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EXECUTIVE SUMMARY
 

This report evaluates the U.S. Agency for International Development's RuralFinance Project (RFP) in Bangladesh. This $7 5-million project was authorized inAugust 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 andinstitutional reforms, an efficient and economically viable nationwide rural financialsystem that would mobilize rural savings and provide credit facilities to a broadersegme-nt of private farmers arid entrepreneurs. The project amount of $75 million was disbursed in three equal annual installments of S25 million each in 1983, 1984.and 1985. Prior to each disbursement. AID and ihe Bn Sovernn (BDGagcc7-Cd off eri. poi icy' can.ce. most whizhof' have teen :mpiemented. For theimplementation of different aspects of the project, AID has theutilized servicesthe following contractors and consultants: Robert 
of 

R. Nathan Associates (RRNA), theprincipal contractor; Ohio State University; Dr. Maxwell Fry, Chairman of theEconomics Department, University of California at Irvine: and Federal Reserve Bank 
of New York. 

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

1. To evaluate the success or failure of the RFP, one must understand whatwas originally intended in the projec:. We understand that a large block of foreign
exchange was to be used to he! r-lieve , the foreign exchange constraint onBangladesh development, thereby indicating U.S. to general policysupport the
direction of BDG, at the same tothe and, time, enter into or continue a policy,dialogue on the development of a viable rural banking system. We assume that itwas 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 temporarysuccess. Even if the policies were not immediately reversed when the funds ran out.the initial changes of pclbc, would reveal additional, deeper, problems not foreseenat the time of initiating the project. The establishment of the dialogue, with thepossibility of national discussion that might lead to better understanding of theproblems of the rural banking system in Bangladesh and the adoption of effectivepolicies by the BDG to deal with those' pro-blems, is much more important thanpushing a few particular policies through within a three-year period. Withunderstanding of the project's purpose, our general evaluation of the RFP is that 

this
ithas already achieved significant success, and if the dialogue with tile BDG is


continued. additional success is likely to be ach-ieved.
 

H-owever, this understanding makes it more difficult to state the evidence on
which we have reached our conclusions. Listirg particular policy changes 
 advocatedin the original RF project documents and then checking off those to which the BDG
has agreed 
 are useful but inadequate for evaluating the success of the project. Thedirection of movement in policy and whether AID is contributing by analyzing thepolicy options as well as the consequences of inaction, thus setting in motion aprocess of development in BDG policy thinking, are more important than whether 70percent or 80 percent of specific plicy s;cce,,icns in the orhzina RFP pie::dc,cument have alrcadv been :,chieved. In these terms, the R17P has been succ.ssful.The BDG has made a number of policy changes in rural han-ing over the past three years that appear to be in the right direction. Many of these have been the subiectof experiments and policy discussions between BDG policynakers and AID staff andconsultants. Additional policy changes have been discussed and appear to t'e agreed. 
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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 loar.s 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 *nterest rates should be calculated, as stated in the RFP project 
documents and in the letter of the AID "Dacca Mission Director to the Advisor 
F: . Z.- .D. , " . tr. ::0n'e a,"... tc h: b -e .,reed. The report of 

nch .;L- I!;2, C) 1; N(,!C'Y, :5:. -.C ee he iea n 
1er C':.' in ter s t rate ca!.:ulatic,n ...uii <ir with th- deposi- interest rate necessary 
to provide, a poiti.. real return to '.:vers and then add enough percentage point. to 
cover the banks" cost of credit deliverv and loan losses, and provide a small profit. 
Given this agreement on the basic method of calculating a rational structure of 
interest rates, the problem btcomes a manageable one -- that of determining the 
basic facts on administrative costs and on provisions necessary to cover loan los:,es. 
These basic facts are now available through ihe Rural Bank and Bank Users urvey 
(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 hat functioned effectively, because of institutional problems within the BB. 
The effectiveness of the IRAC would be enhanced by the work to be performed by 
the RFP consultants to ascertain the basic facts relevant to interest rate 

determination. Also, the RFP consultants may associate the Technical 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 proj2ct period: this has had a favorable impact on savings mobilization.-
However, there is some recent evidence that interest rates on some types of savings 
accounts have not remained clearly positive in real terms. Hence, there is need for 
a continuing scrutiny of deposit interest rates to ensure that they remain positive in 
rea! terms. The short pnlicy par.,ers. which it is suggested that AID and the RFP 
consultants should prepare. might also 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 
type of savings instrument (say, six-month time deposits), le'a'$ing the banks free to 
set other rates. 

While the RFP consultants have worked with one commercial bank in one 

experiment on how to sell existing savings services, the results cT this experiment do 
1 • T -r-.e, , . I , I " eec! t.o a f llow- u e :, r;mmen t th a 

;neorpn)rat.e'd the re.sults of th,- fi isl e:periment and then some c:..ar inalysis of 

results before the banks could make some use of conclusions. owev''r. we havethe -
some doubts about whether experiments should test whether selling technicues should 
be tested before considering whether the savings instrument has tlht right 
:1v,,ract.-rwvtics to be attractive to r,eople in rural Bangladesh. In particular. we 
wot id suge.!et that at.-ntion he :c!vcted to finding out whether the lim ititi(,nz or 
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withdrawal of savings currently in force constituterural a serious psychological barriersavers whose toprimary motivation may be toemergency build up resources available toneeds. In meetother countries,
proved to be 

allowing unlimited withdrawals of savingsthe change that hasis most effective in encouraging rural people to keeptheir savings in the banks. 

5. The existence of a large amount of overdue agriculturala serious problem, and loans is consideredthe World Bank, in particular,BDG to collect arrears. is applying pressure on theThe RFP approach to thi.s problem atstarted . wa! to- urge several major chanes 
the time the project 

that would in the commercial accounting systembankcause failure to col!ect loans 
sz:i! ,,, 

to show up in the banks' profit and lossas ...d reast in profit. Thi ',':ould n,: -
c .r i5n hc ,aks2: n ,
:t t:: c! L .: .-..e i i? .-. 1. u i... y . -." .¢.. * ...... , . '. .i so. . ..',-. ... 1i -. t efs cr 2ota S:atI' . . .Ti '.,e '"t"Ln :ore dire ,t!,conn.ctt..ioa.. and co!hct :c rts to mai-:e .oodthem WVhile the. accou0,ntine changes were being imlcmented,RFP consultants thewere to study the arrears problem
recommendations and make specificon how to improve loan recovery.
 

The s'.riousness of th 
 probli-n of overdue loans wasthe accounting rules not fully reflected underexisting when the RFP began.large profits by accruing interest as 
The banks showed artificial 

current incomeloans, even on those that 
on all outstanding agriculturalwere long overdue and obviously would neverThe RFP gave priority to the be repaid.implementation

the classification of several major accounting changes,of overdue loans by recoverability and b.interest as income only on ag-e, the accrual ofloans that '.,ere considered as likely to beestablishment recovered, theof bad debt reserves (provision) for overdueto be recovered, loans considered unlikelyand the write-off 
to meeting the objective 

of bad debts. These changes are also necessaryof rationalizing
make it possible for 

the interest rate structure, since they wouldthe banks and the BDG to know what interestwould be necessary ;'or the rates on loansrural branches of the banks to break even or make areasonable profit. 

All of these accounting changes
the BB, 

have been promulgated in reasonable form bymainly in BDG Circular No. 41 of Decemberimplemented 26, 1985, and are to beover period of two to three yeais. The staff incentive systemsbeen tied to havethe results achieved under thebasic new accounting rules. Makingchanges in a three-year period theseis a major accomplishmert.several problems that will need to be 
There remain

solved if the full impact intended is actually tobe achieved: 

The classificat;-n of overdues into "los:),. "doubtful." and "subsandard"the basis for imiting the time which ison which overdue interestcurrent income, can be accrued as 
(ACID) 

is to be made by the Agricultural Credit Inspection Departmentinspectors, 
once 

who can inspect the rural branches or, a schedule of onlyin three years, given current resource constraints. Since thenot followed the practice of making 
banks have 

agricultural loans, there is not vet 
their own classification of overduethe basis for timely implementationprovisions of Circular of theNo. r,41accrul u.f(oveijul int,rest ,.in .'.' -,as currtnt incutn'e. l! a~ Cc- n cm-i " 

Preliimin;iry antiysis of the fPRBBUS t:,1aindjicat es thetarget for the of 
4 Pe rcent of purtfolioestablishment had debt reserves, specified in Circular No.to be achieved 41over four years.

" t h . ~u s 
e nuid be gros.sly inadequate. :iven the FI"- :and.2.'f -, 



viii 

Staff incentives are still calculated on the basis of the overall results of a 
bank. For the incentives to have the intended on loanaffect collections, a
rural branch 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 probably too early,
to judge whether there is any impact on th'e borro ers' choice of whether to 
pay on time. It is doubtful that there will be much impact, since the borrowers 
are probably not interest-rate sensitive. The psychological impact might be
hei-hr.nucdI . at tht tie a lcan is m.. the a..unt due- is stared, including 

~c.rrc er, wioo p:> romIptl'.. In Inc, crisi:. t:tis Ql, to the,eems make 
borrowers more, conscious of the need to puy time.on 
6. The full imple entation of the above ac :ounting cnhn,s will have a major 

impact on the financial position of the- banks and on the BDG fiscal position. They
would t ring into 'he opt.r what has bt!en obscured by the accr-,ounting practices
existing,, bfo e the RFP that js, that the rural branches of the national 
commercial banks (NICBs) and the Bangladesh Krishi Bank (BKB), and possibly the
banks themselves, are in a dangerously weak financial position. If they write off all
their bad debts, some may show a negative net , o'rth and have to be recapitalized.
If the BDG tries to privatize more of the NCBs before their books reflect the true
situation and before they have been made financially viable, there is the danger that
the pri'.ate investors either wil! 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
Ioa ns so that the cost of funds, administrative expenses, and loan losses are 
ao.-ouately covered. 

Tile 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-year period 1981/82-1983/84. These profits

appear to be largely fictitious, so adjusting accounting system to thethat the reflect 

true position will virtually eliminate this source of BDG revenue 
 for the first few 
years after the change is made. Even if the loan interest rates are increased to

realistic levels so that profit.s are no ioniier fictitious, the need to make tax policy

ch:ine: related tc, provision for bd and doubtful 
 debts and the write-off of bad
 
debt will d-lav the impact BDG revenues.
.avorable cn 

It is t,nderstindabie that the BDG is reluctant to introduce all of these
accounting changes suddenly, but prefers to up to the accountingwork final system
over a period of several years. It is not clear whether this will enable the BDG to
arrive at the intended goals while avoiding any loss of confidence in the banks and,
simultaneously, finding revenues to thoseother replace now generated by the banks'
accounting system. Seeking foreign aid to assist in recapitalizing the banks while 
the ac--cunia ch: rcsare intituted may bt., more likely to achi..v :,cess. 

-.Iie s.e ri .us p robl, mn in the recovery of a ;ricuIt i.ira ns, which has 

end:ineer.d hank soivrnenc, is basicaly due co the bankers' havin.i made bad loans in
the first place. Aside from the lack of bank staff incentives connected with tile
financial r,-ults of' their "anking unit calculated to reflect loan collcction experience, 
a mor,07 i'ton ti,,xr :ad ioas ap!)e:irs to be the haste with which many loans 
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were made. This was 
by 

in response to the BDG's Perception of an emergency, causedflood and drought, which demanded that thereplant. The BDG did 
farmers receive immediate credit tonot have confidence that the banking system would be ablerespond this toto emergency if normal banking PracticesAgricultural were followed. UnionCredit Committees were thereforecouncil menbers :n 

set up to enlist the local governmentchoosing borrowers. The ba.R staffexamine the cr.ditworhiness did not have rime toof borrowers with '.horn thev hadrelationship. The no past bankin2banks staff were told to move money, and they moved it. 
The BL'G appears to satisfiedbe that this rapid release of creditdecision. Indeed, if same was a correctthe situation arose today the BDG wouldtecause the Ctuntr' " 

do the same,Connot 2ff'r,r ! mist IF Cc ri , c I I1 . ... ......... 
 e even
Sensec id;ce i 
L' ~ 

a 
' rc, l o p that thee \"e.L er..in :rr .er d-',iiinC


' ears. followed by a credit Sq Li wh n ttt e 
and iarpe arrears in later1....
v, :,crriientY.e h.t r-,:u w hIIh theinternational i urgin- ofdonor a-encies, tries Fetto tough with borrowers to collect these 

arrears. 

Tis choice will continue 
point that gcvernment has 

until the rural bank61 system has developed to theconfidencethe that tht. system will meet suchemergencies as th. need routineto replant after flood ordevelopment drought. This involves theof solid relationships between bank and borrower overseveral years so that the a period ofcreditworthiness of individual borrowers is to thebank. knownOf almost equal importance in helping rural people to meet emergenciesprovision of approp:iate is thesavings instruments that encourage them to build up apersonal financial reserve that is available immediately \when it is needed.
 

In Bangladesh, is
it difficult 
which the 

to have a relatively emergency-free period duringrural bani: branches can buildrelationships. up these long-term banker-customerHowe ver. AID and the RFP consultants can serve a role incontinuing usefulto emphasize the importance of building a financially viablesystem that is able to rural bankingprovide a steady, reliable flow of bankin services; meeting all,%itmate demand for credit 
reliable savings 

for any type of rural enterprise; and providing safeservices with savings instruments appropriate to peopleBangladesh. It is important to -stick 
the of rural
 

mind 
to basics, keeping long-term institutional goals
in during policy discussions with 13DG and a"oiding further disruptionbanking system's stability by crash .rams 

of the 
pro of "'if iou.s kinds, including those toforce the banks to collect arrcar, by cuuine off their S of new funds.S. The AIL)- sponsored p iit ;: ie in ...
 

.....
and the RFP project ine saa' 5edit. which precededdocume,, both emphasized the RFP,cr,.,, for all types of enterprisethe rural areas, rather than agricultural credit only. There 
in 

there is 1a was a recognition thatneed for sourc?,; of empiovinent in _%, rural inagricultural production. Thi. 
areas addition todiversification 

the financial 
of loan portfolio is also necessary forhe:lth of the rural branches. Thc appearsRF' 
 to have driftedinadvertently into nearlyrural exchlsive enpilasis on agric= :uial creditcredit. The ori...inal enphasis rather than generalof the RFP 0. credit forenterprise nee,ds all kinds of ruralto b rt-tored. Th ,vi t:. .cont~ntUe. its anal',,> the 

. - :., i when RRNAof 1131W.S dat:l on term ,-. and ncn.ir'ricUltulral credit ofth rural branches. 
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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 valunble analytical and poiIcy studies and in designing and 
conducting the RIBBLIS, which is an excellent 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: 

o 	 Through tae and on ba:-is the AID:. RFP lh- o:" RP.IBLUS data, should continue 
to' pr:',.id. tw-. T .tr\, t! F i::'.. e N i and :he B13 with andfactual
2.nal v,,cal su;?port: to ptursue an active and continuous policy dialogue with 
MOF and 131B, including. in particular, the preparation of policy papers
regardinp the appropriate interest rate spread for rural loans, and to analyze 
loan recovery problems. 

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

* 	 To implement fully the accounting changes contained in its Circular No. 41,
tltc BB should expedite the classification of overdue agricultural loans by the 
ACID inspectors and should require banks to undertake their own 
classification without For future, the classification fordelay. the criteria 
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 by the processing of the RBBUS data. 

* 	 With the full 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 incentive systems to branch 
performance ratner than (or in addition to) the performance of the bank as 
a whole. 

a 	 The RFP consultants should attempt to quantify the fiscal impact of the full 
implementation of the accounting changes, including revenue, loss and need 
for recapitali:ation 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 neces.;arv reforms of the NCBs should not be postponed until the next 
round of rriv:uitation. so a, to aver, the rpetition of the earlier experience 
that han ,s, after priv;iizatin, pulled out of agricultural credit. 

http:pr:',.id
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* In policy discussions with BDG, AID should help clarify ideascharacteristics about theof a rural banking system that can meetpeople the needsof rural Bangladesh. The of thepeople should be able to depend onrural banking system to provide the capital they require for 
*-he 

enterprise any legitimateby which the, can increase their incomes, sothemselves credit,.vorthy long as they showby repaying loans on time. Theyplace their should be able tosavings with the banking system knowingsafe. that their savings arenot on, from theft of fraud but aiso safe from inflation,in full -when needed. For the 
and available

rural banking., system to be dependable. it must
be financially viable. 
... :, 
 I: jj ' v \r '-, , . Z;X i 
 M.1"Z 
 .tt'C-s
ae hi~h eno gh to co e
 
cost of 1v s!,:ini:.tr'iv. ,;c 
ss a d loan losses.brlader It aiso involvesm the lanoporfo!io 
and 

of the Tura! branches beyond agricultural creditthe BDG's allowing the Lank.s to build up capital as reserves,earnings, or :didi na; retained
stock distri-ut ions from after-tax profits. 

* To ensure ,zlosL c:-ourdination, AID should keepinformed of the progress the other donors fullyof RFP. Particularly useful will be thedata analysis produced supply ofby the RFP consultants, after clearing its releasewith BB.
 

e To incorporate the results of the RBBUS in theMOF and BB, AID policy dialogue withRRNA should be given an additional extensionuntil September 1988. of one .'earAs long as the policy changes are indirection, AID should find ways 
the desired 

to extend the RFP activities beyondSeptember 1988. 



BACKGROUND
 

The S75 million Rural Finance Project (RFP), based on the results of the earlier 
implementation of the RFP, was authorized in August 1983, with a five-year life of 
project (LOP) and project completion date of June 30, 1988. 

The purpose of the project was to create an economically viable nationwide 
rura! financial systom. through the adoption and implementation of policy changes 

e icenZy of the I,::. id-sh rural finariia! syc,;tm and to eliminate existing, econoi,;c
distortions. TIrough the achievement of this purpose, the rural f; z.ncial svstem 
wuu;d mubiiize savings and provide credit facilities to a broader segr. nt of private
farmers and entrepreneurs, and thus attain the project goal of acccitratine food 
production and expanding employment opportunities in rural areas. 

The project amount of $75 million was disbursed in three equal installmants of 
S25 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. 

* 	 Ohio State University (OSU), under a Cooperative Agreement for Rural 
Savings for Capital Mobilization 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 Economics Department. University of 
California. Irvine, under a host country contract with BB, has provided
consulting services to review monetary and financial policies with the 
objective of improving the two key functions of the financial system.
namely, providing an efficient payments mechanism and conducting efficient 
financial intermediation. 

* 	 The FRBNY under a Participating Agency Services Agreement (PASA) has 
provided advisory services to improve the efficiency of BB operations. 



In 	 order to conduct an evaluation of the RFP, AID contracted for the servicesof the consulting firm Development Alternatives, Inc. 	 (DAI), which sent an EvaluationTeam, consisting of 	 M. Haris Jafri and Richard H. Patten. to Bangladesh in
November-December 1986. 

Scope nf Work 

In the original scope of work drafted by AID in Spring 1986, the purposes of
the 	evaluation were enumerated as follows: 

a' 	 Tc, re',-,.w Nd ::.s hther :i, ons -,r-d on by the BDG affectin, the
interes: rate ,tructure. savings moiHiiation, and Ican recovery, hiave been 
effectively tal;n. 

b) 	 To review the proiect performance against the project purpose, goal and 
strategy as stated in the NMay 1985 project paper.
 

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

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

To accomplish the above purposes, the Evaluation Team was expected by AID tofocus on and to provide answers to the following evaluation questions: 

a) 	What policy and procedural changes, have occurred in the rural financialsystem since project inception? Are these positive changes? Can they be 
attributed to the RFP? 

b) 	Are these changes likely to lead to bettera financial system? To whatextent have they already done so? Is the financial sys-tem reaching a
broader segment of farmers and entreprcneurs? Is the financial system
more economically viable now -han it was v'hen the projec, began? 

c) Was the technical assistance approach effective in achieving project
outputs? ow cou'd the technical assistance be more effectively utilized inproject irnm le1rnentation? Hlow could the policy dialogue effort have been 
improved? 

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

e) 	How does USAID's assistance to the rural financial system complement the
efforts of other donors? To 	 what extent can the effects of USAID'seffort t-. d from h fCsothr ci Jnors? Loe the ipact of USAID 
involvement iusfv th,, commitment of $75 million? 



In order to provide answers to the above questions, the AID mission inBangladesh prepared, in November 1986, a revised of workscope to be performed by
the RFP Evaluation Team. This revision takes into account development, in theBangladesh financial sector as well as in th2 RFP since the original scope of work was drafted in spring 1986. The revised scope of work, which was given by the AIDmission -o the Evaluaton Team on its arrival in Bangladesh, amplified Tasks A to H
in the original scope of work as follows: - 

"1-2-z-: (A): Re\it.,'v briefly the role of the donors in the
key policy dialogue process 

AdiW1'icn: Hc, can RFP objectives be incorporated into World Bank and AsianD, n b~ank prog-ain! involving rural finance? What is the potential for
furtherinL, RFP objectives via these :?rogrdms?
 

T, (13_: R 
 the noIlcv dahue issues addressed over the LOP and assess theapp: ,)priateness and effectiveness of the project in precipitating structural and 
proceiiral changes in lhe rural financial 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,

technical assistance provided by the contractors to the project. 

and
 

Addition: 

- 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 research bethe plan 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 consultants? 

Thvl: tDy: Determine if the effects of the project's policy dialogue, technical 

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

Addition: How can RFP technical assistance, research, and studies be further usedto attain the expected project outputs? Is there still scope for policy, dialogue
under the RFP or in conjunction with other USAID projects/programs? 

Task (F]: Determine which structural and procedural changes in the rural financial 
-iouldi,-. aJ re:,,ed tr i s project. 

\ddi ion: Respor: e to the- Ta:;k T3 addition will indicate to some extent structural
and procedural changes in the rural financial system that the project should pursue
bec ween now and completion of' lie project. 
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TaF- (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 contractu'il arrangements and roles of all four contractors. 
particularly tht of RF.RNA. and determine if the functions and responsibilities of each 
are :-pr.p: 0Y:L- - e zon:k.i: aU Try a:m d i.sclt b e l' i or an arrangement 

Addtin: So=;e coamnt on !the ff..-:, woe:.. of thv c-ntratual arranz'ements anc 

roles o the four contractors would be useful in terms of evaluating the project. To 
provide future direction for the project, ho% ever, the Evaluation Team sha;uld review 
the current PASA with the Federal Reerve system. Should the project work of the 

Federal Reserve system be re-defined? Does the planned agenda for U.S. and in

country training still make sense? How can this resource best be used? 

Task _(1-l: Given the analyses reiested above, make recommendations for improving 
the effectiveness of this project. 

Addition: Does the record of tl-e 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 wee!:s) and in view of the fact that the AID Mission had 
already extended the contracts of RRNA and OSU for one year (up to August 31, 

1987). tne priorities of the AID Mission with respect to the issues involved in the 
scope of work are summarized in the following excerpt from the "Adendum to the 
Evaluation Scope of Work" of November 1986: 

"In the liglt of the recent turn of events, the evaluation team's views on 
how the han recovery problem should be tackled would he particularly 

-useful . . .. Cnerally spe-aking, recent event underscore the need for a 

"forward- lc in" evaluation, one that assesses the future direction of the 
Rural Finance Projec. rather than th, progress to date. In addition, as 
USAID looks beyond project completion, it .velcomes the evaluation team's 
views on whether and how USAID should continue to be involved in the 
Bangladesh financial system." 

N t o I )IC11 

Thu Ea ution T::im rc iewed the enormou5 volume of availnble data on the 
RFP. inaudin; the priect paper, the project documents such as the scope of work. 

prop res report. and iec nical studies related to the work performed by each 

contractor. The two-%olunie final report and 18 technical ppers prepared by R RNA. 
as well as the reports drafted by OSU and by Dr. Maxwell Fry. were studied. The 



Evaluation Team also studied 
BKB, 

varicus report. and papers prepared by BB, IOF, NCBs,and the Grameen Bank, as well the reportsas of the IMF, ADB and the WorldBank. In addition to tile review of the written material, the Evaluationdiscussed policy issues in meetinug: with officials from US.-\ID-Banead'esh, 
Team 

BB, .MOF,NCBs. BKB. World!MF. Ban': and the RFP contattor_ ('.RNA and OSU). 

Composition of the Evaluation Team and Time ahie 

The evaluation was conducted in Dhaka (Bangladesh) during the periodNovember 18-December 16. 1986, by a team assembled by Development AlternativesInc.. ctnKi c:'i Mr. M. i!ris Jafri and Mr Fi.:7vard 11 ':.:::1. Before eo n_ 

rLZgt1Vrni i,; th-i, LS.iD Project Cam,,., on of\Vhjii ptAr: Ame'aErepn an draftd uonduring the teai's s:ay in Bae0u.ei, he report ",as drafted inW\ashir,-' on b\ Mr. Jafri during December l 8 6-Januarv 1987. The draft repor wassent for review to Mr. Patten in Indonesia in February 19S7. and the final version:ncorporatinz Mr. Patten's comments was prepared by Mr. Jafri in WYasiton in 
M ,h ICE -. 

FINDINGS AND CONCLUSIONS 

Overall Assessment of RFP 

Based on a review of what has been accomplished with the RFP. as discussedbelow for the major problem areas of rural finance, it is the view of the EvaluationTeam that the RFP can be characterized as having achieved significant success interms of its objeccives and purposes. In some problem areas. success must be 
m.easure-c in termns of progress in analyzing the problems, in bringingconsequences if some of the current policies out the seriousand practices are allowed to continue.and in convincing the BDG to undertake an urgent consideration of corrective policyactions. In other areas, the solution of one problem, or analysis of data gatheredduring the project, tends to reveal a deeper probl'em not fully understood at the timethe RFP began. The project should continue to produce significant improvements inthe rralI bankin system of Bangladesh as a result of conainuing the alread,'
establ ihed dialqut, with the B3DG. 

Be , iva oft' perspective, the J-,a.iuation T<arn wishe, to point cut tht'that thret..er titnt-frame for the realization of some of the objectiveswas short be and purposes theRFP ton to realistic. Given structural 
of

the problems of Bangladesha'riculture, the politicil constraints, and the long-standing institutional andadministrative deficiencies, a period needed themuch longer is for achievement
the ohjectiver and pur,oses enumerated in the project paper. 

of 

-Anotherr factor that may. in part. hav, slowec the pace of poiicy reforms isthat the 1313 ha Woen the ,\Clusive f,- O S th niZ : V.i rriVthe lifI. and can zentlv the pol'v diO,.uv ha Ween conducted 
nier 

largely Ath the13H nu'nu:,r ii . Inf:" "' the ,Iinstr, of Finanice 0.10F) Also h. real decikionmr:fin~ atiw, ,rity. ,v en with respec to ciedit and interest rate policies that aretechnically within the competence of 1313. If means could have been found to 

http:Bae0u.ei
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in the RFP program of technicalon a more regular basisassociate the MOF 
in achieving policy reforms might have been 

assistance and policy dialogue, progress 

faster.
 

approach the RFP, that is, the
The Evaluation Team feels that the basis of 

foreign exchange by AID to help relieve the 
disbursement of rather large amounts of 

development simultaneously, to 
foreign exchange constraint on Bangladesh and, 

regard to rural banking, has 
support the BDG ir,undertaking policy reforms with 

has madeConsiderable progress been (as
produced many of the desired results. 

of this section) toward the attainment of the outputs expected
discussed in the rest 

thinking and the ensuring process
the end c tC project. The ferment in policy consequences inby s :a L% RFP is likely have far reachingochar2: mc~n- the to 

the ye-as to c.m,. prvided AID does not get fatigued and withdraw from the 

project zoc, quickly. 

Interest Rate PJiicies 

project paper, movem:nt toward the objective of interest rate 
In the RFP 

two change an increase in interest rates and 
rationalization involved policy activities, 

Interest Rate Advisory Committee.the establishment of an 

Interest Rate increase 

The project had initial success in the increase of interest rates. A service 

added to the basic 12 percent interest rate on agricultural
charge of 4 percent was 

was with charged by BB to
loans. A "refinance matrix" instituted respect to rates 

rates plus the banks' head office
the commercial and agriculture banks; the refinance 

to 
charges to the rural branches are high enough to encourage the rural branches 

try to mobilize savings. 

The 16 pe.-cent interest including service charge for agriculture loans was less 

2.4 percent which AID estimated would be necessary to cover lending costs
than the 
and provide a small profit, but it was a significant step in the right direction. More 

the basic idea that the interest rate calculation
important, the BDG has accepted 
should begin with the rate nocessary to provide a positive real return to savers and 

then add on encrh to cover the banks' cost of administration., a charge to cover 

profit to at Lank lenoing rate.' This reverses
loan losses, and a small arrive the the 

method followed in many countries of first setting a lending rate with 
customary 
which political leaders and government bureaucracies feel comfortable, then 

which
calculating subsidies and underestimating costs to arrive at a cost of funds 

paying a negative real interest rate on savings. Agreement on the basic 
implies problem one
method of calculating a rational structure of interest rates shifts the to 

onof finding the basic facts on administrative costs and provisions necessary to 

cover loan losses. 

Report of the National Commission on Money, Banking and 
1 As stated 'in the 


Credit.
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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 facts about actual aciministrative cost 
and loan losses on whch the BDG might make further adjustments to tile interest on 
rural loans. 

Hence. it would be wortihwhile for AID and the consultants to prepare a p2per 
for consideration by BB and the MOF detailing the actual cost of funds, 
administrative costs and loan losses in rural lending as found in the RBBUS survey 
and the interest 
smali, profit1. 

rate which would need to be charged to cover these costs plus a 

This calculation will indicate a lending rate which wili probably not be 
acceptable to the BDG, mainly because the loan loss rate is still hieher than they' 
will be able to accept for the long term. This would be a useful line of thought and 
conclusion. The analyses should po on to show the same calculation of final interest 
rate based on lower loan losses. If. accordin to the RB13US, 30 percent of loans 
are defaulted after a period of four years 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 administrative 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 analyzed 
and data for non-agricultural loans of the rural branches will be analyzed in the 
future. While the Evaluation Team wou!d urge that AID re-emphasize lending for all 
types of rural enterprise, rather than only agricultural lending, the suggested paper 
to the BB and MOF should not wait until analysis of all types of lending is complete. 
As the other RBBUS data is analyzed, additional papers of the same basic type, plus 
one showing rates for a blend of different types of lending will provide an 
opportunity for continuing dialogue on interest rate policy. The subject of short
term agricultural loans is currently 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 discu:ssions because of the work of the consultants 
which provides the most solid data available on the actual situation at the level 
whe, e iomins are mlu.k. 

The RFP project paper assumes that the BB or the government will continue to 
set interest rates in detail. It does not suggest that the commercial banks might be 
given some flexibility in the setting of interest rates. Consider-lion should be given 
to the government's setting only one interest rate on savings, say the six-month or 
one-','ear time deposit rate, and allowing the banks to set the other savings rates 
above or belo-,v this rate. Alternatively the government might allow fluctuation of 
interest rate's within a band for each type of savings instrument or loan. The 
resultant moocent o1 intc;Cet rates wittin tile band or arourid the basic rate would 
provide additional information to the authorities in their rate setting decisions. 
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Interest Rate Advisory Committee 

of an Interest Rate Advisory 
paper set the establishmentThe RFP project process.

part of the interest rate rationalization
the secondCommittee (IRAC) as 

advise the governor of the BB on 
supposed to meet regularly to 

This committee was 
on lending, savings, and refinance according to 

of interest ratesthe adjustment 
and loan recovery.

trends in inflation, administration costs 

appear to have functioned effectively 
was established, but does not

The IRAC 
BB. changes in the interest rates 

within the What 
of instittifo,. pr-blems appear tobe :ause 

initial ir-creae in the agricultural lending rate 
made ;incenave been IRAC. 

e -nd endorsed ex-post by the 
havt been dezided h rsC'whe 


which would prepare the
 
a

The IRAC was to supported by technical unit 
of thisbe 

Five membersthe committee. 
studies anc recom inenldations required by 

appears to have been 
under the RFP, but their training

Unit were trained a regularTechnical them to produceThis has enabledto econometrics.largely confined 
prepaied them independently to undertake the needed 

statistical series but has not 
be economist in charge of 

There seems to no
and recommendationspolicy studies would be appropriate for 

for directing studies which 
group responsible 

rate recommendations.the 
by the IRAC when making interest

consideration 
the material which 

above, the material from the RBBUS is basic 
As suggested interest rate 

future by the authorities who make 
nearbe considered in the on actualshould RBBUS findingsout the 

decisions. In preparing the paper setting 
may involve the members of 

costs and loan losses, the AID consultants 
on whichadministrative the type of analysis

Unit and help them to understand
the Technical work is finished, the

By the time thisbe made.interest rate decisions should 
of the BE for the next five years will be 

the upper-level managementcomposition of Unit within BB can bethe Technicalto institutionalizeand the question of the unit'sclear 
rationaily. 

how 
We would emphasize that the key to 

considered more is capable of anticipating the 
by an economist who 

usefulness is management toauthorities and designing studies 
needs of the interest rate setting

information 

meet these needs.
 

Sa\ in! m,.iobili7tion 

groNth of savings and time 
euphoric over the phenomenal

Before cne becomes may look 
the past 10 years (a 22-fold increase in nominal terms), one 

deposits during deposits in the same period). 
terms (with a tripling of total 

at this growth in real is clear that there 
a better perspective. It 

The latter comparison certainly provides 
of the rural economy and spread

trend towards monetization
has been a significant 


habits in the countryside.
of banking 
enormous expansion of 

obviously been induced by the 
Mu1ch of this 'ro"vthi has 

of iural credit (13-fold in the past 
in the same period) and 

rural branches !four-fold "loans create deposits"
to the textbook adage,

without referenceears), even takenThe savings growth that has 
important qualifications).(subject 

has 
to 

merelyv 
several 

scratched surface of the known savings potential (through
theplace be done.to 

RR'A sur\eys) in Bangladesh. Certainly much remains 
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Deposit interest rates have, on the whole, remained positive in real termsduring the project period. However, for savings accounts, the most importantcategory for rural branches, the rates have been negative (for savings bank accountswith checking facilities) or barely positive (for other savings banks accounts). As aresult, the weighted average of deposit rates have varied in the range of 8-9 percentin recent years, which is hardly positive compared to an inflation rate of roughly 9
10 percent. 

The RFP Evaluation Team believes that the mairtenance of positive real depositinterest rates is basic to savings growth. If this interest rate policy is maintained,rural savings would steaidilv -row -ver time. This process woud be acceleraed if
iI e r- rnar ic Utiiize the CX,:an in ra ,truz:ur- 0 rural branches.such a V\ari,:,us Types of 0utreac" proper.ms and exp -!rimen al,'piot projects
undertaken and/or proposed by RRNA and Ohio State Univers-ity (OSU). The conceptof mobile banking facilitv is an interesting one, especially in the geographicalcontext of Bangladesh, but the estimated costs/benefits need to be carefully examined 
before it is initiated. 

Experience in numbera of less developed countries (LDCs) indicates that theabsence of any restrictions on the frequency and amount of savings withdrawals hasstimulated 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 orliquidity 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 thishypothesis under Bangladesh conditions through an experimental project. 

Loan Recovery Improvement 

Since the loan recovery rate for short-term agricultural loans has gone downduring the project period, it would easy to thebe jump to conclusion that theproject has a in policybeen failure this objective. The Evaluation Team feels that
this would be a superficial interpretation. 
 Under the heading "Loan RecoveryImprovement." the RFP - project paper lists accounting changes, revised penaltyinterest, and 
 incentive asa new system the initial activities which would beundertaken before technical services were niade available. Studies to be undertakenby the consultants would provide the basis of a loan recovery review which would
indicate additional activities to, irnro,.e loan recovery. 

The questions which should be asked in evaluating the project are: (I) whether 
the policy change activities related to loan recovery suggested in the project paperhive been undertaken; (2) whether they have been completed; (3) whether studies bythe RFP consultants have indicated additional activities beyond those originallyprojected and have these have accepted: and (4) when these policy changes could
begin to show effect in improved loan recoveries. 

http:proper.ms
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Accounting Changes 

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 
recover%, or losses. Thereafter. the system of incentives to the banks' management 
and employees would be adjusted to encourage loan recovery. 

The first of the acccuntinmo chances listed was the development of a " 

standard system of defining, classifying and reporting -overdue loans." The Banking 
Control Department (BCD) of Bangladesh Bank's Circular No. 41 of 24 December 1985, 
and the previous circulars incorporated by reference in Circular No. 41 set out a 

............ ... :..rnd c ifvinr o',erd.... lcans. From the standpc int of 
hto --. t,,vo :-"-' with the .assjfjcaticn system remain. First. the1 circular 

states that the ir>_,e-tors of BB will do the classification. Since the BB inspection 
teams o,. to a rural branch about once in three years, classitication will be delaved. 
The banks thc:ielves have not vet started to classify loans from their rural 
branches. Second, the criteria for classification are somewhat subjective and will be 
difficult for 1-:.r.n: managers to apply when the banks themselves begin to do the 
ciassificat ion. 

The second accountinep 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 banks may continue to show accrued interest as income for two 
years after classification and then stop. 

A reporting system, management information systems (MIS), has been established 
by the Agrizultural Credit Division (ACD) of BB for agricultural loans. This reports 
overdue loans, but does not age them. The ACD is supposed to receive these reports 
monthly directly from the rural branches of the banks. 

ACD is beginning to process the immense volume of data, which will be a 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 experi,-nce gained in this first run in terms of the time needed for 
procssing and analysis. ACD may wish to review the desirability of requiring the 
monthlv; ,u,,m,., of data. as at present, or at somewhat longer intervals (e.g.. 
;luarteriv). Also, in the light of experience with the results of the processing and 
analyv is. the ACD may be in a position to determine whether the data requirements 
can be simplified or reduced. i 

The third acc,:,untin chance suggested in the project paper is the 
development of a standard system for establishing reserves for classified loans and 
for writine off bad debts." Circular 41 states that provision of 50 percent shall be 
made against loans classified as "doubtful" and 100 percent against those classified as 
"loss'. 'Ih, niinm'hum level of pro\ision agairist the iotai outstanding will start at 2 
percent a; the end of 1985 and rise to 4 percent by the end of 1989. In the bailance 
sheet of the banks. the provision is subtracted from loans outstanding and only the 
net amount of loans outstanding is shown on the asset side, rather than showing the 



provision as a reserve on the liability side. Provision for bad and doubtful debt isnot allowed for tay purposes - except for a maximum of I 1/2 percent on totaloverdue 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. Thepresent system results in carrying loans which have practically no possibility ofrecovery, for example those to people who left Bangladesh at the time of liberation. 

It must be stressed that appropriate classification of overdue loans is thestartin : for pro: rimpimcntationpoint :he of the above accountin' chanpes. In 
C .a - .Of 

c1:_' ,, ::._"C, 1 on.0 such 

Thw cu ui:t;..,- itmpac" of the above accounting changes. when fullyimpiement., would b- frr-reachin . At present the poor financial situation of theNCBs and th: 3.ngLi.-sh Krishi Bant (13KB) is obscured by the existing accounting
practic s. T1he full implrnentaion of these chainges would clearly show the desperatefinancial situation of at least some theseof banks and the need for recapitalization(as discussed further in the section on the viability of the rural financial system). 

Revised Penalty 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 ratewas 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 sofar is imperceptible, other than adding to the amount of overdue loans. It is tooeartuvee itm ipac: on tht pace of loan The BDG mightrecovery. considerchargine the 6 perce.pnt on all loans and returning this amount to those borrowers
who pay on time. This would have several bereficial effects. The main one would 
 beto turn the penalty, which has negative connotations, into an incentive to pay ontime, which has favorable connotations. The borrowers are probably not interestrate sensitive, but might respond to paying in time to receive the incentive bonus.
It would a!-ko make the 6 percent apply automatically to the original period 
 ofloan for these who dc not pav on time, not just the period during which they are 
the
indefault. This w91uld help to cover the large extra costs of having to pursue them to 

collec: pa';mnt. 

New Incenti've Sy stem 

A ccordin to the project paper, after accounting changes were in place, a newbankers' inct-ntiVe s.Stern was to be developed based upon true profits, savingsmobilization, loin r',:overy, and efficient administration. A circular letter fromBB. dated 26-12 5 conveys a decision of the top 
the 

level of the BDG that bonuses willb. pai a i . c i nal rcct verv and not on the accrual basis. The circularadd; tie iruu ,rhat the bonus will be calcul:ted only after maing provision for'ad ant: d l'ta i (Ld:.C accord Ing to a formula derived from a BB audit of ten represn tatw~e branches of each of the nationalized commercial banks (NCBs). 
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The incentive sysiem is still based on the profits of a bank as a whole. Most 
of the banks provide an additional incentive at the branch level on the ba-is of 
savings collected; some also now give an incentive based on the branch's loan 
recovery rate. 

The need to adjust the accouning systems of' the banks to treat each branch as 
a separate accounting unit was :not included in the original project paper, but has 
become abundantly clear from the studies conducted by the RFP consultants. The 
individual branches now produce serarate profit and loss statements and the banks 
can say how many -6f their rural branches are profitable and how man' are 
unprofitable, but these statements are on the basis of accruals, unless the particular 
branch has b.--z, ' ited recently by the BB auditors to clas;ifv loans. The provision

},'. i- ::::;: he ra: ,t en'o
is-' . '- ban I: s a wn,:le . 'snc,,i { i~.ed tn a_':na ,i: , 
Oranchei. 

Untii the b',anch managers or the banks' regional offices classif% al; loans at 
least once a year, the accounting system of a branch will not be based on actual 
loan re,:ceries. Branch or regional office classifications will depend on development 
of objective, rather than the present subjective, criteria for classification. A system 
of classification by performing and non--performing, based on objective criteria, has 
been suggested by the RFP consultants. 

The decision to treat each branch as a 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 systems to 
treat each 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 
systems to be based on the branch performance rather than (or in addition to) the 
performance of the bank as a whole. 

Loan Recover' 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 
consultant . However, the recently completed report of the National Commission on 
Money. tPanking and Credit is likely to be the basic operating document on reforms 
of the banking system for the next few years. Because of the close connection of 
the staff of the commission and the BB officers who work with the RFP. a number 
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. 

Th-rt. !. tffici'nt pren-ure on the 13DG from the World FBarik. which is refusing 
to release conmimod(ity import loan funds until the Action Plan is impiemented. The 
contribution of AID and RFP consultants does not require additional pressure or the 
ability to withhold funds until conditions are met. The contribution can be in 
providing facts and ideas about the actual progress of loan collections and hoA to 
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improve these. The contribution of the RFP in this field has already beensignificant and will continue to be significant in the future. 

Fiscal Ir.pact of A-countin. Reforms
 

Before determining the fiscal

governing commercial banks 

impact, the major relevant income tax provisionsand development fnancial institutions (DFIs) are 
su-mmarized below: 

t Gross profits (which include accrued interest), beforeart tIxed , 
alocation to resrves.t.hIo'.;ever,t rte .r.. o ; ..., .t. .. n a 10 percent tax rbate isallowed to the DFIs (but not to commercial banks) for transfers to special 

reserves. 

o Thus, the provision for bad and doubtful debts may not be deducted fromprofits before tax. However, a new law (Income Tax Ordinance of 1984)permits such annual provision to be deducted from pre-tax profits incase of overdue rural loans up to 
the 

1.5 percent of the outstanding overdue 
loans. 

o Income tax treatment of bad debt write-offs (loan losses) appears to bediscretionary. Such write-offs, as deductions from pre-tax profits, aredisallowed in the first instance but are eventually allowed if tax payers fileappeals or otherwise persist in seeking reconsideration.
 

p In addition to the 
 60 percent tax on gross profits under the income tax law,the BB's Nationalization Order of 1972 provides for mandatory transfer ofnet profits to the government, in the case of NCBs and DFIs.
 

Hence, it is clear 
 that the accounting changes ushered in by the BCD inCircular No. 41 regarding interest accrued 
its 

and loan loss reserve will, when fullyimplemented,2 have a serious impact on treasury revenues. To give an idea of themagnitudes involved, the BDG received 
during 

an annual average of almost T700 millionthe three-year period 1981/82-1983/84 from the 4 NCB's and the BKByield of the 60 percent tax on gross 
as the

profits and the mandatory transfer ofprofits. This amounted to 83 percent of the 
net 

profits of these five institutions and4 percent of the to average annual tax revenues during this period.
 

The fiscal impact of these accounting 
 changes, once fully implemented, would beeven greater than mentioned above. In due time, the NCBs and the BKBshown would beto bye, at least, undercapitalized and
have 

on the verge of collapse. The MOF willto consider the allocation of fiscal and/or external resources to therecapitalization of these institutions. 

So far, a relatively small part of the rural loan portfolio has been classifiedinto the prescribed categories by the banks themselves or by the Agricultural CreditInspection Department (ACID) of BB. 



Hence. it is important to seek the approval by the MOF of the accounting
changes, after briefing it explicitly about the fiscal consequences mentioned above, as
well as to bring to MOF attention 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 the 1.5 percent allowedthat provision for bad 
debts is Eroyslv inadequate. 

The Evaluation Team agrees with the conclusion in the RFPstated 	 consultants' 
e that. ",i:h the 	 exception of the changes in income tax laws proposed above, 

.... r,-+. i,,he. ....... ,a, antf ,i, loan recover • ands:•'.1,a: mJJi:ttcn. 

On- issue wus left unresoled in the legal studies, which has since been
c.arified by lcal l wyers -- namely that the banks' legal recourse against borrowers 
is not affezcted ty the fact that the loan may have been written off under internal 
acconttinc procedures. 

Viability of the Rural Financial System 

Since the late 1970s, the BDG has followed a policy of extending large amounts 
of low-interest credit to the agricultural throughsector the rural financial system.
The mechanisms adopted for credit deliver-, have led to an erosion of the viability of 
the rural financial system, 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 lar-ee volumes of credit funds to the agricultural
borrowers over a 	 period too short to permit a careful selection of creditworthy
borrowers. The problems have been compounded because, frequently, the selection of 
borrowors was made not by the banks but by the Union/Upazila Agricultural Credit 
Committee (UACC). Thus, in the case of agricultural credit delivery, the
intermediary banks have, by and large, been able to creditworthynot select 
borrowers because of governmental actions. Although it is a statement of the 
obvious. it needs to he stressed that if good loans are not made the first place.in 
the r.sult is biound to be poor loan reco\ erv. Tiis result is basically attributable to 

oi,-ii.e'. to po,,,or ace banks. ruraltJ\ er; tent nt the perf orin of No financial 
sy.,sten can be viabit- unless strious attention is paid to 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 passbol system desig ned to give banks the primary role 
in the .-election of rural borrowers. Ilowever. given the present relatively low 
ceili'n op loan intertst rates, bTanks try to keep down the costs of agricultural
credit c I erv ir -,,i. bN not performing or in0eq Uat ely performing certain 
m port :nt :tn- oct ions to the administration of credit.finugf tel a ted agricultural 

These t unc'tion, incIude the selection of cred itworthv borrowers, loan analysis, credit 
supervision, follow-up visits and various quasi-technical assistance activities designed 
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to encourage close contact betxeen banks and borrowers. The nonperformance or 
inadequate performance of these functions bears a causal relationship to low rates of 
loan recovery. The relatively low ceilings fixed by BB on loan interest rates do not 
permit adequate performance by banks of important agricultural credit functions. 

c) Th i7lDG policy of channeling large amount, of agricultural credit to rural 
borrowers throuzh the financial system in a relatively short period h" another 
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 ye:rs, the cumulative 
effect of the loan delinquencies is to place increasingly greater strains on the 
financial system. As -a result, the BIDG launches a loan recovery campaign and cuts 

cwr r.tc:::la:2ny::?c u~c r-dit. tee n s h:1pni Ias toC. 	 il111n ,6 

'pCl,: o j . - a "I ac.-i. ' : c increaser" ;r a !icuitural production. 

d) Fa r the typical small farmer in Bangladesh as in other developing countries. 
it oof z e IIt n Iprtance th:t he/she can count on a stable volurne of 
aer, ultur l credit'. ear after year. If the farmer had to make a choice, they would 
prefer the certainty of receiving a stable volume of credit to the erratic nature of 
cheap credit and would be willing to pay higher interest rates. which would still be 
substantially 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. 

Looking_q 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 agricultural 
credit over time, if and only if such lending was profitable. This means, in the 
context of the 'areceding discussion, that the banks should: 

* 	 Be allowed to choose the rural borrowers on the basis of their 
creditworthiness; 

* 	 Build 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 

* 	 Be allowed to charge renumerative interest rates. 

Based on the above analysis of the experience with the BDG agricultural credit 
policies, it i- cicar that the resultS of these poiicies have run counter to the crucial 
long-run policy a ," '.rive of proniotin g the viability of the rural financial svstnt. At 
present. the ruri! financial system in Bangladesh is far from viable. Given the 
massive loan losses (and preliminary R13BUS data show a lower recover, rate in 19S6, 
experienced in the banks' agricultural credi portfolios and if all the proposed 
accounting changes are implemented. the rural branches of the NCs and the BK 3 
(and possibly the NC'Bs and the 13KB themselves) would be shown to be in a 
dangerously weak. financial position. Some ma'y even show a negative net worth and 
may need recapit iii-ation. 

In order to, re'medy this highly unsatisfactory state of affairs and to attain the 
policy objective. of prnmoting the viabilirx of the rural financial system, 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 wou!d be to ,sher in a renumerative structure of interest rates. The 
mplrcnm.ntai on o' the policy measures supported by the proposed administrative and 

accounting reforms would go a long way toward achieving a viable rural financial 
syvstern 

Tht- se'.ere domestic ard external resource constraint makes it impossible for 
the BDG,,'BD to continuc providing the bulk of resources for agricultural credit on a 
subsidized basis. It is therefore, imperative that the NCBs and the BKB (as well as 
private banks) be gi\en 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 

hi" to, Full oul of a-ricultural credit to u rowers (as 

Role of Other International Donor A.encies 

lnze-natioal donorani besides AID, are active in Bangladesh. providing 
financial resources and inl-luencin- policy change. 

The International Monetary Fund (IMF) is active in the field of short-term 
macroeconomic manageIrent. with emphasis on fiscal, monetary and balance of 
payments 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 basis for the current IMF standby arrangement. The World Bank 
has the leading role, as part of its financial sector review, in trying to persuade 
13DG to adopt sound agricultural credit policies. The World Bank has withheld 
disburs-,ment of a rather large amount of its program credit funds, pending 
agreement with BDG on an action plan for the recovery of overdue agricultural 
loans. There is the possibility of a sizable financial sector adjustment loan from the 
World Bank, dept.nding on policy action of the BDG. The Asian Development Bank 
(ADB) is also 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 supplvin them with data and analysis prepared by the RFP consultants, 
after clear:ice, with the !3B officers in charge of hte project. Such coordination is 
p,rticuiirly important :itthis time since, these donors are in a position to provide a 
larg' amount oJ resources to Bangladesh as a quid pro auo for sound agricultural 
credit policies, while the AID involvement under the RFP in the future is likely to 
be limited to technical assistance and analytical support. 
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Work Performed by the Contractors under the RFP 

Robert R. Nnthin Associates 

Robert R. Nathan Associates (RRNA), the prime contractor who was assignedthe largest share of the tasks under the RFP for a two-year period, has performedvery ,well amidst rather difficult circumstances (for example, the delay of severalmonths in getting the computer - released from Customs and having it installedproperly). It has produced 18 high-quality studies, covering statistical, analytical
Policy aspects, in a 4dition to a final report 

and 
in two volumes. Probabl- RRNA's most 

f.. ..... h n - ,"ie C,;,,,Uc t Of th ,e
ZKB i US. The U..t-.. hen fully processed and compiled, would iive insightsnot availabie previously o-" key aspects of the rural financial system and thebehavior of rural hank t'ru:uches, rural borrowers and rural savers. 

While AID has already e'vtended the RRNA contract for an additional year untilSeptember 19?7, Ev.uationthe Team believes that another one-year extension of theRRNA contract up to September 1988 is necessary. In the judgment of theEvalu-tion Team, this additional period will be needed in order toadequately processand analyze 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 nowunit is physically located close to ACD; and 

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

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

banking system, particularly rural branches.
 

Qbirn State University 

In the original two-year period of the confract, Ohio State University (OSU)was largely concerned with planning and implementing pilot projects for savingsmobilization, and with a monitoring role in terms of the progress of the RFPincluding occasional written on materialcomments the prepared by RRNA. OSU hasadequately performed the assigned activities. Its contract also has been extendedi byAID for one year. During the extension. OSUT is focusing iEs activities on analysis oftransaction costs through the processing of RBBUS data and to 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 Yo expectations. 
Neither the IRAC nor the Technical Unit has functioned effectively for reasons 
mentioned earlier, such as institutional 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. 

" ~'r'~..' :.'.f C'w rT 

Activitv in this part of the RFP has been rather slow. The Federal Reserve
Bank of .N:e',v Yor, (ER, N1) sent cne specialist to Bangladesh to evaluate the bank 

inspection work of the ACID, who pave the ACID high marks for proficiency. The 
FRBNY -!lso sent a foni-ign t xchance specialist to Bangladesh, who conducted a short 
course or: foreign exzhan'ue techniques 

Apart from these two areas, it has proved difficult for the FRBNY to determine 
areas where it can really be of help, given the Bangladesh conditions. While the 
benefits of another foreign exchange course are easy !o see, other areas of possible 
FRBNY assistance to the 3B are not so clear, in view of the vast gap separating the 
two institutions. While the BB obviously needs institutional strengthening, especially 
in the policy making and implementation functions, such needs would possibly be 
better served if the PB 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 

I) Through the RFP, AID should continue to provide the BDG with factual and 
analytical support, so as to narrow the gap in policy positions between the BDG and 
international donurs ,uclh as the World Bank. AID should oursue an active and 
continuous pali dinioi:ue with the MOF regarding the RFP, since MOF is the prime 
decisionmriker on rural 'inance itsue. In partiular, it is reconinended that AID. 
tnroughn tne REP c ,uitants-:. npa:s- a poicy paper for considera'ion by PB and 
MOF ree:irding the ar;propriate interest re spread in *he case of rural loans. 

2) The Evaitation Team recommends ihat the BDG consider giving the baniks 
some flexibility while fixing int-rest rate ceilins. This may take the form of the 
BDG setting on!v one time deposit rate and allowing the banks, to set other time 
deposit rates, or the 1Il); spt cifyins. a hand or range within which the interest rates 
for different tvpe, of -,avins or loan, may fluctuate. 

3) It is reconmmunded that thue .IAC of 131 niet rc.ularlv and function more 
effectivel\. asI', or inallv i:;aeecl in the RI-l. Thi' Technical Unit of BK11.which has 
received sptecial traininv under the RPF should be institutionaliced appropriately 
within 131, and shouid b fully utilized av staff fcr the IRAC. 
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4) With respect to savings mobilization, the Evaluation Team recommends that 
deposit interest rates be kept under constant review so as to keep them positive in 
real terms, and that any' restrictions on the frequency and amount of savings
withdrawa be eliminated in po, in order to monitor its impact 
on the frequency and amount of savings %,ithdrawals. 

5.) With respect to the acccou-ntin.7 changes mentioned in the RFP and 
impieniented- to-- a great extent by 1313. the Evaluation Team makes the following 
recommendations: 

a 	 I - - . , T-). Circuiar N . 41 of DeceIF.r 
lea:' 'hi:h ,s to s,: out a ma:!ard System of cl:ussifv'ine overdue 

loans,. it is of ial inpr'.m:nce to tbuild up the inspection capacity of 
ACID s-o that: 

It can complete thc first inspection of all rural bank branches in 
1987: 

ii) It can increase the freciuency of its inspection of rural bank 
branches from once in three years to once in two years starting 
1988: and 

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

b) 	 Pending the implementation of (a) above, the banks should be instructed 
to classify the overdue loans from their rural branches (without waiting
for ACID offi:ials To classify the loans) and to report such 
classification to 13B by the end of 1987. Ther(after, the banks should 
classifv overdue loans at least once a v'ear. 

c) 	 The BB should review the existing classification criteria for overdue 
loans, in order to establish a simplified classification system by
performing and nonperforming loans, based on objective criteria as 
suggested by the RFP consultants. 

d) 	 The strict provisions of BCD Circ,,lar No. 41 regardini the treatment of 
accrued interest on overdue ioans should be properly implementd. 

e) 	 The MIS., designed to give detailed information about overdue 
agricultural loans, is currently being imnlemented by ACD. The 
Evaluation Team reconmend that, after the initial experience with 
processing the MIS data, the ACD may review the system in order to 
explore the possibiiity of reducing the volume and the frequency of the 
data requirements. 
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f) 	 The provisions of BCD Circular No. 41 regarding the establishment of 
bad debt reserves, while 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 
RBBUS. Also, MOF and 13 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 6is a separate 
accounting unit
branchet :frca2' 

and 
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bank!- should be tas,d or: branch performance rather than (or in addition to) the 
p,erforni.nc- of the bank as a whole. 

7) It iv re-carm:.nended that AID and the RFP consultants continue to analyze 
loan recov,.ry probl.'ms on the basis of the R.BBUS data, as a significant contribution 
t, the fornat,an ,' B)G views on this issue. As an interim measure. the existing 6 
percent penahy on _'!Iinquent loans should be made applicable to all loans and should 
be deducted fro'a the principal before disbursement, with the penalty refunded to 
borrowers in case ..f loan repayment on time. 

8) The ritvaluation Team recommends that the RFP consultants attempt to 
Quantify the fiscal impact of the accounting changes already implemented or 
proposed. The RFP consultants should also assess the need for fiscal and/or external 
resources to strengthen the NC1s 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)1: is r.c, rneaded that the BDG take the broader concept of rural credit. 
rather than atriculturai credit. as relevant for policy action. It is clear that rural 
developni.nt is an important development policy objective. The provision of credit 
for rural transpoit. niarketing and handicrafts i- as important for rural development 
as credit to expan, r:ricultural production. 

I1) The prime contractor (RRNA) has been given a one-year extension under 
Phase II of th, project. The Evaluation Team feels that: (a) one year is too short a 
time for the pr;Io-.v 1rocefrsing and ana"us of the vast amount or d:a collected in 

the R1BlUS (for e,:a inple, classification of overdue loans by age): and (b) the AID 
policy dialoe with, the BIx \kill be more meaningful and more effective on the 
basis of the tacts brought out in the RIM13)S. IIence, it reco mends an additional 
extension of the RRNA contract by one ear until September 1988. It is hoped that 

http:developni.nt
http:recov,.ry
http:erforni.nc


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 out ofavailable technial assistance funds. No recommendation is made for large infusions 
of AID money at this time. since substantial funds are available from other donors 
such as the World Bank. 

13) The Evi!uat ion Team rvco-nmends that the trime-frame for the".q"~ •"1;2;,,' 
 ~ -J Cf c h -17 veSwe,.-! 2f ;, -nDIl"{,]d
 

Scpteinhr %5;* As lon" as ;olitv changes are in the desired ction e RFP 
actiitis ,ho'ild be continue-i be yond September 1988. 

1.4) The prop,.,-,ed e,:,ension of the RFP will cover the activities of technical
assistance, policy diaiooue and training. It is recommended that AID explore all the 
avenues to extend the t-chnical assistance and policy dialogue to include 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
problems of rural 

to
credit, particularly appraisal of rural creditvorthiness, loan analysis

and supervision, and appraisal of rural investment projects. These courses would bedirected towards credit apents/farm agents of commercial banks in the countryside.
who would be responsible for performinp field work with rural borrowers. 

16) It is recommended that All) 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. 

17) 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 to have higher 
priority, 
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ANNEX A 

ACRONYMS 

ACD Agricultural Credit Department of Bangladesh Bank
 
ACID Agricultural Cr=Th
t.-s:,n-4 n De;partnient of Ba:nyadesh Bank 

ADB Asian Development Bank
 

AID United States Agency 
 for International Development
 

BB Bangladesh Bank
 

BCD Banking Control Department of Bangladesh Bank
 

BDG 
 Bangladesh Government
 

BIBM Bangladesh Institute of Bank 
 Management
 

BK-B Bangladesh Krishi Bank
 

DAI Development Alternatives, Inc.
 

DFI 
 Development Financial Institutions
 

FRBNY 
 Federal Reserve Bank of New York
 

IMF International Monetary Fund
 

IRAC 
 Interest Rate Advisor, Committee
 

LDC Less Developed Country
 

LOP 
 Life of Project 

MIS Management Information System 

MOF Ministry of Finance 

NCB Nationalized Commercial Bank(s) 

OSU Ohio State University 

PASA Participating Agencies Services Agreement 

Project DevelopmentPDE and Engineering Office of USAID-Bangladesh 

RBBUS Rural Bank and Bank Users Survey 



RFEP Rura] Finance Experimental Project 

RFP Rural Finance Project 

RRNA Robert R. Nathan Associates 

UACC .gr ,u iurai Credit Committee(s) 

USAID United States Agency for International Development 


