the policy dialogue and in t e rna l  I1.S. 

discussiorls took place on the  basis of economic and f inanc ia l  considerations, 

witrlout p o l i t i c a l  pressures t o  a l locate  and disburse a id  funds quickly. 

l'he AID approach. Building on an e a r l i e r  exl)erilnenta1 project ,  the  USAID 

!fission in Bangladesh designed i n  1983 a f i ve-year Rural Finance Project (No. 

388-00371, which provided a t o t a l  of $75  nill lion i n  grant assistance t o  IiFIAs i n  

.Bmgladesh. About $3 rd l l i on  of t h i s  a~xount is being used for  t e c h n i c ~ l  

assistance,  including prac t ica l  banking research. The remaining $72 million 

ilas already been disbursed t o  the Central Bank fo r  on-lending through pa r t i c i -  

pating tanks; it was disbursed i n  three tranches during 1984-1985, based on 

aangladesh fulfi l lment of an inforrilal o r a l  understanding with the USAID M i s -  

o .  Specific actions by tile GO2 accompanied each tranche. 
I /  

Rationalization of i n t e r e s t  ra tes  on loans, savings, and rediscounting is 

a prii,vtry reform covered by the understanding. Rural loan ra tes  were targeted 

.to increase t o  24% by the  end of the project ,  a r a t e  which may s t i l l  be lower 

than optic~um, given urban lending ra tes  of about 16 t o  18%, the smaller s ize  

and greater  risk of rura l  compared with urban loans, and the  estimated 10 t o  



122 t o t a l  cost  of funds t o  RFIs. Rut tha t  r a t e  represents u. subs tan t ia l  i m -  

proverne~~t over the  ru r a l  loan r a t e  of 12% a t  the  s t a r t  of the project .  Savings 

r a t e s  f o r  long-term deposits were targeted t o  increase t o  14-15%. 

1q)rovelaents i n  s ~ v i n g s  rnobiliaation, lending po l ic ies  and p rac t i ces ,  md 

i n s t i t u t i o n a l  performance a r e  tlie other m j o r  reforlus covered by the  &oject.  
* 

They am t o  be achieved through the technical  ass is tance  provided under the 

p rqSec t  and the  adoption of i~ilprov.ld HFI po l ic ies  and pract ices .  The technical  

assistance includes analysis  and 1-ecommendations f o r  improvements i n  such key 

a r m s  a s  accounting procedures a l d  standards f o r  deposits  and loans,  loan- 

recovery procedures, deposit -3obil izat ion progralns , bank t ra in ing  programs, and 

laws pertaining t o  r u r a l  lending. The technical  ass is tance  a l s o  includes s t a f f  

t r a i n ing  and advisory services.  

These reforms a re  expected t o  lead t o  a self-sustaining ru r a l  f inanc ia l  

system yrovidini  t i l r l c . 1 ~  and e f f i c i en t  savings and loan services i n  r u r a l  areas ,  

so as t o  support the higher l eve l s  of r u r a l  production and emplo~ment-gener- 

a t i ng  a c t i v i t i e s  required f o r  economic development. 

Results t o  date. The f i r s t  major achieveraent was the  increase i n  service  

charges on r u r a l  loans, so  t h a t  the  e f fec t ive  r a t e  of i n t e r e s t  rose from 12% i n  

1982 t o  16% beginning i n  October 19d3. Central Bank rediscounting r a t e s  f o r  

agr icu l tu ra l  loans were raised froin a f i a t  6% t o  a variable 6 t o  10.5%. And 

during the sade period penal t ies  on overdue loans were increased, from 1% t o  6% 

per annun. 'i'hese increases improved the incentives f o r  lenders t o  make ru r a l  

laul:; and t o  look l e s s  t o  Central rediscourlting ~ ~ t d  more t o  p r iva te  rl r a l  

f i r ~ a n c i a l  a s s e t s  as a source of funds. And the  increased penal t ies  provided an 

incentive f o r  borrowers t o  repay loans on time. 

Subsequer~t innovations included the creation of an In t e r e s t  Rate A'dvisory 

Coi,ur~ittee m d  a Technical Unit i n  the Central ijank. The Conunittee (conposed of 

representat ives fro1.1 the  Central Rank, the Ministry of Finance, and other 



agencies) w i l l  periodically review a l l  in te res t  ra tes  and recormend changes 

based on current conditions. The Technical Unit w i l l  serve :IS Committee s t a f f  

and wi l l  provide recommendations based on studies carried out by them. The 

Project i s  providing the  Unit with technical assistance in  the form of t ra in-  
3 

ing, a foreign advisor, and microco~nputers. 

Otjler innovations include a loan passbook system, introduced t o  improve 

0 
loan processing and recovery, and a new accounting system for  use by bank 

branches t o  report loans, deposits, and recoveries t o  the Central Ba11k. These 

changes were made i n  consultation with USAID and with the technical assistance 

provided by the project .  

The Project is a l so  helping t o  strengthen the Agricultural Credit Depart- 

ment (ACD) of the Central Rank through t ra ining and advisory services. The ACD 

and a U.S. technical assistance tesln are conducting a major study t o  col lect  

detailed data on deposits, loans, loan recovery, income, and eqlenses i ron a 

sample of 100 deposit and 11JO loail accounts i n  each of 100 rura l  bank branches. 

Finally, the discussions preceding and during the process of f inancial  

reform have f ac i l i t a t ed  the policy dialogue generally and a re  thus contri-  

buting t o  the larger  process of rernoving policy constraints t o  sustained rural  

and n a t i o ~ a l  developnent i n  Bangladesh. Idoreover, the ACD w i l l  use the resu l t s  

of the above reasearch t o  r-lake a major review of f inancial  pol ic ies  and prob- 

lems i n  Septe~~bber 1986. 

Tasks remaining. The progress t o  date shows the value of using tile tools 

of applied research, training,  m d  technical assistance t o  bring aboclt systern- 

a t i c  iqrovenlents i n  an exis t ing f inancial  system. Ilowever, achievement of the 

project  ' s  purposes--a se l f  -sustaining rura l  f inancial  s jstetn which provides 

ti.dely and e f f i c i en t  savings and loan services--will require substant ia l  addi- 

t iona l  e f fo r t s  over a period of years. 



For example, once the  research documenting the  s ta tus  of overdue l o m s  

and identifying the factors  associated with repayment is completed, the loan 

wcovexy program now being i n i t i a t e d  vdll need t o  be strengthened. Given the 

fac t  tha t  Rangladesl has a large network of' bank branches i n  place, carel'ul I 

consideration of addit ional actions td mobilize ]nore rurltil deposits is needed. 

Irqlenent ing the recol~u~erldat ions t o  be made on r~anagernent information and 

accountirig systems, so  tha t  operating costs can be reduced and bank managers 

provided information needed f o r  decision-making, is a th i rd  importallt task. 

Additional t ra ining of bank managers is a l so  needed, so  they can begin t o  

dczsibm t h e i r  own loan programs ra ther  than re ly  on Central Bank instructions.  

Finally,  it is important t o  continue effect ive  coordination among donors. 

Just  AS USAIIJ effect ively  used the joint  rYorld Eank-COB agr icu l tu ra l  c red i t  

review i n  the design of t h i s  RF'M project ,  the World Rank recently decided to 

:;low down the desikn process f o r  i t s  next agr icu l tu ra l  loan t o  Bangladesh, so 

as t o  be able t o  revieh f i r s t  the resu l t s  of the USAID-financed research and 

arialysis now expected t o  be available i n  September 1986. 

2 .  The Doulini c m  iiepubiic * 
Country s e t  ting . Rapid economic growtll together with r e l a t i ve  exhanee- 

r a t e  s t a b i l i t y  and low inflat ion--result ing from the openness of the econow 

and cautious f i s c a l ,  c red i t ,  and monet:iry policies--enabled The Dominican 

Republic to  ~iaalce s ignif icant  f inancial  progress iluring the 19t~O's and rriost of 

tne 19'70's. f4uuerous and diverse f inancial  i n s t i t u t i ons  were established,  

f inancial  services were expanded, and the r e a l  volume of deposits and loans 

~ ~ d e  increased rapidly. 

 h his section is based almost en t i re ly  on Reference No. 8, a very recent pa?er 
vrl~icll sua.larizes the challenges, accom,nlishrflents, ami lessoris learned from the 
A 1  i project  in The Oondnictin Republic. 



Cln the  negative side,  however, the  need f o r  srtd willingness of domestic 

intermediaries t o  ~nobil ize voluntary deposits  from the  public wtls weakened by 

access t o  abundant foreign f inanc ia l  ass is tance  and Central Bank redis~our l t~ing 

or1 concessionary tenas. And the concentration of both :.egulate~l and nor]- 

regulated f inanc ia l  i n s t i t u t i o n s  i n  t he  two ma j o r  c i t i e s  ( Santo Domingo and 

Santiago) severely r e s t r i c t ed  the  access of farmers t o  f inanc ia l  i n s t i t u t i ons .  
S! 

Con'sequently, l e s s  than 20 per cent of the country's ag r i cu l t u r a l  producers 
b 

have received i n s t i t u t i o ~ i a l  loans, and fewer s t i l l  have had access t o  a penxi- 

nent m d  r e l i ab l e  c red i t  source o r  t o  deposit and other  f inanc ia l  services.  

Moreover, high operating costs ,  high default  r a t e s  resul t ing i n  p a r t  frorn 

p o l i t i c a l  in t rus ions ,  in te res t - ra te  res t r ic t ior is ,  and the recent drying up of 

ex-ternal funds undermixled t he  f inanc ia l  v i a b i l i  tg  of Danco Agricola , t h e  prin-  

c i pa l  source of f o r ~ ~ ~ l  ag r i cu l t u r a l  loans. 

Inadequate f inanc ia l  services  were, illoreover, only par t  of the  ru r a l  

l~robieru. The lox  prof i t a b i l i t y  of c ruc ia l  ag r i cu l t u r a l  commodities, ~nos t ly  a s  

a resu l t  of y r ice  d i s to r t ions ,  depressed ag r i cu l t u r a l  output and l ed  t o  the  

i~ ;yor t ing  of many s tap le  commodities, so  t ha t  agr icu l tu ra l  inco~aes were re la-  

t i ve ly  low. Fundamental policy and f inancial-rurket  ref o m s  were c lea r ly  

needed, but seemed a t  l e a s t  t e ~ y o r a r i l y  out of reach. 

The A I D  apgroach. Given the  nee? for  fundamental policy refonus and the  

p o l i t i c a l  const ra ints  on l e s s  co~nprehensive in te res t - ra te  and other  f inanc ia l  

rei 'orr,~, A I D  decided not t o  undertake the 1tFM reform project  o r ig ina l ly  envis- 

aged. Instead, it decided t o  sponsor a p i l o t  rural-savings-mobilization pro- 

j e c t ,  based on the  premise t h a t  the ru r a l  population could generate funds t o  

m e t  a t  l e a s t  soroe agr icul t i l ra l  and other r u r a l  c r ed i t  needs - i f  convenient and 

a t t r s c t i v e  deposit f a c i l i t i e s  were offered. ' 



Improving the supply of deposit and loan services i n  r u r a l  areas ,  by 

strurlgthening i n s t i t u t i ons  and promoting changes i n  f inanc ia l  po l i c i e s  and 

procedures, has been the  main objective of the project .  Accordingly, the  

project  includes four types of c1osel.y 1irii:ed a c t i v i t i e s  : ( 1) p i l o t  savings- 

rmb : l izat  ion camyu:ps by flru~co Agricola and selected c red i t  unions, designed 

not only t o  ~nobi l i  :e savings and discover which techniques were most effect ive  

but a l so  t o  providr-! empirical evidence t o  encourage policy r e fo rm;  (2) manage- 

],lent iqrovernents a t  these i r ~ s t i t u t i o n s ,  t o  enhance t h e i r  efficiency i n  mobi- 

l i z i n g  savings, lending, recovering loans, and managing l i qu id i t y  and port-  

f o l i o s  ,:ererally; ( 3 )  establishment of a Dominicm research capabi l i ty  on 

f inancia l  market i ssues ,  i n  par t  t o  f a c i l i t a t e  policy dialogue and policy/pro- 

cedural reforlns through es tabl ishing t he i r  need based on locally-conducted 

research; arid ( 4 )  dissemination of the resu l t s  i n  order t o  generate p o l i c t i c a l  

support f o r  the  p ro jec t ' s  a c t i v i t i e s  and methods. 

OSU is providing the  AID-financed technical  assistance,  including the  

services of a project  leader,  a long-tenn advisor on savings mobilization, and 

short-term research and consulting services,  working vrith a Project  Coordi- 

?,at ion Office established i n  the  Financial Department a t  the Central h n k .  

Llanco &-ricola, which ilas 31 branches throughout the country and ~ h i c h  had 

served y r ina r i l y  as a lending windot, f o r  co~lcessio~lary foreign and Central Bank 

funds, was chosen as one of two in s t i t u t i ons  a t  which t o  e s t ab l i sh  deposit 

l ' ac i l i t i e s  . Tile establishment of these f a c i l i t i e s  involved complex prepara- 

tions , includirig generating support f ro~n the bank's ~uanagemen t and s t a f f  ; 

designil~g procedures, po l ic ies ,  and ~ m u a l s ;  obtaining authorizations from the 

~~o~lt?tar:/  au thor i t i es  regartling i n t e r e s t  ra tes  arid reserve requirements ; t ra in-  

i n g  bank emplojees; and designing m d  carrying out a publ ic i ty  campaign t o  

a t  t r a c t  deposits. 



Star t ing krith passbook savings accounts and time deposits a t  a f i r s t  

branch i l l  July 1983, these services were t o  be offered a t  four addit ional 

branches (luring the next febt years. Instead, Ule Goverrl~nent decided t o  expand 

the system t o  a l l  31 branches, thus creating addit ional problems, including 

excess l iqu id i ty  and accounting/management problems. Fortunately, the bank's 

~nanage~aent was ready t o  support the changes required, including a new manage- 

menb-information systern Lased on microcomputers, new borrower-eligibility arrrl 

portfolio-lilanagement c r i t e r i a ,  strengthe~led collection e f fo r t s ,  and greatly 

increased s t a f f  training.  

Preparation e f fo r t s  a t  the four credi t  unions selected as  the other i n s t i -  

tuion t o  be ass is ted were even uore arduous, given the i r  weak in s t i t u t i ona l  

Dase. They included convincing the merabership of the need fo r  change and then 

modifling in t e r e s t  ra tes  and collection procedures, i ~ y r o v i n g  the accounting 

systems, tlesigning a new portf olio-lmnagerwnt ays te~~l ,  m d  t ra ining both credi t  

ur.ion leaders and s t a f f  with the nely of 'hninican techllicians. 

Results t o  date. Achievements a t  Uanco Agricola include the offerint: or 

deposit services a t  29 of the bank's 31 branches by October 1985 and the roobi- 

l i e ing  of nearlb U.S. $2.5 nlilliori i n  deposits i n  nearly 21,000 accounts. 

Nearly 99% (20,539) of these were gassbook a c c o ~ ~ n t a ,  comprising 57% of t o t a l  

deposits. The average of U .S .$67 per passbook account suggests tha t  the sav- 

ings of small savers were nobilized. The average of ~.S.$3,700 per t i n e -  

deposit account, corlrprisirlg only 1.3% of the t o t a l  nuraber of accounts but 43% 

of savings mobilized, indicates an attractiveness t o  large savers as  well. 

Other achieve~nents include the ra is ing of in te res t  ra tes  charged on loans 

ul' t o  the r:laxi~uum allotred so as  t o  improve p ro f i t ab i l i t y ,  higher loan-recovery 

ra tes ,  and the introduction of a nevr data-processing systen using microcon- 



yuters. A s  a resul t  of these and nunerous organizational changes, Banco Qri- 

cola was able t o  establish a Savings Mobilization Department with the net 

addition of only three employees t o  i ts  t o t a l  s t a f f .  

k p o e i t  rnobili ation among the four credit  unions has also been very 

successful. In l i t t l e  more than a year, savings deposits increased tenfold i n  

tbm of them and increased substantially in  the other two. Borrower delin- 

quency, which i n  three of the credit  unions had ranged between 45 t o  71% of 

the i r  portfolio,  declined t o  a range of 7 t o  15%. The i n i t i a l  build-up of 

excess l iqu id i ty  was rapidly resolved, as managers became more adept in  credit  

analysis. Now, even a t  the higher interest  ra tes  charged, the credit  unions 

are  facing a substantial  u l sa t i s f ied  demand for credit .  

Research resul ts ,  enbodied i n  about 120 reports and publications, are 

anather accomplishment of the project. They have led not only t o  operational 

innovations but a lso t o  public discussion; and they have thus contributed 

significantly t o  policy dialogue as well as t o  problem solving. 

Tasks remaining. That rural  savings can be mobilized by financial  i n s t i -  

tutions,  i f  rural  deposit f a c i l i t i e s  are attrac:,ive, and that  t h i s  can be done 

a t  a relatively low lmrginal cost i f  an existirlg financial  ins t i tu t ion  has an 

established network of branches, are two of the lessons learned or co~ifirmed by 

t h i s  project. T~le task, however, is not easy. Complex preparation ef for t s  and 

the mobilization of po l i t i ca l  support were required, and continued such e f fo r t s  

are  s t i l l  needed. The continued ef for t s  include additional research. on 

second-generat ion p r o b l e ~ i ~  such as reducing costs , improving loan-recovery 

rates,  w d  training of' KFIs i n  l iquidi ty  and asset management so as t o  reduce 

or avoid the excess l iquidi ty  problems which have acted as a brake on deposit 

rilohilization a t  Banco Agricola. Continued technical assistance is  needed i n  

a l l  these areas, t o  increase the likelihood that progress nude w i l l  be se l f -  

sus tailling. 



The introtluction of deposit :nobilization, as with any rriajor new ac t iv i ty ,  

has created illlbalances and brought t o  l ight  deficiencies that  rleed correcting 

and may even require s major restructuring of the financial  intermediary. In 

any event planned or unforseen future developments can be expected t o  create 

new d i l e m s  about strategy and orga;8izatio~l that  have t o  be faced. 

V. AD:)ITIONAL ISSUES : A POSTSCRIPT 

' Five questions related .to rum1 financial  markets have arisen i n  the 

course of t h i s  work. They warrant a brief discussion, despite the absence of 

research conclusions. 

1. Intersectoral Flow of Funds 

"How can AID increase the f'lovr of funds t o  a g r i ~ u l t u r e ? ' ~  or "How can AID 

help stop the flow of funds fron rura l  t o  urban areas?" a re  two forms of th i s  

question on intersectoral  flows. The sections dealing with targeted credit  

(11.4) tind the role of rura l  f inancial  markets (11.5) provided an indirect 

answer. The direct answer is tha t ,  i n  vieir of the fungibili ty of funds, AID 

can do l i t t l e  or nothing t o  change intersectoral flows. External a s  well as 

domestic funds can and usually do flovr out of rura l  and into urban areas in 

response t o  the greater urban prof i ts  usually available. 

Working ki th  other donors an3 LDC goverrlments par t icular ly i n  three areas, 

however, A111 can influence the flows : (1 1 AID can help LDCs iiqrove national 

ecb~lol~~ic and financial  policies,  so that  they do not penalize agriculture and 
. 

rura l  industry but instead make borrowing and lending i n  rura l  areas inore 

a t t rac t ive  t o  both investors and Rl'ls; (2) AID can help LDCs improve rural  

inf rastr!lcture ( e  .g., feeder roads and crop storage f a c i l i t i e s  1 and other 

services and support for agriculture including research and extension focused 

on local needs; and f ina l ly ,  ( 3 )  A I D  can encourage LDCs t o  charge market rates  

of interest  on rural  loans (which rates may even be somewhat higher than on 

urban loans, i n  view of the greater costs and r isks  1 ,  so that  there ' is less  



profi t  ince~lt ive t o  divert rural  deposits t o  urban loans. With such improve- 

~ ~ w i ~ t s ,  both external and domestic furlds are more l ikely t o  remain i n  rural  

areas. 

2. Ful f i l l ing  the Congressional lhandate 

"Hovr can A I D  assure Congress that the rural  poor are  getting the i r  f a i r  

sllare of aid funds?" is a second question often posed. In view of the ea r l i e r  

discussions of cheap credit  targeted a t  small farmers, it is probably not 

Iwcessory t o  rei terate  that  AID can never be sure that any group within a 

developing country is getting a particular package of aid. AID can, however, 

design the aid package and help t o  create conditions within R country which 

r s i  Li maxirnize the chances of HFh projects f u l f i l l i n g  the i r  purposes. In t h i s  

instance, the gackage of aid should help establish or strengthen safe, conven- 

ien t ,  high-interest depositories for  the rural  poor, which w i l l  do much more 

for  the poor than the occasional low-interest (but often high total-cost)  loans 

which have reached them i n  the past. Further, AID can s t ipulate  tha t  i t s  funds 

sllould be loaned a t  rmrket rates  of interest ,  so as t o  increse the i r  availa- 

b i l i t y  t o  slmll farmers and smll-scale  rural  enterprise. Finally, AID can 

help the couitry i1.1prove those policies which have i n  the past penalized agri-  

culture. 

3.  Informal Financial klarkets 

"Should AIL) support, discourage, or ignore informal financial markets in 

developing countries?" i s , a  third question i~lcreasingly posed. 

The issue seemed simnpler i n  ea r l i e r  years, when the mention of informal 

lending evoited an image of persons, ethnically or  religiously d is t inc t  from the 

corlmnulity, who charged excessive interest  rates and kept srnall farmers i n  a 

con;; tan t s t a t e  of debt. 
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The inf o r m l  financial  lnarket i n  f ac t ,  however, includes not only t radi-  

t iona l  money lenders (sorue of whom ]nay f i t  the above picture)  but a lso loans 

provided by relat ives  m d  friends,  by local  merchants, by landlords and larger  . 

farmers, and by traders/processors/exporters of major crops. Their ra tes ,  

while often very high by Western standards, ]nay be reasonably competitive with 

the t o t a l  costs of funds i n  the formal f inancial  market, especially i f  account 
B 

is taken of the non-interest transaction costs fo r  small borrowers (see Part I1 
i 

above). ?,\oreover, because they how the borrowers as  well as the economic- 

social  conditions i n  the comnunity, they usually ac t  quickly, with few i f  any 

f orraalities , delays, and inconveniences or  indigni t ies  t o  the small borrower. 

Finally, i n  miw developing countries, the informal f inancial  rnarket may be the 

largest  source of funds fo r  small farmers. 

On the negative side,  however, the informal f inancial  market rarely i f  

ever serves as a f inancial  intermediary. Relying almost exclusively on its own 

Cuds, it does not mobilize savings and channel them in to  the most productive 

uses, and it is basically uninterested or unable t o  funnel large sums in to  new 

technology or provide other banking or technical services t o  speed up rural  

deve'.op~nent . 
Infornaal lending nay not be the unmitigated e v i l  of folk lore,  which A I D  

sllould help sttllnp out, and it does seem t o  be making a significant contribution 

t o : r u r a l  development, but i t ;  contribution and potent ia l  are  too limited t o  

5 
subst i tute  f o r  formal finarlcial markets. 'L'O ascertain Inore fu l ly  not only its 

current role but a l so  whether and how tha t  role  should be broadened t o  include 

closer connections between informal and formal financial  markets would require 

Inore country-by-country research. Such research could lead t o  more in te r -  

actions between the two markets, with (e.g. ) the informal market carrying out 

some functions which would be too costly fo r  the formal market. A greater 

integration of functions could be expected t o  increase the access of small 



';a 
borrowers t o  f inancia l  services,  t o  lower transaction costs,  t o  enhance the 

f inancia l  heal th  ande, i a b i l i t y  of both m r k e t s ,  and t o  lead t o  increa::ed compe- c f 
t i t i o n ,  with lower i n t e r e s t  ra tes  t o  borrowers and increased ra tes  t o  deposi- 

t o r s .  f 

A t  t h i s  tine, therefore,  A I D  should nei ther  support, discourage, Jr ignore 

informal f inancia l  r.wrlcets. Rather, it seems sdvisable t o  finance research or1 

the two m r k e t s  m d  t o  promote LDC recognition of the  need f o r  c loser  re la t ion-  

ships between them and t h e i r  eventual in tegrat ion i n t o  a s ing le  f inancia l  

m r k e t  embracing both more competition and specia l izat ion of functions. More 

d e t h i l e d  guidelines a r e  best  deferred u n t i l  a f t e r  the research r e su l t s  a r e  in .  

4. Mssemination of Information and Training 

"How can tile OSU research conclusions on ru r a l  f inanc ia l  markets be more 

effect ively  diseemlljted both within A I D  and among host -country off i e i a l s ,  a t  

both policy and irnplernentilig leveis?"  is another important question, which bas 

i n  f a c t  a decisive fac tor  i n  the decision t o  prepare and issue these guide- 

l ines .  - 

The guidelines, complemented by policy gui dance, are  considered a primary 

vehicle f o r  acquainting top AI'i)/LIJ and USAID o f f i c i a l s  (including ag r i cu l t u r a l  

development o f f i c e r s )  with the basic, nature of the  research conclusions and t he  

new approach t o  ItFTr'1 projects .  They could a l s o  perform a s imilar  function f o r  

host-country o f f i c i a l s ,  perhaps with some t a i l o r i n g  f o r  a spec i f ic  country 

audience. 

'The guidelines are not considered a primarj  t r a in ing  vehicle, nor a blue- 

, ~ r i n t  f o r  designing e i t he r  a complete project  on KF7is or a c red i t  component of 

a larger  project ,  nor (obviously.) a vehicle fo r  periodic transmiss'ion of new or 

~ * c i r i f o r c i n ~  information. L)iscussion of the merits of a bu l l e t i n  or  other means 

f o r  such periodic transnission is beyond the  scope of t h i s  report ,  although 

some OSd and other publications arc? l i s t e d  i n  the  following section.  Note a l s o  

LA.. 



that technical assistance for  designing HFllI projects is readily available t o  

)~ iss ions  through normal channels. The issue of training, however, warrants 

some further discussion here. 

Short-term training by the OSU Group under AID contracts lias consisted, 

mst iuportailtly, of workshops and seminars held i n  Washington or a t  regional 

USAID meetings or someti~nes a t  individual t,lissions i n  connection with ongoing 
1 

or prospective RFh.1 projects. Agricultural development off icers  and other AID 

personnel as well as some LDC of f ic ia ls  have attended; and the l a t t e r  often 

disseminate the information further within the i r  countries. Expansion of these 

ac t iv i t ies ,  which have been relat ively limited t o  date, seems both feasible and 

advisable. OSU professors also disseminate research resul ts  through academic 

meetings or informally through contacts with key of f ic ia ls  of the World Rank 

and other ~uu l t i l a t e ra l  or b i l a t e ra l  donors. 

Long-term training ef for t s  have consisted priroarily of programs a t  OSiJ's 

Department of Agricultliral Economics and several other universities. Over half 

the students in the OSU prograu are foreign; a small proportion of then are 

sponsored by AIi). This training could be 13uch more effective i f  the programs 

were exgmded t o  include both more AID-spansored foreign students and more 

current or prospective AID agricultural development officers.  

5 .  Additional. Reading on rW3 

"\hat  reference laaterials could be disseminated most effectively t o  Inter- 

ested AII)/d and USA10 officers?" is the f ina l  question t o  be discussed here. 

Publications dealing with agricultural credLt and rural  financial ~mrkets  

during the past 25 years m b e r  ];any llundreds, so that  any selection must be 

both subjective and incomplete. Nonetheless, the following list of three books 

and f ive papers, drawl up ~ ~ 5 t h  the help of OSU professors, seems adequate as a 

s t a r t e r :  

1. "Underr~ining Rural Lkvelopmnt with Cheap Cred i t , ! !  edited by Dale 'A'. 
Adam, bug las  11. Graham, and J.D.Von Pischke, Weatview Press, Roulder, 19d4. , 

-. 



2. "Rural Firiancial Markets in Developing Cauntries: Their Use and 
Abuse," edited by J.D.Von Pischke, Dale W. Adams, and Gordon Donald, The Johns 
IIopkins University Press ( fo r  the  Economic Development In s t i t u t e  of the  World 
Bank), Baltimore, 1983. 

3 "Credit f o r  Small Farmers i n  Developing Countries," edited by Gordon 
Donald, Westview Press, Boulder, 1976. (This book, though older than other 
references, is included because it summarizes A I D ' S  Spring 1973 Review of 
Agricultural Credit,  a turning point i n  AID 'S  approach t o  work i n  t h i s  area.)  

4. "Strengthening Agricultural Banking and Credit Systems i n  Latin 
America and the Caribbem," by Claudio Gonzales-Vega, OSU, 1985, 42 pp. 

5. "Hum1 Deposit Mobiliztion : An Alternative Approach fo r  Developing 
Ihral Financial Xarkets , I f  by Richard L. hieyer, OSU, 1985, 31 pp. 

6 .  "Rural Financial Markets in Low Income Countries: Recent Contro- 
versies and  lesson^,'^ by Dale W. Adams and Robert C. Vogel, OSU, 1984, 38 pp. 

7. "A Synthesis of A I D  Experience: Small Farmer Credit,  1973-1985," by 
Joseph M. Lieberson, Katherine A. Kotellos, and George C. Miller, A I D ,  1985, 52 
pp. plus Appendixes A through I. 

8. "Hural Savings Mobilization i n  The Dorainican Republic: Challenges, 
Accomplishraents, and Lessons, If by Claudio Gonzales-Vega and Jeffrey Poyo, OSU, 
llecember 1985, 27 pp. 


