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EXECUTIVE SUMMARY

This report evaluates the U.JS. Agency for International Development's Rural
Finance Project (RFP) in Bangladesh, This $75-million project was authorized in
August 1983, with a five-year life of project and project completion date of June 30,
1988. The purpose of the project was to create, through policy changes and
institutional reforms, an efficient and economically viable nationwide rural financial
system that would mobiiize rural savings and provide credit facilities to a broader
segment of private farmers and entrepreneurs. The project amount of $75 million
was disbursed in three equal annual installments of 325 million each in 1983. 1984,
and 1983, Prior to each disbursement. AID and the Bangludesh government (BDG)
agreed on several poiicy changes. most of whish have tren implemented.  For the
implementation of different aspects of the project, AID hac utilized the services of
the following contractors and consultantss Robert R. Nathan Associates (RRNA), the
principal  contractor; Ohio State University;: Dr. Maxwell Fry, Chairman of the
Economics Departnient, University of California at Irvine; and Federal Reserve Bank
of New York.

The main findings and conclusions of the evaluation team are su.amarized below,

1. To evaluate the success or failure of the RFP, one must understand what
was originally intended in the project. We understand that a large block of foreign
exchange was to be mnsed to heln r-lieve . the foreign exchange constraint on
Bangladesh development, thereby indicating U.S. Support to the general policy
direction of the BDG, and, at the same time, to cnter into or continue a policy
dialogue on the development of a viable rural banking system. We assume that it
was not intended to try to buy the agreement of the BDG to certain specific
policies; such an effort, if it were successful at all, would be only a temporary
success. Even if the policies were nct immediately reversed when the funds ran out,
the initial changes of pclicv would reveal additional, deeper, problems not foreseen
at the time of initiating the project. The establishment of the dialogue, with the
possibility of national discussion that might lead to bertter understanding of the
problems of the rural banking system in Bangladesh and the adoption of effective
policies by the BDG to deal with those: problems, is much more important than
pushing a few particular policies through within a three-vear period. = With this
understanding of -the project's purpose. our general evaluation of the RFP is that 1t
has already achieved significant success. and if the dialogue with the BDG s
continued. additional success is likely to be achieved.

However, this understanding makes it more difficult to state the evidence on
which we have reached our conclusions. Listitg particular policy changes advocated
in the original RFP project documents and then checking off those to which the BDG
has agreed are useful but inadequate for evaluating the success of the project. The
direction of movement in policy and whether AID is contributing by analvzing the
policy options as well as the consequences of inaction, thus setting in motion 1
process of development in BDG policy thinking, are more important than whether 70
percent or 80 percent of specific policy sugpestions in o the orieinal RPP project
locument have already been achieved.  In these terms, the RFP has been successful.
The BDG has made a number of policy changes in rural banking over the past three
vears that appear to be in the right direction. Many of these have been the subjtect
of experiments and policy discussions between BDG policymmakers and AID siaff and
consultants.  Additional policy changes have been discussed ~nd appear 1o be agreed,



but can only be implemented gradually; too rapid implementation would be disruptive
to the institutional stability, which should be one objective of the project.

2. One main subject on which the AID/Dacca was holding discussions even
before the RFP was signed was the rationalization of interest rates. After the
project began, a 4-percent service charge on agricultural loars was introduced and
the Bangladesh Bank (BB) established a “refinance matrix,” which was calculated to
encourage the banks to raise funds through mobilization of savings. After these
initial moves, loan interest rates have not been further adjusted. However. the basic
ideas on how loan Interest rates should be calculated, as stated in the RFP project
documents and in the letter of the AlID‘Dacca Mission Director to the Advisor

- -~ e - v o .o P ~ A T e
Finon BDG inow  Nimister, Finonce) 1 have bzen agre2d. The report of
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ierding interest rate caizulation shouid ; with the deposit interest rate necessary
to provide o positive rea! return te savers and then add enough percentage points te
cover the banks' cost of credit deliverv and loan losses, and provide a small profit,
Given this agreement on the basic method of calculating 3 rational structure of
interest rates. the problem becomes a manageable one -- that of determining the
basic facts on administrative costs and on provisions necessary to cover loan les:ies.
These basic facts are now available through the Rural Bank and Bank Users Survey
(RBBUS) conducted by the RFP consultants; the challenge before AID and the RFP
consultants is to incorporate these facts in a series of short policy papers on
interest rate determination for consideration by the Ministry of Finance (MOF) and
the BB.

3. Neither the Interest Rate Advisory Committee (IRAC) nor the Technical Unit
of the BB har functioned effectively, because of institutional problems within the BB,
The effectiveress of the IRAC would be enhanced by the work to be performed bv
the RFP consultants to ascertain the basic facts relevant to interest rate
determination.  Also, the RFP consuliants may associate the Tachnical Unit in this
work. This would provide vaiuable guidance to the Technical Unit in the
performance of its role as the staff of the IRAC.

4.  Deposit interest rates have, on the whole, remained positive in real terms
during the projzct period; this has had a favorable impact on savings mobilization.”
However, there is some recent evidence that interest rates on some tvpes of savings
accounts have not remained clearly positive in real terms. Hence, there 1s need for
a continuing scrutiny of deposit interest rates to ensure that they remain positive in

real torms. The short policy papers. which it i1s suggested that AID and the RFP
consuliants should prepare. might aiso explore the possibilities for greater flexibility
In setting savings interest rates. For example, the BDG might consider allowing

fluctuation of interest rates within a band or range, or set the interest rate for one
tvpe of savings instrument (say, six-month time deposits), leaving the banks free to
set other rates.

While the RFP consultants have worked with one commercial bank in one
experiment on how 1o sell existing savings services, the results ¢f this experiment dc
nut  Lecimn conciutive, There  would need to be s fellow-up experiment  thas
incorporated  the results of the {ust experiment and then some cirar analves  of
resulte before the banks could make some use of the conclusions.  However. we have
some doubts about whether eaperiments should test whether selling techniques should
be tested before  considering  whether  the  savings instrument  has  the  right
~haracterictics to bhe attractive to people in rural Bangladesh. In  partcular, we
wouid suggest that auention be deverted to finding out whether the limitutions op
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withdrawal of savings currently in force constitute a serious psychological barrier to
rural savers whose primary motivation may be to build up resources available to mees
tmergency needs. In other countries, allowing unlimited withdrawals of savings has
proved 10 be the change thar is most effective in encouraging rural people 1o keep
their savings in the banks.

5. The existence of 2 large amount of overdue agricultural lpans s considered
2 serious problem. and the World Bank, in particular, is applying pressure on the
BDG to collect arrears, The RFP approach to thiz problem 2t the time the project
started . wae 107 urge several major changes in the commercial bank accounting svstem
thatr would cause failure to collect loans to show up in the banks profit and loss
tatement as o deocresse  in profit, Rie would noaks clenr N the hanke Thomesivoe
Cncote e BDT the diensione of ihe : : weulloalso Turnich the
Lasic for oo siarf incentie Svetem more directiv CirSrts to muke eood
foans and collest them While  the accsunting changes  were being implemented, the
RrP  consuliants  were 10 study  the  arrears rroblem and  make specific
recommendations on how to improve loan recavery.,

The seriousness of the probiem of overdue loans was not fully reflected under
the accounting rujes existing when the RFP began.  The banks showed artificially
large profits by accruing  interest as current income on al] outstanding agricultural
loans, even on those that were long overdue and obviously would never be repaid.
The RFP gave priority to the implementation of several major accounting  changes,
the classification of overdue loans by recoverability  and by age, the acerual of
interest as income only on loans that were considered as likely to be recovered, the
establishment of bad debt reserves (provision) for overdue loans considered unlikely
to be recovered, and the write-off of bad debrs. These changes are also necessary
10 meeting the objective of rationalizing the interest rate structure, since they would
make it possible for the banks and the BDG to know what interest rates on loans
would be necessary or the rural branches of the banks to break even or make a
exsonable profir.

Al of these accounuing changes have been promulgated in reasonable form by
the BB, mainly in BDG Circular No. 4] of December 26, 1985, and are 1o be
implemented over - period of two to three years.  The staff incentjve systems have
been tied to the results achieved under the new accounting rules, Making these
basic changes in a three-vear period is a major accomplishment. There remain
several problems that will need to pe solved if the full impact intended s actually to
be achieved:

The classification of overdues into "loss.” "doubitfui.," and "subsiandard,” which 1s
the basis for Jmiting the time on which overdue interest can be accrued ge
current income, is fo be made by the Agricultural Credit Inspection Department
(ACID) inspectors, who can inspect the rural branches on a schedule of only
once in three vears. gIven current resource constraints.  Since the banks have
not followed the practice of making their own classification of overdue
agricultural loans, there is nor vet the basis for timely implementation of the
provisions of Circular No 4] recarding ermbii-hing of PTOVILILTE or stopping  of
aeeruel of overdue interest as current income.

Prefimunary anaivsis of  the RBBUS daa indicates the o percent of  pourtfolio
target for the establishment of bad debt reserves, specified in Circular No. 4]
to be ackieved over four vears. would be grossly inadequate. viven the “ize and

25 ol the averdues,
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Staff incentives are still calculated on the basis of the overall results of a
bank.  For the incentives 1o have the intended affect on loan collections, a
rural bronch will have to be treated as a profit center and a major part of the
staff incentive paid on the basis of branch profits.

The penalty rate for overdue loans has been increased from 3 percent to 6
percent as recommended in the RFP project documents. It is probablv toc early
to judge whether there is any impact on the borrowers® choice of whether to
pay on ume. li is doubtful that there will be much impact, since the borrowers

are probably not interest-rate sensitive. The psvchological impact might be
heichtened if. at the time a foan is moade. the amount due i crared, including
ine Penadin, wnd then ooLefund er oincemtive (¢ orov o oon time e given 1o those
vorrswers wWho o pey o promptly, In Indonesia. this sviiem seems w0 make rthe

borrowers more conscious of the need to pay on time.

6. The {ull 1mplementation of the above accounting changes will have a major
impact on the finzncial position of the banke and on the BDG fiscal position. Thev
would bring inte the oper what has  been  obscured by the accounting practices
existing  befove the RFP -- that s, that the rural branches of the national
commercial banks (NCBs) and the Bangladesh Krishi Bank (BKB). and possiblv the
banks themselves, are in a dangerously weak financial position. If thev write off all
their bad debts. some may show a negative net worth and have 10 de recapitalized.
If the BDG tries to privatize more of the NCBs before their books reflect the true
situation and before thev have been made financially viable, there is the danger that
the private investors either will not pay the price asked by the BDG or they will
buy and then close down the rural branches when they find that they are
unprofitable.  Of course, all of this ties back to charging a realistic interest rate on
loans  so  that the cost of funds, administrative expenses, and loan losses are
aarquately covered,

The 60-percent tax on gross profits and the mandatory transfer to the Treasury
of the net profits of the nationalized banks yielded sums 4 percent of the average
annual tax revenues during the three-vear period 1981/82-1983/84. These profits
appear to be largely fictitious, so that adjusting the accounting system to reflect the
true position will virtually eliminate this source of BDG reveaue for the first few
vears after the change is made. Even if the loan interest rates are increased to
reafistic levels so thar profits are no ionger fictitious, the need o make tax policy
changes related to provision for bod and doubtful debts and the write-off of bad
debt will defav the favorable impact on BDG revenues.,

It s onderstundabie  that the BDG is  reluctant 1o introduce  all of  these
accounting changes suddenly, but prefers to work up to the final accounting system
over a period of several vears. It is not clear whether this will enable the BDG 1o
arrive at the intended goals while avoiding any less of confidence in the banks and,
simultancously, finding other revenues to replace those now generated by the banks
accounting svstem.  Seeking foreign aid to assist in recapitalizing the banks while
the acTounting chunres are instituted mav by more likely to achisve cuccess.

. The serieus protlem  in the recovery  of agricultural  loans, which  has
endungered bank soivency, is basicully due © the bankers' having made bad loans in
the first place. Aside from the lack of bank staff incentives connected with the
Vinancial results of their banking unit calculated to reflect loan collection experience,

a muior geason Tor tae bad Jouns apvears 10 be the haste with which many loans
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were made. This was in response to the BDG's berception of an emergency, caused
by flood and drought, which demanded that the armers recejve immediate credit 1o
replant. The BDG did not have confidence that the banking system would be able to

respond ‘0 this emergency  1f nermal banking  pracrices were  followed. Union
Agricultural Credit Comimnitiess were therefore SeLoup to enlist the local government
council members in choosing  borrowers, The btunk  staff did not have time n

examine the creditworthiness of borrowers  with  whorp they had no past banking
relationship. The banks staff were told to move money, and thev moved iy,

The BL'G appears to be satisficd that this rapid release of credit was a correct
decision.  Indeed, if the same situagion arose todav, the BDG would do the same,
tecause the country cannot afford | (ol oo ST

. o3~ NN e e o
Mo rice crap witheye oNTrriencing

minery foroahe ISRt It owounle mone e Sl choics, even Fnowing that the
senstquence Wil be o weabening of  borrower discipline and iurge arrears in later
vears. followed by 2 credit s5queeze when  the sovernment.,  with  the urging  of
international  donor agencies, tries to  get tough  with borrowers 1o colleat these

arrears,

This choice will continue until the rural banking svstera has developed 1o the
point that the gevernment  has confidence that the system  will meet such routine
emergencies as the need to replant  after flood o drought, This  involves the
development of solid relationships between bank and  borrower over g period of
several years so that the creditworthiness of individyal borrowers is known to the
bank. Of almost equal importance ig helping rural peonle 1o meet emergencies is the
provision of appropriate 5avings instruments that vncourage them 1o build up a
personal financiai reserve that is avajlaple immediately whep it 1s needed.

In Bangladesh, it is difficult 1o have ga relative]y emergency-free period during
which the rural bank branches can build up these long-term banker-customer
relationships.  However. AID and the RFP consuitznts can serve a2 useful role i
CONLINUING 10 emphasize the importance of building financially viable ruraj banking
system  that is able 10 provide 2 steady, 1cliable fiow of banking services; meeting all
iegitimate demand for credit for any type of rural enterprise; and providing safe
reliable savings  services with savings instruments 4ppropriate to the people of rural
Bangladesh. It is important to -stick to basics. keeping long-term institutjonal goals
in mind during policy discussions with BDG ang aveiding further disruption of the
banking svstem's stability by crash  procrams of various  kinds, including  those 1o
force the banks 1o colieot arrears by cutting off their souries of new funds.

8.  The Alb-sponsored piot project in rura’ <redit. which preceded the RFP,
and the RFP project documents both enmiphasized crediy for g types of enterprise in

the rural areas, rather than agricultural credit only, There was 3 recognition that
there is!a need for sourcss of employment in e pyrg) areas  in  addition 1o
agricultural production. This diversification of loan sortfolio is  also necessary  for
the Tfinancial health of the rural branches. The REF yppears 10 have  drified
inadvertently into nearly exclusive emphasis on agrictiural erediy rather thun general
rural credit. The original emphasis of the RFP o0 credit for all Kinds of rural
enterprise peeds 1o he recored. Thie Will foeme g SUTGIMANG when RRNA
continues 115 analvii of the RBBUS data on term ) and aonagricultural credit of

the rural branches,



9.  The work of the RFP consultants has been effective in promoting policy
changes and, in general, in influencing the policy thinking of the BDG. Particular
mention may be made of the work of the prime contractor, RRNA, in producing a
large  number of valuable analytical and poiicy studies and in designing and

conducting the RBBUS, which is an excelient source of raw data on issues related to
loan recovery, interest rate determination, and savings mobilization.

The major recommendations contained in the evaluation_ may be summarized as
follows: T

o Through the RFP and on the ha: the REBUS data, AID should centinue
1o provide the Minisiry of Finance (MOF) and the BB with factual and
analytical cupportt te pursue an aziive and  continuous policy dialogue with
MOF and BB, including, in particular. the preparation of policy papers
regarding the appropriate inierest rate spread for rural loans: and to analvze
loan recovery problems.

e The BDG should keep the interest rate structure under continuous review to
keep deposit  interest  rates  positive in  real terms and maintain 2
remunerative interest rate spread for rural lending. The BDG should
consider giving the banks some flexibility while setting interest rates.

e To impiement fully the accounting changes contained in its Circular No. 41,
the BB should expedite the classification of overdue agricultural loans by the
ACID inspectors and should require banks to undertake their own
classificaion  without delay. For the futwre, the classification criteria for
overdue loans should be simplified and linked to objective indicators. The
management information system should be reviewed to reduce the volume and
frequency of data requirements. The provisions of Circular No. 41 regarding
the establishment of bad debt reserves should be strengthened to reflect the
magnitude of the problem as revealed bv the processing of the RBBUS data.

e With the [ull implementation of the accounting changes, the BB should
encourage banks to treat each branch as a separate accounting unit and a
profit and loss center, and to link the staff incentve systems to branch

performance ritner than (or in addition to) the performance of the bank as
a whols.

¢ The RFP consultants should attempt to quantify the fiscal impact of the full
implementation of the accounting changes, including revenue loss and need
for recapitalivation of the NCBs and the BKB, and to recommend appropriate
changes in the income tax rules governing provisions for bad debts and loan
loss write-offs.

e The necessary reforms of the NCBs should not be postponed until the next
round of privatization, so as to avert the repetition of the earlier experience
that banks, after privatization, pulled out of agricultural credit.
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In policy discussions with BEDG, AID should help clarify ideas about the
characteristics of a rural banking system that can meet the needs of the
people of rural Bangladesh. The people shouid be able 1¢ depend on :the
rural banking svstem to provide the capital they require for any legitimate
enterprise by which thav cap increase their incomes, so long as thev show
themselves creditworthy oy repaving loans on time, They should be able 10
place their savings with the banking svstem knowing that their savings are
safe. not onlv from theft of fraud but ajso safe from inflation, and available
in full when needed.  For the rural banking svstem to be dependable. it must
be financiallv viable.

Finznola CiELUHIY pvaives Ltunzolean inrerest ratec hich enough 10 cover
Cost of runds, administrative capenses. and  loan  losses, It aiso involves
oreadering the joan porifolio 0f the rura! branches bevond agriculiural crednt
and the BDG's allowing the tanks 1o build up capiral as réserves, retained
earnings, or sdditional stock distritutions from after-tax profits.

To ensure  Zlose coordination,  AID  should keep the other donors fully
informed of the progress of RFP. Particularly useful wil be the supply of
data analysis produced by the RFP® consultants, after clearing its release
with BB.

To incorporate the results of the RBBUS in the AID policy dialogue with
MOF and BB, RRNA shouid be given an additional extension of one vear
until September 198§, As long as the policy changes are in the desired
direction, AID chould find Ways to extend the RFP activities beyond
September 1988,



BACKGROUND

The $75 million Rural Finance Project (RFP), based on the results of the earlier
implementation of the RFP, was authorized in August 1983, with a five-vear life of
project (LOP) and project completion date of June 30, 1988.

The purpose of the project was to create an economically viable nationwide
reral financial syvstem. through the adeption and implemeniation of policy changes
and  nsiitunenz! reicrme decionsd to streomiline and improve  the  operational
efficiency of the Bunoiad: rural finencial syvsiem and to eliminate existing economic
distortions. Throvgh the achievement of this purpose, the rural i cncial svsta2m
wouid mobiiize savings and provide credit facilities to a broader sesr. nt of private
farmers and entrepreneurs. and thus atwiin  the project goal of acceierating  food
production and expanding emplovment opportunities in rural areas.

The project amount of $75 million was disbursed in three equal instailmznts of
$25 million each in 1983, 1984, and 1985. Prior to each disbursement, AID and the
Bangladesh government (BDG) agreed on several policy changes that were to be
undertaken. Most of the policy changes have been implemented.

Various  contractors/consultants have been utilized by  AID for  the
implementation of the project:

¢ Robert R. Nathan Associates (RRNA), under a contract with the Bangladesh
Bank (BB), has carried out studies and has provided consulting services to
improve rural financial markets including savings mobilization measures, a
comprehensive plan for improving loan recovery, a lending efficiency survey,
and a financial sector review,

o Ohio State University (OSU), under a Cooperative Agreement for Rural
Savings for Capital Motilization with AID/ST/MD, has consulted with BB. the
Advisor to BB (Dr. Fry) and the consultants from the Federal Reserve Bank
of New York (FRBNY), has carried out continuous project review and
advisory functions. and has undertaken specific studies and research.

¢ Dr. Maxwell Fry. chairman of the FEconomics Depirtment. University  of
California. Irvine, under a host country contract with BB. hac provided
consulting services to review monetary and financial policies  with the
objective of improving the 1wo key functions of the financial svstem,
namely, providing an efficient pavments mechanism and conducting efficient
financial intermediation.

o The FRBNY under a Participating Agency Services Agreement (PASA) has
provided advisory services to improve the efficiency of BB operations.
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In order to conduct an evaluation of the RFP, AID contracted for the services
of the consulting firm Development Alternatives, Inc. (DAI), which sent an Evaluation

Team,

consisting of M. Haris Jafri and Richard H. Patten. to Bangladesh in

November-December 1986.

Scope of Wark

In

the original scope of work drafted by AID in Spring 1986, the purposes of

the evaluation were enumerated as follows:

j )

Te review and siese whether actions 2grevd on by the BDG arfecting the
Interest rate  struliure. savings mobilization, znd lcan recovery, have been
effectivelv taken,

To review the project performance against the project purpose, goal and

strategy as stated in the May 1983 project paper.

To assess performance of the technical assistance advisory consultancies as
measured against outputs specified in the project paper,

To recommend the steps to be pursued and the focus  of project
implementation during the remaining years of the project.

To accompiish the above purposes, the Evaluation Team was expected by AID to
focus on and 1o provide answers to the following evaluation questions:

a)

b)

C)

d)

¢)

What policy and procedural changes. have occurred in the rural financial
system since project inception?  Are these positive changes? Can thev be
attributed 10 the RFP?

Are these changes likely to lead to a better financial system? To what
extent have they already done s0? Is the financial system reaching a
broader segment of farmers and entrepreneurs? Is the financial system
more economically viable now than it was v'hen the projec: began” ’

Was  the technical assistance approach effective in achieving  project
outputs?  tHow cou!d the technical assistance be more effectively utilized in
project im lemmentation? How could the policy dialogue effort have been
improved”

Are there policy changes or administrative reforms that can be implemented
during the remaining LOP?

How does USAID's assistance to the rural financial svstem complement the
efforts of other donors? To what extent can the effects of USAID's
efforte bo denlted from those of other donore? Daec the tmpast of USAID
involvement justify the commitment of $75 million®



In order to provide answers to the above qusstions, the AID mission in
Bangladesh prepared. in November 1986, a revised scope of work to be performed by

the RFP Evaluation Team. This revision takes into account developments in the
Bangladesh financial sector as well as in the RFP since the original scope of work
was drafted in spring 1986. The revised scope of work, which was given by the AID

mission *5 the Evaluation Team on its arrival in Bangladesh, amplified Tasks A to H
in the original scope of work as follows: . - -

Review brieflv the role of the key donors in the policy dialogue process
1

redating o the rurad finaacin! svagem

Addition: How cun RFP objectives be incorporated  into World Bank and Asian
Development Bank programs  involving rural finance? What is the potential for
furthering RFP objectives via these arograms”?

Tock (B Review the poliev dialopue issuer addressed over the LOP and assess the

app:opriateness  and  effectiveness of the project in precipitating  structural and
procednral changes in the rural tinancial system,

Addition:  Are there remaining tranche conditions and policy issues that RFP should
focus on?

Task__(C): Review the quality and appropriateness of the studies, research, and
technical asristance provided by the contractors to the project.

Additon;

- How can the project ensure that completed studies are used to the fullest?

- Is the planned work schedule for continued analysis of research data
appropriate?  Should the research plan be modified? What is the best means
of presenting and distributing future research analysis? -

- Does the plan for continued technical assistance by RRNA and OSU make
optimal use of these consuliants?

Task Dy Determine  if  the  effects of  the project's poiicy dialogue, technical

assistance. research and  studies contributed directly or indirectly toward achieving
the intended outputs.

i

i
Addition: How can RFP technical assistance, research. and studies be further used
to attain the expected project outputs? Is there still scope for policy dialogue

under the RFP or in conjunciion with other USAID projects/programs?

Task (E) Determine which structural and procedural changes in the rural financial

sveiem chould be addrenssed by this project.

Addition: Response to the Tash B addition will indicate 1o 5ome  extent structural
and procedural changes in the rural financial system that the project should pursue
between now and completion of the project.



Tack (F):  Assess the development and effectiveness of the Technical Unit within the
Bangladesh Bank. Make recommendations for strengthening the role of this Unit, if
appropriate.

addition:  What optiras exist for institutionaiizing the Technical Unit within the BB?
What role can the project’s technical assistance play in  strengthening and
institutionalizing this unit?

Task (G):  Review the contractual arrangements and roles of all four contractors.
sarticularly that of RRNAL and determine if the functions and responsibilities of each
are anpropinte omd oshould be continued oo oprerentls orzanized or I an arrangement
Of anuther nry

Addition:  Sume comment on the offectiveness of the contractual arrangements and
roles or the four contractors would bz useful -in terms of evaluvating the project.  To

provide future direction for the project, however, the Evaluation Team chould review
the current PASA with the Federal Recerve svstem.  Should the project work of the
Federal Reserve svsiem be re-defined?  Daoes the planned agenda for U.S. and in-
country training stiil make sense? How can this resource best be used?

Task _(H):  Given the analyses rvouested above. make recommendations for improving
the effectiveness of this project.

Addition:  Does the record of the RFP indicate that USAID should continue to be
involved in the Bangladesh financial sector after project completion? Offer some
preliminary assessment of what future role, if any, USAID should play in this sector.

Given the time constraint (since the Evaluation Team was scheduled to stay in
Bangladesh for barely 4 weehs) and in view of the fact that the AID Mission had
already extended the contracts of RRNA and OSU for one vear (up to August 3l
1987). tne prioritics of the AID Mission with respect to the issues involved in the
scope of work are summarized in the following excerpt from the "Addendum to the
Evaluation Scope of Work" of November 1986:

"In the licht of the recent turn of events, the evaluation team’'s views on
how the loan recovery problem should be tackled would be particularly

useful . . . . Generally speaking, recent events underscore the need for a
"forward- lnoking™ evaluation. one that assesses the fuwre direction of the
Rural Finance Project. rather than the progress o date. In addition, as

USAID looks bevond project completion, it welcomes the evaluation team's
views on whether and how USAID should continue to be involved in the
Bangladesh financial system.”

Methodology

The Codiuation Team reviewed the enormous volume of available data on the
RFP. insuding the proiest paper. the praject documents such as the scope of work,
propress  reports  and  technical  studies  related 1o the work performed by each
contracior.  The two-volume final report and 18 technical papers prepared by RENA,
as well as the reports drafred by OSU and by Dr. Muawwell Fry. were studied.  The



(O}

Evaluation Team also studied varioue reperte and papers prepared by BB, MOF, NCBs,
BKB, and the Grameen Bank, as well ac the reports of the IMF, ADB and the Worlg
Bank. In addiuon 10 the review of the written material, the Evaluation Team
discussed policy issues in meetis gy with officials from USAID-Bangladesh, BB, MOF,
NCBs. BKB. IMF. World Bank anc the RFP contialtors (RENA and QSU)D.

Composition_of the Evaluation Team and Timetahie

The evazluation was  conducted in Dhaksa (Bangladesh)  during  the period
November 18-December 16, 1986, by a team assembied by Development Alternatives,
Jarri

consisting of Mro ML Haris and Mo Richard M Patien Before ieavine
the SANNVRISRN S ioam nreventon i o., SOnole o, and

ety .. 1 A Srey e ~ R VIOt ey s Ay
suons i tne USAID Project Commities White parr of he avaiualon

report was cdrafted during the team's stay in Buangladesh. ihe report was drafted  in
Washirgton by Mr. Jafri during December 198¢-January 1987, The drafi TeDOrT wag
sent for review to Mr. Patten in Indonesia in February 1987, and the fina version

incorporating Mr. Patten's comments  was prepared by Mr. Jafri in Washington in
Muarch 1687,

FINDINGS AND CONCLUSIONS

Overall Assessment of RFP

Based on a review of what has been accomplished with the RFP. as discussed
below for the major problem areas of rural finance, it is the view of the Evaluation
Team that the RFP can be characterized as having achieved significant success in
terms of its objecdves and purposes, In some problem areas. succecs must  be
measured In terms of progress in analvzing the problems. in bringing out the serious
conseguences if some of the current policies and practices are allowed 1o continue.
anc 1n convincing the BDG to undertake an urgent consideration of correctjve policy
actions. In other areas, the solution of one problem, or analvsis of daty gathered
during the project, tends to reveal a deeper probtem not fully understood at the time
the RFP began. The project should continue to produce significant improvements in
the rural bankine svstem  of Bangladesh as a  resuit of continuing the alreaay
established dialogue with the BDG.

Booway of percpective, the Evalvation Team wishes 1g point cui that the three-
vear tme-frame for the reafization of some of the objectives and purposes of the
REP wa: toa short 1o be reajistic. Given the siruciural problems of Bangladesh
agriculture,  the  political constraints, and  the long-standing  institutional and
administrative deficiencies. a much fonger period is needed for the achievement of
the objectives and purposes enumerated in the project paper.

Another fuctor that may. in part. have slowed the pace of policy reforms s
that the BB hae been the exclusive fosye of the techniza! arciciin e provided  under
the Ribo and conreguenty the pohicy digiopue hae heon conducied larcelv with the
BB sutnoritios, Infucts the Mimsiry of  Finanee (MO also hos real decicion-
making  authonty, even  with respest 160 credit and interest rate policies  that  are
technically  within  the competence of BEB. If means could have been  found 1o
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associate the MOF on a more regular basis in the RFP program of technical
assistance and policy dialogue, progress in achieving policy reforms might have been
faster.

The FEvaluation Team feels that the Lasis approach of the RFP, that is, the
disbursement of rather large amounts of foreign exchange by AID to help relieve the
foreign exchange consiraint on Bangladesh development and, simultaneously, to
support the BDG in undertaking policy reforms with regard to rural banking, has
nroduced many of the desired results. Considerable progress has been made (as
discussed in the rest of this section) toward the attainment of the out;iuté-exp—ected
by the end of the project.  The ferment in policy thinking and the ensuring process
of change ser in mousn by the RFP is likely to have far reaching consequences in
the  vears 1o come. provided AID does not get fatigued and withdraw from the

|
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project 100 quickly.

Interest Ratwe Policies

In the RFP project paper, movem<nt toward the objective of interest rate
rationalization involved two policy change activities, an increase in interest rates and
the establishment of an Interest Rate Adv.sory Committee.

Interest Rate increas

The project had initial success in the increase of interest rates. A service
charge of 4 percent was added to the basic 12 percent interest rate on agricultural
loans. A ‘"refinance matrix" was instituted with respect to rates charged by BB to
the commercial and agriculture banks; the refinance rates plus the banks’ head office
charges to the rural branches are high enough to encourage the rural branches to
try to mobilize savings.

The 16 percent interest including service charge for agriculture loans was less
than the 2¢ percent which AID estimated would be necessary to cover lending costs
and provide a small profit, but it was a significant step in the right direction. More
important, the BDG has accepted the basic idea that the interest rate calculation
should begin with the rate nocessary to provide a positive real return to savers and
then add on enoveh to cover the banks' cost of administration, a charge to cover
loan losses, and a small profit o arrive at the tank lendine rate.!  This reverses the
customary method followed ia many countries of first setting a lending rate with
which  political  leaders and  government bureaucracies feel comfortable, then
calculating subsidies and underestimating costs to arrive at a cost of funds which
implies paying a negative real interest rate on savings. Agreement on the basic
method of calculating a rational structure of interest rates shifts the problem to one
of finding the basic facts on administrative costs and on provisions necessary to

cover loan losses.

1 As stated"in the Report of the National Commission on Money, Banking and
Credit.



The 16 percent interest including service charge is still too low to cover the
actual cost of administration and loan losses in rural lending in Bangladesh. Because
of the Rural Bank and Bank Users Survey (RBBUS) conducted by the RFP main
consultant, AID now has available the basic facte about actual adminisirative costs
and loan losses on which the BDG might make further adjustments to the interest on
rural loans,

Hence. it would be worthwhile for AID and the consultants to prepare a paper
for censideraon by BB and the MOF detailing the actual cost of funds.
administrative costs and loan losses in rural lending as found in the RBBUS survev
and the interest raie which would nezed to be charged to cover these coste plus a

smali profit.

This calculation  will indicate a lending rate  which  wili  probably not be
acceptable to the BDG, muinly bzcause the lean loss rate is still higher than they
will be able to accept for the long term. This would be a useful line of thought and
conclusion. The analvses should go on to show the same calculation of final interest
rate based on lower loan losses. If. according to the RBBUS, 30 percent of loans
are defaulted after a period of four vears from the time of lending, the calculation
should indicate lending rates which would be required if this rate could be lowered
to 20 percent and to 10 percent. Lowering the loss rate almost certainly implies an
increase in the administrative costs of the rural branches. The calculation should
assume that 6 percent to 8 percent adininistrative costs would be required to reduce
rural loan loss rates to 10 percent.

At present, the data in the RBBUS for short-term agricultural loans and data
on administrative costs have been analyzed. Data for term loans is being analvzed
and data for non-agricultural loans of the rural branches will be analyzed in the
future. While the Evaluation Team would urge that AID re-emphasize lending for all
tvpes of rural enterprise. rather than only agricultural lending, the suggested paper
to the BB and MOF should not wait unul analvsis of all types of lending is complete.
As the other RBBUS data is analvzed, additional puapers of the same basic tvpe, plus
one showing rates for a blend of different tvpes of lending will provide an
opportunity for continuing dialogue on interest rate policy. The subject of short-
term agricultural loans is currenty in the forefront of discussions within the BDG
and between the government and various international donor agencies.  AID has a
real contribution to make to these discussions because of the work of the consultants
which provides the most solid data available on the acrual sitwaticn at the level
whe, ¢ ioans are mude,

The RFP project paper assumes that the BB or the government will continue 1o
set interest rates in detail. It does not suggest that the commercial vanks might be
given some flexibility in the setting of interest rates. Consider~tion should be given
to the government's setung only one interest rate on savings, say the six-month or
one-vear tme deposit rate, and allowing the banks to set the other savings rates

abave or beloww this rate. Alternatively the pgovernment might allow fluctuation of
interest rates within a band for each tvpe of savings instrument or loan. The
resultant movement of mterest rates within the band or around the basic rate wouid

provide additional information to the 2uthorities in their rate setting decisions.



Interest Rate Advisory Committee

The RFP project paper set the establishment of an Interest Rate Advisory
Committee (IRAC) as the second part of the interest rate rationalization process.
This committee Wwas supposed 10 meet regularly to advise the governor of the BB on
the adjustment of interest rates on lending, savings, and refinance according to
trends in infiation, administration costs and loan recovery.

The IRAC was established, but does not appear to have functioned effectively
because of institutional problems within the BB. What changes in the interest rates
have been made since 1he iniual increase in the agriculturai lending rate appear to
have been decided elsewnere and endorsed cx-post by the IRAC.

The IRAC was to be supported by a technical unit which would prepare the

studies and recommendations  required by the committee. Five members of this
Technical Unit were trained under the RFP, but their training appears to have been
largely corfined 1o ecOnOmetrics., This has enabled them 10 produce a regular

statistical series but has not prepared them independently 10 undertake the needed
policy studies and T commendations  There seems 10 be no economist in charge of
the group responsible  for directing studies which would be appropriate for
consideration by the IRAC when making interest rate recommendations.

As suggested abave, the material from the RBBUS is the basic material which
should be considered in the near future by the quthorities who make interest rate
decisions. In preparing the paper setting out the RBBUS findings on actual
administrative costs and loan losses, the AID consultants may involve the members of
the Technical Unit and help them 10 understand the type of analvsis on which
interest rate decisions should be made. By the time this work is finished, the
composition of the upper-level management of the BR for the next five vears will be
clear and the guestion of how to institutionalize the Technical Unit within BB can be
considered more rationaily. we would emphasize that the key to the unit’s
usefulness is management by an economist who is capable of anticipating the
information needs of the interest rate setting authorities and designing studies to
meet these needs. N

Savings Mohilization

Before one becomes euphoric over the phenomenal growth of savings and time
deposits during the pact 10 years (a 22-fold increase in nominal terms), one may look
at this growth in real terms (with a tripling of total ’deposits in the same period).
The latter comparison certainly provides a better perspective. It is clear that there
has been a significant trend towards monetization of the rural economy and spread
of banking habits in the countryside.

Nuch of this prowth has obviously been induced by the enormous expansion of
rural branches (four-fold in the same period) and of rural credit (13-feld in the past
& vears), even without reference to the textbook adage. “loans create deposits”
(subject 10 ceveral importnt qualifications). The savings growth that has taken
place has  merely scratched the surface of the known savings potential (through

RRINA survevs) in Rangladesh. Certainly much remains to be done.



Deposit interest rates have, on the whole, remained positive in  real terms
during the project period. However, for savings accounts, the most important
category for rural branches, the rates have been negative (for savings bank accounts
with checking facilities) or barely positive (for other savings banks accounts). As a
result, the weighted average of deposit rates have varied in the range of §-9 percent
in recent vears, which ic hardly positive compared to an infiation rate of roughly 9-
10 percent,

The RFP Evaluation Team believes that the mairtenance of positive real deposit
interest rates is basic tc savings growth. If this interest rate policy is mainrtained,
rural savings would steadily grow over time. This process weuid be acceleraed if
imeginuiive efforts were made o utilize the exitting infreutructure of rural branches,
such  as  various  tvpes  of  "outreach” programs  and  experimen:al,/pilot projects
undertaken and/or proposed by RRNA ard Ohio State University (OSU).  The concept
of mobile banking facility is an interesting  one, especially  in  the geographical
context of Bangladesh, but the estimated costs/benefits need 0 be carefully examined
before it ic initiated.

Experience in a number of less developed countries (LDCs) indicates that the
absence of any restrictions on the frequency and amount of savings withdrawals has
stimulated rural savings and has not led to greater or more frequent withdrawals,
The key factor here is the confidence of the rural depositor in the availability or
liquidity of the deposit. Given this confidence, the rural depositors, on the average,
may not feel the need to exercise this option. It would be interesting to test this
hypothesis under Bangladesh conditions through an experimental project.

Loan Recaverv Improvement

Since the loan recovery rate for short-term agricultural loans has gone down
during the project period, it would be casy to jump to the conclusion that the
project has been a failure in this policy objective. The Evaluation Team feels that
this would be a superficial interpretation. Under the heading "Loan Recovery
Improvement." the RFP - project paper lists accounting changes, revised penalty
interest, and a new incentive system as  the initial activities which  would be
undertaken before technical services were made available.  Studies to be undertaken
by the consultants would provide the basis of a loan recovery review which would
indicate additional activities to improve loan recovery.

The questions which should be asked in evaluating the project are: (17 whether
the policy change activities related to loan recovery suggested in the project paper
have been undertaken; (2) wheather they have been completed; (3) whether studies by
the RFP consultants have indicated additional activities bevend  those originally
projected and have these have accepted; and (4) when these policy changes could
begin to show effect in improved loan recoveries,
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Accounting Chanses

The RFP project paper suggests several accounting changes which would clarify
the commercial and agricultural banks® profit or loss position as a result of loan
recovery or losses.  Thereafter, the svstem of incentives to the banks’ management
and employees would be adjusted to encourage loan recovery.

The first _of the accountine chanees listed was the development of a "
standard system of defining, classifving and reporting -overdue loans." The Banking
Control Department (BCD) of Bangladesh Bank's Circular No. 41 of 24 December 1985,
and the previous c¢irculars incorporated by reference in Circular No. 41 set out a

defining and  classifyving overdue leans, From the cstandpoint of
with  the classification svstem  remain. First. the circular

cuoniord cwvrtem o
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states (hat the of BB will dc the classification.  Since the BB inspection
teams get to a rural branch about once in three vears, ciassification will be deiaved.
The banks themselves have not  vet started to classify loans from their rural
branches.  Second. the criteria for ciassification are somewhat subjective and will be
difficuly for btranch managers to apply when the banks themselves begin to do the
classification.

The cecond accounting change was to be ". . . requiring financial statements to
footnote interest accrued on overdue loans and amounts of overdues by age."
Circular 41 appears to go somewhat farther than suggested by directing that interest
on loans classified as "doubtful” or "loss" not be shown as income or even accrued in
a suspense account from the moment of classification. On loans classified as
"substandard," the tanks mayv continue to show accrued interest as income {or 1wo
vears after classification and then stop.

A reporting svstem. management information systems (MIS), has been established
by the Agricultural Credit Division (ACD) of BB for agricultural loans. This reports
overdue louns, but dces not age them. The ACD is supposed to reczive these reports
monthly directlv from the rural branches of the banks.

ACD is beginning to process the immense volume of data, which will be a2 time-
consuming task.  The implementation of the MIS will represent significant progress
toward compiling an adequate data base regarding loan portfolio and loan recovery.
With the experience gained 1in this first run in terms of the time needed for
processing  ang analysis. ACD may wish to review the desirability of requiring the
monthly  submission of cdata. as at present. or at somewhat longer intervals (e.g..
gquarterly).  Also, in the light of experience with the results of the processing and
analveis, the ACD may be in a position to determine whether the data requirements
can be simplified or reduced. i

The  third accounting change suggested in the project paper is the "
development of a standard svstem for establishing reserves for classified loans and

for writing off bad debts.” Circular 41 states that provision of 50 percent shall be
made against loans classified as "doubtful” and 100 percent azainst those classified as
"loss".  The minimum level of provision against the total outstinding will swart at 2

percent av the end of 1985 and rise to <4 percent by the end of 1989, In the balance
sheet of the banks. the provision is subtracted from ioans outstanding and onlv the
net amount of loans outstanding 1s shown on the asset side, rather than showing the



provision as a reserve on the liabilitv side. Provision for bad and doubtful debt is
not allowed for tax purposes - except for a maximum of 1 1/2 percent on total
overdue agricultural or rural loans. Write-offs are normally not allowed for tax
purposes except after time-consuming litigation.

There have been no changes in the rules for the write-off of bad debts. The
present system results in  carrving loans which have practically no possibility  of
recovery, for example those to people who left Bangladesh at the time of liberation.

It must be stressed that appropriate  classification of overdue loans is the
starting  point for the proper implementation of the above accounting changes. In
I I imre i he absence  of  such

r .
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clariirisation,

he  cumuiative  impact of  the above accounting  changes, wken fully
nted. would be far-rexching. At present the poor financial situarion of the
ne the Bengladesh Krishi Bank (BKDB) is obscured by the existing accounting
practices. The full implementation of these changss would clearlv show the desperate
financial situation of ar least some of these banks and the need for recapitalization
(as discucsed further 1n the section on the viability of the rural financial system),

Revised Penaltv Interest

The RFP project paper suggests that the penalty interest on overdue loans
should be increased from 3 percent current at the time the project began. The rate
was increased to 6 percent.  This penalty is being collected where possible. i.e.. in
cases where there are loan and interest recoveries.  Its impact on loan recovery so
far is imperceptible, other than adding to the amount of overdue loans. It is too
early te judge its impact on the pace of loan recovery.  The BDG might consider
charging the 6 percent on all loans and returning this amount to those borrowers
who piy on time. This would have several beneficial effects. The main one would be
to turn the penalty, which has negative connotations, into an incentive to pav on
time. which has favorable connotations. The borrowers are probably not interest-
rate sensitive. but might respond to paving in time to receive the incentive bonus.
It would also make the 6 percent apply automatically to the original period of the
toan for those who de not pav an time, not just the period during which they are in
default. This would heip to cover the large extra costs of having to pursue them 1o
collect pavment.

New Incentive Svstem

According o the project paper. after accounting changes were in place. a2 new
bankers' incentive svitem was to  be developed based upon true profits, savings
mobilization. loan recovery, and efficient administration. A circular letter from the
BB. dated 26-12-85. convevs a decision of the top level of the BDG that bonuses will
e paid b dhe basts of actoal recovery and not on the accrual basis.  The circular
adds the nctruction that the bonue will be caleulated only after making provision for
cad anc doubtiui debi according to a formula derived from a BB audit of ten
representative branches of each of the nationalized commercial banks (NCBs).
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The incentive sysiem 1is still based on the profiis cf a bank as a whole.  Most
of the banks provide an additional incentive at the branch level on the basis of
savings collected; some also now give an incentive based on the branch's loan
recovery rate.

The need to adjust the accounting svstems of the banke 1o treat each branch as
a separate accounting unit was ot included in the original project paper, but has
become abundantly clear from the studies conducted by the RFP consuliants. The
individual branches now produce serarate profit and loss statements and the banks
can sav  how many “of their rurat branches are profitable and how manv are
unprofitable. but these statements are on the basis of accruals, unless the particular
branch has been viened recently by the BR auditors to classify loans.  The provision

19 orviausiv o mnste fororthe pank ous o ownpole, since 1 ¢ tased on 2 camnie o1 ten

Unui the tianch managers or the banks' regional offices classify ali loans at
least once o vear. the accounting svstem of a branch will not be based on actual
loan recoveries.  Branch or regional office ciassifications will depend on development
of objective, rather than the present subjective, criteria for classification. A svstem
of classification by perfonining and non-performing, based on objective criteria. has
b=en suggested by the RFP consultants.

The decision to treat each branch as 2 separate accounting unit would be the
responsibility of each of the banks, rather than the BB. For this purpose, a major
focus of the RFP consultants during the next phase of the project should be to work
with the individual banks to assist them in: 1) revising their accounting svstems to
treat  cach  branch as a separate accounting unit; 2) instituting a system of
classification based on objective criteria and applied at the branch level by branch
mangers under supervision of the regional office; and 3) adjusting their incentive
svstems to be based on the branch performance rather than (or in addition to) the
performance of the bank as a wholie.

I.oan Recoverv Review

The RFP consultants have presented a large amount of findings on the reasons
for poor loan recoveries and have made suggestions for improvement. There has not
been a formal "Loan Recovery Review" as a result of the work of the RFP
consultanis. However, the recently completed report of the National Commission on
Monev. Banking and Credit 1s likely to be the basic operating document on reforms
of the banking svstem for the next few vears. Because of the close connection of
the staff of the commission and the BB officers who work with the RFP. a nuinber
of the ideas from the RFP studies have been incorporated into the Commission
reports.  The Action Plan for Recovery of Agricultural Loans recently produced by
the BDG also includes many of the ideas suggested in RFP consultant reports, though
these were probably arrived at independently.

There te cutficient prescure on the BDG from the World Bank. which ic refusing
to release commodity import loan funds until the Action Plan is impiemenied. The
contribution of AID and RFP consultants does not require additional pressure or the
ability  to  withhold funds until conditions are met. The contribution c¢an be in
providing facts and ideas about the actual progress of loan collections and how to



improve these. The contribution of the RFP in this field has already been
significant and will continue to be significant in the future.

Fiscal Impac: of Accounting Reforms

Before determining the fiscal impact, the major relevant income tax provisions
governing commercial banks and development fnancial institutions (DFlIs) are
summarized below:

¢ Gross profits (which include accrued imierest), before aliocation 1c reserves,
are tned ot otpe rate of o0 parcent However. & 10 percent 1as rebate s
aliowed to the DFIs (but not to commercial banks) for transfers to special
reserves.

¢ Thus, the provision for bad and doubtful debts may not be deducted from
profiis before tax. However, a new law (Income Tax Ordinance of 1984)
permits such annual provision to be deducted from pre-tax profits in the
case of overdue rural loans up to 1.5 percent of the outstanding overdue
loans.

e Income tax treatment of bad debt write-offs (loan losses) appears to be
discretionary. Such  write-offs, as deductions from pre-tax profits, are
disallowed in the first instance but are eventually allowed if tax payers file
appeals or otherwise persist in seeking reconsideration.

¢ In addition 10 the 60 perceat tax on gross profits under the income tax law,
the BB's Nationalization Order of 1972 provides for mandatory transfer of
net profits to the government, in the case of NCBs and DFIs,

Hence, it is clear that the accounting changes ushered in by the BCD in ijts
Circular No. 41 regarding interest accrued and loan loss reserve will, when fully
implemented,? have a serious impact on treasury revenues. To give an idea of the
magnitudes involved, the BDG received an annual average of almost T700 million
during the three-vear period 1981/82-1983,84 from the 4 NCB’s and the BKB as the
vield of the 60 percent tax on gross profits and the mandatory transfer of net
profits.  This amounted to 83 percent of the profits of these fjve institutions and to
4 percent of the average annual tax revenues during this period.

The fiscal impact of these accounting changes, once fully implemented. would be
even greater than mentioned above. In due time, the NCBs and the BKB would be
shown to be, at least, undercapitalized and on the verge of collapse. The MOF will
have to consider the allocation of fiscal and/or external resources to the
recapitalization of these institutions.

> So far, a relatively small part of the rural loan portfolio has been classified
into the prescribed categories by the banks themselves or by the Agricultural Credit
Inspection Department (ATID) of BB.
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Hence. it is important to seek the approval by the MOF of the ficcounting
changes. after briefing it explicitly about the fiscal consequences mentioned above. as
well as to bring to MOF atitention the need to make appropriate changes in the tax
treatment  of provision for bad debts, transfers to special reserves and loan loss
write-offs.  For example, it is clear that the 1.5 percent provision allowed for bad
debts is grossly inadequate.

Local Acenaostc

The Evaluation Team agrees with the conclusion stated in the RFP consultants’
studies that, with the exception of the changes in income tax laws proposed above,
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One  dssue woer o left unresolved in the  legal studies, which has since been
ciarified by local lawvers -- namely that the banks' legal recourse against borrowers

ot atiected by the fact that the loan may have been written off under internal
MUNg procedures.

Viabilitv of the Rural Financial Svstem

Since the late 1970s. the BDG has followed a policy of extending large amounts
of low-interest credit to the agricultural sector through the rural financial system.
The mechanisms adopted for credit delivery have led to an erosion of the viability of
the rura! financial svstem, as explained in the following observations which are based
on experience in Bangladesh:

a)  Generally, the rural financial institutions have, under instructions from the
BDG, had to. distribute rather large volumes of credit funds 1o the agricultural
borrowers over a period too short to permit a careful selection of creditworthy
borrewers.  The problems have been compounded because, frequently, the selection of
borrowers was made not by the banks but by the Union/Upazila Agricultural Credit

Committee (UACC). Thus, 1n the case of agricultural credit delivery, the
intermediary  banks have, by and large, not been able to select creditworthy
borrowers because of governmental actions. Although 1t is a statement of the
obvious. it needs to be stressed that if good loans are not made in the first place.
the reselt is bound to be poor loan recoverv.  This result is basicallv attributable to
gorvernment  pobcier, not to the poor performance of  banks. No rural financial

svstem  can be viabie unless serious attention is paid o the creditworthiness of the
borrowers.
!

b) The BDG has recently adopted several important corrective measures,
inciuding a reduction in the role of the UACCs in the selection of rural borrowers
and the introduction of the passbook system designed to give banks the primary role
in the celection of rural borrowers. However, given the present relatively  low
ceilings or loan interest rates, banks trv to keep down the costs of agricultural
credit el oery dargely by onot performing  or  inadequately performing  certain
imporiant  banking  functions  related to  the administration  of agricultural  credit.
These functions include the selection of creditworthy borrowers. loan analvsis, credit
supervision, follow-up visits and various quasi-technical assistance activities designed



10 encouriage «lose contact between bLanks and borrowers. The nonperiormance or
inadequate performance of these functions bears a causal relationship to low rates of
loan recovery. The relativaly Jow ceilings fixed by EB on loan interest rates do not
permit adequate performance by btanks of important agricultural credit functions.

¢} The BDG policy of channeling large amounw of zgricultural credit to rural
borrowers through the financial system in a relatively shor: period has aneother
important drawback.,  As indicated in the preceding paragraph, such a policy results
in high rates of loan default.  Over a period of two or three vears, the cumulative
effect of the loan delinquendies is to place increasingly greater strains on  the
financial svstem.  As a result, the BDG launches a Joan recovery ”ump"ien and curs
o ning in 1686~

;

SUNUTAE Crelilt dentvery DD e aLainst Lt

- e - .~ -l ; ~ FoS
A0 new zoriculturnl credit, 28 oceems 1o be han

down oon the

1

1

[4

4
[l
€

H

policy objective of achioving Justained Increases o agricultural production,

d)  For the twpical small farmer in Bangiadesh as in other developing countries.
it s of ithe uitmost importance - that he/she can count on a stable volume of

IR Y disy
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agricultural credit, vear aflter year. I the farmer had to make 2 choice, they would
prefer the certainty of receiving a smable volume of credit to the erratic narure of
cheap credit and would be willing to pav higher interest rates. which would still be
substantiallv  lower than the rates charged by the money lenders in the informal
market, in order to have assurance of the availability of a stable volume of credit.

e) Looking at the same issue from the point of view of the lending
institutions, they would be in a position to provide a stable volume of agriculiural
credit over ume, if and only if such lending was profitable. This means, in the
context of the nreceding discussion, that the banks should:

e Be allowed 1o choose the rural borrowers on the basis of their
creditworthiness:

¢ Bruild up their institutional capability to develop a long-term banker-customer
reiationship with their rural clientele -- a relationship that would foster the
creditworthiness of the borrowers; and

e Be allowed to charge renumerative interest rates.

Based on the above analvsis of the experience with the BDG agriculiural credit
policies, it i cicar that the results of these poiicies have run counter to the crucial
long-run policy cbi=ctive of promouing the viability of the rural financial svsten At
present. the rura! financial svstem in  Bangladesh s far from viable, G:\'cn the
massive loan losses {(and preliminary RBBUS data show a lower recovery rate in 1986
experienced in  the banks' agricultural credit portfolios and if all the proposed
accounting changes are implemented. the rural branches of the NCBs and the BKB
{and possibly the NCBs and the BKB themselves) would be shown to be in a
dangerously weak f{inancial position. Some may even show a negative net worth and

may need recapitiization.

In order tc remedy this highly unsatsfactory state of affairs and te atiain the
policy objective ¢f promoting the viability of the rural financial svstem. the basic
strategy for the BDG would be to undertake policy adjustments which would make it
profitable for banks to extend agricultural credit to small farmers. The key policy
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mcasure  would be to usher in a renumerative structure of interest rates. The
implementation of the policy measures supported by the proposed administrative and
accounting reforms would go a long wav toward achieving a viable rural financial

System.

The severe domesuic and external resource constraint makes it impossible for

the BDG/BL 1o continug providing the bulk of resources for agricuitural credit on a
subsidized basis. It is therefore, imperative that the NCBs and the BKB (as well as
private banksy be given sufficient incentives such as an adequate interest spread to
provide agricultural credit out of their own (deposit) resources. Consequently, in the
next round of privatization of the NCBs, the new private banks would not make it
rst order of hurziness to pull our of agricultural credit to rural borrowers (as

Role of Other International Donor_Agancies

Internaticrnal doner agencies, besides AID, are active in Eangladesh. providing
financial resaurces and influencing policy change.

The International Nonetary Fund (IMF) is active in the field of short-term
nacroeconomic management, with  emphasis on fiscal, monetary and balance of
navments policies.  However, given the importance of the loan recovery problem, the
reinforcement of loan recovery policies is included in the BDG "Letter of Intent"
that serves as the btasis for the current IMF standby arrangement. The World Bank
has the leading role, as part of its financial sector review, in trying to persuade
BDG 1t adoapt sound agricultural credit policies. The World Bank has withheld
disbursement  of a rather large amount of its program credit funds, pending
apreement  with BDG on an action plan for the recovery of overdue agricultural
loans.  There 1s the possibility of a sizabie financial sector adjustment loan from the
World Bank, depvnding on policy action of the BDG. The Asian Development Bank
(ADB) 1s aiso active in the agricultural credit field and generally follows the
leadership of the World Bank.

= The AID mission in Bangladesh maintains close links with the local
representatives of other international donors.  For close coordination. it is necessary
for AID to keep these donors fully informed about the progress of the RFP.
including supplving them with datz and analysis prepared by the RFP consultants,
after clearonce with the BB officers in charge of hie project.  Such coordination is
parucularly important st this time since these donors dre in a pesition to provide a
large amount of resources to Bangladesh as a quid pro aquo for sound agricultural
credit policies, while the AID involvement under the RFP in the future is likely to
be limited to technical assistance and analvtical support.
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Work Performed bv the Contractors under the RFP

Robert R. Nathan Associates

Robert R. Nathan Associates (RRNA), the prime contractor who was assigned
the largest shure of the tasks under the RFEP for a two-year period, has performed
very well amidst rather difficult circumstznces (for example, the delay of several
months in getting the computer . released from Customs and having it installed
properly). It has produced 18 high-quality studies, covering statistical. analvtical and
pelicy aspects, in addition 1o a final report in two volumes. Probably RRNA's most
valuable  conuritorinn wran finance policy making has been ihe conduct of  the
REBUS.  The «aaustcal data. when fully: processed and compiled, wouid give insights
not available previously on  kev aspects of the rural financial svstem and  the
benavier of rural bank branches, rural borrowers and rural savers.

'
st

While AID has alrecady extended the RRNA contrast for an additional vear until
September 1987, the Evuluation Team believes that another one-year extension of the
RRNA  contract up to September 198§ is necessary., In the judgment of the
Evalu~tion Team, this additional period will be needed in order adequately to process
and &nalyze the data and bring out the policy implications. The additional period
would be particularly useful:

¢ In having the policy dialogue with the ACD on a regular and continuing
basis, since the RRNA unit is now physically located close to ACD: and

® In implementing recommendations (presented elsewhere in  this paper)
regarding the initiation of &n effective policy dialogue with the MOF on a
wide range of rural finance policies (e.g., interest rate policies, fiscal and
financial implications of postponing action to improve bank solvency, and
fiscal impact of proposed changes i1 bank accounting).

Given the excellent relationship Dr. Cookson (RRNA) has built up within the BB,
it will be desirable if his services can be available for the additional one-year
extension.  Also, it will be useful if Mr. O'Donnell can return to Bangladesh for 2-3
months. to analyze the RBBUS results, given his familiarity with the Bangladesh
banking system, particularly rural branches.

Ohio State Linivercipy

In the original two-vear period of the congract, Ohio State University (OSU)
was largely concerned with planning and implementing pilot projects for savings
mobilization, and with a monitoring role in terms of the progress of the RFP
including occasional written comments on the material prepared by RRNA. OSU has
adequately performed the assigned activities. Its contract also has been extendeAd by
AID for one vear. During the extension. OSU is focusing 15 activities on analvsis of
transaction costs through the processing of RBBUS data and 1o organize and conduct
seminars on rural finance issues in Bangladesh.
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Dr. Fry

Under the RFP, Dr. Fry worked as the Interest Rate Advisor to the BB .nd was
responsible for the training of the Technical Unit at the University of California at
Irvine. The outcome of this part of the RFP has not been up 0 expectations.
Neither the IRAC nor the Technical Unit has functioned effectively for reasons
mentioned earlier, such us institutiona! problems within the BB and the inadequacy of
the training received by the Technical Unit to prepare it for the analysis of interest

rate determination.

Federnl Fecorve Panp of New York

Acuvity an this par
Bank of New York | BNY

inspection work of the ACID, who gave the ACID high marks for proficiency. The
FRBNY z2lso sent 2 foieign exchunge specialist to Bangladesh, who conducted a short

.

t of the RFP has been rather slow. The Federal Reserve
JNYY sent one specizlist to Baneiadesh to evaluate the bank

i

course or foreign exchanges techniques

Apart from these two areas, 1t has proved difficult for the FRBNY o0 determine
areas where 1t can really be of help, given the Bangladesh conditions. While the
benefits of another foreign exchange course are easy 1o see, other areas of possible
FRBNY assisiance to the BB are not so clear, in view of the vast gap separating the
two institutions. While the BR obviously needs institutional strengthening, especially
in the policy making and implementation funcuons, such needs would possibly be
better served i the BB could work out arrangements with other central banks in
South and South-East Asia.  Also. the BB may try to make more intensive use -of
IMF Institute training courses as well as of the technical assistance provided by the

IMF through its Central Banking Service.

RECOMMENDATIONS REGARDING FUTURE AID POLICIES

1) Through the RFP, AID should continue to provide the BDG with factual and
analvtical support, so as to narrow the gap in policy positions between the BDG and
imternational donors such as the World Bank. AID should nursue an active and
centinuous policy diniogue with the MOF regarding the RFP, since MOF is the prime
decisionmaker on rural {inance  icsues. In parncular, 1t 18 recommended that AlID.
througn the REP consuitants, prepore a pohicy paper for concideration by BB and
MOF regearding the appropriate interest rate spread in the case of rural loans.

some flexibility while fixing interest rate ceilings.  This mav take the form of the

BDG  setting on!y one ume deposit rate and allowing the banks to set other time
(&) - [e

deposit rates, or the BDG specifying a band or range within which the interest rates

for different tvpes of savings or loans mayv fluctuate.

2y The Evaiuation Team recommends that the BDG consider giving the banks

37 Itoas recommended that the JTRAC of BB meet regularly and function more
effectivelyv. as onginally envisaged n the REP, The Technical Unit of BN which has
recetved  special trmning  under  the  RFP should  be  institutionalized  appropriately
within BD and shouid be fully utilized a5 staff for the JRAC.



4)  With respect to savings mobilization, the Ewvaluation Team recommends that
deposit interest rates be Kkept under constant review so as 1o keep them positive in
real terms. and that anv restrictions on the frequency and amount of savings
withdrawal be eliminated in zn experimenial project. in order to monitor its impact
on the frequency and amount of savings withdrawals.

5) With  respect to  ¢he accounting  changes mentioned in the RFP and
impiemented- to-a great extent by BR. the Evaluation Team makes the following
recommendations:

ad For the voplementition of the ROD Circuiar Neo 41 of Deocembor 24,
1985, which cecks to ozt out o osondard system of classifving overdue
loans. 1t is of il importince 1o build up the inspection capacity of
ACID so that

i) It can complete the first inspection of all rural bank branches in
1987:

i) It can increase the frequency of its inspection of rural bank
branches from once in three years to once in two vears starting
1988; and

i)  The classification criteria specified by ACD, BCD, and ACID should
be made more precise through the inclusion of objective
indicators;

b) Pending the impiementation of (a) above, the banks should be instructed
to classify the overdue loans from their rural branches (without waiting
for ACID officials 10 classify the loans) and to report  such
classification to BB by the end of 1987. Thercifter, the banks should
classif vy overdue loans at least once a vear.

c) The BB should review the existing classificauon criteria for overdue
loans, in order 1to establish a simplified classification svstem by
performing and nonperforming loans. based on objective criteria as
suggested by the RFP consultan:s.

d) The strict provisions of BCD Circular No. 41 regarding the treatment of
accrued interest on overdue ioans should be properiyv implemented.

e) The MIS,i desigred to  give detailed information about overdue
agricultural loans, is currently  being implemented by ACD. The
Evaluation Team recommend: that, after the initial experience  with
processing the MIS data, the ACD may review the svstem in order to
explore the possibiiity of reducing the volume and the frequency of the
data requirements.



fy The provisions of BCD Circular No. 41 regarding the establishment of
bad debt reserves, whpnile representing a good beginning, should be
strengthened so that the reserves may adequately reflect the magnitude
of the problem of overdue loans. as revealed by the processing of the
RBEBUS. Alsa, MOF and BB should review the income tax rules In order
to facilitate the establishment of adequate reserves for bad debts as
well as the write-off of proven bad debts.

6) The banks should be encouraged by BB to treat each branch ds a separate
accounting unit and a profit and loss center.  In the case of the NCBs, the rural

tranches aiready propuere profin and less siatements. which would besome acceptable
with  the  onpienn ¢ the  recommendanions  regarding the  classification of

~

overdue deans (o be ounderichen at the branch level).  The staff incentive svstems
banke sheuld b Lranck performance rather than (or in  add
p

0
o ition to) the
srformance of the Bank as a whole.

4
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7)1t e recoromended  that AID and the RFP consultants continue to analvze
loun recovery problems on the basis of the RBBUS data, as a significant contribution
1 the format.on o0 BDG views on this issue. AS an interim measure, the existing 6
percent penalty on Jelinquent loans should be made applicavle to all loans and should
be deducted {roa the principal before disbursement, with the penalty refunded to
Yorrowers in case of toan repayment on time.

8) The crvaluation Team recommends that the RFP  consultants attempt to -
aquantify the fiscal impact of the accounung changes aiready implemented or
proposed. The RFP consuliants should also assess the need for fiscal and/or external
resources to strengthen the NCBs and the BKB through recapitalization. The RFP
consultants should also recommend appropriate changes in the income tax rules
governing provision for bad debts, transfer to special reserves, and loan loss write-
offs.

9) The Evaluation Team strongly recommends that the necessary reforms of
the NCBs not be postponed until the next round of privatization. Even without the
accounting reforms. the financial weakness of the NCBs should be obvious to the
potential bidders.  Also failure to undertake these reforms before privatization may
lead to the repetition of the earlier experience, that the banks under the new
ownership pull out of agricultural credit.

10) It is recommended that the BDG 1ake the broader concept of rural credit.
rather than aericultural credit, as relevant for policy action. It is clear that rural
developmzrnt 15 an imporant development policy objective.  The provision of credit
for rural transport. markeung and handicrafts s as important for rural development
as credit to expand agricultural production.

11)  The prime contractor (RRNA) has been given 2 one-vear extension under
Phase 11 of the project.  The Evaiuation Team feels that: (a) one vear is too short a
tme for the proy:r processing and analvels of the vast amount of data collected in
the RBBUS (for exzmple, classificavion of overdue loans by age) and (b) the AID
policy dialogue with the BDG will be more meaningful and more effeciive on the
basis of the tacts brought out in the RBBUS.  Hencé, it recommends an additional
extension of the RRNA contract tv one .ear until September 1988, It 1s hoped that
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Dr. Cookson will be able to stay for the additional year and that Mr. O'Donnell will
be available to continue his studies of the banking system, but now on the basis of
the RBBUS, for up to 3 months in 1987,

12)  The Evaluation Team recommends a modest amount of funding cut of
available technical assistance funds.  No recommendation is made for large infusions
of AID monev at this time. since substuntial funds are avajlable from other donors
such as the World Bank.

137 The  Ewaluation Team  recommends  that  the tume-frame  for  the
imeolemsnnten of  (he necded pelicy changes  be  viewed  ac extending  btoveond
September 1988 Acs lont as policy changes are in the desired direction, the RFP
activities should be continued bevond September 1988,

4} The proposed extension of the RFP will cover the activities of technical
assistance. policy diziogue and trainine. It is recommended that AID explore all the
avenues 1o extend the technical assistance and policy dialogue to inciude the MOF in
addition to the BB. For this purpose AID will need to receive from the contractors
a series of clear and concise policy papers for the BDG authorities, in addition to
the usual detailed studies.

15)  The facilities of the Bangladesh Institute of Bank Management (BIBM) and
the staff colleges of commercial banks seem to be adequate with respect to banking
training.  However, there is need to supplement the BIBM courses with regard to
problems of rural credit, particularly appraisal of rural creditworthiness, loan analvsie
and supervision, and appraisal of rural investment projects.  These courses would be
directed towards credit agents/farm agents of commercial banks in the countryside,
who would be responsible for performing field work with rural borrowers,

16) It is recommended that AID keep other international donors fully informed
about the progress of the RFP. In particular, AID should transmit the material
prepared by the RFP consultants, after receiving the clearance of BB officials in
charge of the project.

17Y  The Evaluation Team considers all the 43 recommendations contained in
RRNA Final Report, Vol. 1, to be important. However, the Evaluation Team has
included in this report those recommendations which it considers 1o have higher
priority,
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United States Agency for International Development
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