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We dedicate this book to the hundreds of millions of rural poor in
low-income countries who get neither cheap credit nor decent returns
on their savings and do not understand why; to the thousands of
employees of agricultural banks and cooperatives who grve their best
to credit programs that work poorly, for reasons beyond their control;
and to the hundreds of policymakers who try 1o help the rural poor,
but can think of no better way 1o do so than through cheap credit,
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Preface

Numerous people and organizations contributed to this book.
Graduate students labored with mounds of data, donor-agency em-
ployees supported the research that led to the conclusions reported
here, and large numbers of policymakers, technicians, and acade-
micians in low-income countries shared their views and time with
the chapter authors. Many of the presentations included here were
sharpened through seminars, conferences, and workshops held over
the past dozen years in Bangladesh, Bolivia, Brazil, Canada, Costa
Rica, the Dominican Republic, Ecuador, England, Ghana, Guyana,
Jamaica, Kenya, Nepal, Panama, the Philippines, Thailand, Tunisia,
Turkey, and the United States. More than 2,000 people participated
in these meetings; their nsights and experiences added a great deal
to our thinking about rural financial markets policy.

The 23 chazcrs 1n this book also draw heavily on research and
consulting work done by the authors 1n about four-dozen countries.
Two organizations have been particularly helpful 1n these efforts. The
first is the U.S. Agency for International Development (AID), which
has supported research on rural financial markets for almost 20 years.
The patience of 1ts stafl in allowing academicians time and money
to work through complicated 1ssues 1s remarkable, given political
pressures for quick results We want to especially thank the AID
employees who were monitors or supporters of our various research
projects. They include Gary Adams, Clifton Barton, David Bathrick,
Ralph Battles, Charles Blankstein, Albert Brown, Roberto Castro,
Douglas Caton, Lewis Clark, Harlan Davis, Wilham Douglass, Robert
Firestine, Jerry French, Paul Fritz, Lawrence Harrison, Harlan Hop-
good, John Hyslop, Donor Lion, Erven Long, Robert Meehan, Thomas
Mehen, E. B. Rice, Willlam Rodgers, Frank Sheppard, Douglas Tinsler,
Don Wadley, Raymond White, and Stephen Wingert. They took care
of country clearances, wrote project proposals, made tiavel arrange-
ments, processed expense accounts, and set up meetings that made
our work possible.
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xvil Preface

The second organization we'd like to single out is the Economic
Development Institute of the World Bank. For a numboer of years it
has taken the lead, through project courses, in bringing new thinking
about development problems into practice. Institut> staff members
were particularly helpful in setting up a Colloquium on Rural Finance
in Low-Income Countries in September 198! in Washington, D.C,,
at which many of the papers in this volume were presented. J. Price
Gittinger, Walter Schaefer-Kehnert, Jean Martin, and Vanessa Ward
were largely responsible for the arrangements for the colloquium,
and we thank them for their efforts.

The views presented 1n this book should not be attributed to AID
or the World Bank, to individuals acting on their behalf, or to
organizations affiliated with or receiving support from these agencies.
The editors and authors contributing to this volume have done so
exclusively in their personal capacities. The usual disclaimers apply.

Dale W Adams
Douglas H. Graham
J. D. Von Pischke



' Introduction

Cheap and abundant credit 1s often regarded as essential for rural
development. This assumption has led donor agencies and governments
in developing countries to aggressively promote loans to farmers.
Their efforts have resulted 1n large increases 1n the volume of loans
made and the creation of new agricultural credit agencies and rural
credit projects The intent of these activities was to help the poor
increase agricultural production by encouraging them to use new
technologies and by compensating farmers for government price and
investment policies that damaged their interests Among others, Brazil,
India, Jamaica, Mexico, the Philippines, and Thailand have used
agricultural credit programs as a main component of their rural
development strategies.

Despite the optimistic expectations of their sponsors, the results
of these programs have been disappointing Loan-default problems
are often serious Most poor farmers are still unable to obtain formal
loans, and those who succeed 1n using such credit are often unnec-
essarily and 1nequitably subsidized. Many agricultural banks and
other specialized formal lenders serving rural areas are floundering,
and as a result they often severely hmit the range of services they
provide. Few aggressively offer savings-deposit facilities, for example.
Their medium- and long-term loan portfolios are supported almost
entirely by resources provided by government and development as-
sistance agencies rather than by resources mobilized directly from
savers and 1nvestors.

These problems persist after three decades of development assis-
tance. They endure 1n spite of the fact that some governments have
nationahized their banks in efforts to expand credit access, while
others have piled regulation on regulation 1n an attempt to improve
the performance of rural financial markets. Despite institutional and
cultural diversity, similar problems fester in a large number of
countries. Credit programs tend to self-destruct, and policymakers
are largely resigned to recurring institutional problems and poor



Introduction

financial results from rural cred’t programs. A few of these problems
can be attributed to unique facto ‘s, but the common symptoms imply
universal explanations and raise serious questions about the effec-
tiveness of treatments traditionally prescribed to overcome the prob-
lems.

Recent Research and Evaluation

The increase in rural financial market activity by governments and
donors has created a parallel expansion in research and evaluation.
The U.S. Agency for International Development (AID) has taken the
lead in funding research on agricultural credit, rural savings, rural
capital formation, and rural financial markets in developing countries.
Ohio State, Arizona State, Michigan State, and Syracuse universities
have been the main U.S. institutions participating in these research
efforts, in cooperation with universities and research institutions in
other countries. In 1972-1973, AID sponsored an extensive survey
of credit programs 1n developing countries, called the Spring Review
of Small Farmer Credit. The review, led by E. B. Rice, resulted in
the publication of 20 Spring Review volumes plus a book by Gordon
Donald entitled Credit for Small Farmers in Developing Countries.
The Spring Review synthesized the results of research on agricultural
credit and described the extent of the problems found 1n rural financial
markets. Later conferences by the Food and Agriculture Organization
(FAO) of the United Nations and studies sponsored by the World
Bank further explored the problems.

A sampling of some 50 articles on rural finance practices and
efforts to find more satisfactory ways of delivering rural financial
services can be found 1n Rural Financial Markets in Developing
Countries: Therr Use and Abuse, edited by J. D. Von Pischke, Dale
W Adams, and Gordon Donald. That volume was prepared under
the auspices of the Economic Deveiopment Institute (EDI) and
published for the World Bank 1n 1983. The collection of articles for
that volume was undertaken to provide a comprehensive description
and analysis of financial program performance and originated through
curriculum development efforts for the EDI rural credit projects
training courses. This task stimulated support for a forum in which
research results and policy prescriptions could be presented to, and
diccussed with, practitioners in development assistance agencies. Ac-
cordingly, a Colloquium on Rural Finance in Low-Income Countries
was sponsored by EDI, AID, and The Ohio State University in
Washington, D.C., on September 1-3, 1981. Papers presented at the
colloquium make up the bulk of the bouk before you. Discussion in
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The Major Arguments

The arguments presented 1n colloquium papers were controversia]:
hey challenged traditional thinking about agricultura] credit and
rural savings, The authors of these arguments questicned the way
credit projects are designed and evaluated and advocated a major
overhaul in the way financia] markets are Manipulated by governments

l



4 Introduction

parison of the “with” and “without” loan situations. Because the
“without-loan” case can be specified only through assumption and
conjecture, loan impact can never be determined with certainty.

It is much more appropriate to view credit as a product of financial
intermediation. Acceptance of this view results in fewer attempts to
measure the impact of loans on borrowers and more attention to the
behavior of savers and financial intermediaries and to the overall
performance of financial systems. It also directs more attention toward
.measurement of the costs of using and providing financial services
and highlights the effects of policies and of technological change on
financial markets.

The Traditional Assumptions. Another major theme of the collo-
quium was that commonly accepted assumptions about rural financial
markets, savings behavior in rural areas, and agricultural credit were
weak, untested by appropriate research, cr wrong. A thorough airing
of assumptions that underlie agricultural credit activities in developing
countries 1s a necessary reform ingredient. Some of the most important
assumptions challenged at the colloquium were: (1) borrowers are
highly sensitive to interest rates, whereas lenders are not; (2) rural
households will not or cannot save 1n financial form, making it useless
for financial institutions to try to mobilize voluntary savings in rural
areas: (3) lender behavtor can be closely controlled by nationalizing
banks or by means of adminstrative directives, (4) the informal
financial system 1n rural areas does not provide socially useful services;
and (5) cheap credit can be effectively used to help the poor and to
offset the adverse effects on farmers of certain economic policies.
Challenges to these assumptions clearly threaten policies built on the
assumptions.

Popular Policies The agricultural credit policy most widely applied
by governments 1s concessionary interest rates that are often lower
than the rate of inflation. Cheap credit was the object of much
criticism during the colloquium. Although low rates have often been
defended as helping the poor, strong arguments were made that the
rich are the main beneficiaries because they are the largest borrowers.
It was further argued that cheap credit causes nefficient resource
allocation, undermines lending institutions, and politicizes financial
markets. Colloquium speakers concluded that cheap-credit policies
seriously restrict the contribution that financial markets make to
development and that more flexible nominal 1nterest rates are required
to improve performance.

The Powerful Political Inertia of the Status Quo. A frequent
observation by colloquium speakers was that reforms in financial
market policies are mcre often blocked by political obstacles than
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by economic forces, so that political economy becomes important in
explaining events in financial markets. Many poltical leaders find
that intrusions into financial markets are irresistible. It is easy to
announce a major increase in the amount of cheap credit to accompany
programs directed toward self-sufficiency 1n a major food crop, to
spur the introduction of a new technology, to respond to a rural
disaster, or to reward or enlarge groups that support the government.
Political opponents of the regime or others concerned about this use
of financial markets find 1t very difficult to attack such efforts; attacks
on cheap credit are often regarded as criticism of the activity for
which credit 1s ostensibly provided or of the intended recipients of
the loans. The social and economic costs of interest rates kept low
by government directive are so poorly understood, and generally
hidden, that cheap credit often appears to be an exception to the
economic law that there 1s no free lunch. The highly concentrated
benefits, but widely diffused costs, of cheap credit make it an ideal
form of political patronage.

Nc formula was presented 1n the colloquium for handling these
political problems [t was argued, however, that some damaging policies
were sustained by incomplete understanding of their adverse effects.
Where good inter:itions produce unanticipated, perverse results, more
careful documentation of the performance of financial markets may
lead to appropriate reforms.

On the other hand, where financial markets are an overtly important
way of allocating political patronage, there is much less chance for
reform. Groups 1n society with power to extract and maintain access
to subsidies through cheap credit often also obtain privileged use of
other politically created protection through trade concessions, product
and factor price controls, fiscal incentives, and access to social services.
With lines of power so firmly drawn, politicians and development
planners often have little latituae to use other policy changes to buy
off opposition to financial market reform. Those who currently receive
cheap credit have already effectively mined these other policy options.
Under these circumsta:.ces, advocates of reform can expose the
economic and social results of cheap-credit policies so that the
allocation of patronage through financial markets cannot be so easily
hidden behind slogans of equity, efficiency, or economic nationalism.
Experience suggests that even 1n these cases liberalization may become
a more attractive option :n periods of economic stagnation or de-
terioration. Efforts at reform may thus produce meaningful policy
changes only once every § or 10 years.

Research Results and Rejorm Proposals. Traditional ideas about
rural financial markets in developing countries die very hard. Ste-
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tribution to rural development f appropriate policy changes were
adopted. These changes would require a major reorientation toward
financial markets. For e<ample, agricultural credit 1s not an input,
and a financial system 15 more than a set of channels for disbursing
loans. Instead, agricultural credit results from processes of financial
Intermediation 1n which many very mnovative decision makers par-
ticipate. Further, claims on resources that move through financial
markets are fungible at aj| levels, and 1t 1s costly and difficult—some

to mobilize lareer amounts of voluntary savings in rural areas. This
would benefit n, ny people whose opportunities to hold savings 1n
high-return, secure forms are presertly limit-d

Accumulation of rural savings in financial form would also diminish
or erase the patronal relationships that currently exist between rural
borrowers, rural financial intermediaries, central banks or other au-
thorit:es tunding rural credit projects, and—in some cases—donor

would increase intermediaries’ incentives to respond more dynamically
to the interests of their depositors rather than to the whims of
politicians and planners, The lessening of lenders’ dependence on
soft sources of funds would cncourage them to seek new business
and to place more emphasis on creditworthiness and 1ts creation,
Broadening and deepening of formal financial intermediation would
also increase competition among formal and informal lenders and
reduce any rionopoly profits that exist in these markets.

The changes 1n policies suggested by the authors 1n this book
would require reorientation of much agricultural credit research and
evaluation. Trying to measure credit need and 1mpact at the farm
level would no longer be a maycs concern. Instead, attention would
be focused on explaining the behavior of rural financial intermediaries,
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an effort that would inrlude documenting the costs and returns
associated with various financial services, such as mobilizing rural
savings, lending to small borrowers versus lending to large borrowers,
and accommodating the seasonality of liquidity flows 1n agricultural
areas. This emphasis would result in a better understanding of the
elements required to build rural financial institutions, More attention
would be directed toward measuring the performance of the entire
rural financial market, with grea‘er sensitivity to and understanding
of those features of informal intermediaries that enable them to
outperform the formal market 1n providing certain types of service
to the poor.

A Challenge To Readers

The 23 chopters that follow report on research done 1n more than
25 countries. Most of the authors draw on their experiences in several
countries to identify common problems, causes, and treatments,
moving beyond the single-project, one-country perspectives that have
so often characterized analysis of agricultural credit. Several papers
not presented at the colloquium have been included to improve the
flow of the presentation and to elaborate on the general theme of
the book.

Some readers may strongly object to arguments presented in this
book—or to reject them out of hand—because the points made appear
counterintuitive or are contrary to many widely held “truths.” We
firmly believe that readers with the patience to take in the whole
discussion will be rewarded with a clearer understanding of those
factors that undermine the developmental impact of rural financial
markets and will then see more clearly the types of policy changes
that could alter the tendency of rural credit portfolios to degrade.

2
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Problems in Rural Finance
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, 1
Effects of Finance
on Rural Development

Dale W Adams

Suspicions and value judgments have permeated reports on financial
activities since man began to record history. The motives and morals
of lenders are regularly questioned, and many feel that 1t 1s difficult,
if not impossible, for financial intermediaries to enjoy a pleasant
afterlife. Such negative thinking can obscure the substantial advantages
that finance brings to a modern economy—changes that dissolve
barter and 1nduce a rapid increase 1n financial intermediation, resulting
1n economic growth. Suspicion also nurtures the regulation of financial
markets, especially 1n rural areas, and clouds understanding of the
effects that finance has on development. Because policymakers and
development technicians poorly understand the basic functions of
finance, they often institute policies that damage or limit finance’s
contribution to development.

It is easy to overlook the importance of financial markets because
financial intermediation 1s a diffused, subtle process that involves a
large number of actors and takes place in bits and pieces. Only parts
of these activities leave tracks on accounting systems; loans among
friends and relatives, activities 1n rotating credit-savings associations,
and merchant credits are typically not recorded It is also difficult
to nail down cause and effect 1n financial markets because of the
fungibility of financial instruments. Illusions of control have reinforced
fuzzy thinking by policymakers about the operations of financial
markets. Controls, however, are often neutrahzed because lenders and
borrow.rs can appear to be responding to the intent of regulations,
while 1n fact they are doing something quite different. This appearance
of control and compliance lulls policymakers into concentrating their
attention on other areas where performance problems are more readily
apparent. Governments and donor agencies have felt unreasonably
comfortable, as a result, in rapidly expanding the amount of agricultural

11
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12 Effects of Finance on Rural Development

credit available in many low-income countries. They evidently believe
that this supply-led strategy of finance stimulates production, causes
more new technology to be adopted, and helps the poor.

In the past two decades some observers have begun to challenge
those traditional assumptions and the policies that surround financial
intermediation, especially 1n rural areas (Adams and Graham 1981).
Early work by Goldsmith (1969} has documented the growth in
financial activities that occurs with overall growth 1n an economy.
Other work by Gurley and Shaw (1960) and Patrick (1966) clarified
some of the contributions that finance makes to development Shaw’s
work was particularly useful 1n stimulating others 1o dig more deeply
into how regulations affect financial intermediation He helped set
aside the notion that financial intermediation was only a thin veil
that lightly connected consumers and producers in an economy,
bringing into focus the true nature of firms in the financial sector
and the fact that these firms produced goods and services that were
very useful. In this volume, Vogel in Chapter 11 and Gonzalez-Vega
in Chapter 10 place particular emphasis on how rural financial markets
affect income distributions as well as resource allocation. As 1s pointed
out in other chapters 1n this volume, a number of people have come
to feel that rural financial markets in low-income countries are
performing poorly and that tius 1s due to incorrect thinking, wrong
assumptions, and resulting faulty policies.

In the discussion that follows, the main effects that financial
intermediation have on rural development are outlined. I start by
pointing out the ways finance bexefits individua! firras and households
and then move to a discussion of how finance affects rural service
organizations. The next topic treated 1s how finance influences the
distribution of resources among groups and sectors in an economy.
This is followed by a brief discussion of how financial and political
systems relate. The final section of this chapter presents suggestions
on improving the contributions of finance to rural development.

Finance and the Firm or Household

It has been common to overlook the benefits that firms and
households realize from finance. Long-held biases against being in
debt have been reinforced by the pain suffered by some who lose
their property through loan default. Nothing is more odious than a
moneylender taking the collateral of a financially pressed borrower.
The fact that economic misfortune forces some people to go into
debt also tends to couple debt with adversity.



Effects of Finance on Rural Development 13

It is curious that the discomforts caused by a few people going
into debt and not being able to repay tend to dominate general views
held about financial intermediation. The use of extreme cases to make
general points 1s refined to an advanced art form in discussions about
financial markets. Stories about poor farmers who lose their land to
evil moneylenders are retold until people think that most loans go
to default and that all lenders of money regularly take away loan
collateral. These biases ignore the much, much larger number of
borrowers and savers who greatly benefit from financial ‘ntermediation.

If all firms and households were alike, there would be Iittle need
for financial intermediation. As Meyer and Alicbusan point out in
Chapter 2, rural household heterogeneity provides a fertile environ-
ment for financial intermediation. Individuals or firms may decide
to use the services of a financial intermediary for a number of reasons.
One 1s that financial instruments allow the user to reduce the costs
of exchanging real resources. A rural family, for example, can buy a
draft from a local bank to pay school fees for a child studying n
the capital city. This 1s less expensive than taking farm produce by
bus to the city to exchange with the headmaster of the school.
Gererating and transferring these claims on resources 1s an 1mportant
service provided by financial intermediaries.

A second and more important advantage of financial intermediation
is the achievement of more efficient resource allocation. Because of
the heterogeneity that exists in rural areas, households and firms may
have very different investment and consumption alternatives. At the
same time they may experience excesses or shortages of liquidity to
respond to these opportunities A simple example using three widely
dispersed corn farmers 1n a low-income country may help to illustrate
this important point. Farmer A, who 1s elderly, lives on a very
productive farm 10 kilometers north of the nearest town, Pueblo
Viejo. He expects to receive very low rates of return at the margin,
nevertheless, on any additional investments he makes, such as using
more fertilizer on his corn. He 1s satisfied with his current consumption,
is trying to put away something for his old age, and 1s holding a
good deal of cash But he 1s worried about keeping the cash in the
house because of theft and wants to keep the money out of sight so
that relatives do not ask for loans. He would also like to get a return
from his funds.

Farmer B lives on his farm located 10 kilometers east of Pueblo
Viejo. A good farmer, he 1s middle-aged He and his family want to
buy a television set for family entertainment, but because unusual
flooding reduced the corn yields substantially during the past six
months, they do not have sufficient liquidity to make the purchase.
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Farmer C is a young man who lives on his farm located about
10 kilometers south of Pueblo Viejo. He recently inherited a parcel
of land that was covered with brush. He has cleared most of the
land and knows that he can get a high corn yield if he can apply
moderate amounts of chemical fert)lizer Unfortunately, he has only
enough cash to cover costs of seed purchases and family consumption
until harvest,

Distance and lack of information preclude Farmers A, B, and C
from making face-to-face exchanges 1n claims on resources. Without
financial intermediation, Farmer A will remain unsatisfied because
of holding a significant part of his savings 1n cash, Farmer B and
his family will not be able to enjoy watching television, and Farmer
C will be unable to buy the fertilizer that would substantially increase
his corn yield an* income. Substantial gains would occur to all
involved if a financial intermediary were to set up shop in Pueblo
Viejo, accept deposits from Farmer A and others, and extend loans
to rarmers B and C, who are both willing to pay a premium to the
intermediary for this service. They expect to receive considerable
additional satisfaction or income from the things they buy with the
borrowed claims on resources. Farmer A (and other savers) would
be pleased with the arrangement because 1t would provide a safer
place to keep money The intermediary also would be pleased because
he or she 1s rewarded for services by the difference between what is
paid to Farmer A for his savings and what 1s received from the
borrowers 1n interest payments Society 1s also better off because
output of corn has been increased through the more efficient allocation
of resources resulting from exchanges of claims on resources through
financial intermediation.

A third advantage of financial intermediation comes through gains
in risk management. Rural households and firms are typically subject
to large vanations 1n income and expenditures. Agricultural production
is heavily dependent on the vagaries of weather, and price variations
on agricultural products are often substantial. The rhythm of pro-
duction 1n agriculture also contributes to this problem Production
expenses may be heavy during planting periods, and incomes are
largely realized with harvest. These variations and instability 1n
sources and uses of liquidity force rural firms and households to be
very concerned with risk management.

A number of traditional ways exist for individuals to manage risk.
Complex land-tenure arrangements, multiple parcels of land and
enterprises, diversified sources of income, and extended family re-
lationships are some common techniques. Households also may man-
age risks through holding various kinds of assets, through labor-

o b
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exchange arrangements, and through loans. This includes not only
the occasional use of loans but also the maintenance of unutilized
credit reserves that can be called on 1n emergencies. Loans and
savings deposits can be important and relatively inexpensive ways
for many of the rural households to manage part of their risks.

A fourth advantage of financial Intermcdiation 1s that it facihitates
the acquisition of large investments or large consumer durables. A
loan may allow a farmer to buy a tractor years before being able to
save enough 10 buy one with cash The tractor may help the farmer
10 generate more than enough additional ncome to repay the loan.
Systematic saving in deposit accounts may also allow a household
to accumulate enough funds to buy the same tractor or some large
consumer durable. The Intermediary can benefit large numbers of
households by accepting their short-term deposits and providing a
few borrowers with term loans The scale of an intermediary’s
operations allows the transformation of the term of these claims on
resources to the benefit of both savers and borrowers. The saver does
not have to sacrifice liquidity to get a return on savings, and the
intermediary can rely on large numbeis of depositors for a steady
flow of short-term deposits to provide the claims necessary to meet
long-run borrowing requests. Again, savers, borrowers, and inter-
mediaries all gain from the transformation of term structures that
takes place through interi.ediation Lending directly by savers to
borrowers or even lending by informal moneylenders cannot provide
the liquidity that savers often want and the term transformation that
many borrowers require,

Life cycles are a fifth reason for using financial intermediation.
The ability to generate income may be poorly synchronized with an
individual’s or family’s needs. In traditional societies this problem
is handled by extended families. Members who are 1n their most
productive years are expected to sustain the young and tne old jn
the family. The young “borrow” from their elders until they are old
enough to contribute to the family’s sustenance, and those of productive
age “lend” to the young and repay obligations to the old. Borrowing
and lending within extended families begin to break down with
geographic dispersion of the family members and the individual
independence that emerges 1n commercialized economaes. It becomes
more common for the young to borrow through financial intermediaries
In order to cover some of their educational expenses, to purchase
houses and cars, and to get a start 1n farming. It also becomes more
common for those :n middle age to save in financial form for retirement
purposes. Where atiractive and stable forms of financial saving are
available, it is also common for the elderly to rely heavily on financial
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savings to sustain themselves, With people living longer, handling
these intergenerational transfers of claims on what is produced would
be virtually impossible without financial intermediation in market
economies.

The rapid growth 1n financial services that accompanies economic
advances in a country 1s a clear indication that there is a demand
for these services. People are generally not forced to take a loan or
to make a deposit The fact that the demand expands very rapidly
strongly suggests that most people 1n a society realize substantial
benefits from these services.

Finance and Rural Service Organizations

It 1s common for both private and public organizations to be
involved 1n providing financial services. In most cases informal
financial arrangements exclude savings-deposit facilities, because it
is difficult for informal intermediaries to offer the hquidity, privacy,
and security that attract individuals’ savings. In rural areas many
individuals and businesses do provide short-term loans to relatives,
friends, neighbors, or clients Some loans are made because the lenders
hope to gain from providing the borrower with hquidity, but in most
cases the lender extends credit to retnforce or complement sorne social
tie or to encourage the purchase of goods or service Given a choice,
most merchants 1n low-income countries would rather make cash
sales than trouble with credit Likewise, one may not enjoy lending
to one’s brother-in-law, but feel compelled to do so to keep peace
in the famuly.

Along with banks, postal savings, credit unions, and savings and
loan associations, a number of other agricultural service organizations
often provide financial intermediation In most countries rural coop-
eratives provide loans to members and 1n some cases provide deposit
services Agrarian reform agencies, area development programs, crop
promotion efforts, and input supply organizations also get involved
in granting credit. Provision of loans may also be a major ingredient
used io entice formation of rural groups In many cases such credit
activities are supported with funds provided by donor agencies or
governments. The aims of the funds may be to help the poor, to
promote agricultural production, or to help build the service orga-
nization itself. Many of these organizations also view cheap credit
as a major tool for help:ng the rural poor.

As with the local merchant, offering loans allows a service orga-
nization to build up the number of chents: Offering cheap credit is
a way of enticing people to do business with an orgamization. Even
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though carrying some benefits for the organization, extension of
financial services may result in some unanticipated costs. If large
amounts of funds are available for lending, the credit operations may
swamp the other activities of the organization. An agrarian-reform
institution may become primarily a supervised credit agency, a
multipurpose cooperative may evolve 1nto largely a lending agency,
and the staff of extension programs may end up doing mostly loan
collection. 1f the organization experiences serious loan-collection prob-
lems, as many do, a large part of the management talent may be
tied up 1n trying to recoup loans at the expense of other activities
in the organization

Ideally, financial intermediation should return a surplus to the
orgamzation. This has been true 1n Taiwan where the credit-savings
activaties in the very successful farmers associations generate economic
surpluses that underwrite many of the other activities of these
organizations. This is not common 1n most countries, however. QOr-
ganizations usually are forced to extend loans at interest rates that
do not cover their costs of lending If they offer savings-depocit
services, the interest rates paid do not provide enough incentive for
savers to deposit substantial amounts. This may result 1 z large
number of accounts with small deposits that are costly to service.
Inaddition, the agency may experience serious loan-recovery problems.
These costs of lending, costs of deposits, and defaults can undermine
the financial integrity of the organization,

Although a government or an outside donor may be willing to
temporarily subsidize an agency to cover some of these costs, at some
time the agency will be called upon to stand on its own. When this
occurs the orgamization implodes This is usually associated with
accusations of mismanagement or dishonesty and a change 1n man-
agement. The organization may be renamed, disappear, be combined
with some other organization, or exist for a time as a virtual empty
shell. Like victims of radiation, the members of the organization may
never know what sapped the organization’s financial vitality. They
may not see clearly that 1t lost money on its financial intermediation
activities and that 1ts poor performance 1n handhing savings and
credit led to a loss 1n support at higher levels.

The provision of cheap credit affects organizations in other un-
anticipated ways. As Gonzalez-Vega points out later in Chapter 7,
there 15 generally excess demand for cheap credit, a situation that
forces the iender 1o ratior ne credit through nonmarket means. The
Net result of this rationing process 1s that e well-to-do and the
m‘ﬂuential colonize the credit activities, and only a few of the potential
clients or members of the organmization receive ioans. This, in turn,



18 Effects of Finance on Rural Development

weakens the involvement of the clients who do not get loans. This
has the opposite effect of sales, which are used by some merchants
to increase the volume of traffic moving through their facilities in
the hopes of selling the customer something 1n addition to the good
that is sale priced. Cheap credit, on the other hand, results in fewer
people coming to organizations providing this service.

Any organization, or individual for that matter, 1s beholden to
those who provide support. The government or central bank may
look to outside donors to provide funds to sustain or expand the
amount of agricultural credit. This foieign aid carries obvious ob-
ligations beyond repaying the foreign loan. Likewise, banks or coop-
eratives that draw money from the central bank for on-lending to
farmers subject themselves to increased central-bank control, and the
farmer who borrows 1s open to intrusions by the lenders. Banks and
agricultural service agencies may become addicted to the cheap funds
provided by central banks, especially 1f they mobilize few local savings.
This addiction makes these organizations vulnerable to political
intrusions that may evolve into a virtual patronal relationship from
top to bettom in the financial system.

Finance and Groups in the Economy

All too often 1t is overlooked that the operations of financial
markets can have a powerful differential impact on various groups.
Finance may have a substantial effect on the amount of resources
available to various sectors in an economy as well as on income
distributions. Because of the diffused nature of finance, these effects
are usually not readily apparent. In some cases the operations of
financial markets yield results that are diametrically opposed to
publicly stated goals.

As allocators and mobilizers of claims on resources, financial
markets play a major role in the movement of resources from one
sector to another. If a financial system, for example, mobilizes more
deposits in an area than it extends in loans, some of the claims on
resources mobilized 3 . moved out through the financial system to
other areas or sectors. These transferred claims allow burrowers 1n
other areas or sectors to call on resources located in the areas where
deposits were mobilized. It is not uncommon for financial markets
to mobilize more money 1n deposits in rural areas and poor urban
areas than is extended in formal loans. In some cases the volume
of savings transferred out of rural areas and poor urban areas may
exceed the amount of government assistanice directed at easing prob-
lems in these areas. At least in the Japanese case, the transfers of
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resources through financial markets were substantial, as is documented
by Kato (1966).

Where negative real rates of interest are in force, vhere widespread
defaults on loans are tolerated, and where large agricultural credit
portfolios are involved, the operations of financial markets can also
transfer large amounts of income to borrowers. This may cause a
further skewing of the income distribution, because the subsidy is
always proportional to the size of the loan. Large borrowers get large
subsidies, small borrowers get small subsidies, and nonborrowers get
no subsidy. In addition, negative real rates of interest on deposits
transfer purchasing power from savers to borrowers. If borrowers are
generally richer than savers, this will further skew income distributions.

¥Finance and Politics

In most countries there is a close relationship between political
and financial systems. Governments feel obligated to regulate financial
markets. This may 1ncl:ide the granting of authority through charters
to open up shop as an intermediary, interest-rate controls, reserve
requirements, and limitations on the range of activities that the
intermediary can undertake. Typically, government controls on the
financial system are more comprehensive than are controls on any
other marketing system in the country. It 1s also common, especially
in low-income countries, for governments to manipulate financial
markets. The government may even go to the extent of nationalizing
much or all of the banking system in order to “gain control” over
its operations.

It is also very common for governments to use credit to promote
a particular industry or enterprise. Cheap credit may be used to
support local industries that are part of an import-substitution pro-
gram, for example, or to try to promote the production of a particular
crop such as rice. Credit y:ograms also may be used as a form of
disaster relief, Droughts, wars, frosts, typhoons, floods, and hail may
all be used as excuses for imitiating a new concessionary credit
program. Governments commonly try to promote long-term invest-
ments, such as 1rrigation facilities, tree crops, or livestock, by offering
long-term loans. In some countries these credit activities make up a
large part of all of the efforts aimed at rural development. As might
be expected, donor agencies are involved in activities that reinforce
governmeni priorities. As a result, agricultural credit projects have
made up a large part of the agricultural portfolio of the World Bank,
the Inter-American Development Bank, and the Agency for Inter-
national Development.
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At times, some of the economic considerations involved in ma-
nipulation of financial markets can be swamped by political consid-
erations. Because of the normal use-value of loans, the potential for
default transfers, and the income transfer involved in negative real
rates of interest on loans, credit can become a potent tool for allocating
political patronage. The beauty of this tool 1s that it is very flexible,
its results are generally well masked, the benefits can be effectively
targeted, and the costs of the patronage are diffused throughout the
economy {Dlson 1982).

Improving the Contribution of Finance

Few careful observers of formal rural financial markets in low-
income countries are satistied with their recent performance. These
markets are highly fragmented, provide little or no service to many
rural residents, and are riddled with politics, and official lenders are
often on the edge of bankruptcy These problems are compounded
by the very low expectaticns that most pohcymakers have regarding
agricultural credit programs. They have come to expect that loans
will not be repaid, that rural people will not save in financial form,
and that credit agencies cannot pay therr own way. In all too many
cases they assure these results by adopting policies that force lenders
and borrowers to conform to these low expectations. Such expectations
and policies seriously limit the overall contsibution of financial
intermediation to rural development. Financial markets that are
stunted do not adequately support the development process.

Improvements in the performance of rural financial markets will
require major changes 1n how these markets are used and a much
clearer understanding by policymakers of the important contributions
these markets make to economic development Because of the diffused
and subtle nature of the rural financial markets, much of their
contributions must be taken on faith. Some additional research,
however, could help clarify the extent and nature of these contributions.
Once policymakers more clearly understand financial markets, they
may come to understand the limitations of policies aimed at altering
market performance. Frequently the policies are responsible for poor
performance.

In all too many cases agricultural credit programs are inmitiated
because they are easy to start or expand and because their ultimate
effacts are diffused and masked. These cheap agricultural credit
activities divert attention and resources from more important problems
in rural areas: paying producers decent prices for their output,
improving technology so that farmers get higher yields, and investing
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in other services that will make rural areas more pleasant places in
which to live.

The operations of financial markets are difficult to understand. It
is even more difficult to comprehend the effects that these markets
have on economic development. Traditional suspicions, assumptions,
and biases undermine this understanding. It is past time for more
positive views to emerge about the contribution and importance of
rural financial markets.
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2
Farm-Household Heterogeneity

and Rural Financial Markets:
Insights from Thailand

Richard L. Meyer
Adelaida P. Alicbusan

Until recently policymakers have viewed rural finance largely as
a process of channeling cheap credit to farmers. Attention has been
focused almost exclusively on farm enterprises with little concern for
financing nonfarm enterprises 1n rural areas. However, a new per-
spective on the role of finance in development appears warranted
from evidence that the finances of farm households in low-1ncome
countries are much more complex than previously assumed.

Two types of heterogeneity facilitate rural financial intermediation,
The first concerns the broad range of firms and households found
1n rural areas Some of these units can benefit primarily from a ready
source of credit that 1s appropsiately priced relative to the cost and
risk of the loan desired At the same time, other units have surplus
funds and can benefit from a safe, rehable way to hold savings, The
second type of heterogeneity stems from the changing financial sit-
uation of firms and households over time. At one time, a firm may
choose to borrow; at another time, 1t may choose to hold savings,
This heterogeneity across firms and within firms over time provides
scope for financial intermediation. When such heterogeneity is rec-
ognized and appropriate financial :ntermediaries and instruments are
made available, development 1s accelerated. When the heterogeneity
is ignored and the financial market impeded or fragmented, devel-
opment is retarded.

The objective of this chapter 1s to discuss the complexity of farm-
household finance in low-income countries and the implication of
that complexity for rural financial intermediation. Data from Thailand
are presented to illustrate the heterogeneity that exists among farms.

22
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Data are not available to make the same argument for rural nonfarm
firms. The paper by Kilby, Liedholm, and Meyer (Chapter 21), however,
suggests that there may be a number of similarities between farm
and nonfarm firms in this respect,

Financial Intermediation and the Rural Household

There 15 surprisingly httle information in the literature on the role
of financial 1ntermediation 1n rural households, (Exceptions are Lee
1983 and Baker 1973.) Intermediation occurs because not all firms
and households want to borrow or save at the same time: Some want
to borrow at exactly the time others want to save This heterogeneity
provides an opportunity for an Intermediary to bring the interests
of borrowers and savers together The resulting transaction-—repre-
senting an exchange of resources and financial claims through the
intermediary—allows both borrowers and savers to reach greater
income levels. Through the transaction, resources are channeled to
the highest bidder who expects the greatest economic returns. Thus,
financia) intermediation Causes increased efficiency through resource

wilhing and able to pay the highest 1nterest rate,

Heterogeneity of economic activities among firms and households
g1ves rise to their financial heterogeneity. Various types of heterogeneity
In rural areas influence financial markets A first type concerns the
wide range of firms and households that exist. A typology of activities
found in the rural sector ISE .sented 1n Chapter 21 by Kilby, Liedholm,
and Meyer. Farm households range from poor, landless laborers to
rich, complex agricultural estates and plantations, The rura) sector
also includes small towns with farm and nonfarm households, pro-
Cessing plants, input supply dealers, repair and service centers, and
retailers. These nonfarm firms and households have forward and
backward linkages with farm households that are often overlooked
in statistics and policy analysis (Chuta and Liedholm 1979). Their
financing 1s also usually overlooked, and they are often excluded
from credit programs.

A sewond type of heterogeneity 1s the focus of this chapter. It
conicerns the differences among farm households and how this gives
Tse to opportunities for financial Intermediation. Like nonfarm firms,
farm households are heterogeneous. Some have access to irrigation

and are limited to one Crop per year. Some households specialize 1n
only one farm enterprise, while others éngage 1n several and are also
Involved 1n nonfarm enterprises during slack labor periods. Some
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households are rich and operate large farms. Others are poor and
landless, and many exist on meager incomes. These differences in
income levels, asset ownership, and farm organization give rise to
differences in demand for financial services.

A third typc of financial heterogeneity concerns the changes that
occur in households over time. Within a year a household may
experience shortfalls in cash inflow during several weeks or months,
Desired expenditures may exceed household income, At other times
income exceeds expenditures. During some pericds the household
prefers to be a net borrower, at other times 1t prefers to be a net
saver. If all households simultaneously faced the same financial sit-
uation there would be hittle scope for financial intermediation. During
one period there would not be enough funds to satisfy everyone. At
another period funds would be overabundant, and there would be
too few borrowers to utilize these funds.

An important role of inancial intermediation 1s to help households
smooth seasonal cash flows and synchronize income and expenditures,
Unevenness 1n cash inflow and outflow 1s inherent 1a most biological
processes of crops and livestock. Inputs for a crop are required
months before harvest and sale, and most livestock and poultry
enterprises 1nvolve an even longer lag between investments and returns.
A regular pattern of cash inflow and outflow can be anticipated for
some enterprises and for household expenses. Consumption expen-
ditures, school expenses, and some ceremonial obligations, for example,
can be anticipated. The household must also consider such unpre-
dictable events as crop failure, market failure, and sickness.

The selection of production and marketing alternatives affects the
synchronization of cash inflow and outflow. For example, a diversified
combination of enterprises may be selected to troduce a marketable
surplus several times during the year. Nonfarm enterprises, such as
weaving, blacksmithing, tailoring, and handicraft manufacture, play
an important role 1n many countries n generating income for farm
households during the dry season (Chuta and Liedholm 1979). Forward
contracting of production with advance partial payment can be used,
in some cases, to finance inputs Frequently, households will store
commodities for home consumption 1n the dry season (to avoid cash
outlays), for future use 1n barter, or for sale to obtain cash.

Adjustments 1n the timing and magnitude of consumption expen-
ditures can help synchronize inflows and outflows. Cash outlays can
be held to a mimmum during periods of low income; the purchase
of clothing and durable goods, and some traditional religious and
ceremonial activities, can be deferred until harvest time or whenever
major sales are made.
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There are limits, however, to the household’s ability to manage
cash flow through production, sales, and consumption strategies. The
household’s cash position may vary substantially month by month.
Given this variation, there are several ways that financial interme-
diation can help 1n the household’s hquidity management One way
is through the management of savings or temporary surpluses. Some
savings are always required to finance expenditures that exceed income
for some period (Von Pischke 1979). In the absence of reliable financial
institutions, households 1n low-income countries frequently hold their
savings 1n the form of nonfinancial hquid assets: crop inventories,
livestock and poultry, and gold ornaments But holding these assets
can be both unproductive and risky and causes inefficiencies in
resource allocation. A more productive, less risky alternative consists
of selling unproductive assets and holding the receipts in interest-
bearing financial instruments unul cash 1s needed

Besides providing savings alternatives, another way financial mar-
kets can be helpful 1s 1n the obvious role of providing loans. There
are some houscholds that during some periods want to spend more
cash than they have. Borrowing provides an alternative to liquidating
physical assets during thes: periods. To engage 1n borrowing, the
household must perceive tkat the cost and risk of the ioan are
preferable to disposing of assets

Still another way management assistance comes .rom financial
markets 1s through provision to the household of credit reserves.
Baker (1973) defines these reserves as the ability to borrow. This
reserve acts as a substitute for cash. With a reliable source of loans,
a household can utilize cash holdings for productive purposes knowing
that the credit reserve can be drawn upon when cash requirements
are greater than cash holdings and savings.

/A fourth way that financial heterogeneity arises 1s through differences
in family hfe cycles Over time households typically go through an
expansion, maintenance, and contraction cycle In the early years of
a family, demands for cash often exceed supply. Child rearing,
establishing a home, acquiring desired durables, and beginning farming
all require more funds than a young family can easily obtain from
annual income As time passes, household income rises until 1t
eventually matches and finally surpasses desired expenditures. The
household may shift from being a net borrower to being a net saver.
In low-1ncome countries, young famihes frequently live with parents
and in-laws so the older generation can subsidize or lend to the
younger family members. The amount of funds may not be sufficient
in this internal transfer, however, so a financial intermediary can
provide a service by linking savers with borrowers who do not know
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each other, cannot easily establish personal relationships, and may
even be separated by great distances.

Diverse investment opportunities are a fifth type of heterogeneity
that creates opportunities for financial intermediaries. These oppor-
tunities arise because of actual or perceived differences among house-
holds for making profitable investments. Some households have, or
perceive they have, few opportunities to profitably invest in their
current farm and nonfarm enterprises. They have exhausted all
alternatives with acceptable levels of income and risk. They lack
information on 1nvestment opportunities 1n urban areas. Their best
option may be to 1nvest their hquid resources 1n a financial instrument.
Simultaneously, another household that perceives an opportunity to
increase income by using improved seeds, applying more fertilizer,
buying machinery, or starting a new enterprise lacks finance to take
advantage of these opportunities. The hiquid household would gain
by decreasing current consumption and providing resources to the
borrower nousehold, while the deficit household would gain by 1n-
creasing current consumption and repaying a loan out of future
income. Both households benefit from a financial institution that
mobilizes the savings of one and lends to the other when they are
not able to meet face to face and make a direct loan one to the
other.

The finances of households are much more complex than normally
assumed 1n agricultural credit programs. Although 1t 1s true that some
households may productively use short- or long-term loans, many
other households may need to hold short- and long-term savings 1n
attractive and safe ways. If al/l farm households could productively
borrow at the same time, then channeling large supplies of central-
bank or donor credit to 1ural lenders—ignoring savings mobilization
and the diversity of rurai economic activity—might be appropriate.
But with heterogeneous objectives and patterns of activities, savings
ought to be mobuilized in rural areas for simultaneous lending to local
borrowers.

Cash-Flow Analysis of Thai Farm Households

Few studies collect enough data to adequately analyze the heter-
ogeneity of farm-household finance. An exception is the recent Rural
Off-Farm Employment Assessment Study in Thailand. A description
of this project is found 1n Onchan and others (1979). The objective
was to analyze the potential for increasing rural nonfarm employment.
The prevailing wisdom was that rural people were poor 1n large part
because they were underemployed (Fuhs and Vingerhoets 1972), but
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little information was available to support this argument or to assess
the possibility of expanding rural employment,

The project set out to analyze employment for a full year on a
sample of Thai farm households. A preliminary survey was conducted
to determine the distribution of rural enterprises. A total of 20 villages
was selected 1n four provinces to represent typical farm situations.
Over 400 households were selected at random 1n the villages. Local
teachers collected data weekly and monthly from households in their
respective villages beginning March 1980 and ending February 1981.
The data were edited and processed at Kasetsart University. A major
componeni of the project concerned a financial analysis of the farm
households interviewed: Detailed cash-flow data were collected during
the year to show how financial situations changed over time and how
the households managed their financial resources.

In the m1d-1970s, Thailand had embarked on an aggressive ex-
pansion of formal agricultural credit (Meyer and others 1979). Com-
mercial banks were required to lend a portion of their loan portfolios
to agriculture or deposit an equivalent amount of funds 1n the Central
Bank. The Bank of Agriculture and Agnicuitural Cooperatives was
provided with funds for a major expansioin 1n 1ts agricultural lending.
At the same time, savings mobilization was largely limited to urban
areas. It was expected that the impact of these credit programs would
show up 1n the financial information of the sample households.

Tables 2.1 and 2.2 report cash-flow data for two sets of households
(the data represent average values for the variables reported for the
households 1ncluded 1n each group). These households were located
in two widely separated villages 1n Khon Kaen Province in Northeast
Thailand, re,resenting farms with wet-season 1rrigated rice production
and a large amount of upland sugarcane, cassava, and kenaf. Compared
to other areas 1n the province, the farms were cropped fairly intensively.
Other areas with access to good irrigation water were cropped even
more 1ntensively 1n the dry season.

These households are a subset drawn from the larger sample. They
were selected because the data were complete enough for the required
analysis, they represented small farms of fewer than 20 rai (about 8
acres), and they had both farm and nonfarm enterprises. Since the
farms were small and incomes were low, it was expected that cash-
management problems would be pronounced and borrowing vvould
be common. The households were divided into a borrower group
and a nonborrower group. The criterion for the division was that a
household borrowed from all sources a total of at least 500 baht
(about US$25) in new loans during the year. Surprisingly, in spite
of their small size and low income, only 5 of the 19 households
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Tabtle 2.1 Cash Flow Statament for Borrower Households In Thal tand®

itemn Mar-ch April May June August Sep..‘;".m'l Jane Feb. Total
Farm Cash Recelpts 60 82 56 198 90 2,694 1,436 5,492
Operating Expenses 19 98 36 118 46 60 34 1,283
Net Cash Farm Income 9 (16 20 80 (46) 30 2,660 1,436 4,209
Net Cash Nonfarm income 195 594 432 173 613 464 1,298 546 8,024
Net Capltal Sales (580} ) 1,700 1,1_20
Other Cash Recelpts 50 110 50 20 80 260 50 - 50 1,421
Famlly Living Expendltures 1,344 4 3,507 473 605 504 768 1,015 it 12,324
Other Cash Expenses 494 1,805 208 73 43 45 121 518 3,497
Net Borrowling 1,660 400 200 100 (500) (2,300) (440)
Surplus (Deficit) (472) (4,224) 21 295 100 (59) 4,072 €(1,504) (1,487

BA11 values reported in Bahte U.S. $1.00 approximetely equal to 20 Baht.

Note: Parentheses Indicate negative values.

8



A\

Table 2.2 Cash Flow Statement for Nonborrower Houssholds In Thalland®

Item Morch _ Aoril _ May _ June July August s:::ﬂI Oct. Nov. Dece  Jon.  Febe  Total
Form Cash Recslpts 364 753 30 533 383 1,312 2,286 329 363 1,061 1,955 748 10,117
Operating Expanses 25 3% 377 68 36 21 1% 32 30 In 4 1,369
Net Cash Farm Income 149 334 (29m 465 347 1,312 2,265 173 331 1,031 1,844 734 8,748
Net Cash Nonfarm Income 1,987 455 501 1,339 535 1,04 760 772 562 1,639 1,268 1,222 12,085
Net Capital Sales “im 68 (8) (400 (622 (63  (6) a’» @ Gsn (1,008
Other Cash Recelpts 131 152 59 163 304 143 157 397 143 29 210 157 2,330
Fally Living Expenditures 1,096 901 577 556 388 479- 611 - 479 42 542 62 811 _ 7,50
Other Cash Expenses 1,345 91 258 293 15 194 T 196 112 463 88 18 3,634
Net Sorrowing m ae . e ] ' (34
Surplus (Deficit) B3 G& (572, 1,115 5887 1,781 2,059 661 512 1,881 2,650 861 10,927

SA11 values reported In Bahte U.S. $1.00 approximstely squal to 20 Baht. ) ) B -

Note: Parentheses Indicste negative values.

6¢
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reported borrowing at least 500 baht. This low level of borrowing
was also found with the households in the rest of the sample, in
spite of the recent major emphasis on exparding the supplies of
agricultural credit.

The main rice-growing season 1n these villages runs from planting
in June-July to harvest in November-December. Thus the data in the
tables cover the end of the 1979-1980 dry season, the entire 1980
wet season, and the beginning of the 1980-1981 dry season. Household
cash receipts were subdivided 1nto net cash farm income, net cash
nonfarm income (including net income from nonfarm enterprises and
off-farm work), net capital sales, and other miscellaneous cash receipts.
Household expenditures were classified as family living expenses (e.g.,
food, clothing, and education) and other cash expenses. Net borrowing
refers to the difference between value of new loans received from all
sources and repayments on old loans The differences between total
cash inflow and total cash outflow were reported as cash surpluses
or deficits for the month These amounts represent the potential that
exists for financial intermediation 1n the form of loans or savings.

These two groups of houscholds are similar 1n that both earned
more income from nonfarm than from farm sources This 1s a result
of small farm size and the widespread existence of nonfarm enterprises
in rural Thailand. The borrower households 1n Table 2 1 had a cash-
flow pattern typically assumed by agricultural credit planners. Farm
cash receipts were concentrated 1n certain times of the year 75 percent
were received from rice and kenaf during the postharvest months of
January and February About €0 percent of the operating expenses
occurred 1n the two months of October and December. Net cash
farm income was negative in five months Nonfarm income was
substantial every month, but the largest amounts were earned in
December and January because of the employment available in
harvesting Thus total net cash income from all sources was much
higher in the period November through February than in any other
period.

Over 50 percent of the living expenses for the entire year occurred
in the four dry-season months of January through April This 1s the
period when major religious festivals are held and 15 also the period
just after rice harvest when houscholds have the most cash

Borrowing occurred in the preplanting and pianting months of
March through July, repayments were concentrated 1n the postharvest
months of December through February. This 1s the classic cash-flow
pattern expected in typical agricultural credit projects: Households
borrow during the planting period when they experience cash deficits
and repay after harvest when they have cash surpluses. Total cash
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outflow roughly equaled total cash inflow during the months May
through December. Outflow greatly exceeded inflow in April, and
inflow strongly exceeded outflow in January. The cash balances that
were accumulated 1n January financed the cash deficits in February,
March, and April

Although the data on the cash flow of the nonborrower households
(Table 2.2) show some similarities with the borrower group, they also
exhibit some major differences. Total net cash farm income was higher
and more evenly spread hroughout the year for nonborrowers. Non-
borrowers had a more complex combination of enterprises, including
cassava and sugarcane, that generated income more frequently during
the year. Nonborowers also earned more no'ifarm income.

Surprisingly, 1n spite of their higher income, nonborrowers had
lower total family living expenses than borrowers, and these expenses
were somewhat less concentrated 1n the postharvest months. These
households made payments on loans received 1n previous years during
months other than postharvest.

In March through May, the nonborrower households experienced
a cash-deficit period when cash outflow exceeded inflow. However,
for the rest of the year they saved. It 1s not clear where and how
these savings were held Given the absence cf attractive and readily
accessible rural financial savings opportunities, it 1s expected that
they were held 1n cash or converted to unreported assets. Compared
to the borrower group, nonborrowers could have benefited from a
safe, convenient way to hold their savings. Simultaneously, inter-
mediaries could have mobilized these resources rather than relying
mainly on Central Bank funds.

Results from Other Studies

How representative are these households of others in Thailand or
of households 1n other low-income countries? We have not located
any other studies with analysis sim:lar enough to permit exact
comparison, but what we have found is supportive. Using data from
this same Thailand project, Priebprom (1982) analyzed the incoms
of households on both irrigated and rainfed farms in the Khon Kaen
sample. His analysis showed, as expected, that the proportion of total
household income earned from nonfarm and off-farm sources declined
as farm size incieased. Further, the importance of these sources of
income was less on irrigated farms than on rainfed farms. Even so,
households on large irrigated farms reported about 15 percent of total
income from nonfarm and off-farm sources compared to 73 percent
for small rainfed farms This large amount of nonfarm income should



32 Farm-Household Heterogeneity

have reduced the sharp seasonality of farm cash inflew and outflow,
as we noted for the farms analyzed above.

Laguna Province 1n the Philippines was selected for detailed small-
scale surveys-in a rice-growing culture similar to Thailand., Hayami
(1978) analyzed the data collected from mid-1975 to mid-1976 for a
daily record-keeping project with 11 households in a Laguna village.
Few nonfarm enterprises existed in the village, but on the average
the households earned 28 percent of their income off the farm,
principally by working on neighboring farms. Monthly cash income
and expense were highly uneven, as in the Thailand case. There were
three periods totaling several months of the year when monthly
consumption expenditures exceeded income. On the other hand, thera
were two periods when rice was sold, and income far exceeded
expenditures. Monthly cash receipts ranged from a low of US$48 to
a high of $176; monthly cash payments ranged from $53 to $211.
Financial assets as a percent of total assets ranged from a low of 2
percent to a high of 14 percent depending on the type of household
and time of year. Even though Laguna Province is favored with
considerable social services, only about a third of the loans came
from institutional sources. The balance came from moneylenders or
in the form of time purchases.

Also 1n the Philippines, Ledesma (1980) collected daily records
from 16 househoids 1n Ilotlo Province from September 1977 to March
1978. Sources of income were similar to those 1n the Hayami study.
The data for 1 landless family showed weekly expenses exceeded
income for a total of 18 out of 26 weeks during six different periods
of time. The longest period was 6 wecks. Two weeks with large rice
sales produced income far above expenses. Off-farm work and sales
from livestock enterprises helped even out household cash flow during
the period.

Ledesma conducted a particularly interesting analysis of the complex
borrowing and lending behavior of these households. All 16 households
borrowed cash and/or rice 1n kind. Landless-worker households tended
to borrow frequently and 1n small amounts. Many households borrowed
more than 20 difterent times during the 26 weeks. Many of these
loans were small At the same time, 13 households lent cash and/or
rice to an average of 4 other houscholds during this same period.
The households tended to hold their savings in the form of rice that
was lent to other households.

Another relevant survey was conducted by Matlon (1977) of 140
households during a 12-month period in three villages of Kano State,
Nigeria, in 1974-1975. These households reported almost 30 percent
of total income earned off-farm from a variety of sources. This income

M
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represented over half of the total cash income of the households. A
surprising finding was that fsrm sources of income declined 2s
household income rose. Work in nonfarm activities was highest during
slack farm periods. Even though hourly returns were low for this
work, the income earned helped stabilize household cash flow. Over
half of the households borrowed during the year, but the total value
of the cash loans equaled only 7 percent of all expenditures. The
timing of loans was consistent with the reported purpose. Loans for
farming expenses were reported mostly 1n preplanting and planting
periods, whereas consumption loans tended to be reported during
holiday and ceremony periods.

Implications

Farm households are financially heterogeneous. They vary because
of differences in enterprise combination, pre juction and marketing
techniques, family life cycle, investment opportunities, management
efficiency, consumption oreferences, and a variety of other factors.
The financial management of the typical farm household is far more
complex than 1s assumed by many designers of agricultural credit
programs, who tend to set up rigid, one-sided systems 1n low-income
countries, such as Thailand. Loans are provided while savings op-
portunities for households are ignored. The financial market is frag-
mented and made up largely of spectalized institutions: One 1nstitution
supplies operating loans, another supplies 1nvestment funds. Loans
are packaged for specific amounts, purposes, and maturities. The
borrowing and repayment cycle 1s assumed to be simple. For production
loans, it 1s oficn assumed that farmers will borrow once at the
beginning of the pioduction period for repayment once at the end.
Loans for consumption and nonfarm purposes are usually discouraged
or completely denied. Loan application and documentation procedures
are complicated, ume consuming, and expensive for the borrowers.
The system as set up considers the convenience and interests of the
lenders more than the borrowers. Therefore, formal credit institutions
are not highly valued by the rural community, reach few farmers,
poorly serve those that are reiched, and must offer low interest rates
to 1nduce farmers to borrow.

Flexible, multipurpose financial intermediaries would better serve
farm households. These institutions should be one-stop centers that
offer both borrowing and savings services. Production, consumption,
investments, and nonfarm loans should all be available to borrowers,
with the amount and timing based on repayment ability rather than
fixed formula or simple packages. Opportunities are needed for



34 Farm-Household Heterogeneity

households to borrow and repay several times per year to facilitate
synchronization with household cash inflow and outflow. Loan pro-
cedures must be streamlined to reduce borrower costs, yet compre-
hensive enough to provide essential information for screening bor-
rowers. Interest rates on loans must be set high enough to cover
lender costs and also high enough to attract savers.

These recommendations recognize the heterogeneity of farm house-
holds #nd their complex patterns of financial management. This
heterogeneity implies that rural financial markets must do much more
than simply channel large amounts of cheap credit if they are to
serve farmers effectively.
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3
Problems with Specialized
Agricultural Lenders

Compton Bourne
Douglas H. Graham

In many low-income countries (LICs), specialized agricultural lend-
ers have been formed in the past several decades to achieve rural
development objectives: rapid increases in agricultural production,
expansion in rural employment and income, modernization of agri-
cultural technology and practices, domestic self-sufficiency 1n food
production, a favorable agricultural balance of trade, and equity within
the rural sector and between rural and urban areas. The results of
these programs are not encouraging (Von Pischke 1981) Becasuse of
the fungibility, divisibility, and substitutability of money, 1t 1s difficult
to attribute specific increases in production and income to credit
activities (David and Meyer 1980). Also, 1n some cases, credit ex-
pansion has coincided with output decreases and more agricultural
imports (Graham and Bourne 1980) Rural mnequality appears to
have increased as a consequence of agricultural credit policy. Fur-
thermore, many rural credit institutions and programs are not fi-
nancially viable. The portfolios of some have tended to decline or
stagnate rather than to grow 1n real or nominal terms (Adams 1980).

In our view, the weaknesses of speciahzed agricultural credit
institutions are a consequence of faulty assumptions and, 1n part, a
result of major defects 1n their design and operation. This chapter
critically appraiscs this strategy and offers recommendations for the
reform of rural financial markets.

Specialized Agricultural Lenders

The emphasis on forming specialized agricultural lenders is part
of a more general strategy of supply-leading finance. According to
Patrick (1966), supply-leading finance is “the creation of financial
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institutions and the supply of their financial assets, liabilities, and
related financial services in advance of demand for them, especially
the demand of entrepreneurs in the modern, growth-inducing sectors”
(p. 175). Unlike demand-following finance, supply-leading finance
“presents an opportunity to induce real growth by financial means
.. . [although] as the process of real growth occurs, the supply-leading
impetus gradually becomes less important, and the demand-following
financial response becomes dominant” (pp. 176-177). Patrick’s supply-
leading strategy can apply to any part of an economy, but our concern
here 1s only with the agricultural sector.

Various assumptions provide the basis for forming specialized
agricultural lenders. Although these assumptions are widely accepted,
they are open to serious question. The establishment of financial
programs on these weak foundations has contributed to the widespread
proulems experienced by financial institutions. Efforts at reform usually
fail to examine the assumptions underlying supply-led agricultural
finance.

One fundamental premise 1s that credit 1s an appropriate instrument
for promoting agricultural development. Improvements in farming
technology are believed to be constrained by lack of farm capital,
and loans are expected to encourage expenditures on new and better
production activities The validity of this premise 1s questionable. It
is not always clear that credit 1s the most binding himitation to
agricultural development Many 1nputs and technologies are divisible
and can be adopted 1n small amounts Also, improvements in pro-
duction technology may raise physical yields, but such changes do
not result 1n corresponding increases 1n farm revenues unless marketing
facilities, input supplies, and prices create incentives to ensure effective
use of credit (Schultz 1977; Brown 1978). The production and equity
objectives of credit projects dre often defeated by marketing conditions
and price policies. Credit per se 1s a weak instrument for promoting
agricultural development 1n the face of these other distortions and
constraints.

A second common assumption 1s that long-term finance is needed
by many farmers Even if a capital constraint does exist, many small-
to medium-sized farmers invest 1n quick payoff 1tems, such as seed
drills and spraying equipment, that do not require long-term loans.
Moreover, improved inputs such as new seeds, chemicals, and fer-
tihzers are highly divisible and self-hquidating These 1nputs require
short-term operating credits and not long-term investment loans. This
implies that the overall effecuve demand for credit among the target
group of farmers 1s more short term than long term. Thus, specialization
in long-term loans, often prescribed for supply-leading financial 1n-
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stitutions, is inappropriate in terms of portfolio balance and results
in an unwarranted divergence between the term structure promoted
by the lender and that generally desired by mary borrowers.

The creation of specialized agricultural credit institutions is also
frequently justified by a third assumption, the presumed existence
of an unsatisfied demand for credit that can and should be met. It
is often noted that commercial banks in LICs do not reach and
service many farmers, presumably because producers are not credit-
worthy or the information needed by banks to determine their
creditworthiness 1s too expensive to collect and interpret. This leads
some to argue that specialized institutions or programs (usually with
a costly overhead of supervisory credit personnel) are required to
reach these potential customers, even if the costs far exceed interest
receipts.

Maintaining such a costly program is frequently justified on the
grounds that the alleged social benefits outweigh the social costs.
Administrators also argue that concessionary interest rates are called
for to induce these borrowers to undertake new production techniques.
This interest subsidy is also expected to mitigate the start-up costs
for long-term 1nvestments that will not yield returns for several years.
Finally, explicit subsidies to borrowers conveniently reinforce the
argument that subsidies are justified for the financial intermediary.

As is argued elsewhere 1n this volume, much of this reasoning is
misleading, inappropriate, or erroneous. First, many farmers obtain
liquidity satisfactorily through inforinal loan:; (Bouman 1977). Second,
to the extent that farmers are reached by these programs, their total
borrowing costs are often not very different from the nominal rates
of interest charged by informal lenders (Adams and Nehman 1979).
Third, the history of high delinquency rates in these programs suggests
that either the system 1s being exploited by the borrowers or the
farmers are, 1n fact, not creditworthy. In this case, subsidized credit
cannot be justifed on the grounds that social benefits outweigh social
costs. Moreover, there 1s always a downward bias 1n the estimates
of social costs because the destruction of effective financial inter-
mediation 1s ignored as one of the costs. Also ignored in these
estimates is the probable inequitable trade-off in transferring tax
revenucs generated from a typically regressive tax structure (or equally
regressive inflationary financing) to subsidize relatively well-off bor-
rowers through unviable government credit programs.

A fourth rebuttal 1s that subsidized interest rates are an inappro-
priate device to deal with the financial problem of sustaining farming
operations while slow-yielding enterprises, such as tree crops, mature.
Instead, one should introduce a grace period for amortization payments
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but still charge realistic interest rates. Fifth, if the rate of return to
farming is so low that loan repayments cannot be met, other measures
are called for to deal more directly with the factors limiting farming
profits. In summary, using scarce resources to treat farm financial
problems through credit instruments carries a high opportunity cost.

Operations of Specialized Lenders

Specialized agricultural lenders, especially agricultural development
banks, differ substantially from nonspecialized financial institutions.
Specialized 1nstitutions have distinctive liability structures, a large
degree of supervisory and technical involvement 1n the production
activities of their borrowers, a long-run project appraisal approach
to granting loans, different performance criteria than commercial
banks, and different skill requirements for their staff, These distinctive
features contribute to many of the problems they encounter.

The hability structure of supply-leading financial institutions is
often characterized by an absence of deposit liabilities and by himited
use of bond 1ssues to the private sector.! These institutions rely on
loans and grants from foreign donors and on equity contributions
and quasi-equity loans from local governments and tend to be financial
intermediaries only 1n the very restricted sense of converting public-
sector financial contributions into rural loans. Many are incomplete
institntions that do not mobihize savings and offer only long-term
loans. The absence of deposit facilities means these institutions do
not realize potential multipher effects that arise when borrowers
deposit loan proceeds and project income with the lending institution,
increasing 1ts supply of loanable funds

Several explanations have been suggested for the lack of deposit
facili ¢s in these 1nstitutions. Some argue that deposit facilities are
too costly. However, a more convincing reason 1s that deposit costs
require more realistic loan pricing and more careful lending policies.
It is relatively easy for managers of supply-leading nstitutions to
obtain cheap funds from governments and international donors and
thereby avoid competition with commercial banks for local funds.
Typically, governments guarantee the institutions’ debts to external
agencies and governments, they sometimes also guarantee customers’
debts to the agricultural bank. These arrangements considerably reduce
the responsibility of financial managers. In contrast, resource mo-
bilization from many depositors introduces powerful pressures for
accountability. In addition, the task of pooling deposits and of
synchronizing resource inflows with credit transactions makes greater
demands on the skills of bank officials.
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Close credit supervision s another important feature of specialized
financial institutions. Supervision and planning are a natural con-
sequence of long-term loans aimed at increasing output of specific
commodities or at transforming farm technology. Credit supervision
is justified as a means of preventing credit diversion to nonapproved
uses and of educating farmers 1n the use of new technology. However,
the fungibility of finance makes attempts at preventing credit diversion
costly and futile. Further, as we shall argue later, 1t 1s doubtful whether
the high costs resulting from credit supervision can be justified in
terms of the actual technical assistance provided by credit officials,

The planning perspective extends to identifying target groups of
intended beneficiaries on the basis of enterprise type and of regional
and equity considerations. The planning perspective, whick leads
policymakers to rank planning goals higher than the internal viability
of the institution, results in project appraisal and creditworthiness
criteria that are at variance with those employed by nonspecialized
lenders. What would normally be externalities are internalized; social-
cost-social-benefit considerations become Integral elements in the
decision calculus. Conventional creditworthiness criteria are relaxed
as riskier and allegedly more socially beneficial projects are empha-
sized.

The performance indicators of specialized agricultural lenders are
also often based on a planning perspective. Imitially, quick loan
approval and disbursement and rapid growth in the number and
volume of loans to previously identified target groups are the most
important yardsticks used to evaluate performance Much less attention
is paid to internal financial performance indicators. Lending costs,
loan delinquency, and default are largely ignored until a financial
crisis emerges. It is not surprising, therefore, to find that arrears
information 1s handled poorly and that 1t has litt!= welght 1n evaluations
of bank personnel (Von Pischke 1980, 1981).

All too often individual accountability for program or loan failure
is weak 1n these specialized nstitutions. This 1s a consequence of
several factors. The loan-approval process 1s protracted and diffused
over so many divisions and levels that all managers are jointly, but
none is individually, responsible. Problems 1n projects that are heavily
weighted with long-term loans appear only after three or four years,
By this time many of the original credit nfficers have often been
reassigned. The attribution of responsibility 1s further complicated
by the difficulty of distingwishing vost hoc between weaknesses in
project appra.sal and monitoring oa the one hand and—on the other
hand—unanticipated economic difficulties and the impact of govern-
mental policies beyond the control of the credit 1nstitution, There is
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also the pervasive view that high-risk ventures are the business and
raison d'étre of supply-leading financia] institutions, so that some
loan failures are 1o be expected. However, this view begs the question
of what 1s the acceptable leve] of project failures and usually only
SErves to provide a weak defense for deficient project appraisal and
monttoring.

Finally, 1n sharp contrast to commercial banks, government-owned

ance as to the kinds of reforms necessary for improved financial-
market performance (Bourne and Graham 1981),
The composition of a credit institution’s hiabilities may adversely

impose portfol;o restrictior:s that limit the outreach of credt programs
by excluding certain potential borrowers on the basis of wealth, farm
Size, enterprise, and loan maturity. As a result, the Scope 1s reduced
for loan-portfolio diversification as a means of risk minimization,
Tevenue maximization, and more even repaymen inflows Foreign
funding agencies also have biases in ther portfolio preferences, and
they have ap influence on the lending policjes of local lenders.

governments,
The influence of external and interna] funding agencies usually
intrudes 1nto interest-rate policies. In keeping with the premises of
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supply-leading finance, concessionary interest rates are common. Al-
though sometimes calculated to yield a small operating margin to
the credit insiitutions, fixed interest rates usually do not cover average
operating costs. Also, they often are too low to protect the purchasing
power of the lender’s loan portfolio. In sharp contrast to low single-
digit interest rates common 1n these programs, the himited studies
on lending costs in agricultural development banks point out that
administrative costs and costs of funds together typically run between
10 and 20 percent of the value of lcans outstanding. When delinquency
and default are included, this can substantially increase the annual
costs of lending 1n direct proportion to the magnitude of the default
rate. Consequently, the real capital position of the financial institutions
is eroded as financial reserves (if there are any) and new capital
contributions are used to defray operating losses.

As pointed out iater in Chapter 7 by Gonzalez-Vega, 1t is not
unusual for credit institutions confronted with unrealistic interest-
rate ceilings to attempt to protect their capital resources and to seek
financial viability by rationing credit in order to reduce loan ad-
ministration and default costs. This rationing can take many forms:
reducing the number of loans to new borrowers, favoring borrowers
who have the most collateral, and making shorter-term loans and
loans with lower market and crop risks. This rationing ra ses the
transactions costs per unit of credit to many borrowers, thereby
impairing the efficiency of the financial intermediation process. In-
creases 1n borrower transactions costs and other rationing devices
such as stricter collateral requirements discriminate against small and
new borrowers and thus operate contrary to equity objectives.

Other problems are associated with the rehance on official funds.
Inflows of funds tend to be discontinuous, peaking at the time of
each new injection of international contract funds, government capital,
and loan contributions. These discontinuities result in prolonged and
repeated periods of excess capacity in these financial institutions.
Capacity built to provide peak-period services is maintained during
the nevitable downturn 1n loan activity as credit fund infusions are
exhausted. At the same time, loan recoveries are often too small to
create significant amounts of revolving funds within the institution.
Furthermore, these credit institutions may experience d:fficulties 1n
sustaining or expanding inflows of loanable funds when the preferences
and emphases of governments and foreign-assistance agencies change.

Because of these discontinuities 1n rcsource availabilities, actual
and potential credit customers might perceive specialized agricultural
lenders as transient, undependable institv’ uns; the “quality” of this
source of credit is poor. In such situations, loan repayments often
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suffer as debtors delay payments in the hope that the institution will
wither away and as potential borrowers become pessimistic about
the future availabihity of loans. Obtaining additional economies of
scale in lending 1s not possible when the portfolio 1s stationary or
declining. The small volume of loan activity also imposes economic
and political limits on asset diversification by decreasing the extent
to which the lender can realize “scope” economies (i.e., higher per
unit returns through multiproduct operations) and “traditional di-
versification economies” (1.e., lower risk costs through asset diver-
sification). In such circumstances, borrowing costs would usually have
to be increased 1f break-even loan-pricing policies were implemented.

Another defect 1n the operations of specialized agricultural lenders
is the high cost of supervising loans. This includes emphasis on close
and continuous monitoring of loan use. Credit officers make frequent
visits for the alleged purpose of encouraging farmers to adopt new
practices and follow farm plans The credit institution accepts the
responsibility for providing technical assistance and hires staff ac-
cordingly. All these activities add to admunistrative costs. Loan
monitoring for purposes of preventing credit diversion and ensuring
loan repayment 1s often ineffective, and credit supervision ends up
being wasteful.

Despite large staffs, long loan-appraisal and disbursement lags are
common in these agencies. In an inflationary environment, such lags
result 1n large, unanticipated increases in investment costs that may
outweigh explicit and 1mplicit borrowing costs. Project viability and
repayment ability can be compromised. Borrowers have even been
known to hold the lender responsible for financial difficulties resulting
from the untimeliness of disbursements and to develop attitudes
inimical to loan repayment.

Specialized financial institutions 1n agriculture tend to suffer from
highly imperfect information. Data are not generally available on the
financial activities and financial status of loan customers since these
specialized 1nstitutions do not hold the demand deposits and savings
accounts of their customers. Moreover, these credit institutions are
usually deficient 1n macroeconomic and sector-specific economic in-
telligence. Consequently, management decisions are often unsound
and are revised too late to adjust to ups and downs 1n the economy.
Lending costs are rarely documented Even essential internal indicators
of operational efficiency, such as the arrears ratio, are often constructed
on a loans-outstanding basis rather than on an amounts-due basis,
a more effective indicator of internal financial performance.

The problems of loan delinquency and default experienced by
supply-leading finaicial institutions are critical. Many credit insti-
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tutions and programs have become illiquid because of poor loan
Teépayment (Von Pischke 1981). These arrears problems are associated
with many of the Operational features, characteristics, and problems
already discussed.

Possibilities for Reform

The problems of specialized agricultural lenders discussed in this
chapter constitute a compelling case for financial reforms, Although
the precise nature and ttiming of any reforms must be time and place
specific, it 1s worthwhile 10 outline a few guidelines that may be

Institutions should be more than retatl.rs of credit n particular,
deposit facihities and local bond :Ssues should be used to help overcome
difficulties thay originate from the traditional way specialized agri-
cultural lenders are funded Furthcrmore, deposits generate important
information for credit institutions when loan customers maintain
accounts with the lender Depos:ts can thys provide a basis for
continuous nsight 1nto the financial Sttuation of borrowers, assist In
monitoring progress, and allow the 1nstitution to offer hlgher~qualny
services. However, the success of these résource-mobilization activities

were not included 1n the original loan contracts, Thus, both approaches
raise issues of €quity and propriety. Regardless of how the increased
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loan charges are apportiolied among borrowers, it is possible to ease
the burden of adjustment by innovations such as flexible payment
schemes that allow most of the repayment in the later years of the
contract.

The increase 1n nominal interest rates, warranted by the goals of
viability and positive real rates of interest, depends on the costs of
lending and 1nflation. Lending costs can be reduced through reforms
that place greater responsibility on officials 1n lending institutions.
The market discipline imposed by depositors and other private holders
of the institutions’ liabilities could help to foster better mnanagement.
Reduction 1n default and delinquency can also be achieved by more
efficient information systems. This calls for a reform of decision
criteria as well as for the collection of appropriate statistics on lending
costs, arrears rates, agricultural-input and commodity-price move-
ments, and other relevant macroeconomic information.

Although enforcement of sanctions against loan defaulters would
also help to lower lending costs, 1t 1s important not to underestimate
the institutional and political obstacles to more effective implemen-
tation of sanctions against defauliers. This is one of the costs of
using credit as a political mstrument There are ample opportunities
for political interference within the prolonged decision-making process.
In some cases there might be strong societal and community opposition
10 repossession or appropriation of the assets of loan defaulters—for
example, because they were recen¢ beneficiaries of agrarian-reform
programs.

Financial institutions and their credit customers are vul . . hle to
national and 1nternational economic conditions beyond their control.
Financial reforms, although necessary, may not be sufficient for success
unless accompanied by complementary reforms in the producing
sector and 1n the entire economy Policies that reduce the rate of
inflation moderate piessures for further upward revisions 1n nominal
interest rates Realistic output and input prices enhance the profitability
of agriculture and remove a major reason for loan delinquency. Interest-
rate revisions 1n the absence of such complementary real-sector policy
changes reduce the chances for successful reform of rural financial
markets.

Concluding Remarks

It has become increasingly apparent that the performance of many
speciahized agricultural lending institutions in LICs has deteriorated
1n the past decade. The 1nitial enthusiasm that policymakers had for
specialized agriculiural lenders and major increases in the supply of
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agricultural credit is starting to wane. Serious problems have un-
dermined these efforts. In part, this has resulted from inappropriate
pricing and 1nvestment policies that eroded the rate of return to
farming and weakened the creditworthiness of borrowers. Poor man-
agement also has frequently contributed to the demise of some
specialized agricultural lenders. Erroneous assumptions about the role
of credit and the form that credit must take to reach small farmers
and to change farming practices have been another contributing factor,

In too many cases, incomplete and highly vulnerable financial
institutions have been developed as mere retailers of credit. At the
same time the failure to recognize factors leading to credit diversion
and the essenual property of finance, its fungibility, meant that the
additionality or impact of credit was far less than hoped for (David
and Meyer 1980). Elaborate technical farm plans with high admin-
istrative cocts to both lenders and borrowers were emphasized to the
exclusion of relevant information on lending costs, arrears rates, and
a realistic evaluation of the risks and returns to farming. Institutional
viability was sacrificed or 1gnored to gain 1ll-defined and illusory
social benefits. Lender rationing behavior and farm-level delinquency,
in the face of interest-rate ceilings and rising inflation, have created
a more unequal and concentrated pattern of rural income distribution
than existed before these efforts

Attempts to redress this state of affairs are required. Crucial to
this reform 1s the need to build more complete financial 1nstitutions
that effectively mobilize domestic savings at positive rates of interest
and offer credit at realistic and flexible interest rates. Only through
this revitalization of financial intermediation can LICs hope to
overcome the shrinking supply of international funding. The reliance
on a more disciplined and continuing source of domestic savings will
require a more balanced portfolio 1n terms of term structure and
farm type, more helpful interna! financial indrcators of changing
lending costs, arrears rates, and risk; and more rigorous standards
of staff rewards and accountability. Delinquency rates will very likely
decline substantially once these reforms are in place and the source
of funding 1s more widely known to be domestic, Rural residents can
appreciate that, although they may not all get loans, a large number
of them would recerve positive rates of interest on their savings and
thus benefit from financial intermediation. More effective support for
sanctions against delinquency and default would result.

We conclude that heavy emphasis on forming specialized agricultural
lenders 1s a mistake and that much of the funds currently going into
these lenders could be better spent. It 15 clear that credit cannot be
made to do all the things expected of it in the past. The risks and
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returns to farming cannot be ignored. Pricing policies that penalize
agriculture should be changed, and more investments should be aimed
at increasing yields and reducing risks in farming. With these broad
reforms in place in both the financial and real markets, we can expect
to see rural financial markets make a more substantial co.cribution
to rural development.

Notes

We thank the Rural Development and Development Administration Office
of the Agency for International Development (AID) and the AID Mission
in Jamaica for research support that allowed the authors to assemble the
findings reported here.

1. A 1976 survey study by the Inter-American Development Bank (p.14)
notes that of the 262 development banks in Latin America in 1974, few have
mobilized domestic savings directly through demand and savings deposits.
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Illusion and Reality in
Allocating Agricultural Credit:
The Example of Colombia

Robert C. Vogel
Donald W. Larson

Like many developing countries, Colombia has followed a policy
of setting interest rates for agricultural credit below equilibrium levels
in an attempt to promote agricultural production and to subsidize
farmers, especially small farmers These subsidized interest rates have
resulted in excess demand for asricultural credit, which 1n turn has
necessitated rationing devices and procedures to allocate this credit.
The Colombian government has developed elaborate rationing mech-
anisms 1n an attempt to allocate specific amounts of bank credit to
various crops and thereby to promote their production. The primary
purpose of this chapter 1s to examine these rationing mechanisms
and to evaluate their success 1n achieving the planned allocation of
agricultural credit and 1n promoting the production of designated
crops.

In Colombia two government 1nstitutions are responsible for almost
all institutional credit allocated to the agricultural sector. The first
is the Fondo Financiero Agropecuario (FFAP), a department of the
Banco de la Republica (Colombia’s central bank), which rediscounts
bank loans to the agricuitural sector. Resources for these rediscounts
are obtammed primanily from bonds (which Colombian banks are
required to hold), from international lending institutions, and at times
directly from the Banco de la Republica. The government’s Junta
Monetaria establishes the conditions for these agricultural loans and
rediscounts and, in fact, for all agricultural credit from the banking
system. The second government institution 1s the Caja Agraria, founded
In the 1930s—the largest bank in Colombia. Like other banks in
Colombia, the Caja Agrana has access to rediscounts from FFAP,
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and it makes substantial use of these resources. However, unlike the
other banks, the Caja Agraria also makes substantial use of its own
resources (obtained primarily from demand deposits and from time
and savings deposits) in 1ts agricultural lending. Also, unlike other
banks and FFAP, the Caja Agraria 1s oriented toward serving small
farmers, and the majority of Caja credit from its own ordinary
resources 1s, in fact, allocated to small farmers. In the subsequent
analysis, Caja loans based on FFAP rediscounts are included in FFAP
statistics, whereas Caja statistics refer only to loans from the Caja’s
ordinary resources.

In the next section we examine agricultural credit policy in Colombia
during the 1970s and, in parucular, the rationing mechanisms de-
veloped by the Colombian government in its attempt to allocate
agricultural credit to various seasonal crops. Although essentially the
same mechanisms are used 1n allocating credit for permanent crop.,
livestock, infrastructure, agricultural equipment, and so forth, the
focus here 1s on the major seasonal crops.! The main reason for this
focus 1s that credit policies can be related more directly to price and
output 1n the case of seasonal crops than 1s true of other agricultural
activities.

The third section examines the Colombian government’s agricultural
price policies for seasonal crops, especially as they relate to the
allocation of agricultural credit. The fourth section compares the
realized allocation of agricultural credit with the planned allocation
and indicates why there 1s so little relation between the credit program
and actual credit use. In the final section we draw some conclusions
about the relationship between credit and agricultural production and
about the success of credit policies in promoting the production of
certain crops and in subsidizing farmers.

Agricultural Credit Policy

In Colombia during the 1970s real rates of interest on most bank
loans to the agricultural sector were very low or even negative. Since
1972 the rate of inflation, measured by either the wholesale or consumer
price index, has averaged more than 20 percent per year, at times
reaching 40 percent. On the other hand, nominal interest rates, which
are set by the Junta Monetaria, have generally ranged between 10
and 20 percent per year for bank loans to the agricultural sector.
More specifically, nominal interest rates on short-term loans for
seasonal crops from the Caja’s ordinary resources have ranged from
10 to 18 percent and from 10 to 17 percent on loans rediscounted
by FFAP.2 The resulting low or negative real rates of interest suggest



Illusion and Reality in Agricultural Credit 51

that there should be substantial excess demand for this agricultural
credit, especially since borrowers have at times been able to earn up
to 26 percent (nominal) interest on certain classes of time deposits
and more than 30 percent on short-term and virtually risk-free
securities.

In recognition of this excess demand for agricultural credit, the
Colombian government has established ratioming mechanisms in an
attempt to allocate credit to activities that are considered particularly
desirable. The Oficina de Planeacion del Sector Agropecuario (OPSA)
of the Ministerio de Agricultura has primary responsibility for planning
the amounts to be lent for varicus agricultural activities, especially
under FFAP rediscounts. Twice each year, 1n advance of the planting
season, OPSA develops 1ts credit programs for seasonal crops (once
each year for permanent crops and other agricultural activities). In
developing these credit programs OPSA relies hzavily on regional
and national comnuttees that are composed of representatives of
government 1nstitutions concerned with the agricultural sector, fi-
nancial institutions, producer groups, and sometimes user groups or
other interested individuals.

Based on perceptions of national requirements and information
on crop yields, these committees recommend the areas to be planted
to different crops. Then, based on estimates of production costs per
hectare for each crop, recommendations are formulated for the amount
of credit to be allocated to each crop. However, not all production
costs are financed (land rent and acquisition and some labor costs
are ineligible), and not all of the eligible costs are financed. For each
production period the percentage of eligible costs to be financed is
set, and these percentages vary both over time and among crops,
presumably to provide different incentives for the production of
different crops. Moreover, as OPSA has admitted 1n the publication
of its agricultural programs, considerable uncertainty surrounds the
estimates of production costs. In part this uncertainty 1s due to
differences among regions and technologies for each crop. Just as it
is in the nterest of producer groups to have high support prices, it
is also 1n their interest to have production costs and the percentages
10 be financed set as high as possible, 1n order to obtain more credit
at subsidized rates of interest.

The recommendations of the regional committees are reviewed by
OPSA in conjunction with national commuttees for each of the major
crops and then submitted to the Junta Monetaria for approval. In
determining the final version of the agricultural credit program and,
in particular, the amounts to be lent under FFAP rediscounts, the
Junta Monetaria takes into account not only the OPSA recommen-
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dations but also overall economic and financial conditions such as
the rate of inflation, recent patterns of growth in money and credit,
and resources available to FFAP from loan repayments and new
foreign loans. Although the Junta Monetaria may change the total
amount of credit programmed for the agricultural sector based on
these considerations, the priorities established by OPSA within the
agricultural sector are rarely changed, 1n part because FFAP officials
are in close contact with OPSA and the regional and national com-
mittees throughout the planning process.

When using FFAP rediscounts the Caja Agrara is subject to the
FFAP credit program, but when lending from 1ts ordinary resources
the Caja Agraria follows 1ts own credit program. However, Caja
programming closely parallels OPSA programming 1n twO respects:
(1) Caja officials participate in most of the regional and national
commuttees, and (2) 1n 1ts credit programming the Caja Agrarna is
quite decentralized, 1n that 1t relies heavily on information provided
by its regional offices. Differences between the Caja and FFAP credit
programs thus do not result from differences in approach or infor-
mation, but rather from Caja’s basic objective of serving small farmers.
Since small farmers tend to grow traditional crops, the Caja’s credit
programs emphasize traditional crops such as beans, corn, potatoes,
sesame, and wheat, whereas FFAP focuses on commercial crops—
such as cotton, rice, sorghum, and soybeans—that are grown by large
farmers. In addition, 1t 1s argued that even for the same crop production
costs per hectare are lower for small farmers using traditional tech-
nologies than for large farmers who rely more heavily on purchased
inputs. This 1s said to explain why the Caja Agraria establishes higher
percentages of production costs to be financed but for most crops
actually lends less per hectare than is lent under FFAP rediscounts.

Agricultural Price Policy

In attempting to influence the level and composition of agricultural
output and to subsidize certain producer groups, the Colombian
government uses price policies as well as credit policies. The Instituto
de Mercadeo Agropecuario (IDEMA) is the main governmental 1n-
stitution responstble for implementing price support and stabilization
policies. IDEMA’s primary functions are to buy agricultural products
at support prices, accumu'la (e buffer stocks, stabilize prices, and import
or export products as required. The price supports apply only to
some basic products such as rice, corn, beans, sorghum, soybeans,
wheat, and sesame, but IDEMA also buys a few other agricultural
products.

o
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The influence of support prices on farmers’ production decisions
depends basically on the level of the support price, the degree of
farmer confidence 1n the declared price, and farmers’ ability to sell
at the support price The support price 1s supposed to cover all
production costs plus a reasonable profit margin for the average
producer. However, for the reasons previously mentioned, the estimates
of production costs that are developed 1n the credit-planning process
may be quite subjective and not representative for a significant number
of producers. Moreover, except for rice and wheat, support prices
during the 1970s were generally set at levels below the prices actually
received by farmers, and these low support prices were reflected in
IDEMA purchases averaging less than 5 percent of annual production
for products other than rice and wheat. These small purchases by
IDEMA have failed to reduce seasonal price fluctuations. The financial
problems of IDEMA resulting from large operating losses may have
limited purchases and encouraged low support prices and may also
have contributed to a lack of farmer confidence in the price-support
program.

Farmers frequently are unable to sell their products at the support
price because the small number of purchase points (41 permanent
locations plus 50 mobile unitsy restricts farmer access and because
IDEMA’s quality specifications often result 1n substantial discounts
for products that do not meet IDEMA’s 1inflexible standards, The
delay 1n IDEMA's payments may present a further difficulty. It has
been reported that payments by IDEMA to farmers have sometimes
been delayed for several months, 1n contrast to the immediate cash
payments offered by private buyers.

Political pressures 1n urban areas to maintain adequate domestic
food supplies at prices favorable to consumers may often result in
practices such as controls over retaill food prices and marketing
margins. Such market interventions tend to reduce profits and create
incentives for producers to divert resources into nonfood or nonag-
ricultural production where prices are uncontrolled and rates of returi
are higher Price controls over food have been widely applied in
Colombia 1n the past, but, 1n any case, the worldwide price increases
for many primary commodities that occurred during the early 1970s
have tended to increase the real gross income per hectare 1n Colombia
for most of the products included 1n this study. Moreover, Colombian
farmers are receiving  rices for these products that appear to be quite
close to international f.o.b. prices when the comparison is made at
the official exchange rate. However, when the official exchange rate
is adjusted for the overvaluation implicit in the structure of protection,
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Table 4.1 Relation of Amount of Loans Approved to
Amount of Credit Programmed, 1971-77

Range in Ratio of Correlation of
Credit Approved to Credit Approved
Credit Programmed With Credit Programmed
Fondo Fondc
Financiero Caja Financiero Caja
Agropecuario Agraria  Agropecuario Agraria
Cotton 1.29 - 5,15 82 - 2,34 +56 .01
Rice (Irrigated) 1.04 - 2,38 1.66 - 5.45 .36 .62
8orghum 96 - 4,94 39 - 1,98 -.06 «14
Soybeans +54 - 2,06 64 - 2,39 -.07 +04
Beans W12 - 2,27 82 - 2,46 -.10 =57
Corn +72 - 1,50 «90 - 2,06 27 . =07
Potatoes 82 - 1,56 1.15 -~ 2.43 , «82% 57
Rice (Dryland) «86 - 2,88 027 = 1.25 47 -.05
Sesame 43 -~ 4,18 «79 = 1,60 .01 -.01
Wheat 09 = 1,60 62 - 1,13 «42 -.32

Pesc amounts used in the calculation for this table were
deflated to 1970 prices using the wholesale price index for
agricultural products.

* 8ignificant at the 10 percent level.

8ource: "El Credito Yy la Productividad,” unpublished material
from &« Seminar on Productivity aponsored by the Ministerio
de Agricultura, Neiva, Colombia, May, 1977; and Ministerio

de Agricultura, Cifras del Sector A ropecuario and
Programas Agricolas, Bogotd, COIomsia, various years.

Colombian farmers are likely to be receiving prices that are wel)
below the international prices for these products,?

Planned Versus Realized Allocation

To evaluate the success of government rationing mechanisms in
determining the allocation of agricultural credit, the amount of credit
programmed by FFAP and the Caja Agraria for each of the main
seasonal crops has been compared with the amount of loans actually
approved during each Colombian agricultural year from July 1971-
June 1972 through July 1976-June 1977. Table 4.1 presents the ranges



Hlusion and Reality in Agricultural Credit 55

in the ratio of the amount of loans approved to the amount of credit
programmed by FFAP and the Caja Agraria for each of the main
seasonal crops during this period. All of the ranges are very wide,
indicating that there 1s no apparent relation between the amount of
credit programmed and the amount of loans actually made for any
of the seasonal crops. The only pattern that emerges 1s that commercial
crops grown by large farmers (e.g.. cotton, irrigated rice, and sorghum)
tend to have the highest ratio of loans made to credit programmed.
Table 4.1 also presents the correlations between the amount of credit
programmed by FFAP and the Caja Agrara in real terms and the
amount of loans approved for each of the seasonal crops. There is
again no apparent relation between the amount of credit programmed
and the amount of loans approved. Only one correlation coefficient
1s sigmficant at the 10 percent level, and most are not significant at
even the 50 percent level.

It thus appears that the credit programs of FFAP and the Caja
Agraria have virtually no impact on the actual allocation of credit
among the various seasonal crops. Whether this is desirable or not
remains to be discussed, but before dealing with this 1ssue it is
worthwhile to ask what factors (other than the credit program) may
influence the reahized allocation of agricultural credit. Price and profit
expectations, as discussed 1n the preceding section, should be significant
factors 1f the allocation of credit 1s primarily determined by producer
demand. Because of the uncertainty surrounding the estimates of
production costs, the following analysis focuses mainly on crop prices
rather than on profit expectations. When IDEMA support prices for
the concurrent period were used to explain the allocation of credit,
w0 statistically significant relation could be found. However, for the
reasons 1ndicated 1n the preceding section, IDEMA prices may have
little influence on producer behavior. Average prices paid to the
producers of each crop have thus been used as an alternative ex-
planatory variable, but with a lead of six months (e.g., prices for
calendar year 1971 related to credit for agricultural year 1971-1972).
In this case prices tend to have the expected positive impact on the
amount of credit actually allocated to the various seasonal crops
relative to the amount of credit programmed.

Because agricultural credit 1s made available to producers at sub-
sidized rates of interest, the amount of financing that can be obtained
per hectare is another factor that might influence the demand for
credit. There is some evidence that the amount of credit available
per hectare for the various seasonal crops has a positive influence
on the ratio of the amount of loans approved to the amount of credit
programmed. However, real production costs per hectare have a more
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actual production costs, hut rather the power of producer groups to
influence cost estimates and thereby 1ncrease the amount of subsidized
credit available to them,

perceive them to be higher-risk borrowers. Thus, factors affecting
lender behavior are likely to play a significant role in the divergence
of amounts actually lent from the credit program,

Conclusions

The main justification for credit programmung is to stimulate the
production of designated crops. However, the conclusion of this paper
is that the FFAP and Caja credit programs have virtually no impact
on the amounts actually lent for the different seasonal crops. Moreover,
even If credit allocation actually followed the credit program, there
is ample evidence 1n Colombua that the amounts lent for the different

rates of return.
Should Colombian policymakers attempt to compel the allocation
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number of small farmers. Moreover, such controls cannot influence
the allocation of credit when the lender and borrower carry out the
designated activities but devote their own resources (which would
otherwise have been devoted to the designated activities) to other
activities (Von Pischke and Adams 1980).

Credit programming 1n Colombia 1s not only unlikely to influence
significantly the allocation of credit, and hence resources, but may
also have several undesirable side effects. Scarce human resources are
largely wasted 1n the credit programming process, although some
benefits may arise from the exchange of information that is useful
for other agricultural policies (e g, price supports) A second unde-
sirable side effect of credit programming, one seldom recogmized, is
the 1ntrod iction 1nto the allocation of credit of rigidities that restrict
the flow of credit to new crops and new technologies and hence stifle
mnnovation in the agricultural sector. Because of the costs 1nvolved
in developing the credit program, only the main crops can be included.
Moreover, the need to calculate costs of production in arriving at
the amount to be lent per hectare for each crop under the credit
program makes 1t very difficult to consider the appropriate range of
either areas or technologies for even the main crops.?

As indicated 1n the preceding section, real production costs per
hectare have a positive, rather than a negative, impact on the amounts
actually lent relative to the amounts of credit programmed for the
different seasonal crops Because this credit is available at subsidized
rates of interest, such a positive relationship may reflect the ability
of powerful producer groups to increase the estimates of production
costs and thereby to increase the amount of subsidized credit available
to them. It was also noted in the preceding section that, even for
the same crop, less 1s lent per hectare to small farmers by the Caja
Agraria than 1s lent to large farmers under FFAP. Such findings
suggest that the credit programming process in Colombia may be
associated with a terdency to concentrate agricultural credit in large
loans to large farmers. As pointed out elsewhere 1n this book, the
phenomenon of subsidized interest rates leading to rationing dev.ces
that concentrate subsidized credit in large loans to large farmers (and
hence make the distribution of income more unequal) has been widely
observed in developing countries, so that it would not be surprising
to find this same phenomenon in Colombia.

Notes

Earlier versions of this paper were presented at the 17th International
Conference of Agricultural Economists held in Banff, Canada, and published
in Savings and Development 4(1980):52-62. We particularly wish to thank
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Colombua, are beans, corn, cotton, potatoes, rice (both irrigated and dryland),

mid-1960s, and the structure of protection In thesc countries 15 not appreciably
different from that of Colombia

4. See Vogel (1979) for an argument that limits op amounts lent per
hectare are a perverse rationing device that Incvitably follows from subsidized
interest rates for agriculturaj credit
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Overview of the Importance
of Interest-Rate Policies

———

Dale w Adems
Douglas Graham
Von Pischie

who got large share of the gramn, and the 8overnment imported
and subsidized the price of grain from other moops of Jupyter, Afier
Ieaming that the astronaut wyg an €conomist, the Inhabitantg asked
im for advice aboy; their graip problem. The astronaut inquyreqd
about the costs of production, the grain priceg feceived by the

time, ap astronaut from Mars, who was also ap
¢conomist, crash-landed on Earth and Was confronted With simjlar
Questions about the performanceg of rura] financia] Markets, The

Or aid dongrs, Like 115 €arthling Counterpart op the Jovian moon,
the Martian might conclude that Interest-rate restrictions caused ruyy]
People not 1o save in financia] form, resulted in long Queues of prople
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who want cheap credit, allowed rich people to get a disproportionate
share of the cheap credit, and induced foreign-aid agencies to provide
money to sustain rural credit programs. The Martian might argye
that hfting interest-rate restrictions could help ease these 1lls,

Many policymakers, technicians, and writers on development often
do not think of interest rates as incentives or prices, and they faj]
to recognize the importance of these prices in affecting the behavior
of participants 1n financial markets. The importance of interest rateg
as incentives is often clouded by rehigious dogmas and stereotypes
about lenders, savers, and borrowers. It 1s too often overlooked that
in most moderately advanced economies interest rates are the second-
most important price after the foreign-ex<hange rate.

Since the mid-1930s much attention has been given to keeping
interest rates low to stimulate investment, in the shadow of John
Maynard Keynes's General Theory Much of the popular debate on
interest rates fails to distinguish between nominal and real rates. The
nominal rate of interest 1s the rate specified 1n a loan contract; the
real rate is the nominal rate adjusted for changes in prices over the
period of the loan. In the 1930s most countries experienced declines
in overall price levels, so that real rates of interest were much higher
than nominal rates. In seveial of those years prices in the United
States, for example, declined by up to 20 percent. Nominal interest
rates of only 5 percent resulted 1n large real rates of interest, often
in excess of 20 percent. The price conditions of the 1930s have not
held during the past couple of decades, when prices have generally
risen. Many countries have had persistent inflation that typically has
exceeded the nominal rates of interest paid on formal loans as well
as on deposits. As a result, real rates of interest are often close to
zero and 1n many cases are highly negative. Economists are becoming
increasingly aware that the influence of real rates of interest on
hnancial-market performance outweighs by far the effect of nominal
rates.

Governmerts have aggressively used cheap credit in attempts to
encourage the use of new agricultural technologies, to stimulate
agricultural output, or to try to help the rural poor. The chapters in
Part 2 show that cheap credit is a maior problem, rather than being
the solution to many difficulties found in rural financial markets.
These chapters also discuss a number of hidden and unanticipated
results of cheap-credit policies—results that often are not well rec-
ognized because of the complexity of financial markets and the process
by which they generate information. They are highly diffused, include
large numbers of actual and potential participants, cover broad
" geographic areas, and trade instruments that are highly fungible.

%
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Policymakers have stressed the importance of interest rates in
influencing borrower behavior, Until recently there has been relatively
little discussion about how interest rates affect the behavior of financial
interrnediaries, savers, and politicians as they interact with or through
financial markets. Advocacy of cheap credit has even permeated many
cooperatives involved 1n financial intermediation. Credit cooperatives
and credit unions have usually been established to provide 1nexpensive
credit 10 some members. Cheap credit generally forces cooperatives
o pay (ow rates of return to those members whose money 1s being
lent, limiting the ability of these organizations to expand services to
members.

The chapters 1n Part 2 challenge conventional thinking about the
need for cheap agricultural credit. Chapter 6 explores eight arguments
traditionally used to defend low interest rates, all of which are found
to be deficient. This chapter 1s followed by several others that clarify
the major problems caused by low 1nterest rates. These include loan
concentration in the hands of relatively few borrowers, 1nefficient
allocation of resources, high loan-transaction costs for some borrowers
and lenders, politicization of financial institutions, patronal relation-
ships in the financial system, weak financial intermediaries, taxation
of savers, and distortions 1n 1ncome distribution. The chapters all
stress that cheap credit worsens income distribution. It appears to
be impossible to provide significant amounts of cheap credit to the
rural poor under any kind of government or banking system.

The major conclusicn of this part of the book 1s that relatively
stable and generally positive real rates of interest are necessary in
financial markets for efficiency and equity. Interest-rate reforms will
not be an easy task, especially 1n those countries where large :ncome
transfers are taking place under the guise of cheap credit. Some people
argue that interest-rate reforms may be desirable, but that 1t is
imposstble to make these reforms without changes in other economic
policies pertaining to exchange rates, taxes and subsidies, and price
controls. There 1s certainly merit 1n this argument, but substantial
gans could be made 1n many cases through reforms 1n rural financial
markets alone. Where regulated interest rates 1n rural financial markets
are much lower than those allowed in other segments of the formal
financial system, for example, partial reforms that increase interest
rates in rural financial markets to the levels allowed in the rest of
the economy would not necessarily require reforms in the entire
economy.

It appears that low-interest-rate policies are very closely associated
with much of the poor performance of rural financial markets in
many developing countries and that reform is necessary to substantially
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improve performance. Donor agencies might be able to play a key
role in reform by helping to clarify the damage done by current
policies and the benefits of alternative polictes. Donors could also
help by not supporting interest-rate policies that damage rural financial
markets.
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Are the Arguments for Cheap
Agricultural Credit Sound?

Dale W Adams

Rare is the government of a low-income country that does not fix
low nominal interest rates on agricultural credit and even lower rates
on loans designated for the rural poor. These rates are usually below
those charged on other business or industrial loans, lower than the
rate of inflation, and often too low for lenders to cover their loan-
transaction costs. Nominal interest rates are usually quite inflexible
and are not adjusted with changes 1n nonagricultural interest rates.
Because of volatile price changes, however, 1t 1s common for real
rawes of 1nterest to change substantially and for regulated agricultural
lending rates to stay generally negative.! The ease of Initiating or
expanding cheap agricultural credit programs makes them attractive
to harried policymakers trymng to stimulate food production, to
Compensate farmers for other adverse policies, to help the rural poor,
or to provide relef after some rural disaster.

Arguments used to Justify low 1nterest rates are intertwined and
have religious and political roots that run deep below the surface of
the discussion. Widespread confusion over the role of finance in
development and the difference between nominal and real rates of
interest further complicates discussion The varied backgrounds of
the people involved make 1t difficult to clarify, let alone resolve, such
arguments: Sysiematic attempts are often met with blank stares,
counterarguments not germane to the pomnt under discussion, and
citations of horror stories that are several standard deviations away
from any mean. Those who argue against cheap agricultural credit
are hampered by the difficulties of documenting the subtle, diffused,
and complex effects that low mterest tates have on rural households,
rural nonfarm firms, lenders, and rural financial markets,

Eight common arguments are used to justify cheap agricultural
loans. In the discusston that follows I briefly summarize these ar-
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guments and evaluate their strengths and weaknesses. I conclude that
higher and more flexible nominal interest rates would result in more
equitable income distribution, more efficient allocation of resources,
more output, and more viable financial institutions.

The Usury Argument

The charging of interest on loans made to a brother is condemned
in the Bible, the Talmud, and the Koran. Partly because of these
scriptures, many societies sustain strong biases against moneylenders,
Loan shark, usurer, and shylock are all pejorative terms attached to
financial intermediaries. These prejudices are due in part to inter-
mediarics often being “outsiders”: Examples are Jews 1n Europe,
Indians 1n East Africa, Chinese in Southeast Asia, and Middle
Easterners in Latin America. Both consumers and producers regularly
blame economic problems on those who perform these poorly under-
stood intermediary functions

Reasoned debate rarely overcomes value judgments about the
badness of charging interest 2nd the badness of peoplz who informally
lend. Value-based views about usury should be weakened, hswever,
by recent research that shows informal lenders do not regularly receive
returns that are much beyond their costs. That 1s, they do nct receive
monopoly profits. Resezrch by both Singh (1968) and Harriss (1980)
in India documented the igh returns that informal lenders get for
using their funds 1n their other, nonlending activities, their opportunity
costs for informal lending are high. Also, there are seldom barriers
to entry 1n informal lending—anyore with money can become 1nvolved,
A number of other researchers have shown that the average borrowing
cost from informal sources 1s mruch less than 1s widely thought. For
the new borrower of small amounts, these irformal borrowing costs
may be very similar to the totai borrowing cost of acquiring formal
loans (Adams and Nehman 1979). As Bouman points out in Chapter
19, the widespread use of informal loans and their high repayment
rates also show that most informal lenders provide valuable services
to borrowers.

Railings against the moneylender may spice literature, madssage
prejudices, and offer facile explanations for problems experiznced by
the uninformed. It is much more difficult, if not impossible, to
assemble objective information to support these views, Cheap-credit
policies based on assumptions about the evils done by moneylenders
who exploit borrowers through high interest rates appear to be chasing

ghosts,
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High-Income Countries Charged Low Rates

A few policymakers argue that cheap agricultural credit is Jjustified
in low-income countries because high-income countries charged low
rates on government loans 1o farmers in periods of crisis, especially
during the 1930s. The experience of the U.S. Farm Security Admin-
Istration 1s commonly cited. During the 1930s most of the loans
made by this agency were at nominal 1nterest rates n the 2-7 percent
range. Many of the U.S. technicians who helped develop agricultural
credit programs 1n low-1ncome countries 1n the last three decades
were tramed by the Farm Security Administration and successor
agencies. Low-interest-rate policies were commonly written nto su-
pervised credit programs and cooperative credit activities involving
these U.S. technicians.

On careful analysis this line of reasoning turns out to be a
nonargument. To clarify this, one must focus on real rather than
nominal rates of interest. The nominal rate of interest 1s the price
of the loan specified in the loan contract, 1t 1s the 5 percent one
Teceives on a savings account and the |8 percent one pays 1f a charge-
card account 1s not paid 1n full Nomunal and real rates of 1nterest
are the same when no changes occur 1n overall price levels. Inflation,
however, causes real and nominal rates of interest to diverge and
reduces the purchasing power of financial instruments through negative
real rates of interest. Deflation does just the opposite In a number
of years during the 1930s overall prices in the United States, and
especially agricultural prices, went down In four years agricultural
prices declined by 20 percent or more (1930, 1931, 1932, 1938),
resulting 1n real rates of interest on formal agricultural loans that
were among the highest charged anywhere 1n recent history. This
contrasts sharply with recent conditions in low-income countries;
most have recently experienced rates of inflation well 1n excess of
10 percent per year, and several have sustained triple-digit inflation.
This widespread inflation has resulted 1n negative real rates of interest
being charged on almost all formal agricultural loans made in low-
income countries.

Lenders Get Cheap Money

Occasionally, proponents of low interest rates will argue that
agricultural lenders ought to charge low interest rates because their
cost of funds is low. An agricultural bank, for example, may receive
loanable funds from the government, from deposits that require no
interest payment, from cheap rediscount windows at the central bank,
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and from concessionary loans or grants from foreign donors. The
reasoning is that if the lender gets inexpensive funds then these
benefits ought to be passed on to the farmer borrower.

This turns out to be another nonargument. It ignores the opportunity
cost of money, the foreign-exchange risks involved in borrowing
foreign currency, loan-default risks, and the real costs for staff and
adminustrators that are involved 1n financial intermediation. In fact,
many formal lenders around the world lose money on their agricultural
loans, especially those made to the rural poor.2

Lender Viability

Rec.at discussions of interest-rate reforms 1n the United Staus
have focused on hcw deregulated interest rates would affect the viability
of financial institu.tons such as savings and loan associations (S&Ls).
Most S&Ls have a significant portion of their assets tied up 1in long-
term mortgages at fixed interest rates below current market rates. If
sold in secondary markets these assets would sell at discounts from
their face values Deregulating |nterest rates on savings instruments
would force S&Ls to pay much higher rates of interest t0 obtain ,
loanable funds and force many into insolvency. In some cases the
argument that higher rates would jeopardize institutional solvency is
extended to lov-income countries.

There are several reasons why this argument against interest-rate
reforms 1n low-income countries 1§ weak or nvalid (Vogel 1979). The
most important one 1s that a large proportion of the loans made by
agricultural lerders 1n such countries 1s for a single crop season,
often for less than a year. Medium- and long-term loans make up a
small part of many lenders’ portfolios. As a result, 1f interest rates
were adjusted upward, only small parts of the lenders’ assets would
lose value.

A second reason 1s that many of the lending agencies that do have
significant amounts of medium- and long-term loans 1n their portfolios
are government owned, and direct government subsidies could be
used to offset reductions in lender’s assets caused by interest-rate
reforms. Also, there 1s precedent in some countries for revising interest
rates on existing loan contracts by government decree Some govern-
ments may be able to handle this 1ssue by allowing lenders to
renegotiate lending rates on loans already outstanding

A more relevant viability question 1s: Do formal lenders receive
enough revenues to cover their costs? Agricultural lending 1s one of
the most costly things that formal financial markets do because of
geographic dispersion, collateral problems, the small size of loans
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made, and the risks inherent in farming Even well-managed lenders
who recover a large part of their loans incur lending costs equal to
10 to 20 percent of the value of the loans extended (e.g., see Datey
1978). In many countries, interest-rate ceilings make it virtually
impossible for formal lenders to realize enough revenue to cover these
costs, especially 1f the lender 1s serving many rural poor. Increasing
the 1nterest rates that these lenders are allowed to charge would
strengthen rather than undermine their financial viability.

Farmer Behavior

A more common argument for low interest rates 1s that they are
necessary to induce farmers to make productive investments and to
use new technology and that this is a way for governments to share
risks of adopting new techniques. Cheap credit to influence entre-
preneurial behavior 1s a simple extension of the Keynesian views on
interest rates formed during the 1930s when real rates of interest
were generally very high. Although the extremely high real rates of
interest during the 1930s undoubtedly discouraged investments, it is
much less certain that negative real rates of interest, currently widely
found 1n low-income countries, are necessary to induce socially
desirable investments.

There are other problems with this argument. For example, it
assumes that many farmers are irrational when 1t comes to making
borrowing decisions That 1s, a bribe 1s necessary to convince farmers
to do something that 1s profitable Schultz (1964) and others have
effectively shown that most farmers 1n low-it.come countries make
efficient and rational production decisions. Ii 1s surprising that this
hne of thinking has not been extended mere rapidly to views about
farmers’ financial acuvities If farmers allocate their own resources
efficiently, including their own funds, why should they not allocate
borrowed funds 1n the same manner? The concern with cheap loans
may mask the fact that the expected rates of return available to many
farmers are low.

Another problem with this argument 1s that cheap loans may not
be mexpensive for some borrowers (Pablo 1979) Interest payments
make up only a part of borrowing costs Additional costs include
payment for paperwork, bribes, travel costs to visit lenders, and the
opportunity costs of time taken to negotiate and repay loans. For
the new and small torrower, these loan-transaction costs may be
several times the amount of interest paid. The reticence of many
farmers to seek formal loans may reflect relatively high total borrowing
costs, poor quality of financial services provided by formal lenders,
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and uncertainties about the permanence of the formal lender. Un-
certainties about when the loan will be disbursed and inflexible terms
also lessen some farmers’ interest 1n seeking formal loans.

Low interest rates may, in fact, help explain why many farmers
do not seek so-called cheap loans. Interest receipts make up a large
part of most lenders’ total income. As a result, low rates seriously
diminish the ability and willingness of the lender to provide high
quality and dependable financial services. The low rates on loans set
a ceilling on the rates that can be paid for deposits and make 1t
imposstble for the lender to provide attractive savings-deposit facilities.
Low rates on loans also encouiage the lender to shuft additional loan-
transaction costs to those borrowers who are costly to serve. As
Ladman ponts out in Chapter 9, the shfung of additional loan-
transaction costs to these borrowers becomes part of the loan-rationing
process used by lenders to allocate “sweet money.”

Higher rates of interest might, 1n fact, result in less expensive
loans for borrowers who currently ncur relatively large loan-trans-
action costs. With higher interest rates, current large borrowers would
borrow less, and lenders would be forced to seek additional business
from new and small borrowers. The lender mght do this by absorbing
or reducing some of the loan-transaction costs imposed on individuals
currently rationed by this techmque. For some, the loan-transaction
costs might go down more than interest charges would be increased,
thus reducing total borrowing cOSts.

Another reason why many farmers are insensitive to changes in
nominal interest rates 1s that interest payments make up a small part
of their cash expenses. A large borrower who 1s highly levered may
incur interest payments that consumeé a large part of cash flow.
Borrowers of small- to medium-sized loans, however, usually are
much less exposed financially, and interest payments typically make
up less than 5 percent of their cash expenses. One should not expect
these farmers to be highly sensitive to changes 1n 1nterest rates,
especially if the quality of loan services 1s improved and larger loans
aic made available.

Also, because of price and yield uncertainties, most farmers must
expect substantial returns at the margin before they will make an
investment. They do not borrow money at 12 percent to make
investments that they expect will return 13 percent, for example.
Rather, the only time they are willing to borrow money that must
be repaid and that carries positive real borrowing costs is when
expected rates of return are a good deal higher than the borrowing
rate. Everyone will grumble about having to pay higher interest rates,
but the wide margins that farmers must use in making investment
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decisions will result in only small adjustments in loan demand for
many borrowers when rates are raised. In those cases where the real
rates of interest are negative, modest increases in the rate of interest
only reduce the amount of the subsidy. Many farmers will still be
eager to get the loans even at higher rates of interest.

Large numbers of rural households regularly borrow from informal
sources and pay interest rates substantially above those charged by
formal lenders, suggesting that many borrowers will not be extremely
sensitive to interest rates on formal loans. High repayment rates to
informal lenders also show that borrowers protect informal credit
ratings. Does this indicate that informal lenders often provide more
valuable services to borrowers than do formal lenders?

Income-Transfer Mechanism

Many people believe that cheap agricultural credit is an efective
way to transfer income to rural areas where poverty 1s concentrated;
such transfers are generally consistent with social objectives. There
are three ways that loans can affect income distributions: through
the net returns that borrowers realize from using additional resources
purchased with loans, through the income transferred via negative
real rates of interest, and through loan default. The effect of all three
of these processes on income 1s proportional to the amount of money
borrowed by an individual. Small borrowers get small benefits, large
borrowers get large benefits, and nonborrowers get no benefits.

Recent research has shown that most cheap agricultural credit is
concentrated 1n relatively few loans. Chapter 10 in this volume by
Gonzalez-Vega and Chapter 11 by Vogel report on some of this
research. These results support the Iron Law of Interest-Rate Re-
strictions proposed by Gonzalez-Vega (1976). That is, the lower the
real rate of interest, the more heavily ccncentrated will be the loans
in the hands of relatively few people. This fact may be masked by
formal lenders who make a number of small loans to the poor and
by multiple large loans to wealthy borrowers. The modest average
size of loans and the large number of loans made hide the fact that
relatively few people receive most of the benefits from cheap credit.
This is not due to a conspiracy. The self-interest of each lender
combines with the excess demand that exists for negatively priced
loans to force lenders to ration funds to their most profitable and
powerful customers.

Another effect of low interest rates on loans is that they force
intermediaries to pay even lower rates, usually negative in real terms,
on savings deposits in rural areas. Most of the well-to-do find places

g
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to invest their surpluses in nonfinancial assets, so they are not seriously
affected by the low rates paid on savings deposits. The low rates on
deposits hurt poor households the most because they cannot assemble
enough savings to buy lumpy, nonfinancial assets such as land and
cattle. The poor are forced to accept a “tax™ on their savings 1f they
bother to open accounts or to consume their surplus. The backlash
of cheap credit i1s that the poor take a beating on their financial
savings.

Low interest rates on loans and savings have a very regressive
effect on ncoime and asset ownership 1n rural areas; the rich gain at
the expense of the poor. Because of fungibility and the large number
of participants in rural financial markets, it 1s impossible for gov-
ernments to force financial markets to allocate sigrificant income
transfers to the poor (Von Pischke and Adams 1980).

Interest Rates and Inflation

The seventh argument for keeping interest rates low is that raising
them would add to inflation. This argument is partly based on the
fact that interest payments are included 1n price indexes used to
measure nflation. Also, those who believe 1n cost-push inflation argue
that interest payments are part of the cost of production and that
raising these rates would directly fuel inflation through forcing pro-
ducers to increase prices.

There are several reasons why these arguments are misleading and
generally incorrect. Most importantly, they reverse the causation
between inflation and interest rates. Where interest rates are not
controlled, increased expectations of inflation lead to higher interest
rates. It 1s also important to remember that an increase In interest
rates has a one-time impact on a price index, whereas inflation is
an ongoing process. Interest rates would have to be raised every
month in order to contribute continually to this process.

The cost-push notion of nflation, when applied to the agricultural
sector, is very misleading Most segments of the agricultural sector
in low-income countries include producers who have little or no
control over the prices they receive for th~r products. They may
wish that the prices of their products v..  :ncrease to cover the
additional costs of higher interest rates, bu ...y have no power to
exercise this wish.

There are several reasons why higher and more flexible interest
rates would dampen rather than fuel inflation (Shaw 1973). Higher
interest rates would allow financial markets 1n rural areas to mobilize
via voluntary financial savings a much larger part of their loanable
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funds than 1s currently the case. This increase 1n self-financing would
allow governments to do less deficit spending and to slow the growth
in money supply. During the early 1950s the Taiwanese government
used interest-rate adjustments as a major tool to control inflation
(Irvine and Emery 1966). High interest rates allowed the financial
system to mobilize large amounts of voluntary savings and also
allowed the government to slow the creation of money 1n order to
expand agricultural credit. Recently, at least in Brazil, rapid increases
in the amount of agricultural credit have been a major facior con-
tributing to inflation (Moura da Silva 1978). The higher interest rates
would also provide more households with attractive alternatives to
consumption, which would lessen the pressure on prices caused by
strong consumer demand.

An equally important, yet subtle, effect of higher interest rates on
inflation would be through facilitating more production. Higher rates
would force current borrowers 1o economize on their use of loans.
This might result 1n some of them producing less because the costs
of borrowed liquidity would go up. These losses 1n production would
be slight, however, because part of the borrowed liquidity would go
into low-return 1nvestment and also into consumption. These losses
would be more than offset by increases 1n output by producers who
gained more access to integrated financial markets. Higher interest
rates would reduce loan demand among current heavy users of credit
and encourage lenders to seek new customers 1n order to lend the
incre2scd volume of savings mobilized by higher interest rates. This
would also lead lenders to reduce loan-transaction costs that currently
discourage some from borrowing.

Although 1t 1s difficult to measure or estimate the potential output
that 1s lost by those who get too D:de credit, the borrowing that is
discouraged by excessive transaction cost imposed on certain bor-
rowers, and the increases 1n the costs of financial intermediation that
are caused by excessive regulation of financial markets, they all result
n large and 1mportant misallocations of resources. Many of these
inefficiencies would disappear with more integrated financial markets
that would result from higher-interest-rate policies. The net additional
production resulting from defragmenting rural financial markets would
dampen rather than fuel inflation.

The Second Best

The “second best” argument is the Goliath of the justifications
for cheap agricultural credit. Many thoughtful people recognize that
the agricultural sector is often penalized by policies such as overvalued

—
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exchange rates, food price controls, taxes on farm inputs, and too
little public investment aimed at creating a inore productive agriculture,
Policymakers often feel that these “taxes” on agriculture are un-
avoidable because of other, more pressing considerations. They rec-
ognize that these taxes discourage production and reduce incomes in
rural areas. Cheap agricultural credit 1s often defended as a way of
offsetting the adverse production and equity effects of these taxes,
Cheap credit provides the income transfer that 1s supposed to handle
the equity problem, and 1t 1s also supposed to induce farmers to
ignore the effects of the tax on the incentives to use more inputs.

There are several major weaknesses with this argument. The first
1s that all producers of a taxed good pay the levy, whereas only those
who receive the cheap credit receive the subsidy. The tax 1s sroportional
to the amount of the good produced or sold by the far ner, but the
subsidy 15 proportional to the size of the loan received. As pointed
out earlier, because of the Iron Law of Interest-Rate Restrictions, low
interest rates cause a concentration of cheap loans and result in a
poor match between tax and subsidy on both equity and efficiency
grounds.

The argument 1s further weakened when the efficiency effects ure
carefully evaluated. Ignoring for the moment the distributional issues
already discussed, cheap credit will not overcome thc inefficrencies
in resource use caused by various taxes imposed on agriculture. These
taxes either reduce the yields or prices of the product or increase
the prices of inputs. To compensate the producer for a tax, the price
of the input must be reduced enough so that the producer 1s induced
to use the same amount of the input that would have been used
without the tax. Cheap credit 1s supposed to substitute for these lower
input prices.

Trying to use cheap credit to offset the iefficiencies 1n resource
use caused by various taxes on agriculture, however, 1s like trying
to sweep water up an inchne. This 1s because of the essential property
of financial instruments—their fungibility, because credit is not an
input, and because most firms and households using agricultural loans
have multiple sources and uses of liquidity. Loans from formal sources
are only a part of this liquidity. A loan allows the bur rower additional
command over any real resource or service available in the market.
Because of fungibility, there 1s no direct relationship between the cost
of the loan and the willingness of the borrower to use more of an
input that 1s taxed or to use more of the input to produce a good
that is taxed. A poor investment continues to be a poor investment
even though the nvestor has access to cheap credit!

N,
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An extreme example may help to illus rate this point. Let us assume
that a government has placed a very high tax cn mushrooms that
are produced almost entirely for expert. The tax is placed at such a
high rate that mushroom growers iind they are unable to make a
profit producing any amount of this good. Let us also assume that
all producers of mushrooms have other economic activities like growing
rice, raising ducks and pigs, informal money lending, growing of
marijuana, and household consumption. Let us further assume that
the government has recently introduced electricity to the rural areas
and has opened several color television stations. Under these conditions
no additional agricultural credit, regardless of its price, would be
used by any of the producers to grow mushrooms Rather, liquidity
provided by the cheap loans would be used to purchase color television
sets and to purchase additional 1nputs for those production activities
that would yield the highest net marginal returns.

Granting the cheap loans 1n the form of production inputs (in-
kind loans) woula not overcome this problem. Borrowers could always
divert these inputs to other production activities or sell them in the
gray market and use the cash to buy the goods or services that would
give them the most satisfaction,

The “second best” argument, especially when it is applied to
multiproduct and widely dispersed agricultural firms, is unsound on
both equity and efficiency grounds.

Conclusions

Interest rates are critical in determining the performance of financial
markets, and cheap-credit policies are a major reason for the poor
performance of rural financial markets 1n low-income countries. They
destroy the incentives for rural households to save in financial form
and seriously distort the way lenders allocate loans. Arguments used
to defend cheap agricultural credit are unsound, are based on value
judgments, go counter to economic logic, and/or are not supported
by empirical evidence. Because of the damage such arguments cause
and the large amounts of money involved in agricultural credit
programs, it is important that the errors be widely understood. As
a minimum, policymakers who insist on continuing cheap agricultural
credit policies ought to present more rehable evidence to support the
assumptions on which their policies are based.

Much of the confusion about interest rates would disappear if
policymakers stopped thinking of credit as an input, recognized the
iraportance of real rates o. interest, and clearly understood fungibility.
Many of the problems in rural finuncial markets would also be eased
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if flexible nominal-interest-rate policies were adopted that resulted in
stable and generally positive real rates of interest on both loans and
deposits in rural areas. Sound policies cannot be built upon unsound
assumptions and unsound arguments.

Notes

Little in this paper 1s totally original. I have synthesized many of the ideas
of Claudio Gonzalez-Vega, Edward S. Shaw, and Robert C. Vogel. I have
also drawn heavily from discussion about problems of rural finance with
F.J.A. Bouman, Compton Bourne, Cristina C. David, B. M. Desai, Douglas
H. Graham, Edward J. Kane, Yuzuru Kato, Jerry R. Ladman, Millard F,
Long, Richard L. Meyer, J. D. Van Pischke, Edward J. Ray, and Clark M.
Reynolds. 1 have long since forgotten which ideas are theirs and which are
mine.

1. The real rate of interest is defined as the nominal rate of interest (the
contractual rate) adjusted by the change in some overall price index. The
real rate 15 equal to [(1+1)/(1+p)}— 1, where ; is the nominal rate of interest
and p is the change in prices during the year.

2. Those who use this argument also ignore the burden that low-interest-
rate policies place on the saver.
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. 7
Credit-Rationing Behavior
of Agricultural Lenders:

‘ The Iron Law of
Interest-Rate Restrictions

Claudio Gonzalez-Vega

During the past three decades, formal financial institutions (FFls)
in low-income countries (LICs) have channeled large amounts of credit
to agriculture. At the same time, through legal and financial controls,
governmer . have kept at low levels the rates of interest that FFIs
can chai_. on loans. The preferential rates charged for loans n
agriculture and, in particular, those for small farmers, have been
especially low Recent financial reforms in some LICs, although
increasing most rates, often have not raised the preferential rates for
agriculture. As a result, interest-rate differentials between agriculture
and nonagriculture have increased These differentials have not re-
flected the costs and risks of FFIs lending to different borrower
classes. Rather, they have reflected the political intent to favor some
groups at the expense of others.

Often the preferential rates have been mandated with th~ best of
intentions. They may have been adopted to promote socially desivable
activities or to benefit marginal groups. Unfortunately, such prefer-
ential-rate policies have frequently resulted 1n consequences opposite
of those desired and have repressed savings mobilization and formal
financial intermediation 1n general, thus causing lower rates of eco-
nomic growth. By ieducing the size of domestic formal financial
markets, these policies have had the effect of increasing the importance
of foreign debt as a means of financing capital formation and of
augmenting the dependency of LICs. By distorting the allocative
functions of interest rates, these policies have prevented savings from
being channeled to their most socially profitable uses.
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FFIs take into account the costs and risks associated with lending
to different borrower classes. If forced to charge differential interest
rates, they adopt predictable rationing mechanisms that have a con-
siderable 1mpact on the final allocation of credit. In the discussion
that follows, I explore the determinants of the behavior of borrowers
and lenders under interest-rate restrictions. I examine the consequences
of such controls on the final composition of loan portfolios and argue
that the behavior of borrowers and lenders leads to a redistribution
of loan portfolios to a relatively small number of large borrowers as
well as 1o the exclusion from these portfolios of large numbers of
small potential borrowers.

Impact of Interest-Rate Ceilings

The saditional analysis of the impact of interest-rate ceilings posits
a market for credit that is characterized by an aggregate demand for
loans inversely related to the loan rate of interest and an aggregate
supply of deposits that 1s directly related to the deposit rate of nterest.
In this model, the 1mposition of a ceiling on the loan rate leads to
a dechine 1n the rate paid to depositors. As a result, fewer resources
are mobilized, and the total volume of lending dechnes. Further, at
the ceiling loan rate there 1s an excess demand for credit and nonprice
rationing mechanisms are required to clear the market. The demands
by all or some of the potential borrowers will be totally or partially
frustrated.

It is increasingly recognized that these rationing processes have
an unfavorable impact on small farmers, as a result of the high risks
and costs associated with lending to small borrowers. The conventional
analysis, however, does not explain how these rationing processes
clear the market. In particular, although the conventional model shows
that depositors are worse off as> a consequence of the ceiling, 1t does
not show 1f all borrowers (as a group) or specific borrower classes
are better off Since 1t does not explain how the new, smaller amounts
of credit are allocated among borrower classes, this model cannot
predict n the reduction 1n the loan rate 1s less or more than compensated
for by a decline 1n the size of the loans r.cerved. Thus, the conventional
analysis sheds hittle light on the impact of intercst-rate cellings on
the allocation of resources and on the distribution of income.

The 1mposition of a binding ceiling on interest rates has at least
three aggregate and distribut:ve effects on the portfolios of FFls.
First, a reduction 1n the si72 of their total portfolio of assets will
uccur, because a drop 1n the rate paid on deposits reduces the ability
of FFIs to attract savings. The reduction in the rate of profit caused
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by the ceiling also reduces their ability to attract equity capital and
to borrow. Second, since ceilings on the loan rates of interest reduce
the relative profitability of lending, the proportion of the total asset
portfolio of the FFis devoted to loans will dechine. Third, a change
in the composition of the loan portfolio of the FFIs will take place,
Loan-rate ceilings alter th¢ relative profitability of loans to different
borrower classes. Depending on the rationing mechanisms adopted,
the ceilings lead to changes in the relative shares of the loan portfolios
going to diferent borrowers. These redistributions usually lead to
greater portfolio concentration.

Types of Rationing

Any loan has three aspects: the size, the interest rate charged, and
the noninterest terms of the loan contract. For reasons to be discussed,
given the risks, transaction costs, and information costs associated
with lending to different borrov-er classes, most FFIs try to optimize
the adjustment of these three aspects of a loan to each particular
borrower. When the ceilings on loan rates become binding, lenders
are forced to adjust the noninterest terms of the loan contract or to
reduce loan size. The result 1s that borrowers receive a less ttractive
combination of these three aspects of their loans and the profits of
the FFIs decline. T' .velfare of both rationed borrowers and lenders
could be improved by the elimination of the ceilings.

Of the three wys to clear a credit market—through 1nterest rates,
through changes 1n the noninterest terms of the loan coniract, and
through changes 1n loan size—the first two are examples of rationing-
through-price, in contrast to rationing-through-quantities. (The non-
interest terms of the loan contract may be considered as elements of
the price vector of the loan, 1n addition to the rates charged.) The
third way, however, is clearly a form of nonprice rationing. When
borrowers are rationed out of the market by imposition of less attractive
noninteres: terms on the loans, 1t 1s the borrower who decides that
the price is too high. In the event of nonprice rationing, on the other
hand, the potential borrower 1s willing to pay the full price (all
elements 1n the price vector of the loan), but the FFIs are not willing
to grant a loan of the size demanded. In this case, an unsatisfed
excess demand for credit prevails at the ruling interest rate. In pracirce,
when ceilings on loan rates are imposed, rationing will occur th-ough
changes in both the noninterest terms of the loan cnntract and the
loan size. Both types of rationing lead to greater loan-porttolio
concentration.

al



Credi-Rationing Behavior of Agricultural Lenders 81

Nonprice Credit Rationing

Several models of lender behavior can be used to explain rationing
decisions. Portfolio theory provides insights because of uncertainty
and risk; the theory of the multiproduct firm is useful because
transactions costs and product heterogeneity and differentiation are
important. Also, 1t 1s possible to capture uncertainty and risk within
the theory of the firm by Incorporating an ex ante premium for risk
in the cost functions of the FFlIs,

The application of general theories about price controls and black
markets to financial markes has been useful to explain the existence
of nonprice credit raboning The analysis of the determinants of
Interest rates 1n informal credit markets of LICs and the attempts
0 measure transaction costs. risks of default, and monopol* profits
have also helped Theories about nonprice credit rationing, however,
have been associated mostly with the controversy over the availability
doctrine. Actually, the theory of nonprice credit rationing was de-
veloped to show, despite Paul Samuelson’s 1952 statement to the
contrary, that this type of rationing behavior is consistent with rational
piofit maximization, even in the absence of interest-rate restrictions.
A fortiori, this behavior 1s even more likely 1n the presence of such
restrictions.

Hodgman (1960) showed that, because of the existence of default
risk, any borrower will reach a loan size beyond which he or she
will not be able to obtain additional funds by promising to pay a
higher interest rate. The supply of credit to an individual borrower
becomes totally 1nelastic because each borrower’s wealth and abilitv
10 repay are finite. To demonstrate the existence of nonprice rationing,
however, it must be shown that an excess demand for credit persists
at the rate charged in equilibrium. This requires a discussion both
of supply and demand That 1s, nonprice ratic aing occurs when the
lender 1s unwilling to grant the loan demanded by the borrower and
offers only a smaller amount Jaffee (1971) set up a model of a lender
who maximizes expected profits, taking 1nto account possible borrower
default. He ‘ormulated the lender’s expected income from each loan
as an exphcit function of the parameters of the borrower’s demand
function, the probabulity of default, and the rate of interest charged
on the loan Within this framework, (¢ proof of the rationality of
rationing amoun:-d to showing that the FFI can increase itg expected
profits by rationing some clients.

Jaffee showed that credit rationing 1s not profitable for a lender
acting as a discriminating monopolisti—one who maximizes expected
profits with respect to each b_rrower separately and is free to charge
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each borrower a different interest rate. Rationing is profitable only
if there are restrictions on interest-rate discrimination. That is, limited
interest-rate differentiation, in the sense that FFIs have to charge
identical rates to nonidentical borrowers, makes it profitable for the
FFIs to supply some borrowers with less than the amount of credit
they demand at the going rate. Similar behavior will occur when an
inverted 1nterest-rate structure is enforced.

Aside from usury ceilings, other legal and moral restrictions and
considerations of good will make it difficult to charge widely different
interest rates to different borrowers. Instead, FFIs nsually justify
interest-rate differentials 1n terms of a few objective criteria, such as
industry class. A classification scheme of this type 1s likely to result
in a tacit collusive oligopolistic agreement among FFIs. The structure
ofinterest rates 1s then compressed within narrower limits and nonprice
rationing occurs. Constraints on rate differentiation may alse result
from the information costs associated with distinguishing among
different borrowers and their risk characteristics (screening costs),

Keeton (1979) showed that nonprice rationing also takes place if
risk of default increases with the size of loan or if there is a moral-
hazard problem. Limited hability may increase the riskiness of the
project financed by the FFIs. In some cases, FFIs may find 1t possible
to specify all relevant characteristics of the investment project as part
of the loan contract and enforce such agreements by monitoring the
borrower’s behavior. If this cannot be done, FFIs will want to take
into account the effect that the terms of the loan have on the borrower’s
project choice. A change in interest rates affects project choice 1n the
same way that a change in coverage influences a policyholder’s level
of care in avoiding accident. This moral hazard may perform essentially
the same role as interest-rate ceilings mn inducing nonprice credit
rationing.

Moral hazard is only one example of a broader class of imperfections
that prevail in credit markets. Another type of market imperfection
arises when the outcome of the investment project depends both on
some state of nature to be realized at a later date and on the amount
of additional resources that the borrower 1s willing to contribute to
the project after that state 1s realized, but before the loan becomes
due. Since the borrower recetves only that part of the outcome that
remains after repaying the loan, he or she will either contribute the
same amount of new resources as 1f the entire outcome were received
and repay the loan in full or will contribute no new resources and
default. Since the borrower will choose the latter course whenever
the amount left over after paying back the loan should be less than

)
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the opportunity cost of the new resources, an increase in the interest
rate will increase the likellhood of default.

According to Fried and Howitt (1980), credit rationing exists as
part of an equilibrium risk-sharing arrangement between the FFIs
and the borrowers. Borrowers and lenders can benefit not only from
trading loan contracts now but also from an understanding, or mmplicit
contract, concerning the amounts they will be willing to trade, and
at what prices, under various conditions 1n the tuture. This is the
old “customer relationship.” By means of such arrangements, bor-
rowers and FFIs can share the risks associated with an uncertain
future. By dampening the movements 1n interest rates, these arrange-
ments open up the possibility of nonprice credit rationing

Most of the imperfections and costs that explain nonprice credit
rationing, even in the absence of interest-rate restrictions, exist in
the rural credit markets of LICs. Uncertanty, default risks, and
transactions, information, and collection cos:s are all particularly high
in these fragmented financial markets. Moral hazard and related
problems are especially acute. In these markets, FFIs find many
reasons to practice one or more forms of nonprice credit rationing.

A Model of Lender Behavior

A simple model of nonprice credit rationing, further discussed i
the Appendix of this chapter, is used here to illustrate the differential
impact of interest-rate ceilings on access to credit by different borrower
classes and on portfolio concentration. I assume that the lender is a
profit-maximizing firm (this assumption is further justified in the
discussion that follows) and that the lender’s only source of revenue
is the interest payments on loans. There are three components of the
firm’s lending costs: the opportunity cost of the funds, the costs of
administration of the loans, and the losses due to default.

The opportumty cost of the funds 1s exogenously given to the
lender, independently of loan size, and 1s 1dentical for all borrower
classes. The costs of admimstration, 1n turn, include the handling
costs of the loan and the risk-reducing costs of the loan. Handling
costs are incurred in recording and disbursing the loan and 1n receiviug
payments. These costs tend to be independent of the size and degree
of riskiness of the loan. Thus, average handling costs decline with
loan size.

Risk-reducing cos.. are directed at lowering the probability of
default 1n the loan portfolio through the use of information in borrower
selection and through collection efforts. These costs are not inde-
pendent of loan size or of the expected losses due to default. If more

A~y
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resources are spent in loan evaluation and supervision, the lender
can reduce losses. The lender cannot, however, completely eliminate
uncertainty about repayment. Therefore, it must always include, among
its ex ante costs, a premium for risk.

FFIs do not know, ex ante, 1if a particular borrower will repay a
loan. Instead, they must estimate the probable losses due to default,
This probability of default, and the corresponding premium for risk,
depend on the borrower's ability and willingness to repay. This 1s a
function of the outcome of the productive activity financed with the
loan and of the value of the additional collateral offered.

In order to determine the probable losses due to default, FFls
usually distinguish among several borrower classes and estimate that
a certain proportion of the borrowers in a given class will default,
In addition, FFIs estimate the expected losses related to this default.
It is 1n the interest of FFIs to distinguish among as many borrower
classes as possible. However, this requires *aformation that 1s costly
to acquire and process, so instead FFJ5 set up a small number of
borrower classes and estimate cost fun.:ions, including an ex ante
premium for risk, for each class Because of the nature of their
productive activities and of the collateral offered, loans to borrowers
in certain classes are riskier than loans to other borrowers. Therefore,
although FFIs will charge the same premium for risk ‘or a loan of
a given size within a given borrower class, they w1+ want to charge
a different premium to borrowers 1n different classes

Even though additional information reduces tiie required premium
for risk. 1% also increases admimistration costs In order to estimate
their cost functions, FFIs must determine the optimum (least-cost)
combination of information costs and the residual risk accepted. The
sum of the premium for risk and the risk-reducing administration
costs will be minimized when the marginal cost of additional 1nfor-
mation 1s equated to the marginal return of using additional infor-
maiton to reduce default losses.

Interest-rate restrictions and other financial regulations usually tend
to restrict the use of information by FFIs If FFIs operate with narrow
margins, the evaluation of mortgageable property may be the only
risk-reducing activity they can afford. As a result, the allocation of
loans will be strongly influenced by the type of security offered. Under
these conditions small farmers with few assets to offer will be penalized.

The costs of, and returns to, the use of information in borrower
selection are a function of the degree of homogeneity among borrowers.
Homogeneity makes 't possible to have few borrower classes. Given
the heterogeneity found among small farmers 1n LICs, however, FFIs
ought to establish a relatively large number of classes. But interest-
rate ceilings restrict the number of borrower classes that FFIs can

-
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serve. As a result of these ceilings, many small producers and new
potential borrowers are thrown into the class of nonborrowers, because
FFIs cannot afford the information costs involved in classifying them
in one of the established classes. Since the risk premium for this
residual class of potential borrowers 1s too high, compared to the
Interest-rate ceilings, these producers are excluded from the portfolios
of the FFls

For a given borrower class, the premium for risk increases with
loan size, as long as the project financed 1s of a fixed size; the project
financed, even of variable size, shows diminishing marginal returns;
the variance of marginal returns increases with loan size; or the value
of the collateral offered does not increase as rapidly as loan size.
Given diminishing marginal returns to the use of information, this
imphes that the (optimal) sum of risk-reducing costs and premium
for risk increases with loan size As a result, the marginal costs of
lending are an increasing function of loan size.

As mentioned earlier, loan contracts have many dimenstons Thus,
loans are viewed as nonhomogeneous products by lenders. In particular,
loans to different classes of borrowers are treated as different products
if the lender distinguishes among the classes and estimates different
cost functions for each borrower class It 1s appropriate, therefore,
to use the theory of the multiproduct firm to examine lender behavior.

This 15 done 1n the model presented 1n the Appendix, which shows
that, when the lender can behave as a perfectly discriminating mo-
nopolist, 1t will charge different interest rates to different borrowers,
reflecting the different elasticities of demands for credit as well as
the different marginal costs of lending to alternative borrower classes.
If, on the other hand, loan rates are constrained, profit maximization
may require nonprice credit rationing. In effect, if the constrained
loan rate 1s higher than the marginal cost of lending for the size of
loan demanded, the borrower will not be rationed, but if the constrained
rate 1s lower than margina! cost, the lender will limit the size of the
loan granted A larger loan would simply imply an addition to costs
higher than the addition to revenues and a reduction in expected
profits. Depending, therefore, on the relative ievel of the ceilings,
with respect to the various marginal cost-of-lending curves, some or
all of the borrower classes may be subject to nonprice rationing, and
some borrowers will receive loans smaller than those demanded.

The Iron Law of Interest-Rate Restrictions

Nonprice credit rationing 1s widely practiced by FFIs in LICs,
and lenders employ many devices to restrict the size of the loans
granted to certain borrower classes. One of the most popular mech-
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Figure 7.1 Rationed and Nonrationed Borrowers

anisms for rationing credit is to specify, for each crop, the maximum
amount that can be granted per unit of land cultivated. Frequently,
the proportion of total costs represented by these amounts varies
significantly from crop to crop. These differences tend o reflect the
perceptions of FFIs about the risks and costs associated with loans
for the production of different crops. Usually the proportion financed
is higher for the safer, more profitable export crops than for the small-
farmer subsistence crops. The setting of these limits has also been
vulnerable to pressures from growers associations, particularly in the
case of public FFIs and at times when the umplicit interest-rate subsidy
has been substantial. Rationed borrowers are thus forced to comple-
ment the loans received from the FFIs with loans obtained 1n informal
credit markets at higher interest rates. The extent of this additional
financing reflects the extent of excess demand for credit from the
FFls.

In LICs, the loan portfolios of FFIs usually include both rationed
and nonrationed classes of borrowers. When interest-rat¢ ceilings
become more restrictive, the size of the loans granted to the noi..ationed
borrower classes increases, while the size of the loans granted to the
rationed borrower classes diminishes. This 1s the Iron Law of Interest
Rate Restrictions.

A two-borrower case 1s shown in Figure 7.1. Positive loan amounts,
L, and L,, are measured 1n both directions from the origin, 0. Demand
for credit curves for each borrower, D, and D,, are inversely related

G
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to the real rate of interest charged, r. The lender’s marginal cost
curves, MC, and MG,, increase with loan size. At a given interest-
rate ceiling, r*, the rationed borrower—represented in the right-hand
quadrant—rece1ves a loan of size L,*, which equates the 1nterest rate
charged with the marginal cost of lending and leaves the borrower
with an unsatisfied demand for credit. The nonrationed borrower,
represented in the left-hand quadrant, receives the size of loan
demanded, L,*. As the inierest-rate ceilling 1s lowered from r* to
r**, the size of the loan granted to the nonrationed borrower increases,
from L,* to M., as he or she demands a larger loan At the same
time, the size of the loan granted to the rationed borrower declines,
from L,* to M, (a movement along the lender’s marginal cost curve,
not along the borrower’s demand curve),

The changes 1n loan size 1mplied by the Iron Law of Interest-
Rate Restrictions cause a redistribution of the loan portfolios of
the FFIs, as the nonrationed borrowers get larger shares of these
portfolios and the rationed borrowers get smaller shares. Finally,
when the interest-rate ceilling becomes very low, some borrower
classes are excluded altogether from formal loans. A large proportion
of the rural producers in LICs are in these excluded groups.

Since the nonrationed borrowers tend to be the large, wealthy,
and influential producers, who are already recerving the largest
loans, the behavior of the FFIs implied by the Iron Law of Interest-
Rate Restrictions leads to a further concentration of the size
distribution of their loans. This process of increasing concentration
is accelerated by the exclusion of potential borrower classes from
the credit portfolios, as the FFIs are precluded from covering their
average variable costs of lending 1n these cases. This progressive
concentration of loan portfolios and the exclusion of marginal
produceis from access to institutional credit significantly worsens
the distribution of wealth.

High transaction costs for boti: lenders and borrowers limit the
size of rural financial markets 1n LICs. When ceilings are imposed
on interest rates, FFls may be unable to cover these costs. Because
of this, they will practice nonprice credit rationing and manipulate
the noninterest terms of the loan contracts. The stricter terms of
the contract shift some transaction costs from the FFls to the
borrowers, but this shift does not affect all classes of borrowers
uniformly. Rather, 1t tends to restrict the access of marginal bor-
rowers to institutional credit more than proportionately, in the
fashion of the Iron Law of Interest-Rate Restrictions, and further
contributes to a higher concentration of loan portfolios.
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Rationing and the Lender’s Objective Function

The models of lender behavior presented 1n this chapter are based
on the assumption of profit maximization as the lender’s objective,
This assumption, however, 1s not necessary, and the results obtained
are not dependent on 1t. The composition cf the credit portfolios of
FFIs 1s not a random or unconscious result; 1t 1s the consequence
of lenders’ attempts to optimize a given objective function within
the constraints they face. That 1s, FFIs can be treated as rational
optimizers that possess an explicitly or implicitly defined objective
function and attempt to get the optimum result from their operations,

Different types of FFIs, of course, have different objective functions,
Some of them are smail private banks maximizing profits, whereas
others are large banks attempting to maximize market shares; some
of them are public-development banks attempting to maximize their
political influence, and others are public or private institutions max-
imizing staff expenditures, managerial emoluments, or discretionary
profits under different sets of constraints. Given thesc constraints,
all of them are attempting to maximize some utility function, in
terms of their managers’ set of preferences, through the pursuit of
either profit maximizing or ronprofit maximizing strategies or of
some combination of both. Although the actual impact of interest-
rate restrictions on the behavior of FFls depends on the nature of
their particular objective functions, some general considerations can
be made.

For our purposes, FFIs can be grouped into two classes: those
with an objective function that includes financial viability and in-
stitutional survival among the goals pursued and those with an
objective function that does not include financial viabulity. This second
group of lenders includes pilot projects not interested 1n a permanent
presence as a lender 1n the rural areas. It also includes agencies set
up to temporarily disburse rehef loans. The first group includes all
FFIs that, independently of the kinds of goals they are attempting
to achieve, operate under the constraint that they must remain
financially viable.

For FFls to remain financially viable they must be able to preserve,
and possibly increase, their loan portfolio 1n real terms. That is, they
must maintain the purchasing power of their assets. To do this, their
revenues must cover a significant portion, 1f not all, of their lending
costs. To remain financially viable, therefore, FFIs must take into
account revenues and costs; that is, they must have a profits strategy.
As was pomnted out 1n Chapter 3 by Bourne and Graham, if they
do not, they will not survive.

“
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In order to survive and maintain their relative importance within
the financial sector, FFIs must preserve the purchasing power of the
claims on resources they mobilize Otherwise, they will be less able
to serve their clients, their market shares will decline, and the political
support that they need for their survival will diminish. FFIs are able
to preserve the real size of their portfolios to the extent that they
protect them from the eroding impact of inflation, to the extent that
they collect the loans granted, and to the extent that they are able
to generate sufficiently high profits.

Consider, for example, two 1dentical FFls, each onc supplying 50
percent of the local credit market. One of them generates profits of
2 percent per year; the other generates annual profits of 12 percent.
After 10 years, ceteris paribus, the more profitable institution will
be serving 72 percent of this credit market, whereas the less profitable
one will be serving only 28 percent.

Some FFIs may have continued access to the government budget,
central bank rediscounting, or cheap credit from 1nternational agencies
that allow them to remain temporarily viable, despite their losses.
However, some measure of profitability 1s always included 1n eval-
uations of the performance of FFIs. International agencies and fiscal
sources are usually only willing to continue with their support as
long as the FFIs’ losses are modest and temporary. International
agencies are also judged by the success and financial strength of the
FFls they support. If FFIs’ losses are high, international agencies
will demand a management change or will request 1nstitutional reforms
and program reorientations before they continue with their support.
When the losses of FFIs are large, fiscal sources may not possess
sufficient resources to continually provide the transfers needed. This
is especially true of governments in LICs that are facing severe
budgetary problems. Although inflationary financing from the central
bank could make transfers in nominal terms possible, the ensuing
inflation would erode the rcai value of the portfolio of the FFIs even
faster.

Moreover, FFIs that receive large fiscal transfers lose their inde-
pendence and are forced to accept political guidance 1 credit allo-
cation. When banking and economic criteria are replaced by admin-
istrative and political decisions, the credit-rationing process becomes
more vulnerable to pressures from specific borrower groups, and loan
portfolios become more concentrated. Also, the reluctance of politicians
to take into account creditworthiness and to enforce vigorous collection
policies leads to high rates of default. These FFIs become costly and
arbitrary rechamisms for poiitical income transfers to relatively few
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borrowers and, unless huge fiscal transfers are forthcoming, do not
long survive,

Conclusions

In most LICs, the interest rates charged by FFIs ou agricultural
loans have been administratively set or are constrained by reg-ilations,
As a result, these rates have been too rigid in nomnal terms and
too erratic and unpredictable 1n real terms: too low, from several
perspectives, and too differentiated. FFIs have been forced to charge
the lowest rates where they would have liked to charge the highest
rates. This inverted structure of interest rates has accentuated the
differential impact of the costs of lending on the relative profitability
of loans to didferent borrower classes and has distorted the allocation
of the loan portfolios of the FFIs among borrower classes.

The conventional model, on the basis of an aggregate demand and
supply of credit, cannot explain the distributive consequences of
interest-rate restrictions This chapter has explored models of nonprice
credit rationing arnd of rationing through the noninterest terms of
the loan contracts to show how interest-rate cetlings restrict the access
of small farmers to institutional credit and how this results 1n a high
degree of concentration of the loan portfolios of the FFls.

In particular, the chapter has shown that, according to the Iron
Law of Interest-Rate Restrictions, as interest-rate ceilings become
more restrictive, the size of the loans granted to nonrationed large
producers increases, while the size of loans granted to rationed small
producers decreases. This behavior of lenders leads to a redistribution
of loan portfolios in favor of the large borrowers. Through these
mechanisms, therefore, the interest-rate ceilings enforced in most of
the LICs have been an important determinant of the limited access
to institutional credit and the high degree of concentration of loan
portfolios that characterize rural financial markets.

Appendix on Profit-Maximizing Rationing
With respect to a given borrower class, the lender’s costs, as a

function of loan size, have been defined as

C=dL + H + xL (7.1)

where C: total cost of the loan, d: constant average opportunity cost
of the funds, L: loan size, H: fixed handling costs of the loan, and
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X: optimum sum of average risk-reducing costs and the premium
for risk.
In turn, the lender’s profit function can be defined as

ne=3R -3C (1.2)

where R,=r.L; and rr: the lender’s total profits, R,: revenues from
a loan to the 1th borrower (or class), r,: the interest rate charged to
the ith borrower (or class), L,: the size of the loan granted to the
ith borrower (or class), and C, : the total cost of the loan granted to
the sth borrower (or class).

If the lender is a perfectly discriminating monopolist, 1t will charge
different interest rates for a loan of the same size to borrowers of
different classes, as well as different interest rates for loans of different
sizes within a given borrower class. In this case, the first-order
conditions for profit maximization are:

&n__aR_t?C_:
oL, ~ oL, 4L (7.3)

That is, profit maximization requires that the marginal revenue and
the marginal cost of the loan be equated for the size of loan granted
1o each particular borrower. In these circumstances, the rates of
interest charged to different borrowers will differ, reflecting both the
different elasticities of the demand for credit from different borrowers
and the different margnal costs of lending to them. Obviously, nonprice
rationing will not occur in this case. This situation is represented
for a two-borrower case 1n Figure 7.2,

In Figure 7.2, positive loan amounts (L, and L,) are measured in
both directions from the origin (0). The demand functions for each
horrower (D, and D;) are 1nvessely related to the real rate of interest
charged (r). Marg’ “al revenue functions for the lender (MR, and MR,)
are associated with the demand functions. The lender’s marginal cost
funciions (MC, and MGC,) increase with the size of loan, Profit
maximization requires that marginal revenue be equated to marginal
cost for each borrower, Thus, the lender must grant loans of size M,
and M, and charge different interest rates, r, and r, to the two
borrowers.

The simplest restriction that can be imposed on the rates of interest
charged by FFIs is the requirement that they charge a uniform interest
rate to all borrowers. It is assumed that FFIs are free to set this
uniform rate at their most profitable level. The model can be used
to show that in this case profit maximization may require nonprice
credit rationing,
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Figure 7.2 Credit Rationing with Interest-Rate Ceilings

Given the possibility of rationing—that is, the existence of indi-
vidual excess demands for credit at the uniform interest rate charged
by the lender—the profit-maximizing loan sizes for different borrowers
can be obtained. This can be done, following Eckaus (1974), through
the solution of a programming problem in which the demand finctions
are introduced as inequality constraints. If there is no rationing, loan
size will equal the amouni of credit demanded at the uniform rate
charged. If there is rationing, the inequality constraint will be binding,
and an excess demand for credit will exist. The programming problem
consists of maximizing lender’s profits, given the uniform rate charged
and the size of the loans granted to different borrowers, subject to
the constraints that the rate charged be the same for all borrowers
and that the size of each loan be equal o or less than the amount
demanded at the profit-maximizing rate.

The lender’s total profits can be defined as

n n

n=rxL, - 2C (7.4)

Total profits must be maximized, subject to
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L -
0=<r
‘0= L,

The corresponding Lagrangian function (X) is- o

K=riL-3¢-2\@ -Dy (7.6)
The Kuhn-Tucker conditions for maximum proﬁis are

K. 1 2. D, (
—a—r=ZL,+Z)\,?SO S (1.7)
oK ac, _
-51:- =T E:- A=0

n aD n aC
rZ[L, + )\,?'] + 2L [r - Eﬁ— Al =0
L - D=0 o
AL -D)=<0
2N (L ~D)=0 ‘
0=1L
O=r
A=0

These conditions imply that when credi. rationing does not take
place, the Lagrangian multiplier must be strictly positive. That is, if
a borrower receives the size of the loan demanded, L, = D, and
A, > 0. On the other hand, credit rationing occurs when L, - D
< 0. In this case, the Lagrangian multiplier must be equal to zero;
ie, A, =0, Therefore, when in the programming exercise one of the
Lagrangian multipliers becomes equal to zero, the corresponding
borrower (or class) 1s rationed

The Kuhn-Tucker conditions imply that, for the Lagrangian mul-
tipliers to become equal to zero and for rationing to occur, the rate
of interest charged has to become equal to the marginal cost of
granting the loan. If there 15 no rationing, the rate of interest charged
has to be higher than the corresponding marginal cost.

Therefore, when a uniform but free Interest rate 1s enforced, 1f the
profit-maximizing rate 1s less than the marginal cost of lending to a
Particular borrower, the lender will limit the size of the loan granted
and an excess dernand for credit (D%—L%) will prevail at the rate
charged. If, in these circumstances, the lender granted a larger loan,

D/'<0 (15

\{;f‘k
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as demanded, the addition to 1ts costs would be higher than the
addition to 1ts revenues, and its expected profits would decline. The
optimum uniform rate must be bounded by the rates that a discrim-
inating monopolist would charge to the various borrowers, SO that
at least one class of borrowers will not be rationed.

As indicated earlier, Figure 7.2 shows a two-borrower situation
where M, and M, are the profit-maximizing size of loans granied
by an unconstrained discrimnating monopolist, while r; and r; are
the interest rates charged The profit-maximizing nterest rate set by
a lender forced to charge a umform rate to all borrowers 1s r*, while
L* and L* are the size of loans granted 1n this case Given the levels
of the marginal cost curves and of the umiform interest rate, one
borrower is not rationed while the other one 1s (L% < D%).

Nonprice credit rationing will be practiced, a fortiori, when a
binding ceiling on interest rates 1s enforced. Assume that a ceiling
r* 1s imposed on the rates of interest charged on all kinds of loans,
In this case, the lender’s profit function will be

n=r*:L -3 (18)
This function has to be maximized subject to
L{ - D = 0
0 =< L,' (19)

O=sr*<r;

that is, the ceiling is binding for all borrowers. The corresponding
Lagrangian function is

K=r*3L -2C —IN(L, —D) (7.10)
The Kuhn-Tucker conditions for maximum profits are ‘

K _ G _ Al
T A=<0 (7.11)
n aC .
Z(r"—ﬁ‘:—)\i)[ﬂ=o
N(L -D)=0
LL-D =0
=L
N=0

Again, these conditions imply that, in the absence of rationing,
the Lagrangian multipliers will be strictly positive. This implies that
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marginal cost is lower than the given interest-rate ceiling. On the
other hand, rationing implies that A, = 0, Thus, when rationing is
taking place, the marginal cost of the loan is being equated to the
ceiling interest rate. Depending on the relative level of the ceiling,
with respect to the marginal cost curves of lending, some or all of
the borrowers may be subjected to nonprice credit rationing,

Notes

Among the many friends who have influenced my ideas on rural finance, 1
want to especially acknowledge Dale W Adams, Ronald I. McKinnon, Edward
S. Shaw, and Robert C, Vogel,
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Agricultural Lending Costs
in Honduras

Carlos E. Cuevas
Douglas H. Graham

Even though large amounts of funds have been channeled through
credit institutions by governments and donor agencies, relatively little
attention has been given to the costs of financial intermediation in
low-income countries. It has been assumed that these costs were
negligible and that they had little effect on the behavior of financial
market participants. Recent research in Bolivia on borrowers’ loan-
transaction costs, reported 1n Chapter 9, and work in India and
Jamaica appear to challenge this assumption (Saito and Villanueva
1981; Nyanin 1982). Our research reinforces these iecent findings
and also shows that loan-targeting and loan-reporting requirements
imposed on lenders by governments and donor agencies significantly
increase costs of financial intermediation.

It 1s useful to recognize four sets of costs 1n financial intermediation:
(1) the expenses incurred by the depositor 1n searching out and making
dzposits; (2) the resources used by the lender in servicing deposits
and other funds collected; (3) the intermediary’s costs of transacting
loans; and (4) those costs incurred by the borrower in negotiating,
obtaining, and repaying a loan. In the discussion tha: follows we
concentrate on the lenders’ loan-transaction costs. We report on an
anal sis of agricultural lending costs in a private commercial bank
(PCB) and a government-owned agricultural development bank (ADB)
in Honduras. We also describe how use of donor-agency funds affected
lending costs in the private bank,

Background

The Honduran financial system has been increasingly controlled
by the government over the past 10 years, as rates of inflation have

9
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increased (Graham and others 1981). The controls have included
interest-rate ceilings, manipulation of reserve requirements, and setting
of lending targets. Because of the agrarian nature of Honduras, formal
agricultural lenders have been the focus of much of this concern.
There are 16 commercial banks and several government-ovned de-
velopment banks in the country. The 2 banks selected for our lending-
cost analysis accounted for over one-quarter of the value of all new
loans made by Honduran banks 1n 1981, the year of the study. These
2 banks also granted nearly half of the value of new formal loans
made in Honduras for agricultural purposes 1n that year, Agricultural
loans accounted for almost three-quarters of the ADB’s loan portfolio
and for about one-seventh of the PCB’s loans. The total value of
agricultural loans made by the ADB was approximately three times
that of the PCB.

We focused on the nonfinancial (administrative) costs of both
banks. Provisions for bad debt were excluded from the analysis
because of the different accounting criteria used in the two institutions.
A large representative sample of branches for both banks was selected.
The ADB branches surveyed accounted for 55 percent of the ADB's
loan portfolio and for 49 percent of 1ts total nonfinancial costs. These
percentages were 86 percent and 88 percent, respectively, for the PCB
branches selected.

Branch income statements were the basis for our cost estimates,
Identification of the direct credit-operations expenses and their func-
tional breakdown were drawn from branch-level surveys in botk
institutions. These surveys consisted of questionnaires administered
by us in mterviews with branch managers, credit analysts, accounting
Personnel, and clerical employees,

Administrative Costs of Banks

As shown in Table 8.1, the average lending cost per loan made
by the PCB was almost 7 times that of the ADB. However, the
average size of loan made by the PCB was about 22 times that of
the ADB. In part, this helps explain the sharp difference 1n average
COsts per unit of money lent by the two banks. Ignoring loan defaults,
the PCB had loan-transaciion costs of only 2 5 percent of the value
of its loans, compared to ADB costs of 8.4 percent (line 2).! Although
difficult to document, part of the dissimilarity in costs was also
related to differences in the sources of funds for lending. In 198]
three-fifths of the money lent by the ADB came from rediscount lines
with the Central Bank or from external aid donors, whereas only 7
Percent of the PCB’s liabilities were from these sources. Deposits
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Table 8.1 Lending and Deposit Mobilization Costs in a
Commercial Bank and a Development Bank in

Honduras
Commercial Development
Costs Bank Bank
1. Average lending cost per loan Lps. 1,748l/ Lps. 260L/
%
2. Average lending cost per
lempira lent 2.5 8.4
3. Lending costs/overall costs 33 77
4. Costs of deposit mobilization .
and other serxvices/overall costs 67 ! 23
5. Branch level costs/total ,
lending costs 77 , 43
6. Personnel costs/total lending
costs 4L 27
7. Loan evaluation costa/total .
lending costs 45 16
8. Loan monitoring costs/total
lending costs . 4 7
9, Loan recovery costs/total

lending costs 14 6

Sources Bank income and expenditure stacements and branch-level
surveys.

1/ 1 U.5. dollar = 2 lempiras

were 91 percent of all the PCB’s loanable funds, but only 40 percent
for the ADB. Accordingly, lending costs made up a much larger
proportion of overall costs in the ADB than in the PCB, 77 percent
versus 33 percent (hine 3 in Table 8.1). These differences in the sources
of funds between the two banks caused dissimilarities 1n the makeup
of their costs, as will be discussed later.

It can also be noted from the data 1n Table 8.1 (line 5) that more
than three-quarters of the PCB’s lending costs were incurred at the
branch level, whereas only 43 percent of the ADB’s lending costs
occurred 1n 1ts branches. The ADB’s operations were much more
centrahized than the PCB's. The large incidence of special lines of
credit and externally funded projects in the ADB forced this cen-
tralization. The central office spent a good deal of time preparing
reports to justify these external funds, an activity that could not be
handled by branches.

\o\
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Another major difference between the two banks is shown in the
proportion of total administrative costs involved in salaries and other
personnel costs (line 6). Because the ADB made much smaller loans
and was required to be more concerned with development objectives,
one would expect the personnel costs would have been relatively
higher 1n the ADB than 1n the commercial bank. We were surprised
to find the opposite Personnel costs made up over 40 percent of the
PCB’s total administrative costs, but only a bit more than a quarter
ofthe ADB's costs The marn explanation for this 1s that the commercial
bank paid much higher salaries to 1ts employees than did the de-
velopment bank (it also expected higher levels of employee produc-
uvity). The information n Table 8 1 (Iines 7-9) also shows that the
PCB spent much more on loan evaluation, less on loan monitoring,
and much more on loan recovery than did the ADB. These figures
provide very strong insights into why the ADB has much more serious
loan-recovery problems than the PCB The ADB spends less time
and effort extending and recovering loans than does the private bank!
In doing so 1t also rewards its employees less than does the PCB.

Donor and Government Funds

Because the ADB received a large part of its funds from the
sovernment or donor agencies through the Central Bank, only a small
part (23 percent) of 1ts total administrative costs resulted from
nonlending efforts (Table 8.1, line 4) The opposite was true for the
private bank. About two-thirds of its total administrative costs resulted
from nonlending activitues, mainly deposit mobilization Even though
the rediscounted funds from the Central Bank were usually extended
to the ADB on concessionary terms, these funds were not cheap. In
most cases these rediscount lines carried targeting, documenting, and
reporting requirements that imposed a good deal of extra effort and
cost on the ADB.

To shed more Iight on the effect these external funds have on the
loan-transaction costs of the two banks, we documented the branch-
level costs for a subsample of PCB branches that handled relatively
large amounts of funds provided by an international donor. We were
able to document and separate the lending costs incurred in managing
the bank’s own funds as well as targeted funds provided by the donor
through rediscount facilities in the Central Bank. This was done by
lwo loan-size categories: less than 125,000 lempiras and 125,000
lempiras or more. The donor funds were all targeted to agricultural
loans of under 125,000 lempiras. The information we collected (Table
8.2) shows the costs incurred per loan and per lempira lent by the

Y



Table 8.2 Private Commercial Bank Branch Lending Costs by Source
of Funds, End Use of Loans, and Loan Size

Loan Size

Less than L. 125,000 L. 125,000 or more
Average Average Cost Per Average Average Cost_per
Source of Funds and Cost per Loan Size Lempira Cost Per Loan Size Lempira
End Use of Loans Loan (Lps.) {Lps.) Lent (%) Loan {(Lps.) (Lps.) Lent (%)
Bank's Own Funds
Agriculture 995 31,777 3.1 1,319 471,571 0.3
Industry 642 48,542 1.3 850 364,173 0.2
Housing 7174 10,699 7.2 1,026 250,000 0.4
Commerce 642 39,672 1.6 650 250,200 - 0.3
Consumption 642 11,381 5.6 - - - - .
Other 642 39,090 1.6 850 257,440 0:3
pDonor's Funds ) ) ) - .
Agriculture 5,450 . 69,664 7.8 - = - -

Source: Surveys of

selected bank branches.
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bank in handling the specified loan applications. (For the subsample
of branches studied, central-office costs added 0.6 percent as an
overhead cost to the branch-level costs reported here.)

As can be noted from the information 1n Table 8.2, there were
large differences 1in admunistrative costs by loan-size groups. As
expected, the large loans were less expensive to administer per unit
of money lent thar were the smaller loans. However, we found
surprisingly large differences 1n the lending costs by end use of funds.
Even though the costs per loan did not show important variations
across different end uses, average loan sizes by end use varied
considerably, particularly in the loan category of less than 125,000
lempiras. This implies important differences 1n the costs per lempira
lent. Although PCB loans of under 125,000 lempiras for industrial
purposes only involved administrative costs of 1.3 percent, loans for
housing and real estate had costs of 7.2 percent. Loans made for
agricultural purposes 11 the smaller loan-size category had midrange
administrative costs of 3.1 percent.

The most 1nteresting figure 1n the table 1s the administrative cost
per unit of money lent for the agiicultural loans made from donor
funds. These loans involved an average cos: per ican operation five
times as large as the costs of extending agricultural loans from the
bank’s own funds. Yet the average size of donor-funded agricultural
loans was more than twice the size of agricultural loans financed
with the bank’s own resources. As a result, branch costs of agricultural
loans made from donor funds umounted to 7.8 percent of the value
of the loans made, more than :wice the cost of agricultural loans
extended from other funds managed by the PCB. Adding central-
office overhead costs to branch expenses pushed the total adminis-
trative costs on these agricultural Joans to 8.4 percent. It 1s clear
that the higher cost per unit of money lent 1n the case of the donor’s
funds did not result from a portfolio of small-sized loans. Instead,
it was a result of a far more complicated and costly set of procedures
associated with the administration of the donor’s funds, as compared
to the use of the bank’s own funds.

Again, 1ignoring default risks, the administrative costs on donor
funds far exceeded the 3-4 percent spread allowed on these loans for
administrative costs. Because of other larger profitable activities, the
PCB could tolerate these administrative losses Unless margins are
increased, or administrative costs reduced, 1t 1s unlhkely that the PCB
will be enthused, however, about becoming heavily involved in un-
derwriting the relatively large administrative costs of handling donor
funds. Being a government bank, the ADB does not have the luxury
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of avoiding the punishment involved in handling large amounts of
targeted money.

Conclusions

This study has emphasized the contrasts in the structure of lending
costs and overall organization between a public-sector and a private-
sector bank serving agriculture 1n a less developed country. It 1s clear
that the scurce of funds to these institutions strongly influences the
composition of their loan portfolios and their lending costs. The
private bank, relying more on local deposits, 1s more cautious and
efficient 1n evaluating and screening loans at the branch level and,
in general, delegates more decision making to branches. The public-
sector bank is far more centralized, with a heavy overlay of admin-
istrative costs associated with the loan-targeting criteria of external
sources of finance. External donor agencies probably impose higher
lending costs on the on-lending institutions than they realize. Un-
realistically low administrative margins contribute to the financial
unviability of their client 1institutions. Concessionary-priced credit
programs are not cheap to the institutions required to on-lend these
funds. This may compromise their future as viable financial insti-
tutions International donors and local governments should either
reconsider their administrative cost margin policy or alter the costly
features of the loan-targeting policies. Otherwise they must accept
the negative consequences of subsidizing permanently the financial
institutions recerving their funds.

Notes

We wish to express our gratitude to the Bureau of Science and Technology,
Office of Multisectoral Development, AID/Washington, and to the Agricultural
Development Office of the U.S. AID Mission 1n Tegucigalpa, Honduras, for
therr generous support of the research behind this work. Also, we wish to
thank officials of the National Agricultural Development Bank (BANADESA)
and a private commercial bank (to remain anonymous) for their cooperation
in allowing us to undertake this study in their nstitutions. The usual
disciaimers apply.

1. In 1981, delinquency rates (loans overdue/total portfolio) were ap-
proximately 5 percent in the PCB and 50 percent in the ADB
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Loan-Transactions Costs,
Credit Rationing, and Market
Structure: The Case of Bolivia

Jerry R. Ladman

Many less developed countries have small-farmer credit programs,
often financed by foreign aid, that are designed to promote development
and rescue farmers from reliance on informal market credits. Almost
all feature concessionary interest rates. Often these programs have
not reached the large number of small farmers envisioned by gov-
ernments and aid donors. Most rurai poor continue to do without
loans or to use informal lenders.

Recently, convincing agruments have been made by Adams (1971),
Gonzalez-Vega (1977), Ladman and Tinnermeter (1981), and others
that concessionary 1nterest rates are the major factor contributing to
this lack of success. Cheap credit leads to credii diversion, low-lender
revenues, and political intrusions into credit allocation. These results
are exacerbated by inflation. The recommended policy 1s to raise the
real interest rate—an approach that highlights the role of interest
rates 1n rationing credit.

Several authors have explored the role of loan-truusactions costs
in credit :ationing. These costs include the noninterest expenses
incurred by both lenders and borrowers in making (obtaining),
servicing (implementing), and collecting (repaying) loans. Donald
(1976, pp. 120~136) discussed problems with credit-delivery systems
of agricultural banks. In Chapter 7 Gonzalez-Vega shows the role of
lender transaction costs in the profitability (or loss) of a lending
institution. Assuming that loan procedures and paperwork do not
vary with loan size, a lender can reduce costs per unit of money
lent by making large loans. Gonzales-Vega also reasons that such
action will be most often employed where concessionary interest rates
and an excess demand for credit prevail.

104
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Adams and Nehman (1979) examined how borrowing behavior is
affected by total borrowing costs, including transactions costs and
interest payments, They presented evidence from several countries
showing how borrewer transactions costs lead to high borrowing costs
from many formal lenders They concluded that relatively large
transactions costs discourage the rural poor from borrowing from
these sources

Ths chapter further probes the role of transactions costs, especially
for the borrower, as a credit-rationing mechanism and demonstrates
how these costs play an important role in the structure of financial
markets 1n rural areas. The discussion 1s largely based on information
from Bolivia, a country that has many small farmers and has recerved
considerable foreign aid for credit programs.

Transactions Costs

Credit conditions and the set of procedures that are followed by
a lender 1n making, servicing, and collecting loans are here termed
a credit delivery system (CDS). To obtain a loan, a farmer not only
must assume the agreed-upon conditions of the loan but also must
g0 through the procedures that are required by the lender’s CDS.
The costs associated with the steps the farmer undertakes to complete
these requirements result 1n borrower transactions costs. In general,
these costs are the out-of-pocket outlays required to obtain documents,
Pay commissions and bribes, and travel to and from the lender’s
office, as well as the opportuniiy costs of time involved to complete
all required procedures. If there are deiays 1n loan approval or
disbursements, the farmer may incur additional transactions costs
associated with obtaining a temporary loan from another lender.

It should be noted that the steps followed by the borrower are not
mirror 1mages of those of the lender. For example, a borrower may
present documents that require considerable time and money to
acquire; the lender, on the other hand, only requires a short time to
examine and file them.

Reasons for Transactions Costs

Many lender procedures are aimed at gathering information about
4 prospective borrower. This is done mainly to protect the lender’s
funds by determining the prospective borrower’s creditworthiness and
1o provide internal control on funds lent. Lenders also incur trans-
actions costs when they have employees supervise credit. In the cases
of government development banks, patronage anc bureaucracy might
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also cause some procedures to be incorporated into the CDS simply
to make work for bank employees on the public payroll.

CDSs will vary considerably among different lenders. There are
differences 1n the terms and conditions of the loans as well as in
lender and borrower transactions costs. Within any country a con-
tinuum of lenders could be established, ranked 1n terms of complexity
of CDSs. An intercountry comparison would likely show similarity
of rankings among different lenders. At the end of the scale denoting
the least complex CDS (but the one with the most flexible and highest
interest rates) would be the informal lenders. These lenders generally
operate within a small geographic area and are able to accumulate
reliable information on creditworthiness of their clientele. Based on
this knowledge, they extend credit without resorting to paper work
or documents to provide additional information. Morover, since they
are independent businesspeople, they do not need to maintain elaborate
records to justify their actions. As a result, their CDSs are simple
and result 1n low lender, as well as low borrower, transaction costs,

At the other extreme would be an agricultural development bank
with a complex CDS that might include a lot of loan supervision
and rigid 1nterest rates Because 1t 1s a public institution, detailed
paper work and documents to back up all actions for purposes of
internal control and financial responsibility are important. Operating
in many sites, the bank uses standardized procedures at all locations,
This type of operation leads to intrinsically high lender and borrower
transactions costs.

Between these two extremes are other institutions such as credit
unions and commercial banks. Their CDSs and associated transactions
costs will vary depending upon the strength of their reasons for
collecting information, their means of collecting it, and their services.

Lender Behavior

Lender transactions costs are assumed to be more or less constant,
irrespective of loan size. As Gonzalez-Vega (1977) has demonstrated,
a lender—such as a development bank—that has high transactions
costs is motivated to lower those costs per unit of money leni. This
can be accomplished in several ways. The most direct is to simphfy
the CDS. For example, supervised credit functions and costs can be
cut by elimmating these services or by transferring them to the
agricultural extension service. Another means 15 10 reduce procedures
and documentation. However, 1n this regard, the lender may be
constrained by banking codes.
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In practice these constraints may not be important because lenders
have learned that transactions costs are an effective means to ration
credit, especially when they must charge concessionary interest rates
and hence face excess demand for loans Because of this they have
little incentive to change the CDS, but rather are motivated to use
the high borrower transactions costs associated with the CDS to help
ration credit by raising borrowing costs tc nonpreferred clients while
simultaneously lowering lender costs. This can be accomplished 1n
several ways First, some of the iender’s costs can be transferred tc
the borrower One example 1s the practice of making the farmer spend
time and money to visit the lender ather than vice versa. Another
example 1s the making of group loaus, where many of the costs of
obtaining information and Joan repayment are shifted to the groug.

A second way to lower costs 1s to focus on repeat borrowers about
whom the lender has already accumnlated considerable information,
rather than on new borrov.ers about whom relatively hittle information
1s on hand Third, the average loan size can be increased by lending
to large farmers and for hirh-cost enterprises. This may 1mply imaking
longer-term loans, which the lender would be willing to do 1f the
expectations are that the future rate ot inflation will be low and/or
that there will be no increase 1n the interest rate. To shift the portfolio
in these directions 1t may be necessary to impose complementary
nonprice rationing mechanisms such as collateral and credit sanctions
for selected enterprises (Ladman 1974).

Borrower Behavior

Assume that a farmer has a set of farm enterprises and associated
technologies that can be used to produce a combination of farm
products. Further, assume that the farmer must re'y upon credit to
undertake any of these investments and that the «4emand for credit
will be derived from the expected productivitv of the resources
employed as a result of using a loan (Ladman (970). The demand
schedule (DD) in Figure 9.1 consists of the locus of present values
of the marginal value products (MVP) resulting from the resources
employed using successive loan units. The demand for credit is net
of risk associated with the enterprise selected and credit use. AR
and ABC' 1n Figure 9.1 represent average revenue and average bor-
rowing costs incurred by the borrower.

Assume the farmer 15 working with a single lender. The farmer
who uses credit must incur borrowing costs (BC) that are imposed
by the lender’s CDS. These consist of nterest costs (IC) and constant
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Borrower
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and Costs
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Tl L' Amount of Credit

&

Figure 9.1 Borrowing Costs and Revenues: One Lender

borrower transactions costs (BTC). The former are equivalent to the
product of a constant nominal interest rate (r) and the loan size (L).
The latter arise from out-of-pocket costs and opportunity costs of
the borrower's time spent in carrying out loan procedures. They are
assumed not to vary with loan size. Revenue (R) resulting from
borrowing 1s net of costs of the resources purchased with borrowed
funds, but 1s not net of borrowing costs.

Assume that there are no delays 1n credit delivery that cause the
farmer to lose revenue or to temporarily resort to other lenders. (It
should be noted, however, that such delays often occur, ecpecially
when farmers are dealing with lenders that have complex and time-
consuming CDSs that require multiple reviews of loan applications.)

Assume the borrower 1s a profit (1) maximizer and thus would
seek a loan only 1f ne or she expected m > 0, e, R > (IC + BTC).
Furthermore, the borrower would maximize m by borrowing up 10
the point where r = MVP, 1 e, where the marginal cost of borrowing,
the additional 1nterest payment, 1s e-jual to the marginal value product
from additional resources purchased with borrowed funds.

The profit statement can be expressed in terms of average revenue
(AR) and average borrowing cost {ABC) by dividing all terms by the



Loan Costs, Rationing, and Market Structure 109

size of loan, L. ABTC is defined as the average borrower transaction
cost and r is average interest cost. In this form

M- B 9] -

LIAR — (r + ABTC)] = L[AR — ABC]

.1

Figure 9.1 shows the profit-maximizing condition, With DD the
demand schedule, the farmer would want to borrow L’, where r =
MVP and n would be L(AR—ABC).

The borrower transaction costs have at least three impacts on
profitability. First, ceteris paribus, larger BTC means less profits for
borrowers Second, there 1s a minimum loan size below which the
borrower would not be willing to borrow from a lender. This level
(T1) is the borrowing threshold and 1s the level where ABC = AR
and BC = R. Clearly, for any given r, the larger the borrower
transactions costs, the higher the borrowing threshold Third, the out-
of-pocket cost threshold (T2) 1s part of T1 and represents the amount
of outlay the farmer must make in applying for a loan. Examples
are payments for documents and travel expenses. A farmer who does
not have the funds to exceed this threshold will not be able to obtain
credit.

Even a farmer who did have the T2 funds might not want to
attempt to borrow because of facing some probability that the loan
application would be rejected and the accompanying risk of losing
the threshold money. If this were the case, then the borrower would
imphcitly weight these costs by a risk factor and would not apply
for the loan 1f the probable loss exceeded an acceptable level. Such
a situation would be very important for first-time borrowers who do
not know what to expect from a lender. Experienced borrowers who
xnow the probability of loan rejection 1s high also would not apply.

In summary, the farmer would be willing to borrow L from the
lender if TI < L =< L’ 1f he or she had funds available 1n the loan
application phase that were at least equivalent to T2, and if he or
she was willing 10 risk those funds. A farmer who did not have T2
or was not willing to 1isk the funds would not be able to borrow
from the lender. It 1s important to note that first-time borrowers may
have larger borrowcr transaction costs and borrowing and out-of-
pocket thresholds than repeat borrowers because they must present
informaticn and documents that need not be furnished again by
repeat borrowers. Compared to repeat borrowers, first-time borrowers
would ha:e smaller profits and a greater possibility of not exceeding
the two thresholds.
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Choice of Lender

Now assume there are two lenders, I and II, in the market (subscripts
I and II are used to denote variables related to each lender). Further,
assume that the farmer will choose the lender that offers the largest
expected profit () given interest rates r; and ry, transaction costs
BTC, and BTC,,, and demand for credit DD, subject to the constraints
and associated risks of the out-of-pocket expenses T2; and T2y;. Thus
for any loan size L, the farmer would choose lender I, be indifferent
between I and II, or choose Il depending upon relative expected
profits ™, = my subject to covering and nisking the out-of-pocket
loan access costs T2 for the preferred lender A farmer unable to
cover T2 for that lender would be forced to a second-bes. (less
preferable) situation of borrowing from the otner lender 1f he or she
could cover T2 for that lender. A borrower who could not cover T2
or was not willing to rnisk funds in applying for credit from that
lender would be forced to go without credit.

For any loan size, L, the preference for borrowing from one of
the two lenders can be rewritten as a function of average borrowing
costs, i.e., (n + ABTC)) 2 (ry + ABTCy).! The level of L where
the farmer would prefer to use one lender or the other should L rise
or fall 1s the point of indifference.

It 1s quite possible that the shape of DD would be such that a
farmer would not choose to work with a lender because the borrowing
threshold exceeds the optimum loan size, 1n which case the particular
lender 1s not within the farmer's feasible set of lenders. In this
situation the farmer would stll likely want to work with a lender
that had a CDS embodying a low out-of-pocket threshold, even though
it might mean paying a high interest rate (Ladman 1971).

To 1llustrate how transactions costs influence the borrower’s choice
of lender, assume I and II are a moneylenaer and an agricultural
bank, respectively. Further, assume that the moneylender's interest
rate r; greatly exceeds the bank’s rate ry,, while the transaction costs
of borrowing from the moneylender (BTC,) are very small compared
to those of borrowing from the bank (BTC;). As a consequence Tl
< Tl and T2, < T2,.

As shown 1n Figure 9 2, the farmer would be indifferent between
the two lenders at L”, where m, = m,;, would prefer the bank at loan
sizes greater than L”, where m; < my, 1if he or she has funds that
can be risked to cover T2, and would prefer to work with the
moneylender at loan sizes less than L”, where m > mmy, 1f he or she
is willing to risk funds to cover T2, Farmers preferring the bank
would want to borrow L;; because at that level of credit they would
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Figure 9.2 Borrowing Costs and Revenues: Two Lenders
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maximize their profits. Likewise, those preferring the moneylender
would want to borrow L,.

The farmer who prefers the bank but cannot cover—or is not
willing to risk—T2,, would be forced to borrow from the moneylender,
but would not use more than L; credit. If a farmer prefers the
moneylender but cannot cover—or 1s not willing to risk—T2,, he or
she would be forced to go without credit.

It is possible that due to the shape of DD the farmer would be
excluded from operating with the bank because T2, > L. In other
words, the high transaction costs associated with a bank loan exclude
the farmer from including the bank within the feasible set of lenders.

Market Structure

The previous sections show how transactions cost influence lender
and borrower behavior. It should be clear that transactions costs have
an important impact on the structure of financial markets in rural
areas. Indeed, they provide an explanation of why several credit
institutions can operate side by side even though they charge con-
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siderably different rates of interest. Lenders with CDSs that embody
high lender transactions costs will gravitate toward larger loans,
whereas those with low costs will be content to make smaller loans,
Likewise borrowers seeking small loans will often prefer to work with
lenders who charge high interest rates but who impose low transactions
costs upon borrowers. When secking larger loans, borrowers may
prefer to work with lenders who impose larger transactions costs but
charge a lower interest rate

As a result of this convergent behavior the aggregate demand for
credit in these markets 1s segmented. In the case of two lenders, the
segment associated with higher rates of interest, lower borrower
transactions costs, and smaller loans corresponds to the moneylenders’
portion of the market The second segment—associated with lower
rates of interest, higher borrower transactions costs, and larger loans—
corresponds to the agriculturzl banks’ portion of the market.

Partitioning of the aggregate demand will tend to occur at an
aggregate loan volume where across all farmeis the average costs of
borrowing from both lenders are equal; that 1s, where, 1n the aggregate,
farmers are indifferent between the two lenders This condition will
be determined by the CDS of each lender. Mandates, rules, and
operating procedures governing the lenders’ CDSs will determine
BTC,, BTC,;, and r,.. Conditions of competition will determine r,. If
there 1s perfect competition among moneylenders, r; will be kept at
a level that 1s commensurate with the opportunity costs of lending
for nonagricultural purposes and/or other investment opportunities,
If conditions of nonperfect competition prevail, r; will be kept at
some level at which a portion of the moneylender’s return on in-
vestment consists of monopoly profits

Changes 1n borrower transactions costs or 1n interest rates associated
with either lender will change the partitioning of the market. If either
the interest rate or borrower tiansactions costs rise for a lender, more
borrowers will prefer to seek their credit from other lenders and thus
shift the partition accordingly, ceteris paribus

Concessionary interest rates play an important role in structuring
financial markets. Assume an agricultural bank charges concessionary
rates and faces an excess demand for credit. The bank would need
mechanisms to ration credit among its potential chents. If borrower
transactions costs were raised as a result of the bank’s action, some
potential borrowers would go to other lenders or go without credit.
Because more farmers would now prefer to borrow from moneylenders,
there would be a corresponding shift 1n moneylenders’ share of tue
overall market.

VP
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The Bolivian Case

In 1975 the Bolivian Agricultural Bank (BAB) initiated a small-
farmer credit program with financing from the U.S. Agency for
International Development (AID), and the r~mainder of this chapter
deals with activities under this program in the Upper Valley of
Cochabamba, an area densely populated by land-reform beneficiaries.
These activities 1llustrate the importance of transaction costs in credit
rationing,

AID and BAB jontly established the conditions of the short- and
medium-term small-farmer loans. First, for the then conventional
reasons, a concessionary interest rate was adopted, and this assured
an excess demand for credit Second, in an effort to ration credit
toward target farmers and enterprises, borrower-eligibility and loan-
purpose criteria were established Third, because of legal requirements,
previous BAB operating procedures, and the conventional wisdom
surrounding small-farmer credit, a complex CDS was adopted that
caused large transactions costs for both lenders and borrowers. This
CDS required several meetings of the bank agent and the farmer,
considerable paperwork, and the presentation of several documents.

At the ouset, BAB wanted to disburse funds rapidly to demonstrate
farmer derand, justify the program, and possibly to obtain a second
loan from AID. In order not to exclude large numbers of small
farmers, several important nonprice rationing features were eliminated.
Collateral requirements were reduced to those of the expected harvest,
for crop loans, and the items purchased with hivestock and equipment
loans. Many farmers did not have an authentic title to their land,
S0 substitute documentation was arranged. An important effect of
these actions was to increase the excess demand for cheap loans,

Because of the high lender transactions costs embodied in the
CDS, BAB established procedures that would ease the pressure on
itself and place n.ore responsibility for obtaining information on the
borrower. The farmer had to obtain all of the required documents
and provide them to the bank and was expected to carry out all
transactions at the bank office rather than at the farm site, excepting
one on-site visit by the BAB agent. Furthermore, BAB decided to
make most loans to groups of farmers.

In another move to lower lender transactions costs and rapidly
disburse funds, BAB opted to put most of 1ts portfolio 1n larger and
medium-term loans rather than short-term production loans.? In
response to farmer demand, the typical loan was to finance one year
of crop production and the acquisition of oxen or dairy cows. The
loan was to be repaid 1n nstallments over a three- or four-year period.
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The effects of the CDS chosen by BAB are clear. Their measures,
designed to lower their costs and rapidly disburse funds, rationed
credit away from small farmers who wanted smaller and short-term
loans and placed loans in the hands of those wanting larger and
medium-term loans Simultaneously, on the side of borrower trans-
actions costs, farmers who could not surpass the aut-of-pocket or
borrowing thresholds were excluded from borrowing. Some farmers
who could meet these thresholds found 1t more profitable to borrow
from other lenders * The result was that farmers who sought smaller
loans did not go to BAB, whereas those seeking the larger loans were
more than willing to incur the heavy transactions costs associated
with borrowing because 1t was the most profitable alternative among
their sources of credit. Thus, in the presence of an excess demand
for credit, 1t was both BAB's actions and the effect of those actions
on borrowcis that served to ration the credit among farmers

The effect of the credit-rationing features of BAB's small-farmer
credit program 1s clearer 1f one understands the structure of rural
financial markets 1n the Upper Valley In 1979 there were three types
of lenders 1n the area making most of the loans moneylenders, BAB,
and a multipurpose cooperative (Ladman and Torrico 1981). In this
chapter we report on the first two Data on average loan terms and
transactions costs 1n 1979 are presented in Table 91.

BAB loans had a mean size of $3,695 (all figures are n US.
dollars) and a term of 60 months and carried interest rates of 13
percent. In sharp contrast, moneylender loans had a mean size of
$480, a term of 3 months, and an interest rate of 48 percent. Given
these interest rates, lender and borrower transactions Costs explain
how the market 1s partitioned among lenders

BAB borrowers incurred an average of $135.95 1n total transactions
costs; of this $94.75 were out-of-pocket costs and $41 20 weie time
costs (the equivalent of 16 5 days). Of the total, $69 66 was ncurred
in the application phase Thus the prospective borrower from BAB
had to project profits, above 1nterest charges, 1n excess of $135.95
(the borrowing threshold) and have on hand $50.28 for out-of-pocket
costs (out-of-pocket threshold) Moreover, the borrower had to be
willing to risk $69.66 of out-of-pocket and time costs before .. .wing
whether or not the loan would be accepted In practice, however, a
borrower was usually informed of the probable decision at an early
stage of the negotiation, based on the ehgibility criteria, so the risk
cost was not as high as 1t would appear. Clearly, the magnitude of
these figures served to ration many small farmers out of working
with BAB. Moreover, the fact that the farmer had to go through the
full loan application procedures, after being told by the bank agent
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Table 9.1

AVERAGE TERMS OF LOANS AND COSTS FOR MONEYLENDERS
AND THE BOLIVIAN AGRICULTURAL BANK IN THE
UPPER VALLEY, COCHABAMBA, 1979

' (UtSo mllar.)-‘-

Bolivian
Agricultgfal
Moneylender BankX
Length of Loan 3 mos. 60 mos,
Loan Size $480 $3,695
Annual Interest Rate 48% 13%
Lender Transactions Costs per Loan Very Low Very High
Total Borrower Transactions Costs $4.35 $135.95
Total Out-of-Pocket Costs $3.80 $ 94.75
Application Phase Out-of-Pocket Costs $3.50 $ 50.28
Total Time Costs®/ $ .55 § 41.20
Application Phase Time COBCBE/ $ 45 $ 19,38
Total Borrower Transactions Costs
in Application Phase $3.95 $ 69.66

I
S

Rate of exchange: 20 Bolivian pesos = 1 U.S. Dollar.

Time valued at $2.50 per 8~hour day.

o o
N~

Figures for the Bolivian Agricultural Bank are for borrowers
who were members, but not leaders, of groups formed to receive
loans. Leaders transactions costs were higher due to the
additional tasks they undertook on behalf of the group.

Sources: Ladman and Torrico, Kvaran, and lender and borrower
surveys carried out in 1979,

that it was very likely a loan would be granted, strongly suggests
that the information and documents collected by BAB were not critical
to the loan decision. Rather, they were procedures that the bank used
to satisfy internal and legal requirements and also to ration credit
among farmers.

In sharp contrast, borrowers from moneylenders incurred an average
of only $4.35 1n total transactions costs; $3.80 were out-of-pocket
costs and $.55 time costs Most of these costs, $3 95, were incurred
In the application phase. Our survey of moneylenders and their clients
In 1980 showed the reasons for low transactions costs. A farmer
usually lived near the menceylender and needed to make only one or
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two short trips to inquire about and obrain the loan. The moneylender,
knowing clients well, did not require collateral or need to collect
much additional information and could make a decision on the spot,
Most of the borrower’s expense was in registering the loan with the
local small-claims judge. Clearly, these small borrower transactions
costs had Iittle effect on credit rationing by moneylenders; the interest
rate they charged was far more 1mportant.

Given a credit demand schedule, the interest rates, and borrower
transactions costs a.sociated with both lenders, the borrower’s point
of indifference between the two lenders 1n terms of loan size would
be $376. At this point the average total borrowing costs (interest and
transactions costs) would be 49.2 percent of the loan. The credit
demand schedules may be summed across all farmers. The aggregate
demand for credit would be partitioned at a loan volume corresponding
to the sums people want to borrow from moneylenders, the remainder
being desired from BAB.

The partitioning of the market between BAB and moneylenders
shows the two lenders are providing different services. The money-
lender provides credit quickly, on a short-term basis, and 1n relatively
small amounts In contrast BAB provides credit for longer-term
investments and 1n much larger amounts. Moreover, BAB credit 1s
not quickly obtained—the complex CDS procedures require weeks
or sometimes months to complete

It 1s doubtful that the small-farmer credit program 1n the Upper
Valley has had much effect on the moneylenders’ market, because
BAB 1s lending for purposes that do not directly compete with those
of moneylenders. Indeed, a 1980 survey of moneylenders showed they
saw no decline in their business after BAB began 1ts program.

Conclusions

The chapter stresses the important role of lender and borrower
transactions costs as rationing mechanisms and how these costs affect
credit allocation as well as the struciure and performance of rural
financial markets. For any lender the larger the size of transactions
costs, assuming a fixed interest rate, the greater will be the rationing
power of transaction costs. As demonstrated by the Bolivian case,
when concessionary 1nterest rates are present, lenders will rely heavily
on transactions costs to ration credit.

Small-farmer credit programs are often criticized for not reaching
large numbers of farmers. For example, in the Upper Valley of Bolivia
about 1.2 percent are reached by BAB (Ladman and Torrico 198,
p. 87). Transactions costs are important in forcing this outcome. Large
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BAB borrower transactions costs cause many potential borrowers to
seek loans from moneylenders. Similar phenomena would be expected
in rural financial markets in most low-income countries, especially
when concessionary 1nterest rates are used.

A lender will attract more clients when borrower transactions costs
for loans are lowered. Agricultural banks that want to reach more
farmers must lower these costs, but there are sound and rational
reasons why banks are unable or unwilling to do so. First, some of
these costs are necessary to collect information vital to extending
good loans. The costly procedures and documents employed often
are based on a banking code that a bank cannot alter. Second, for
those procedures that are determined internally by the banks, there
may be a reluctance to simplify them. This may seem paradoxical
given that the concessionary interest rate generates low bank revenues
and that the banks therefore would appear to have an incentive to
lower costs However, there 1s no paradox, because the banks can
use borrower transactions costs as a credit-rationing mechanism.
Thus, as the Bolivian experience shows, the incentive 1s not to change
the CDS but rather to shift transactions costs to the borrower with
the double consequence of rationing credit and lowering bank operating
costs.

Strong arguments have been made to eliminate concessionary
interest rates. If this were to occur, and if borrower tr2 sactions costs
were not lowered accordingly, more farmers would be excluded from
borrowing from the banks and forced to seek other lenders, resulting
in a new partitioning of the market. This 1s not lkely to occur,
however, because banks no longer would face an excess demand for
credit and would seek more efficient credit delivery systems that
would lower borrower transactions costs. It 1s hiphly likely that the
elimination of concessionary interest rates 1s the key to lowering
transactions costs and allowing agricultural banks to serve a larger
number of small farmers. Unless this is done the incentives 10 reduce
these costs will be absent and many small farmers will continue to
rely on moneylenders and other sources of credit.

Notes

The research for this paper was funded by the U.S. Agency for International
Development. The author alone 1s responsible for its content. Appreciation
is expressed to Dale W Adams, Peter Kilby, and Hannes K varan for comments
that helped clarify some of the concepts presented.

l. The work is shown as follows:
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Lom 2 M

2. (R- BC,) 2 (R - BCy)) by substitution

3. BC. S BCy by subtraction of R and multiplication by —1

4. (IC, + BTC)) 2 (lC., + BTC;;) by substitution

5. [(IC, + BTC.)/L] S {(IC,, + BTCy)/L] dividing by L to obtain
6. (r| + ABTC]) 2 (r" + ABTC")

2, It was rational for BAB to make medium-term loans. At that time the
rate of inflation was constderably less than the concessionary rate, and BAB's
expectations were that the interest-rate level and structure would remain the
same. Thete had been little change 1n 1nflation in the previous 10 yeais. As
a result 1t was to theiwr advantage tc lend for several years rather than to
make short-term loans, recycling their funds. The transactions costs of
relending would be considerubly higher than those of administering outstanding
loans.

3. The study by Miller and Ladman (1981) supports this point. High
transactions cost were shown to be important factors in 1mpeding small
farmers in southern Bolivia from using BAB loans.
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Cheap Agricultural Credit:
Redistribution in Reverse

Claudio Gonzalez-Vegq

Two of the main characteristics of rural financial markets in low.
income countries (LICs) are hmited access to institutional credit and
a high degree of concentration of the loan portfolios of formal financial
institutions (FFIs). That is, only a small proportion of the total
number of rural producers receive loans from FFIs and, among those
with access to institutional loans, a very small group captures a very
large share of the total amount of credit disbursed It has been
estimated that on the average only about 15 percent of the farmers
in Asia and 1n Latin America, and no more than 5 percent of the
farmers 1n Africa, have had access to institutional credit In addition,
usually fewer than 20 percent of the total borrowers of the FFIs have
received 80 percent of the total amounts of agricultural credit dis-
bursed. This means that in LICs 3 percent of the total number of
agricultural producers have been the beneficiaries of at least 80 percent
of the credit disbursed by FFlIs.

As a result of their participation in the formal rural financial
markets, these few privileged borrowers have increased their incomes
in more than one of the following ways: through the profits received
as a consequence of the increased command over resources permitted
by the loans, through the free transfer of income 1mplicit 1n underpriced
credit, and through the resource transfer implicit 1n partial or total
default, Since not all rural producers have enjoyed these *‘benefits”
and not all borrowers have received them to the same degree, this
differential access to cheap credit has impacted income distribution
significantly. This chapter explores some of the reasons why this
impact has been substantial and undesirable.
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Credit Access

Limted access and a high concentration of the loan portfolios of
FFIs characterize the evolution of all institutional credit markets in
LICs. These problems are particularly acute in the case of rural
financial markets. Since the majority of the population 1n LICs lives
and works 1n rural areas, the income-distribution implications of
these features are particularly important

Factors associated with both the demand and supply of credit
explain limied access and the high degree of concentration of loan
portfolios Low average returns and high risks associated with many
agricultural activities limit the demand for agricultural credit. High
transactions costs, for both borrowers and lenders, further reduce the
s1ze of these markets and restrict loan access for many rural producers.

The high degree of concentrauon 1n loan portfolios of FFIs is
frequently explained by the underlying concentration of wealth and
political power. If there are a few wealthy producers who own a
significant share of the total assets of the community, 1t 1s not
surprising that they also receive a significant portion of the credit.
There is increasing evidence, however, that the distribution by size
of loans of the credit portfolios of the FFIs 1s more concentrated
than the distribution of income, the distribution of the value of the
agricultural output, or the distribution of land. Credit concentration,
therefore, requires an additional ¢xplanation.

Initial wealth 1s an 1mportant determinant of differential access to
loans. In fragmented capital markets, on the other hand, hmited
access to credit explains a substantial part of the different rates of
growth of wealth through time. That 1s, differential access to credit
is not only a consequence but also a cause of differences 1in wealth.
Policymakers concerned with income inequalities have emphasized
redistribution of land as a solution to these concentration problems.
Financial reform has been much less popular, however, although access
to credit 1s as crucial as access to land for an adequate command
over resources In many cases financial policies, particularly the
impositior. of 1nterest-rate ceilings, have further restricted access to
credit and have aggravated the problem of unequal wealth distri-
butions.

Through several types of controls most LICs have kept nominal
interest rates fixed during long periods. In real terms these rates have
often been negative, erratic, and unpredictable. In addition, preferential
rates have been established to favor agriculture and other priority
sectors. 1 argue in this chapter that these interest-rate policies have
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significantly contributed to the concentration of the loan portolios
of FFIs and have accentuated restrictions on access to institutional
credit. The modification of these policies is a necessary, although not
a sufficient, condition for greater equity in the rural areas.

Interest rates influence tncome distribution 1n several ways. As the
relative price of the present in terms of the future, they influence
savings and investment flows and therefore affect the intertemporal
distribution of income between present and future generations. As
the price of financial assets, interest rates affect the composition of
wealth portfolios and the distribution of income among asset holders,
As a component of the costs of borrowing, interest rates also affect
the dist -ibution of income between lenders and borrowers and between
those with access and those without access to credit. Interest rates
also affect the functional distribution of income

This chapter focuses on the impact that the loan rates of interest
charged by the FFIs have on the distribution of income among
borrower and nonborrower classes. For these purposes, rural producers
may be classified into groups according to their size (large-small),
their wealth (rich-poor), the length of their banking relationship (new
client-old client), or the uncertainty associated with their productive
activities (safe-risky). Any of these classifications 1s relevant for the
analysis as long as 1t 1s related to the credit-rationing behavior of
FFIs or as long as it is closely correlated to such classifications,

Credit and Income

The income of any producer is determined by productive oppor-
tunities and by command over resources that permit taking advantage
of these opportunities. Command over the required inputs depends
on the producer’s own initial endowment, which is a result of previous
savings efforts and of access to resources external to the producer’s
enterprise through credit.

In fragmented capital markets, potentially productive opportunities
are poorly correlated with command over resources. Given the het-
erogeneity of farmers, varied investment opportunities arise from the
unique individual circumstances of each producer. Given investment
indivisibilities and low levels of income, past savings are frequently
insufficient to take advantage of such opportunities. Therefore, many
producers with attractive investment options cannot finance them.
Access to credit becomes a crucial precondition for these producers
to take advantage of new investment opportunities. Fragmentation
impiies, in turn, that other producers with abundant resources are
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Figure 10.1 Self-financing and Impact of a Loan.

forcec. to invest them in low-return activities, sometimes even at
negative real rates of return.

When producers lack access to credit markets they are forced to
self-finar.cing. This, 1n turn, leads to a wide dispersior in rates of
return ard to gross social inefficiencies. Such a situation is represented
in Figure 10.1 for a two-producer case. In this figure, positive amounts
of vanable 1nputs (¥, and V-) are measured 1n both directions from
the origin (0). The productive opportumty of each producer is
represented by the corresponding curve of the margmal value of the
product of the variable inputs employed (M VP, and MVP,). Dimin-
ishing marginal returns are assumed throughout.

Given their imtial endowments of variable inputs (N, and N,),
the gross income of each producer 1s represented by the area under
the curve. Income differences are explained 1n terms of the different
productive opportunities and of the different mmmal endowments
(N> > N,). For the same amount of variable inputs, the marginal rate
of return 1s higher for the large producer than for the srnall one. The
superiority of the large producer, however, 1s assumed to be relatively
greater 1n terms of mmitial endowments than 1n terms of productive
opportunities. Thus, under conditions of self-financing, the marginal
rate of return of the large producer will be lower than the marginal
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rate of return of the small producer (that is, in equilibrium, r, <
r,). This is a situation frequently encountered in the rural areas of
LICs.

Given these differences 1n marginal rates of return both producers
can increase their incomes through a direct loan, of size L, from the
large producer 1o the small one, at the rate of interest r*. After
repaying the principal plus the interest on the loan (1 + r*) L, the
small producer has increased income by the equivalent of the shaded
area in the right-hand quadrant of Figure 10.1. At the same time,
the large producer oblains an increase in income, over that previously
earned from hits or her own productive activity, cquivalent to the
shaded area in the lefi-hand quadrant of Figure 10.1.

Although the incomes of both producers increase, as a result of a
better allocation of resources, the income of the small producer
increases more, 1f the marginal returns to the variable inputs employed
by this producer decline more rapidly than the margimal returns to
the variable 1nputs used by the large producer The assumption that
dimimishing marginal returns are more pronounced for small than
for large producers 1s a reasonable one, 1n view of the smaller stock
of fixed inputs and possibly less favorable access to technglogies of
the former. If this is the case, credit not only improves the allocation
of resources but also improves income distribution That 1s, the net
gain of the small producer will be larger than the net gain of the
large onc, as represented by the shaded areas in Figure 10.1.

In summary, income differences among producers are due to
differences 1n productive opportunities and n mtial endowments
Access to credit for the acquisition of variable inputs reduces dif-
ferences that are due to diverse imtial endowments. Access to credit
for investment in physical or human capital, 1n turn, may also tend
to elimmate income differences due to differences 1 productive
opportumties. In this static context, therefore, access to credit is
crucial for the generation of higher incomes.

Credit and Growth

In a dynamic context, access to credit increases the rate of growth
through time of the producer’s initial endowment (the producer’s
wealth). In any period, the producer’s net income (Y) is given by

Y =a(N+L—IiL, (10.1)

where a: average rate of return of the variable inputs employed, N:
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producer’s initial endowment (wealth), L : size of the loan received,
and i: rate of interest paid on the loan.

Under the assumption that all of the producer’s net income is
added to wealth each period, the rate of growth (g) through time of
the producer’s initial endowment is given by

_Y _a(N+L-iL

Y (10.2)
E=N N

=a+ R(a—j)

where R = L/N is the leverage ratio.

That is, the rate of growth of the producer’s wealth is directly
assaciated with the average and marginal rate of return on the variable
inputs used by the producer as well as with the leverage rati0, whereas
it is inversely related 1o the rate of interest paid on the loan. These
three variables, however, are not independent. Even 1f the rate of
interest paid 1s given, the average rate of return will be inversely
related to the leverage ratio, 1f decreasing marginal returns are present.
As long as the marginal rate of return on the variable inputs employed
1s higher than the rate of interest paid, the rate of growth of the
producer’s wealth will increase as access to credit increases (the size
of loan L increases) !

The 1mpact of differential access to credit on the rates of growth
of wealth can lead to dramatic differences 1n future endowments and
therefore 1n the level of incomes through time of different producers.
Assume that, mtally, two producers X and Z possess 1dentical
productive opportunities and 1dentical 1mtial endowments. That 1,
a;. = a. = a(V'), for any given level of variable inputs used, and
N. = N. = N,, 1n the in1tial period 0.

Assume that 1n each period both producers add to their initial
endowments all of their net income Assume that, while producer Z
has access to credit, producer X does not. The rates of growth of
their initial endowments will be

Bx = a, (10.3)
g =2a + R, —i)

After n periods of time, the wealth of these producers will be
Ni=(0+g)Ny=(l +a)N, (10.4)
Ni=(+g)No=[l+a+R(-iFrN,

Therefore, after n periods of time the relative size (W) of their
endowments will be

2l
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Table 10.1 Hypothetical Increases Through Time of a Pirm's
Relative Wealth Under Various Assumptions of the
Real Rate of Return Interest Rates, and Leverage

Ratios
W
a r R ns=5 n=10 n=20
25 <20 1 1.2 1.5 2.2
«25 «05 1 2.1 4.4 19.5
« 25 .05 3 7.1 50.4 2,542.3
«25 =.10 3 21,1 444.8 197,859.3
.10 =-.30 4 89.1 7,938.0 63,011,755.0

a: Average rate of rcturn, in real terms
r: Interest rate, in real terms
R: Leverage ratio

W: Relative wealth (ratio of borrower's wealth with respect
to nonborrower's wealth)

n* Number of periods

_[l+a +R(@—iPr 10,
w (1 + a,) (105)

That is, W indicates how many times the wealth of the producer
with access to credit is larger than the wealth of the producer without
access to credit. If in the 1nitial period both producers have the same
wealth, W = 1, the differences that will exist after some time will
be directly related to the number of periods that have passed (n),
the difference between the average rates of return, a, and a., the
leverage ratio (R), and the rate ot interest paid (1 ). Table 10.1 illustrates
the impact on W of these variables, under the assumption that the
average rate of return 1s constant.

For example, given a constant real average rate of return (a) of
25 percent, if each year one of these two producers receives a loan
equal to 3 times his or her imitial endowment, at a real rate of interest
of minus 10 percent (r), and the other producer does not Teceive any
loans, after 5 years (n=35) the wealth of the former will be more
than 21 times larger than the wealth of the latter. After 20 years,
the wealth of the borrower will be almost 200,000 times larger than
the wealth of the nonborrower!

This stmulation 1llustrates the magnitude of the impact of differential
access to credit on rates of growth of wealth and on income distribution.
Differences in the rate of growth of wealth among producers depend
on differences in average rates of return earned and rates of interest
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paid. The most dramatic differences, however, are directly related to
the leverage ratio (R). That is, access to credit, 1n comparison to the
producer’s imtial endowment, is the most important determinant of
the relative level of the producer’s wealth in the future. Therefore,
access to credit is a key mechanism for influencing the distribution
of wealth through time

Nature of Interest-Rate Policies

In most LICs the interest rates charged by FFIs have been ad-
ministratively set or constrained by usury ceilings. These rates have
been kept at low nominal levels in the presence of high rates of
inflation. As a result, 1n real terms many of these rates have becn
negative Also, they have not reflected the opportunity costs of the
claims on resources transferred by FFIs to their borrowers, they have
not equated the supply and demand for institutional loans, and they
have not covered the costs and risks associated with lending to some
borrower classes Most importantly, these low interest rates have
imphed the transfer of a substanuial subsidy to the relatively few,
not so poor, beneficiaries of FFIs loans.

Interest rates not only have been kept low, but differentiated and
inverted rate structures have often been enforced. That 1s, 1nterest-
rate differentials have not reflected the costs and risks associated with
lending to different borrower classes Rather, they have resulted from
policymakers trying to favor some sectors and activities at the expense
of others. Typically, the borrower classes favored with preferential
rates, like small farmers, are associated with the highest costs and
risks for the FFIs. Thus, FFIs have been forced to charge the lowest
rates on loans to those borrower classes to which they would want
to charge the highest interest rates. As a result of these discrepancies,
the borrower classes that the authorities intended to favor have been
harmed.

Recent interest-rate reforms, that in some countries increased all
but the preferential rates, have significantly widened the differentials
within the inverted interest-rate structure and have thus accentuated
credit rauoning and the concentration of the loan portfolios. For
example, 1n the mid-1970s, while the commercial interest rates and
government bond rates reached 50 percent per annum and more in
Brazil, the interest rates charged on agricultural loans were kept at
15 and 17 percent per annum. Substantial nefficiencies 1n credit
allocation and mequities 1n income distribution resulted.
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Nature of the Interest-Rate Subsidy

When loan nterest rates do not reflect the social opportunity cost
of the claims on resources transferred, plus the social cost of disbursing
them, a subsidy 1s implicit n the credit transaction. Income distri-
bution 1s affected 1n two ways: directly, because of the implicit subsidy,
and indirectly, because of the differential influence of the restrictions
on access to credit

Suppose, very conservatively, that the social costs of the loan are,
in real terms, 10 percent per annum. If the nominal rate of interest
charged 1s 15 percent per annum, but the rate of inflation 1s 65
percent per annum, then the real rate of interest charged 15 minus
30 percent per annum ? If a positive rate of 10 percent should have
been charged, while a negative rate of minus 30 percent was actually
charged, there 1s a rate of subsidy of 40 percent implicit 1n this credit
transaction. That 1s, 40 cents out of every dollar lent represents an
outright, free transfer of iesources, a gift.

The magnitude of this subsidy can be substantial. Suppose that
the total volume of agricultural credit disbursed by the FFIs represents
60 percent of the gross value of the domestic agricultural ouiput. In
this case, the total amount of the subsidy, the grant transterred, will
be equivalent to 24 percent of the value of this output. This 1s a
very sizable transfer of resources, and 1ts impact on income distribution
is very significant. bocause the subsidy 1mplicit in underpriced credit
can be so suvbstantial, 1t 1S not surprising that policymakers value 1t
as a powerful nstrument for income redistribution  Unfortunately,
the subsidy seldom reaches the poor Rather, the vested interests of
the groups that eventually capture the subsidy create serious political
obstacles for interest-rate reform 1n agricultural credit programs.

The main claim of this chapter is that credit, 1n general, and
interest-rate subsidies, in particular, are an 1mpotent tool for income
redistribution. The mechanism 1s inefficient, because the same re-
distributive objectives could be achieved at much lower social costs
by other means Even as a second-best solution, the subsidy is not
justified, because 1t 1s meffective, that 1s, 1t 1s intrinsically incapable
of achieving the desired redistributive goals. Further, under most
circumstances, 1t 1s perverse. It leads to a redistribution “in reverse,”
actually accentuating the concentration of wealth 1nstead of alleviating
it. This 1s the case because the direct impact of the subsidy 1s regressive
and 1ts indirect 1mpact further restricts access 10 institutional credit
and further concentrates the loan portfolios of FFIs in the hands of
a few large borrowers.
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Direct Impact of the Subsidy

To become a beneficiary of the interest-rate subsidy, a producer
must first become an institutional borrower. Access to cheap credit,
however, is very restricted. As a consequence, a large portion of the
total number of producers is excluded from this subsidy. Moreover,
the amount of the free grant 1s directly proportional to the size of
the loan received. That 1s

G = [r* - 1] L(W) (10.6)

where G : the amount of the grant, L: size of the loan, W: the
borrower’s wealth, r*: the social opportunity cost of the claims on
resources lent, and r: the rate of interest charged on the loan.

The larger the loan, the larger the grant. In addition, since there
is a high correlation between previous wealth and the size of the
loan received, the wealthier the borrower, the larger the grant. As a
result, large producers have access to large loans and to the accom-
panying large grants Medium-size producers have access to small
loans and 1o the associated small grants. Small producers get few or
no loans and thus few or no grants. A similar result 1s obtained with
respect to the income transfer implicit 1n default. A large borrower
who does not repay the loan receives a larger implicii grant than a
small delinquent borrower Usually large borrowers represent a small
proportion of the number of defaulters but a very high proportion
of the unpaid portfolio

Moreover, as indicated 1n Chapter 7, when the rate of subsidy
(r* — 1) increases, large nonrationed borrowers® get access to larger
loans than before and the magnitude of their grants increases. The
size of loans to rationed borrowers, on the other hand, declines, and
the magnitude of their grants could increase or decline depending on
the relaive position of the intermediaries’ marginal cost curve of
lending to them

There 1s one more way 1n which underpriced credit has a direct
unfavorable 1mpact on impact distribution The resources freely
transferred to the privileged borrowers are collected by the FFIs
through the exploitation of savers and of holders of financial assets,
by means of the inflation tax, which reduces the purchasing power
of their assets. In most LICs, the size distribution of the borrowers
of FFIs 1s much more concentrated than the distribution of holders
of claims of the financial system. As a consequence, the majority of
the population pays a substantial tax that 1s used to finance a subsidy
enjoyed by a few privileged borrowers.

N
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and creditworthiness s difficult to ascertain. Even if, ex post, small
producers tend to be less delinquent than scme of the larger producers,
it is difficult for lenders to choose from the heterogeneous mass of
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of the rationed borrowers, the size of loan granted declines, and in
certain circumstances these borrowers are excluded from the loan
portfolios altogether.

Conclusions

The most important conclusion of this chapter is that interest-rate
ceilings redistribute the loan portfolics of FFIs in favor of nonrationed
borrowers and modify the access to credit by different producer

tend to be the largest and most influential producers, and interest-
rate restrictions lead to the concentration of credit portfolios n their
favor,

The most crucial aspect of financia] markets, for rural producers,
is their degree of access to credit Ironically, the policies that have

and have contributed to more concentrated distributions of wealth
and of income in the rural areas of the LICs—the reverse of what
most policymakers say they want to do,

Notes

Among the many friends who have influenced my ideas on rural finance, 1
want 1o especially acknowledge Dale W Adams, Ronald . McKinnon, Edward
S. Shaw, and Robert C. Vogel.

1. This can be shown by taking the total differential of Equation 10.2 to
emonstrat

¢ rate that the impact on the growth rate of weaith of a larger loan
is

BB B R NtLaa-i goy
-t R+ @-1 N a TR

However, the marginal rate of return, r, is equal to
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- da_ (10.8)
r=(N+ L) L + a.
Thefrefore
dg _r—i . (10.9)

dL N

2, 'r = (i-p)/(1 + p), where r: real rate of interest, i: nominal rate of
interest, and p: rate of inflation.

3. These are borrowers who receive loans of the size they demand. Rationed
berrowers, on the other hand, receive loans smaller than those demanded.
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- The Effect of Subsidized
Agricultural Credit

on Income Distribution
in Costa Rica

Robert C. Vogel

Subsidized agricultural credit has been very popular ir iow-income
countries, on the usual assumption that such policies improve the
welfare of small farmers It 1s argued that small farmers will be
unable to borrow or will be able to borrow only smal amounts at
high rates of inteiest unless they are aided by low-interest loans. It
15 my conclusio'r, however, that subsidized credit policies 1in Costa
Rica have, 1n fact, made income distributions more unequal. The
lion's share of the credit subsidy, which turns out to be very substantial,
has been captured by large farmers, whereas the access of small
farmers to credit may even have been reduced

This Chapter focuses on Costa Rica because 1t presents a particularly
favorable case for subsidized agrizultural credit to make the distri-
bution of income more nearly equal In Costa Rica subsidized
agricaltural credit 1s allocated by four commercial banks, all of which
are owned by the government. Thus, 1t cannot be argued that the
allocation of credit 1s the result of profit-maximizing behavior by
private commercial banks or that the credit subsidy could be allocated
10 make the distribution of income more nearly equal 1f those
commercial banks were 1n the hands of the government. The period
for this analysis 1s the mid-1970s because 1t ~oincides with a detailed
study of income distribution and the most recent agricultural census
in Costa Rica Moreover, two features of the Costa Rican economy
that are 1mportant for the following analysis have largely persisted:
the structure of interest rates and the upsurge of inflation that began
In the mid-1970s

133
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The largest bank (Banco Nacional de Costa Rica) has been a
government bank since 1t was founded 1n 1914, and the other three
commercial banks were nationalized 1n 1948, so that all of them have
had many years to adjust to carrying out government credit policies,
Moreover, by the mid-1970s the three smaller banks had more than
30 regonal offices, and the Banco Nacional had more than 100, 60
of which were rural credit offices {Juntas Rurales de Credito Agricola)
specializing 1n credit for small farmers.! It would be difficult to
imagine a banking svstem better designed and more oriented toward
carrymng out policies of subsidized agricultural credit to benefit smal|
farmers.

The subsidy 1n agricultural credit in Costa Rica and other low-
income countries does not take the form of explicit payments to the
recipients of credit. Rather, the subsidy 1s implicit, as the interest
rates charged to credit recipients are below the interest rates that
would be charged in competitive markets. The first section of this
chapter is concerned with estimating the total amount of the 1nterest-
rate subsidy to recipients of agricultural credit in Costa Rica. In the
second section the allocation of this credit subsidy among different
classes of borrowers is examined, and 1n the last section implications
for the distribution of income are discussed In addition, I suggest
some reasons for the highly unequal distribution of agricultural credit
and draw some conclusions for agricultural credit policies.

The Amount of the Credit Subsidy

In Costa Rica, as in many other low-income countries, interest
rates on bank agricultural loans are set fir below the interest rates
that would be determined 1n competitive markets for agricultural
credit. As of the mid-1970s, Costa Rican banks were charging interest
rates of 8 or 9 percent on agricultural loans (with an additional 2
percent or less for commissions and other charges on some of these
loans). Small farmers have consistently been given preferential treat-
ment with 1nterest rates of 8 percent and no commuissions or other
charges, while interest rates, commussions, and charges for larger
farmers vary shightly depending on the product financed. Agriculture
tends to be favored relative to other sectors, as interest rates on bank
loans for nonagricultural activities 1n the mid-1970s ranged as high
as 13 percent (plus commissions and other charges of 2 percent).?

To e<dmate the amount of the interest-rate subsidy on bank
agricultural loans, 1t 1s necessary to have some idea of how high
interest rates would be under competitive conditions. First, the impact
of inflation on interest rates must be taken into account, and a
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distinction between nominal and real rates of interest must be made,
During the 1950s and 1960s Costa Rica experienced rates of inflation
averaging only about 2 percent per year as measured by the consumer
price index. However, the rate of inflation increased shghtly during
the late 1960s and early 1970s and accelerated sharply 1n 1973. In
1974 the Costa Rican consumer price index increased by 30 percent,
and the rate of inflation as measured by the wholesale price index
was 40 percent. Even using the conservative 30 percent figure as the
relevant indicator of the rate of inflation. Costa Rican lenders 1n
1974 would have had to charge 30 percent interest just to avoid
reducing their real wealth by making loans.3

What real rate of interest would equate the supply and demand
for credit 1n Costa Rica? It would certainly not be a negative real
rate of interest, as long as potential lenders had any productive outlets
for their funds and as long as potential borrowers had any productive
Investment opportunities Moreover, competitive credit markets would
not determine a single equilibrium real rate of interest, but rather a
range of interest ratcs depending on risks and administrative costs.
In fact, 1t would be surprising 1f under competitive conditions loans
for agriculture 1n general and small farmers 1n particular did not
carry interest rates above average because of the greater risks and
administrative costs

A conservative estimate of the real rate of interest that would be
determined 1n competitive markets for agricultural credit in Costa
Rica would be at least 10 percent. A survey of agricultural credit 1n
Costa Rica 1n 1969 (before the arrival of high rates of inflation)
indicated that informal lenders typically charged interest rates of 18
or 24 percent on loans to farmers (Vogel and Gonzalez-Vega 1969).
Studies of agricultural credit 1n other low-1ncome countries suggest
that such interest rates can be largely attributed to risks and ad-
ministrative costs and not to monopoly power (Bottomley 1975; Long
1968).

With a negative real rate of interest of 20 percent on bank
agricultural loans and a conservative estimate of an equilibrium real
rate of interest of 10 percent for agricultural I nding under competitive
conditions, the total amount of the subsidy going to the recipients
of Costa Rican agricultural credit during 1974 can readily be computed.
During 1974 the average amount of agricultural credit outstanding
from the four commercial banks was slightly over 16 billion colones
(US$187 milhion)* The interest-rate subsidy of 30 percent, together
with the average arount of credit outstanding, imphes a total subsidy
of about 480 million colones (US$56 million). To put this subsidy
In perspective, 1t should be noted that Costa Rican gross domestic
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product (GDP) for 1974 was approximately 13 billion colones (US$1.5
billion), so that the subsidy amounted to almost 4 percent of GDP.
Moreover, the agricultural sector accounted for about 20 percent of
Costa Rican GDP, so that the subsidy to the recipients of bank
agricultural loans was equivalent to almost 20 percent of value added
in Costa Rican agriculture.

Most of the subsidy to recipients of bank agricultural loans was
paid by holders of bank deposits. They received a negative real return
for making funds available to the banking system for lending; that
is, they had to pay an inflation tax of 20 to 30 percent depending
on the type of deposit held. Unfortunately, no data are available to
idenufy precisely who these individuals were. However, 1t 1s likely
that individuals with low incomes held a higher percentage of their
wealth in the form of currency and deposits (because of therr re-
quirements for transactions balances and precautionary reserves) than
did individuals with high incomes who had a wider range of op-
portunities to hedge against inflation. An indication of the better
alternatives available for the wealthy 1s given by the behavior of the
amount of banking-system bonds outstanding. In the late 1960s these
bonds accounted for almost 10 percent of the banking system's
resources. However, they had dwindled to less than 2 percent by
1974, as a result of the impact of 1nflation and the low nominal rates
of interest paid on these bonds. The former holders of these bonds,
largely the wealthy, were able to find more attractive alternatives
when an 1nflation tax of more than 20 percent was imposed. Such
behavior also 1llustrates that high rates of inflation, uncompensated
by high rates of interest, substantially reduce the resources available
to the banking system for lending.

The Distribution of the Credit Subsidy

A picture of the main beneficiaries of subsidized bank agricultural
credit can be obtained from the size distribution of agricultural loans
disbursed during 1974 by the Commercial Department and the Rural
Credit Department of the Banco Nacional The data from the Banco
Nacional are particularly useful for two reasons' (1) the Banco Nacional
accounted fc. about 60 percent of the total amount of agricultural
credit disbursed by the banking system during 1974; and (2) as
mentioned earlier, the Banco Nacional through 1ts Rural Credit
Department 1s supposed to be particularly dedicated to making credit
available to small farmers. The data from the Banco Nacional are
presented in Table 11.1, and the pattern 1§ striking. Loans of more
than 500,000 colones (US$58,343) accounted for more than 55 percent

\u(\
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Table 11.1 Banco Nacional, Commercial and Rural Credit
Departments Size Distribution of Agricultural
Loans Disbursed During 1974

Percent Cumulative

of Total Percentages
Size of loan Percent of Total Amount Number Amount

(Colones) Number of Loans of Credit of Loans of Credit

1-5,000 52.4 3.3 52.4 3.3
5,001-10,000 17.7 3.5 70.1 6.8
10,001-20, 000 13.2 5.2 83.3 12.0
20,001-40,000 6.2 4.6 89.5 16.6
40,001~-100,000 6.0 9.9 95.5 26.5
100,001-500,000 3.3 17.9 98.8 44.4
Over 500,000 1.2 55.6 100.0 100.0

Source: Banco Nacional.

of the agricultural credit disbursed by the Banco Nacional, but for
only 1.2 percent of the total number of agricultural loans made by
the bank. The largest 10 percent of the agricultural loans accounted
for more than 80 percent of the agricultural credit disbursed by the
bank, but on the other hand the smallest 50 percent (loans under
5,000 colones, 1.e, under US$583) accounted for less than § percent
of the agricultural credit disbursed by the bank.

These findings for the Banco Nacional are largely confirmed by
data from a second commercial bank. the Banco Anglo Costarricense.’
Table 11 2 presents the size distribution of agricultural loans disbursed
during 1974 by the Commercial Department of the Banco Anglo.
Loans of more than 100 000 colones (US$11,670) accounted for more
than 40 percent of the agricultural credit disbursed by the Banco
Anglo, but for less than 5 percent of the total number of agricultural
loans made by *hat bank On the other hand, loans under 10,000
colones (US$1,157) accounted for more than 50 percent of the ag-
Ncultaral loans made but less than 10 percent of the agricultural
Credit distursed by the Banco Anglo

The recipients of the large agricultural loans from the Costa Rican
banking system are the principal beneficiaries of the credit subsidy.

ho are they? Unfortunately. no data are available on the incomes,
land holdings, or other forms of wealth of the recipients of bank
agricultural loans. However, enough evidence 1s available 1o reach a
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Table 1l1.2 Banco Anglo Costarricense, Commercial Department
Size Distribution of Agricultural Loans Disbursed
During 1974

Percent Cumulative

of Total Percentages

size of Loan Percent of Total Amount Number Amount
(Colones) Number of Loans of Credit of Loans of Credit

1-5,000 33.8 3.6 33.8 3.6
5,001-10,000 20,7 5.8 54,5 9.4
10,001-20,000 17.3 9.5 71.8 18.9
20,001-40,000 14,2 15.1 86.0 34.0
40,001-100,000 10.4 24.1 96 .4 58:1
100,001-500,000 3.2 22.0 9?.6 . 80,1
Over 500,000 ) 19.9 100.0 100.0

Source: Banco Andlo Costarricense, unpublished records.

definite (and obvious) conclusion: Large agricultural loans are received
by large farmers, that is, wealthy farmers with high incomes. Three
pieces of evidence are sufficient to reach this conclusion. First, 75
percent of the number of agricultural loans disbursed by the banking
system during 1973 went 13 small farmers ¢ This 1s consistent with
the conclusion that the largest 10 percent of bank agricultural loans,
accounting for 80 percent of bank agricultural credit disbursed during
1974, went to large farmers Second. one would not expect banks to
make large loans to small farmers because of the high risks involved.
This 1s confirmed by a survey of agricultural credit in Costa Rica
carried out 1n 1969, which found that bank officials responsible for
making agricultural loans placed heavy emphasis on the prior economic
success of their clients and on the ability to provide good guarantees
(Vogel and Gonzalez-Vega 1969) Finally, this same survey found a
high positive correlation between the size of bank loans and the size
of farmers as measured by the area of the farm, the area cultivated,
and the number of workers employed.

The amount of the credit subsidy going to the large farmers who
received the largest 10 perccii ot bank agricultural loans 1n 1974 can
readily be calculated. As indicated above, a conservative estimate of
the total amount of the agricultural credit subsidy for 1974 1s 480
millior: colones (US$56 muillion).’ Approximately 80 percent of bank
agricultural credit and hence about 80 percent of the subsidy went

-~
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Figure 11.1 Lorenz Curves for Income, Farmland, and Agricultural Credit
Distribution in Costa Rica

to the large farmers who received the largest 10 percent of the loans.
In short, these farmers received a creait subsidy of approximately
385 milllon colones (US$45 million) during 1974 from the Costa
Rican banking system.

The Impact of the Credit Subsidy on Income Distribution

To assess the effects of this distribution of bank agricultural credit
on the distribution of 1ncome. 1t 1s useful to begin by comparing the
distributions of income, land, and agricultural credit 1in Costa Rica.
Figure 11.1 plots three Lorenz curves: one for agricultural loans
disbursed by the Banco Nacional during 1974, a second for the
distribution of land holdings by size of farm (given 1n the 1973 Censo
Agropecuario), and a third for the distribution of income in Costa
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Rica in 19718 The curves clearly show that the distribution of land
is much more unequal than the distribution of income and that the
distribution of credit is still inore unequal. Moreover, the concentration
of land and credit is undecrstated for two reasons: (1) many individuals
own more than one farm and receive more than one agricultural loan
from the banking system; and (2) there are many rural Costa Ricans
wliose main occupation is agriculture who own no land and receive
no bank agricultural loans.

According to the 1973 census, there are approximately 200,000
rural families 1n Costa Rica, but there are only 81,562 farms (only
62,585 with more than 1 hectare), and only 44,019 agricultural loans
were disbursed by the banking system 1n 1974, Not all rural Costa
Ricans are engaged 1n agriculture, but on the other hand some farms
(especially large farms) are owned by urban Costa Ricans who also
receive agricultural loans (often the largest loans). Of the 5,646 farms
in Costa Rica containing more than 100 hectares, one-third are run
by a manager, with the owners presumably absent. In addition, the
1969 survey of Costa Rican agricultural credit revealed numerous
instances of farmers receiving more than one bank agricultural loan,
particularly in cases involving large loans or large farms (Vogel and
Gonzalez-Vega 1969)

Figure 11.1 and the forgoing discussion provide a picture of the
extent of inequality in the distribution of bank agricultural credit,
but some additional assumptions are necessary 1n order to evaluate
the impact of the credit subsidy or the distribution of income First,
it seems reasonable to assume that the subsidy accompanying the 80
percent of bank agricultural credit that 1s contained 1n the largest 10
percent of the loans goes priniarily, if not entirely, to individuals 1n
the top 10 percent of the income distribution There are approximately
35,000 Costa Rican families 1in the top 10 percent of the income
distribution who, under these assumptions, would be receiving the
4,400 largest bank agricultural loans disbursed during 1974, Thus,
even for this group, only about | family 1n 8 would be receiving a
large agricultural loan from the banking system, even 1f 1t 1s assumed
that there 1s no more than | such loan per family in addition, 4,400
large bank loans would not reach all 5,646 farms of mere than 100
hectares in Costa Rica, even 1if 1t 1s assumed that therc 15 no more
than | such loan per large farm. These figures, together with the
evidence discussed at the end of the second section, suggest that 1t
is not unreasonable to assume that large agricultural loans go to the ie
in the top 10 percent of the income distribution. If anything, tuis
may underestimate the concentration of bank agricultural credit.

'\
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Removing the credit subsidy of 285 million colones (US$45 million)
from the top 10 percent of the income distribution would reduce the
share of these families in total income from 34.4 percent to ap-
proximately 30 percent. In 1974 the average income of a family in
the top 10 percent of the income distribution was about 90,000
colones (US$10,500), and averaging the 385-million-colones subsidy
among the 4,400 large agricultural bank loans yields an average credit
subsidy of 87,500 colones (US$10,210) per loan. These figures suggest
that the impact of the credit subsidy on the incomes of those families
recerving the subsidy 1s likely to be quite substanuial and that at the
same time the credit subsidy 1s likely to be concentrated among the
highest-income families within the top 10 percent of the income
distribution 9 Distributing the 385 mullion colones evenly among the
remaining 90 percent of Costa Rican families would raise the share
of those families 1n the bottom half of the income distribution from
20.9 percent to over 23 percent and the share of those families 1n
the bottom 10 percent from 2.1 percent to over 2.5 percent.

Besides the direct effects of subsidized agricultural credit on the
distribution of income, there are two indirect effects of subsidized
interest rates that may be equally important. The first 1s that low
interest rates may encourage the substitution of capital for labor by
those farmers who are the recipients of bank loans. This effect can
be seen 1n Costa Rica, for example, 1n the expansion of the labor-
saving beef-cattle industry and 1n the replacement of labor by electric
milking machines 1n the dairy-cattle industry This reduction 1n the
demand for labor by farmers who receive low-interest-rate bank loans
will tend to reduce agricultural wages and agricultural employment.
Morenver, farmers who do not receive bank credit (but who might
have received credit 1f interest rates were not controlled at low levels)
may also be forced to reduce therr demand for agricultural labor
because of the lack of complementary inputs

The second indirect effect concerns the farmers who might have
recetved bank credit if interest rates weie not controlled at low levels.
To this point 1t has been assumed that the allocation of credit is not
affected by charging subsidized interest rates. However, there is
evidence that large farmers not only receive most of the credit subsidy
but also receive a larger share of agricultural credit than they would
If interest rates were not controlled at low levels (Gonzalez-Vega
1977). Access to credit allows individuals to earn higher incomes;
otherwise, 1n the long run loans would not be repaid, and individuals
would no longer be able to borrow. Consequently, the redistribution
of agricultural credit away from small farmers results in a further
worsening of the distribution of income.
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What is the evidence that large farmers increase their share of
agricultural credit at the expense of small farmers in the presence of
subsidized rates of interest? As indicated in the first section, the
equilibrium inteiest rates that would equate the supply and demand
for agricultural credit are far above the interest rates being charged
by the banking system on agricultural loans. At these low interest
rates the demand for agricultural credit greatly exceeds the supply,
and some form of rationing must occur Even neglecting the role of
political influence and family connections in the allocation of sub-
sidized bank agricultural credit, there are good reasons for the Costa
Rican banks to allocate the lion’s share of subsidized agricultural
credit to large farmers (Vogel 1979) Risks will be lower on the
average on loans to large farmers because they have more assets and
higher incomes, which make repayment more secure than in the case
of small farmers. Administrative costs per dollar lent will also tend
to be lower on large loans to large farmers because of the fixed costs
of lending and because the more favorable risk situation of large
farmers 1mplies lower costs for credit investigations. Moreover, in
Costa Rica interest rates are set lower on loans to small farmers than
on loans to large farmers. Thus the returns from lending to small
farmers are lower while the costs are higher.

Conclusions

A study of loan delinquency in Costa Rica has shown that delin-
quency rates are low for agriculture 1n general and for small farmers
in particular (Vogel 1981). This evidence has often been used to
conclude that Costa Rican agriculture 1s highly productive and that
small farmers are particularly good risks However, because of the
substantial subsidy that accompanies bank credit, the repayment of
loans gives no indication that agricultural undertakings are profitable
in Costa Rica. Moreover, the particularly low delinquency rates for
small farmers reflect the ability of Costa Rican bank officials to select
farmers with the best repayment potential The fact that small farmers
have lower delinquency rates than large farmers thus indicates that
loans to small farmers are rationed more severely than loans to large
farmers because of the lower returns and higher costs of lending to
small farmers.

Removal of the interest-raw¢ subsidy on bank agricultural credit
would have several effects that would tend to make the distribution
of income more nearly equal 1n Costa Rica. First, a surprisingly large
proportion of the subsidy goes to large farmers 1n the form of large
loans. Second, the demands for, and hence the incomes of, agricultural
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laborers tend to be reduced, and agricultural laborers are undoubtedly
in the lower deciles of the income distribution. Third, small farmers,
who would have access 1o bank credit in the absence of low subsidized
interest rates, find their income is reduced because credit is rationed
more severely to them than to other groups.

Only the first effect has been quantified, and 1t alone implies that
the distribution of income could be made significantly less unequal
by allowing interest rates to rise to their equilibrium level. Although
the other two effects have not becn quantified here, each may be very
important 1n making the distribution of income 1n Costa Rica as
unequal as 1t 1s. Moreover, raising interest rates 1o their equilibrium
level cani simultaneously remove the direct subsidy effect and deal
wiin the indirect effects of the reduced demand for agricultural labor
and the more stringent rationing of bank credit to small farmers.
Thus, credit subsidies, which have often been attacked for their
perverse effects on economic efficiency, can also be attacked for
making the distribution of income more unequal.

Notes

An earlier version of this paper was presented at the April 1977 meeting of
the Rocky Mountain Council for Latin American Studies in Tucson, Arizona.
The author wishes to thank Dale W Adams, Jerry Ladman, and Claudio
Gonzalez-Vega for helpful comments

1. Rural credit offices were initially established 1n 1914 as part of the
Banco Internacional de Costa Rica, and by October 1915 there were 27 such
offices The most significant feature of the rural credit offices 1s their relatively
high degree of decentralization and the important role of local residents in
making credit decisions (Gonzalez-Vega 1973)

2 By the late 1970s, but before the financial reform 1n late 1978, a shghtly
higher structure of interest rates was in effect 8 to 11 percent on agricultural
loans and as high as 18 percent on certain nonagricultural loans (commissions
and other charges continued to range from 0 to 2 percent)

3. Even if expectations do not adjust immediately to higher realized rates
of inflation (and adjustment should be rapid under such circumstances as
the high rates of inflation experienced 1n Costa Rica 1n 1973 and 1974),
continuing inflation 1n Costa Rica should bring eventual adjustment Inflation
in Costa Rica was just under 10 percent per year for 1976-1978 but rose
again to 20 percent per vear at the end of the decade

4, Agnicultural credit includes loans for crops and hvestock The average
for 1974 15 based on month-end figures for December 1973 and for each
month of 1974, as reported by the Banco Central de Costa Rica in Credito
Y Cuentas Monetarias The amount of new bank agricultural loans disbursed
during 1974 was almost as great, more than 1,400 million colones. For
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conversion of colones to dollars, the official exchange rate of 8.57 that
prevailed at the time 1s used.

5. The Banco Anglo accounts for aimost 15 percent of agnicultural credit
from the banking system. The Banco de Costa Rica accounts for almost 25
percent of agricultural credit, and the Banco Credito Agricola de Cartago
accounts for less than 5 percent. However, no data on the s1ze distribution
of agricultural loans were available from these other two b nks.

6. As of the mid-1970s small farmers were defined as having net incomes
of less than 25,000 colones (US$2,920) and total bank loans of less than
100,000 colones (US$11,670).

7. The estimate of 480 million colones 1s based on the average amount
of bank agricultural credit outstanding during 1974, whereas the figures for
the size distribution of bank loans are based on the amount of agricultural
credit disbursed during 1974 If there 1s a significant correlation between the
size of the loan disbursed and the length of time for which the loan 1s
granted, then the size distribution of loans disbursed will not give an accurate
picture of the size distribution of loans outstanding However, the data
available on the maturities of Costa Rican agricultural loans suggest that
the size distribution for loans disbursed 12 an accurate representation of the
size distribution for credit outstanding

8. See Cespedes (1973) for the figures on Costa Rican income distribution,
This study 1s based on a survey of approximately 3,000 familes, divided
among rural areas (about 60 percent), the metropolitan area of San José
(about 25 percent), and other urban areas (about 15 percent) The income-
distnbution figures plotted 1n Figure 111 are for all Costa Rica because, as
indicated 1n the text, 1t 1s likely that a significant number of farm owners
and recipients of agricultural credit live in urban areas Average 1ncome in
the metropolitan area 1s more than 50 percent above the national average
and somewhat more concentrated (Gini coefficient = .44) than 1n rural areas
(Gimi coefficient = 37), where average income 1S about two-thirds of the
national average Other urban areas have an average income about 23 percent
above the national average and are intermediate in concentration (Gim
coefficient = 39) See Jain (1975) for a summary of recent surveys of income
distribution 1n Costa Rica, including the survey by Cespedes This summary
indicated that the Cespedes survey was representative, as well as being the
most recent survey, and that the distribution of income 1n Costa Rica tended
to be less equal than 1n othe:  un Americaa countries. Figures on income
distribution arc also availabi from the Costa Rican censuses, but these
figures include only labor income

9 In considering the impact of subsidized credit in general on the
distribution of income, 1t should be remembered that agricultural credit
represents shightly less than half of total credit outstanding from the banking
system.
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Rural Credit and Positive
Real Rates of Interest:
Brazil’s Experience

with Rapid Inflation

Jodo Sayad

Negative real rates of interest have been blamed for such aspects
of the unsatisfactory performance of rural financial markets in many
low-income countries as the concentration of loans among wealthy
farmers, the small share of self-financing 1n the farming sector, the
shortage of medium- and long-term loans, and the weak formal
financial nstitutions 1n rural areas. The low degree of financial
intermediation, market scgmentation, and hmited savings also have
been blamed on these negative rates Low real rates of interest are
singled out as the most important features of financial repression.

In this chapter I analyze the conceptual and operational difficulties
of defining and charging positive real rates of interest where very
rapid inflation exists. My discussion 1s based on recent events In
Brazil. Brazil's experience may be helpful in determining appropriate
interest-rate policies 1n other countries that suffer from high rates of
inflation.!

Agricultural Credit in Brazil

Agricultural policy in Brazil has emphasized heavily subsidized
credit provided by a government bank, the Banco do Brasil, and by
private commercial banks that are required to lend not less than 20
percent of their demand deposits 10 the rural sector. During the 1960s
nominal rates of interest on rural credit ranged from 0 to 15 percent
a year with rates of inflation of 30 to 40 percent a year. Since 1971
nominal rates have been gradually increased as inflation accelerated,
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in 1981, nominal interest rates on agricultural loans varied between
45 percent and 70 percent a year with inflation averaging near 100
percent a year. High nominal interest rates are part of a general
economic policy aimed at curtailing interest-rate subsidies. Since rural
credit and low 1nterest rates have been the most important elements
of Brazihan agricultural policy, the recent increase 1n nominal interest
rates represents an important change 1n strategy. It appears that
pohicymakers are moving toward the goal of providing agricultural
loans at positive real rates of 1interest, the topic discussed 1n this
chapter.

Table 12.1 shows the amount of rural credit supphed by the Banco
do Brasil and other commercial banks from 1970 to 1980. As can
be noted, there was a very large increase in the nominal amount of
formal rural loans made in the country Over this 1l1-year period.
There was also a very large increase 1n the purchasing power of the
rural loan portfolio; the value of the rural portfohio increased more
than three times in real terms. Column 3 in Table 12.1 shows the
rato of agricultural loans to gross agricultural domestic product.
Compared to other low-income--as well as high-income—countries,
Braziks ratio 1s very large In the mid-1970s the volume of formal
agricultural loans 1n Brazil substantially exceeded the value of ag-
ricultural output The amount of credit subsidy associated with the
high negative real rates of interest for this sector represented almost
30 percent of the value of agricultural product 1n 1979 (column 8).
This subsidy came to approximately US$3 billion 1n 1980.

Rural credit subsidies have been distributed as unequally as the
rural credit itself, Table 122 shows the distribution of rural credit
across different farm-size groups. As can be noted, the large farm-
size groups recerved very large amounts of loans 1n comparison with
the total value of their agricultural output (column 6). In 1975 those
in the largest farm-size group (more than 10,000 hectares) received
loans equal to three-quarters of the total value of their output, whereas
those 1n the smallest farm-size group (less than 10 hectares) received
only 6 percent of the value of their output 1n loans.

Real Rates of Interest

A widely used definition of the real rate of interest considers the
mean rate of inflation as a nonrandom variable, which is defined as

1+ (12.1)

1l

rHl+p

where r is the real rate of interest, i the nominal rate, and p the



Table 12.1 Selected Data on Agricultural loaas, Inflation, Interest Rates,
Subsidies, and Gross Agricultural Product in Brazil, 1970-1980

Ag. Credit Interest=

Value of Rate Subsidies as

T:gg.culturg) l:;;o ::;rjgihte ‘(’g) H::;ln hte(;; Ptgc):ent of Agzgl):DP

Loans Gross Real Ag. Real Ag. Average Median

Out- Domestic Infla- Interest Interest Inflation Iaflation

Year Standing* Product 1/2 tion*eaa Rates Inflation Rates {3)x(3) (7)x(3)
Billion Current Cruzeiros b4 Z 2 z z z
1970 12 17 71 19 -3 15 =3 2 2
1971 18 24 75 19 -3 15 -3 2 2
"1972 24 31 7 19 -3 15 -3 2 2
1973 37 44 84 15 -3 15 -3 4 2
1976 63 66 95 E NS .20 -4 10 s
1975 105 . e 119, 2z -1 % -8 B 10
1976 15; ‘ -138 i 1.15 - - ~20 © 30 . -13 23: ’ 16
1977 i227 237 ' S56 41 -4 “37 -19 . 22 18
1978 298 321 93 41 o VAR . -13 ;6 ) 12
1979 494 521 95 74 -31 60 ° -20 . f 2 - 19

1980** 813 1,293% 4% 63 74 =31 60 -20 T 20 E 15 -~

Sources: Unpublished reports prepared by the Comisaso de Financi, o da Prod > (CF!:) and !:l;e Secretaria

de Planejamento (SEPLAN)

Year end outstanding balances. In 1980 one U.S. dollar exchanged for 84 cruzeiros, while in

1970 the exchange rate was about 5.

Preliminary data reported in the Gazetra Mercantil, January 23, 1981.
Estimated by the author.

Average rates of inflation for the subperiods defined in Table 12.4.



Table 12.2 pistribution of Rural Loans in Brazil According
to Farm Size, 1970-1975 (in 1978 Cruzeiros)

Total Value of Ratio of Loans
Farm New Rural Loans Average Value of New to
Size Class {600,000) Loans per Farm Gross Product Value
in Hectares 1970 1975 1970 1975 1970 1975
(1) (2) (3) (4) (3) {6)
Less than 10 1,697 3,263 673 1,254 .05 .06
From 10 to 100 10,212 28,982 5,279 15,262 .14 .19
From 100 to 1,000 12,895 45,095 31,091 101,072 .24 .35
From 1,000 to 10,000 4,820 19,915 136,058 502,290 .24 .42
10,000 and more 1,230 3,827 849,287 2,102,458 .36 .75
Total 30,854 101,081 6,266 20,244 .17 .26

Source: Paulo Fernando Cidade de Araujo, Analise da Politica de Credito a Agricultura
Brasileira, unpublished doctoral thesis, Escola Superior de Agricultura "Luiz
de Queiros,” University of Sio Paulo, Piracicabo, S3o Paulo, Brazil, 1980,
p. 109. Original data was drawn from the 1970 and 1975 Census of Agriculture.
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mean rate of inflation. I will argue that inflation should be viewed
as a random variable because it has an unknown value, different
values for each time period considered (even when the annual average
is well known), and different rates of price increase by sectors and
products and should be considered a random variable defined over
time and over different sectors. In the following discusston I assume
that borrowers and lenders can correctly forecast only the expected
average rate of inflation for the entire economy. The analysis focuses
on the ex post values that inflation mught have across sectors and
products.

When the rate of inflation is low, relative to the real rate of return
on investments, the assumption of nonrandomness for the rate of
inflation 1s harmless. If, for example, the average rate of inflation is
5 percent a year, and the nominal rate of interest 8 percent a year,
the ex ante real rate of interest 1s 2.9 percent. If inflation 1s, 1n fact,
a random variable that can assume values between 35 percent and
6.5 percent, the ex post real rate of interest will assume values between
1.4 and 4.4 percent. In this case, assuming that the real rate of return
on investments 1s 10 percent a year, the difference between minimum
and maximum values for the ex post real rate of interest 1s not very
important and may be 1gnored by borrowers

If inflaion moves to higher levels, the vanance 1n the real rate of
inteiest may become a more serious problem, however. Assume an
economy that experiences an average inflation rate of 50 percent per
year, where investment has a real rate of return of 10 percent. In
this case an average ex post teal rate of interest of 3 percent a year
implies a nominal rate of interest of 54 5 percent. If inflation rates
can assume values across sectors and products of between 35 and
65 percent a year. the ex post real rates of interest will lie between
14.4 and minus 6 4 percent The distribution of actual inflation rates
around 1ts mean value will make a substantial difference for borrowers,
depending on what happens 10 the prices of their products. If the
rate of increase 1n the price of a boriower’s products happens to le
closer to the lower interval of the range of inflation rates, highly
leveraged borrowers may lose not only their profits from the new
investment but also some assets and wealth Thus, when 1nflation
rates assume high values relative to the real rate of return on
investment, the defimition of real rates of interest must consider the
variability of sector- and product-specific price changes around the
average value of inflation.?

This chapter analyzes the definition of real interest rates and the
difficulties of charging positive real rates. I do this by looking at the
distribution of inflation rates and considering real rates of interest

\ b
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rable 12.3 Summary Characteristics of the Variability of
wholesale Price Indexes Across S0 Different
product Groups in Brazil 1971-1980

Annual Rate Standard

of Chaage Deviation Skewness
Year ) 3. L]
v 19 11 1.9
1972 19 14 1.5
1973 18 1 © 0.3
1974 34 24 1.9
1975 R 16 - . 1.3
197% a7 ‘ 2 < 34
1977 - : 15 NN
1978 .. a 18 R «46:6
1979 2 26 1.0
1980 110 48 2.

Sources Conjuntra Economica, and Indices Economicos, Suplemento
special - vol. 33, no. 1T, 1980

as random variables across different sectors and through time periods.
The next section presents the statistical evidence on the distribution
of inflation rates in Brazil from 1970 to 1980. Then I analyze the
consequences of these distributions on financial contracts with positive
real rates of interest.

Recent Inflation in Brazil

Over the years Brazil has had substantial inflation. As a result,
there 15 a large number of measures of price change available in the
country. The analysis that follows 1s based on 50 wholesale price
indexes for agriculture and industry calculated monthly by the Getulio
Vargas Foundatien from January 1970 to December 1980. The most
important characteristics of these indexes can be seen from the data
in Table 12.3, whicn shows the mean rate of inflation for each year
of the period, the standard deviation (calculated as the squared
difference between each product group’s rate of price increase and
the average), and the skewness.?

w\
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Analysis of these 50 price indexes showed the following: (1) the
standard deviation of the rate of inflation was positively associated
with the mean, (2) the coefficient of variation was positively correlated
with the mean inflation rate, and (3) the skewness was positive.* This
was also true of the distribution of inflation rates ucross different
product groups, 1t was asymmetrically skewed to the right during
most of the pertod In other words, more than 50 percent of the
sectors included 1n the sample had a rate of inflation below the mean.
A fourth characteristic was that the degree of asymmetry was positively
correlated with the coefficient of variation. Thus, when 1nflation
accelerated and the range of possible rates of inflation increased, the
number of sectors that lagged behind the mean 1nflation rate increased.

Table 12.4 presents the characteristics of the variability of the rates
of price increase for the agricultural and industrial sectors separately.
For this analysis the data were grouped into six subperiods during
which the rate of inflation had consistent behavior (constant, steadily
increasing, or steadily decrcasing) The table indicates the following
additional characteristics of the variability of inflation rates. (1) the
standard deviation of price changes for products within the agricultural
sector was larger than that for the product groups within the industrial
sector 1n all the subperiods, (2) both distributions were skewed to
the right for most periods, and the mediun for the industrial and
the agricultural sector was lower than the mean (with the pxception
of periods 2 and 3 for the agricultural sector), and (3) the rates of
agricultural price increase not only had » larger standard deviation
but also had a higher degree of asymmetry, particularly in periods
5 and 6.

It 1s nstructive to analyze the variability of the average rate of
inflation over time for both sectors. Table 12 5, which presents the
mean, the standard deviaticn, and the coefficient of vanation of the
average agricultural and industrial prices over the same subperiods
considered before, permits an analysis of the behavior of the average
rate of price increase for both sectors when the rate of inflation 1s
changing. Data in the table indicate the following additional char-
acteristics of the variability of rates of price increase (1) the mean
rate of inflation was higher for the agricultural sector than for the
industrial sector when inflation was increasing, and the reverss was
true when 1nflation eased; (2) the standard deviation and the coefficieat
of variation for the mean agricultural and industrial rates of price
increase were positively correlated with the mean 1nflation rate; and
(3) the mean rate of price increase for the agricultural sector had a
Jarger standard deviation than that for the industrial sector, indicating
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Table 12.4 Characteristics of the Distribution of Rates
of Price Increase in Brazil for Agriculture

and Industry, 1970-1980
Standard

period (Month/Year) Mean peviation Median Skewness

[ [ [ [
period 1 (01/70 - 10/73)
Agriculture 26 19 23 27
Industry 17 11 15 18
Average 19 13 15 20
Period 2 (11/73 -~ 10/74) , o
Agriculture 24 23 28 .24
Industry 28 2 20 30
Average 28 ' 21 20 29
period 3 (11/74 = 09/75)
Agriculture 22 25 P 23 ..
Industry 28 19 26 28
Average 27, 20 24 28 .
period 4 (10/75 - 12/76) : e

~a -

Agriculture 61 85 38 67
Industry 33 18 30 34
Average 38 29 3{ 41
Period 5 (01/77 - 12/78 : C ’
Agriculture 54 35 a7 55
Industry 39 .14 36 39
Average 41 19 <37 42
period 6 (01/79 ~ 12/80) .
Agriculture a8 58 67 93
Industry 72 35 59 74
Average 74 40 60 77
All Feriods C
Agriculture 48 46 kI:) 50
Industry 37 28 30 38
Average 38 32 3l 40

source: Conjuntura Economica, various

Note: This table is based on 100 price indexes for the

issues

agricultural sector and on 40 price indexes for the manu-

facturing sector published by the Getulio Vargas

Foundation.
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Table 12.5 Characteristics of the Distribution of the Average Agricultural
and Industrial Price Indices Over Time in Brazil, 1970-1980

Periods (Month/Year)
11/73- 11/74- 10/75-

01/70- 01/77- 01/79~
Price Index 10/73 10/74 09/75 12/76 12/78 12/80
Agricultural
Mean 23 27 23 53 50 71
Standard Deviation 3 8 9 15 17 .32 .
Coeff. of Variation 15 3 39 29 35 46
Industraial w:' -
Mean 16 27 29 3as . -39 66
Standard Deviation 2 7 4 A 5 i 3 31
Coeff. of Variation 9 25 14 15 -, 81 a7

Source: Conjuntura Economica, Various issues and Indaces Economicos, Retrospecto

na Nova Base, Suplemento Especial, vol. 33, no. ll.

1491
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that over time agricultural prices changed more and presented a larger
range of possible values 1n each month than industrial prices.

Problems in Setting Real Interest Rates

The variability 1n the intra- and intersectoral rates of price increase
makes 1t difficult to define the real rate of interest for specific sectors
and enterprises 1n Brazil. Because the rates of price increase vary
substantially across sectors and enterprises through time, the use of
an average, economy-wide 1nflation index to set nominal interest rates
will result 1n some borrowers paying much higher real rates of interest
than others. Furthermore, for some of these borrowers, nominal
Interest rates equal to the average rate of inflaion may represent
negative leverage if the inflation rate 1s high.The effects of large
standard deviations and coefficients of variation are analyzed 1n Table
12.6. The table presents the possible ex post real rates of interest
that result when 1nflation 1s associated with a constant standard
deviation of inflation rates, a constant coefficient of variation, and
an increastng coefficient of variation. The probable values of inflation
rates are calculated by adding and subtracting an amount equal to
twice the standard deviation.

The last column of Table 12.6 shows that the range of possible
values of ex post real rates of interest increasrs when the standard
deviation increases with inflation. Since standard deviation and the
coefficient of variation are positively associated with the average
inflation rate, the problem 1s aggravated, and one may conclude that
higher 1nflation rates and higher real rates of interest will increase
financial risks of investment. Comparison of the resuits for a 20
percent 1nfletion rate and a 100 percent inflation rate shows that,
even with an increasing coefficient of variation (and a higher standard
deviation), the range of possible values of the ex post rate of interest
increases when 1nflation increases Thus inflation increases the risk
of default for even a zero real rate of interest on loans for two reasons:
It increases the standard deviation, and 1t increases the coefficient
of variation.

The asymmetry of the distribution of rates of price increase causes
obvious difficulties for setting interest rates, in Brazil more than half
of the product groups experienced product price increases of less
than the average rate of inflation. If this pattern of price increases
continues, positive real rates of interest on loans will cause negative
leverage for the majority of the sectors considered. If the degree of
asymmetry increases when inflation rates increase, paying positive
real rates of interest becomes more risky for borrowers because inflation



Table 12.6 Ex-Post Real Rates of Interest for Different Rates
of Inflation and Different Standard Deviations

Average Minimum Max 1mum

Rate of Standard vValue of value of Range in

Inflation Assumptions Deviation Inflation Inflation Real Rates
constant standard deviation .01 18 22 -2 ___*2
1ncreasing standard deviation .02 16 24 -4 +3

20 const. coeff. of variation .03 14 26 -6 +6
increasing coeff. of variation .04 12 28 -8 +8
constant standard deviation .01 38 42 -2 +2
increasing standard deviation .04 32 Aé -8 - 48 .,

o const. coeff. of variation .06 28 52 A -12 +12
ancreasing coeff. of variation .10 20 60 -20 . +20
constant standard deviation .01 98 102 “-g“ +2
increasing standard deviation .06 88 112, =12 . +12

1oo const. coeff. of variation .15 70 130 -30 +30
increasing coeff. of variation .25 50 150 -50 +50

oI



Rural Credit and Positive Real Rates of Interest 157

increases the range of possible ex post real rates of interest and
because an even larger number of product groups and borrowers will
be paying higher real rates of interest.

The differences between agricultural and industrial rates of inflation
pose some additional difficulties. As pointed out earlier, the dispersion
1n rates of inflation 1n Brazil, as measured by the standard deviation,
is larger in the agricultural sector than 1n the industrial sector. This
implies that an equal real rate of interest for both sectors will increase
financial risks for the agricultural sector more than for the industnal
sector If inflation 1s accelerating, a nominal rate of mterest equal to
the inflation rate and common to both sectors represents, on average,
a higher real rate of interest for the industrial sector than for the
agricultural sector

The problems 1n charging real rates of interest are more severe
during periods of changing rates of inflation. When inflation 1s going
up, the average rate of inflation (as well as the standard deviation)
for the agricultural sector 1s larger than the average rate of 1nflation
for the industrial sector When nflation declines, the average rate of
inflation for agriculture becomes smaller than the average for the
industrial sector, although the same characteristics of the standard
deviation remain Thus, during periods of changing monetary policy
it 1s very difficult to torecast the trend of rural and industral prices
and therefore the feasible nominal rates of interest for bo.u sectors.
The setting of real rates of interest on the basis of past rates of
inflation might not be feasible for the agricultural sector 1f inflation
is expected to decline.

Finally, these results change the estimated subsidies implicit in
rural credit programs 1n which the rate of inflation is used to calculate
the real rate of interest. The data 1n Table 12.1 1illustrate how subsidies
are estimated by the difference between inflation rates and interest
rates multiphied by outstanding rural loans (columns 8 and 9). They
represent a larger proportion of agrecultural domestic product when
the average rate 1s used (column 8), but become smaller when the
median is used (column 9), particularly in more recert years, when
inflation rates have increased.

Conclusions

The conventional definition of real rates of interest is based upon
the average rate of inflation within an economy and assumes that
inflation has no significant effect on relative prices. Under these
assumptions financial assets and liabilities can be protected against
inflation by rates of interest above the average rate of inflation.
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Empirical evidence from a highly inflationary setting in Brazil does
not support these assumptions. Inflation has been associated with
changes in relative prices.

In terms of the possibilities for reforming rural credit policies,
these findings suggest the following guidelines. First, increases in
nominal 1nterest rates for rural loans should not be implemented
together with changes 1n general monetary policy, since under these
circumstances the variance of sector- and product-specific inflation
rates 15 even higher. Second, the results suggest that rural credit as
well as other financial contracts might be subject to growing default
risks during periods of high inflation. It is also important to emphasize
that pricing policies and other market distortions worsen the domestic
terms of trade for many agricultural products This contributes to a
wide dispersion of agricultural prices that ma%es many farm enterprises
vulnerable to abrupt interest-rate readjustments. In this context, price
adjustments and price-support programs stand out as important
alternative policy instruments that might decrease the variance of
nominal prices and, at the same time, represent an effective incentive
for agricultural production.® Finally, the findings of this chapter suggest
that proposals for changing the real rates of interest on agricultural
loans have to define how these rates are calculated, and care must
be taken to consider the feasibility of such changes for the finances
of borrowers

It 1s useful to analyze some alternative measures for protecting
financial assets against inflation and decreasing the undesirable effects
of inflation on financial savings. One consideration 1s the 1dentification
of the best price index to measure inflation and real rates of interest,
The mean rate of inflation 1s an overestimate of the product price
changes that most sectors and borrowers expericnce. Some borrowers
may not be able to pay an interest rate equal to the mean inflation
rate; inflation 1s an average of a basket of goods, and products like
oil, transportation, and imported raw materials have had prices
growing faster than others. Some borrowers may not be able *o pay
that average inflation rate unless they invest a large proportion of
their money 1n exactly those products whose prices are growing faster
than the average.

Thus, the first conclusion 1s that one has to consider different price
indexes or alternatively calculate the real rate of interest with a
discount. The Brazilian experience clearly illustrates this point; mon-
etary correction after 1974 has been subject to different types of
“discounts” that subtract explicitly the effect of o1l prices or bad
harvests on price indexes.®
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The problem is not completely solved by charging a lower rate of
interest. The previous discussion has shown that high inflation rates
increase the risks of default, especially in the agricultural sector,
which has flexible prices. One could imagine that if interest rates in
the agricultural sector were linked to the price of the products that
are being financed, the borrower would not foce increased risk. The
borrower would have a liability linked to the price of the product
to be sold 1n the future. Loans for rice would earn an interest rate
equal to the change 1n the nominal prices of rice plus a real rate of
interest. Loans for sugar production would earn an interest rate equal
to the changes of sugar prices plus an agreed real rate of interest.
The rural loan would be expressed in the same umt of account as
the farmer’s assets, and inflation would not increase the risk of default.
This policy would transfer most of the risks of inflation and changes
in agricultural prices to the lender.

It is difficult to find a simple solution for correcting the risks that
inflation represents for financial assets and habihties. Higher nominal
rates of interest and some types of indexing represent an 1incentive
for lenders during periods of high rates of inflation, but there is no
way of decreasing the risks that high rates of inflation create for
many financial contracts. If current inflation is a net result of changing
relative prices and 15 persistently high and variable, there is no
convenient way that lenders and real financial savings can be satis-
factorily protected, on the one hand, and all borrowers protected, on
the other.

Notes

I have discussed many aspects of this paper with Decio Kadota and Adroaldo
Moura da Silva. Arne Disch also gave me editorial suggestions.

1. See Baer and Beckerman (1950) and Beckerman (1978) for background
on this issue.

2. The defimmion of the real rate of return on investment also becomes
complex if inflation 1s a random variable. In the text I ignore this i1ssue and
assume that 10 percent 1s the average real rate of return.

3. The results 1n Table 123 are based on monthly data. However, for
convenience only yearly data are presented in this table.

4. These characteristics have also been observed in the U.S, economy
(Vining and Elwertowsk: 1976).

5. This conclusion concerning price-support programs is also presented
in Sayad (1983) based on different considerations.

6. See Baer and Beckerman (1980) and Beckerman (1978) on this point.
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Overview of Relationships
Between Politics and Finance

Dale W Adams
Douglas H. Graham
J. D. Von Pischke

In most countries political considerations play a large role in
financial markets, especially those 1n rural arcas. That these markets
have always been a promineni e€xercise area for politicians stems
Partly from government need to regulate money supphes. Manipulation
of financial markets, however, typically goes well beyond the bounds
of simply supervising the creation of money In many countries,
financial markets are more thoroughly regulated than other markets.
The controls include interest-raiz regulation almost everywhere, re-
strictions on the range of services that lenders can provide, geographic
limitations on intermediaries, and attempts 10 force lenders to allocate
certain portions of their loan portfolios to specific people or activities.

Politicians are generally confident of their ability to control financial
markets. New lines of credit for various development activities are
prominent policy tools 1n most low-income countries It 1s becoming
increasingly clear, nevertheless, that the control politicians have over
ﬁnancxal systems is more shadow than reality. By nature, financial
intermediaries are innovative. They are able to mine loopholes that
exist 1n virtually every regulation The net result of this mining is
that the original 1atent of the policymaker 1s often evaded by the
Intezmediary, and the social costs of financial intermediation are
Increased through evasion. Because of the diffused nature of financial
intermediation, 1t 1s difficult for anyone, especially the harried policy-
maker, to know exactly what intermediaries are doing. It 1s easier
for policymakers to assume that fipancial mandates are largely followed.

Even in those cases where the economic results of cheap-credit
programs fall short of expectations, policymakers are generally te-

163
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nacious in continuing to push these programs. In a few cases researchers
have documented that cheap credit 1s concentrated 1n the hands of
relatively few people, that it results in inefficient allocation of resources,
and that 1t may seriously undermine the financial integrity of the
intermediary. Even with that information 1n hand, policymakers insist
on going ahead with credit policies and programs that are very similar
to those that have failed in the past. It 1s increasingly apparent that
one must delve 1nto the political economy of financial markets to
understand why these policies persist.

The four chapters presented 1n Part 3 outline some of the most
important aspects of the political economy of rural financial markets,
Kane's chapter focuses on the reaction of financial intermediaries to
regulations affecting their economic well-being He points out that
intermediaries often evade the intent of regulation through various
innovations. This, 1n turn, causes governments to 1mpose further
regulations 1n attempts to reduce evasion, and this forces intermediaries
to devise ways to evade the intent of new regulations. The net result
of these cycles of regulation and evasion is to increase the costs of
financial intermediation. These additional costs would be eliminateq
if miarket forces played a more prominent role in rural financial
markets.

Blair points out in his chapter that judging the performance of
financial markets only on the basis of economic criteria of efficiency
and equity may not expose the reasons for the persistence of damaging
policies. He argues that one ought to look at cheap credit as political
patronage, that the political system may be using cheap credit as a
way of rewarding those 1n the society who help to sustain governments.
Cheap credit 1s a desirable tool for rewarding the friends of the
regime. It 1s very easy to mmtiate or expand cheap-credit programs

In addition to direct interventions in financial markets, politics
can also have major impacts on these markets through general economic
polictes. In his chapter, Ray discusses the problems that ovcrall
economic policies may create for financial markets. By nature, financal
markets are a service sector to productive activities. If varovs
government policies cause yields and/or prices of agricultural product.
to be low, and also elevate 1nput prices, 1t will be difficult to make
large numbers of good loans to farmers. Strorig loans are best made
to firms that enjoy profits. Suppressed agricultural incomes also limnt
the amount of money that people have to deposit in financial markets
Vigorous agriculture leads to healthy financial intermediaries, whereas
a sick agriculture causes sick lenders.

David e::pands on this theme 1n her chapter by pointing out how
various poiicies dampened agricultural incentives in the Philippines
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and affected rural financial markets. She stresses that cheap credit
does not make an unprofitable enterprise profitable. If given access
to cheap credit, individuals will direct the use of additional funds
provided by loans to those activities that give the borrower the most
profit or satisfaction. Thus, cheap credit does not climinate the
mefficiencies in resource allocation caused by price and yield dis-
tortions.

All of the authors 1n this part stress the importance of politics on
the performance of rural financial markets. It is increasingly obvious
that critical policy changes 1n rural finance will not be made until
some of these political considerations have been addressed.
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Politica] Economy of
Subsid;’zing Agriculturg] Credit

in Developing Countrieg

———

Edward J Kane

set up to Specialize 1n agricultura] development loans ( generically
termed “agricultura] development banks” throughout my dlscussmq)
are mandated tq make credit for small farmers and remote agricultura]
regions Particularly abundant and especially cheap

Although adherents maintain that agriculturaj development banks
and other credit-allocation Strategies to bromote economc develop.
ment are theoreucally sound, practicg] results have been very dis-
appointing 1n country after country The long-run consequences of
developmem-promotmg credit-aliccation policies Invariably ryp counter
to their ostens;bje goals. The analytical framework se( forth in this
chapter explains how the predictable response of €conomic forces to
ﬁnancxal-market regulation makes It 1mpossible o keep credit-allo.
cation policies on target over long period, of time,!

Agricultura] Development Banks ang
the Problem of Finance

A7
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various programs targeted in development plans. Funds raised from
foreign'sources are called external finance, funds rased from domestic
sources are called internal finance A parallel distinction between
mternal and external finance relates to sources of funds used to pay
for expenditures 1n excess of Income by individual spending units
within a country (1 ¢, by firms. households, and government agencies).

These distinctions treat finance as a matter of delivering funds to
would-be deficit spenders But funds delivery 1s merely one side of
the finance coin, funds generation 1s the second side To deliver funds
to deficit spenders, development planners and firancial-services firms
must first gather loanable funds Apart from running down previous
accumulations of wealth and making use of foreign borrowing or
government tax receipts, this involves tapping 1nt funds accumulated
by spending units that voluntanly or involuriar’y run an expenditure
surpius,

Inasmuch as an agricultural development bank can draw funds
from 1nternational donors and the loral government, 1t seldom com-
petes simultaneously for domestic deposits. But 1gnoring private
funding leaves a financially incomplete 1nstitution that cannot survive
-Without continuing subsidies. Most agricultural development banks
function like philanthropic 1nstitutions They do not truly “finance”
their own operations by borrowing loanable funds for their own
account at market 1nterest rates and secking energetically at least a
break-even rate of repayment They are organized to recerve funds
from domestic or foreign donors and to lenc them out on subsidized
lerms 1o designated teneficiaries (Von Pischke 1980)

In principle, an agricultural development bank acts as a retail
distributor for the domestic government or International donor that
Supphes 1t with loanable funds Although the funding source tends
N the short run 1o assess the quality of an agricultural bank’s
Performance strictly by bureaucratic criteria, 1n the long run it wants
the 1nstitution 1o realize a surplus. These conflicts 1n performance
triteria put agricultural banks and their er:ployees through a repeating
wo-stage Iife cycle

Imually, the institution and 1ts employees are Judged not by the
stitution’s bottom line, but by how quickly they can lend out the
funds the sponsor delivers to the bank and by how well they appear
10 exclude applicants other than intended beneficiaries from receiving
!Oans. Compared 1o a profit-oriented Institution, too little emphasis
IS placed on project evalnation, credit-screening procedures, and
¢ontractual safeguards (such as collateral) that affect the probability
that loan funds are actually paid back on schedule, Empbhasizing

Irrowers’ repayment capacity would impact immediately and un-
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favorably on the institution’s initial goals, whereas improvement in
payback experience would not be visible < the sponsoring agency
or government until a much later date.

After several years, the economic costs of these bureaucratically
“successful” lending priorities come to outweigh their ongoing political
benefits As repayment problems mount, the institution comes under
fire, and 1ts original managers either jump ship or are pushed
overboard In this stage, strengthening the institution’s balance sheet
becomes the dominant objective Operating costs are cut and lending
officers concentrate on borrower repayment capacity. But this emphasig
on the financial viability of the bank’s loan portfolio tends increasingly
to exclude from access to program funds the beneficiaries originally
targeted by the funding source Eventually, bureaucratic pressures to
serve this group renew the cycle.

In establishing guidelines to be followed by loan officers at agn.-
cultural development banks, assessment of borrowers’ repayment
capacity 1s only one of several problems facing bank sponsors. Their
most fundamental difficulties flow from the fungibility of credit. A
fungible good 1s one that can freely replace—or be replaced by—
other goods of a similar nature or kind. Fungibility refers to the ease
with which perfectly equivalent substitute arrangements can be es-
tablished and 1s an essential property of loan funds that resists erasure
by program restrictions and government regulations (Von Pischke
and Adams 1980). It is nearly impossible without full borrower
cooperation to ascertain—either before or after the fact—the true
use of a loan. Just because loans are made to persons who are farm
owners or farm operators or because loans are secured by agricultural
land, equipment, or crops does not prevent the proceeds from being
expended 1n unauthorized pursuits. Even making loans payable in
kind or 1n special currencies that are redzemable only for agricultural
inputs cannot guarantee that the purchase of the designated products
was the marginal expenditure ultimately financed by the additional
liquidity provided by the loan The ostensible restriction can be
neutralized as long as the goods can find their way through intermediate
trades in gray or black markets into the hands of others.

Government and Fina.cial Markets

Financial markets may be defined as the set of institutional ar-
rangements by which a nation’s citizens exchz.ge current funds or
commutments against future funds or commitiicnts. When they are
allowed to operate without government subsidies, financial-service
firms are arbitrageurs by nature: They borrow funds to lend them

AN
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out again at a profit. Precise institutional arrangements differ in form
from nation to nation, but .n almost every society self-regenerating
financial intermediaries offer a similar set of economic benefits to
those who supply funds to them: fiduciary pooling of individual
accumulations of wealth, formal schemes for sharing risk, individ-
ualized payment and safekeeping services, and detailed record-keeping,?
The umiversahity of this pattern suggests that in financial intermediation
economies of scope may be more Important than economies of scale,
It appears cheaper to produce intermed:ation services in combination
at mulufunction firms than to produce them separately 1n a series
of specialized single-function interm<diaries

In every country and 1n every era, governing authorities almost
always 1mpose restrictions o financial-services firms. Politicians
calculate a policy’s effects predomnantly 1n the short run and n
terms of 1ts impact on the chances of staying 1n office (Downs 1957).
They are attracted to cconomic policies 1n which short-run balance
of costs and ben~fits 1s favorable, especially policies in which long-
run costs are d.sguised and widely spread across the population,
Government interference 1n the workings of financial markets looms
as a quick and administratively convenient way for politicians either
10 penalize or to reward specific segments of the population, The
explicit marginal costs of such Interference are extremely low 1n the
short run. These costs are lov because, whether or not a particular
government interferes with credit-alloca*ion decisions, 1t 1s already
acuive 1n establishing the ciccibihity of private financial contracts.

Financial markets can be no better than the quahty of the contracts
they feature. Participants depend on a system of legal sanctions to
make financial contracts enforceable. The trick 1n any contract 1s to
establish a set of incentives that make 1t highly likely that both sides
will perform. Whether a commitment 1s unconditional or contingent
on stipulations designated 1n the contract, the market value of the
assouiated 1nstrument depends 1n essential ways on the particular
System of laws that governs 1ts enforceability. Since final performance
typically turns out to be mre painful ex post for one side of the
Contract than the other, the penalties that may be 1mposed on a
defaulting party closely affect the probability of contract comphance,
For example, the most important difference between finance-company
and loan-sharking operations 1s the extent to which extralegal penalties
for default, such as violence to persons and property, may be threatened
and exacted.

Even 1n the freest society the government must inevitably serve
as referee 1n civil disputes. Costs incurred in serving this function
make the government a contingent partner 1n collecting damages
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suffered by either side of any unfulfilled financial contract. As a
partner, it 1s natural for the government to look for ways to safeguard
its interests. Precisely because transactions in financial markets require
governmental rulemaking and careful documentation, governments
must always monitor these markets. It 1s natural for lawyers (though
less natural for economusts) to suppose that a government—merely
by stepping up the degree of momtoring—can readily mandate who
receives credit and on what terms To the legal mind, interference
in financial markets looks like an easy opportunity to redistribute
benefits from financial intermediation in politirally advantageous ways,

Although a country’s financial markets and institutions are shaped
importantly by 1ts inherited legal system and cultural traditions,
contemporary changes 1n arrangements for delivering financial serviceg
express the interplay of recognizable political and economic forces,
This chapter uses a conceptual framework developed 1n Kane (1977
and 1981) to interpret the interaction of political and economic
elements in the evolution of programs for subsidizing credit for
agricultural development. Although the presentation focuses on con-
temporary problems of channeling credit to agriculture 1n developing
countries, the scheme 1s potentially useful 1n explaining financial
change 1n any country and 1n any era.

Political Economy of the Regulatory Dialectic

Political economy 1s the name by which the study of economics
was known before twentieth-century academic specialization led econ-
omists and political scientists to adopt a less holistic vision of economic
and political processes Taking an old-fashioned perspective, this
chapter maintains that the dynamic interaction of these processes is
the driving force 1n mstitutional change.

The paramount explanatory concept 1s the “regulatory dialectic,”
This philosophical word dialectic represents a careful way to char-
acterize the dynamic workings of a process that operates more or
less like a playground seesaw A dialectical process is one whose
outcomes are governed over time by two opposing forces. As the
respective forces gain and lose momentum, they push outcomes first
one way and then the other. However, because the gains 1n momentum
of both sides are inherently self-canceling, neither side can ever
permanently dictate the result

In the regulatory dialectic, the opposing forces differ in the manner
in which power 1s amassed and 1n the precise real-world arenas where
they are expressed. On the pohtical side, power 1s accumulated by
coalition building and 1s expressed in legislative activity or government

A
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decrees. On the economic side, power is gained by accumulating
wealth and is exercised by purchasing or borrowing financial and
productive resources and employing them efficiently.

In regulated markets, economic and political forces offer a lagged
response to every action taken by the other side. The sequence of
mutual action and reaction may be likened to the progression of
alternating moves 1n a chess game or to the unfolding of successive
tennis shots 1n a sustained volley. At each step along the way, opposing
players develop advantages for their side intended to meet and
overcome disadvantages previously imposed on them by their op-
ponents,

My analysis depicts the flow of events 1n a regulated market as a
three-stage process, driven by alternating acts of political and economic
arbitrage. The individual stages——which dehberately parallel Hegel’s
famous triad of thesis, antithesis, and synthesis—are conceived as
acts of regulation, avoidance, and re-regulation, Although Hegehan
processes are essentially seamless, 1n analyzing the role of subsidized
credit 1n strategies for national development 1t 1s convenient to start
each sequence with an exogenous pohtical effort to intervene in a
particular set of markets.

Although lags are visible both between the regulation stage and
the avoidance stage and between avoidance and re-regulation, in
most countries the re-regulation lag tends to be considerably longer
than the avoidance lag. I attribute this to differences 1n the structure
of incentives for timely action facing managers of regulatory agencies.
In particular, traditions of bureaucratic procrastination and of grad-
ually phasing 1n the impact of important changes 1n operative
regulations simultaneously reduce the risk of avoidance activity to
regulatees and retard the pace of regulatory realignment.

From the point of view of a regulatee, regulation may be char-
acterized erther as a taxhke forcible taking of potential income
(Posner 1971) or as a type of “negative innovation” that destroys
selected economic opportunities. Holding other things equal, reg-
ulation increases the cost of doing business. Just as waves of positive
innovations account 1n Schumpeterian theory for growth and fluc-
tuations in economic activity, so the regulatory dialectic can explain
the nesting of long, intermediate, and short cycles 1n specific regulated
industries.

In any society, self-interest leads individuals to strive to accumulate
both economic wealth and political clout. Once accumulated, indi-
viduals will express tl.eir economic and political power advantageously
and will respond to others’ efforts to exercise power against them.
In modern mixed economies, pohtical power and economic power
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wealth are to be distributed, Simularly, economically powerfi] persons
seek to avoid the tax and regulatory burdens that political efforts to

Why Regulate?

Political power resides in being able to mobilize what may be
called an “effective political majority” to place legal restraints on
persons. or firms with whom one deals. What matters s controlling
a majority of votes 1n the forum where a crucial policy decision s
actually made, Such a forum need not be an open one. In the Unjted

fix the final form of a new law, In regulatory matters, the relevant
forum may reduce to the governing board of a particular agency, to
therr top staff advisers, or to a pivoal group of military officers,
Particularly 1n the self-appointed oligarchies that dot the landscape
of the developing world, the crucial forum may not even by 3
governmental institution

Even in a democratic society, an effective majority seldom needs

Immediate (e.g, providers of regulated 800ds and services and em.
ployees of regulatory agencies), the average citizen has a smal| stake
n the typical regulatory action. The net benefits an individual has
at stake 1n a proposed regulatory change closely condition his or her
willingness to study the pros and cons of an issue and 1o spend his
or her own resources to support lobbying efforts seeking to influence
the outcome.

In contemporary democracies, the ostensible purpose of a given
regulation 1s seldom the purpose that actuates the coalition that
pushed 1t into law, The true purpose of real-world systems of economic
regulation 1s seldom o promote greater economic efficiency in the
long run, Lobbying activity secks primarily to employ government
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weak to pohtically powerful sectors, Coalitions form to persuade
elected politicians to set up and to oversee for their benefit detailed
systems of economic regulation (Stigler 197:). Legislative processes
help politicians to disguise and to legitimize beggar-my-neighbor
nolitical activity by special interests. If coalition members were to
thhow their weight around operly, they would alert the numerical
majority of the need to protect themselves from the coalition. By
delegating the detailed operations of regulatory schemes to a semi-
autonomous financial agency, elected officiais erect still another layer
of cosmetic shielding. Regulatory bureaus insulate sponsoring coali-
tions and their agent politician from being blamed for the unpopular
long-run consequences of specific regulatory decisions.

As political institutions, agricultural development banks are unusual
in that the wealth being allocated——and sometimes even the ostensible
purposes of the allccation system—may come 1n significant part from
outside the nation. International development assistance agencies may
disrupt the workings of the domestic regulatory dialectic by making
external funds available to finance specific sectors (e.g , small farmers)
that are perceived as being neglected by indigenous institutions.
Negotiations over the shape of the credit-allocation program between
domestic pohiticians and international donors add another dimension
of pelitical activity.

Whatever ostensible purposes the domestic sponsors of an externally
funded agricultural development bank may profess, an additional
Intention 1s to serve politically powerful domestic groups. Unlike
regulations that have been demanded by an effective domestic majority,
regulations adopted to please an external donor may well be deliberately
sabotaged both 1n the design and cxecution stages by domestic
politicians. In response to the funding opportunity, the effective
domestic majority develops to shape a systern of regulations that,
appearances aside, 1s nieant to frustrate some or all of the goals of
the external donor. The problem 1s to accomplish this subtly, without
alienating officials of the donor agency enough to cause them to
reduce greatly their planned contribution of foreign exchange.

Subterfuge 1n political purpose tends also to promote subterfuge
and corruption 1n bank operations. No matter how many formal
bureiucratic safeguards are established to earmark funds for agrn-
cultural purposes or for smell farmers in particular, career incentives
within the bank and opportunities for personal enrichment 1nvariably
predispose loan officers toward allowing funds to flow to uses that
are only apparently agricultural and to wealthy persons whose con-
nections with farm operations may be tenuous.

cl
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Processes of Ecenontic Circumvention

Establishing a preferential borrowing rate for specific classes of
agricultural borrowers represents a political attempt to violate the
tendency toward price equalization that economists call the “law of
one price.” Unlke governmental laws that depend on a system of
external policing and penalties for enforcement. the law of one price
derives its force from individuals’ pursuit or their own self-interest,

Borrowing at a below-market 1nterest rate enriches the borrower
by an incremental “wedge” equal to the product of the interest-rate
differenuial and the amount borrowed. The more one actually borrows,
the greater is :he wealth transfer that takes place. Hence, even eligible
borrowers want to obtain program funds for unauthorized uses,
Additional demands for funds come from lenders and ineligible
borrowers and arise from arbitrage profits that they can earn once
they find ways to circumvent the credit-aiocation program.

Ineligible borrowers recognize that they can gain wealth either by
misrepresenting or transforming the status of therr loan request,
Ineligible borrowers are willing to 1ncur substantial amounts of implicit
interest, either to achieve ehgibility or to persuade loan institutions
(perhaps by bribing loan officers) to overlook their inehigiblity.
Similarly, lending institutions can improve their balance sheets by
relabeling or recollateralizing what would otherwise be ineligible
contracts to divert program funds to unintended uses. These reactions
illustrate the so-called balloon principle, which describes how an
attempt to squeeze one side of a balloon (or credit market) creates
excess pressure that 1s displaced into the unregulated part.

Credit-allocation programs try to force lenders to act against therr
economic interests. Rather than put funds to the most profitable use,
institutions are supposed to lend funds to targeted beneficiaries. But
the more profits a lender forgoes, the greater the economic pressure
it feels to allocate current funds flows away from the targeted pop-
ulation.

Arbitrage pressures summarized 1n the law of one price explain
why preferential loan schemes require continual and close bureaucratic
supervision of lending-institution screening procedures. As long as
a wedge of excess value can be found n program 'oans, a fringe of
unsatisfied borrowers exists. The harder the unsatisfied borrowers
compete for program funds, the more the intended loan subsidy tends
to be converted 1nto elements of 1mplicit interest.

This 1s because the eagerness of unsatisfied borrowers allows lenders
to extract additional value 1n the form either of bribes to lozn officers
(which lead to unlawful evasions of program provisions) or of lawful
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ponpecuniary compensation to the institution. Nonpecuniary com-
pensation is collected by tightening unregulated features of the loan
contract, such as the degree of credit nisk or promises of profitable
ancillary business. Either form of compensation may bz usefully
conceived as implicit 1nterest paid by the borrower, the imposition
of which tends to squeeze marginal borrowers out of the loan market.

Given enough time, competitive financial markets inevitably trans-
form preferential loan rates 1nto a system in which market clearing
occurs primarily through variations in implicit interest. In thz long
run, competition among borrowers and lenders requires that the sum
of explicit and imphicit interest a borrower pays for program funds
should rise to the market rate of interest. However, implicit interest
often diverts economic resources from their best use. The degree of
waste embodied in a particular market-clearing interest combination
varies principally with the amount of political energy channeled into
the program. Potential ways of conveying implicit 1nterest are SO
diverse that further governmental restrictions can stop them only by
compromising increasingly higher forms of economic and personal
freedoms.

In some agricultural credit programs, circumvention becomes &
cooperative game played by lenders and borrowers at the expense of
the external sponsors and the intended beneficiaries of the program.
Every technique for lender avoi( nce has a counterpart technique in
the spheie of borrower avoidar =

Even without lender conaivance, borrowers find 1t easy to mis-
represent both the purpose of their loan r quests ex ante and the
effect that loan accommodation has ex post on their economic activities.
Taking account of all relevant costs, every borrower wants to raisé
funds as cheaply as possible. But costs of repackaging the documen-
tation supporeung a loan request to conform to the requirements of
a credit-allocation program are typrcally a minor element in funds
costs. Because loan funds are fungible, the purposes for which a
borrower can demonstrate a need for funds include any expenditures
he or she plans 10 make during the tume interval covered by the
loan. Merely by relabeling various features of a proposed loan contract,
a borrower can substitute cheap program loans for market sources
of finance, with httle or no effect on the allocation of s or her
resources 10 agricultural pursuits Von Pischke (1980) describes several
such creative devices for borrower avo.dance.

It is hard for borrowers skilled or lucky enough to obtain program
funrds to refrain from using them to arbitrage financial and nonag-
ricultural investment opportunities. No matter how cheaply funds
have been borrowed, an optimizing borrower must put them to the

&
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most advantageous use he or she has available. In this way, loans
made for agricultural purposes may end up supporting consumption
or real estate purchases.

Finally, we must recognize that borrowers should be willing to
offer favors and kickbacks to program personnel in exchange for
access to subsidized funds. Patterns of corruption in government
subsidy programs are consiacred extensively by Sanchez and Waters
(1974).

Over time, the wedge between market rates of interest and the
explicit loan rate mandated 1n a program of subsidized agricultural
credit tends to be filled by methods of extracting implicit interest,
However, the forms that implicit interest takes and its distribution
between program personnel and their employers differ importantly
from one institution to another. Unsatisfied borrowers will learn to
bid in the currencies that elicit the delivery of loan funds. When
career incentives constrain loan officers to promote the development
bank’s economic welfare, they will look to borrowers with good
collateral, strong balance sheets, and solid business prospects. However,
loan officers who can safely enrich themselves through lcan admin-
istration must be expected to do so. Hence, the better an agricultural
development bank’s systems of incentive payment and inforination
audiung and the more severe the penalties that a given society imposes
on corrupt behavior, the more likely 1t 1s that corrupt allocational
criteria will give way to lawful forms of implicit interest.

Although subsidized loan programs may achieve a good portion
of their intended distribution effects in the short run, they impose
unintended costs that tend to increase the longer the program stays
in operation. Fiist, they tend to require a growing diversion of
resources to monitoring program procedures Second they tend to
deprive a program’s intended beneficia~ies (who are often less able
or less willing to offer implicit ir crest) from access to program funds.
Third, they tend to produce » more corrupt society in general and
a more corrupt bureaucracy in pat ticular.

Finally, feeding politically at a donor’s trough tends to weaken
financial institutions economically and, in particular, to suppress
savings mobilization and portfolio diversification. In the precise
agricultural regions the development bank 1s supposed to favor, the
diversion of a nation’s loan business toward a subsidized agricultural
development bank impedes the natural development of efficiently
diversified and financially complete financial intermediaries that can
take full advantage of scope economies. The “one price” to which
the regulation-constrained arbitrage process moves contains wasteful
elements of implicit interest that worsen opportunity sets for borrowers
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and lenders alike. The result is that a socially suboptimal amount
of risk bearing takes place, and domestic savings (especially rural
savings) are mobilized less effectively than they should be. In the
long run, this reduces rather than increases the maximum achievable
rate of national economic growth.

Emergence of Re-regulation

Just as regulation calls forth regulatee avoidance, circumvention
activity generates political pressure for re-regulation. This third stage
in the original process becomes simultaneously the first stage in a
fresh cycle of regulation and avoidance.

Re-regulation occurs because external donors and domestic pro-
ponents of subsidies for agriculiural credit become aware that poor
repayment experience and unintended flows of implicit interest serve
increasingly to frustrate the purposes of the credit program. The
threatened loss of foreign exchange increases domestic proponents’
ability to require politicians to tighten reporting requirements 1n all
stages of the credit-granting process and to expand efforts to monitor
borrowers’ subsequent use of loan funds. It also leads to demands
for suffer penalties on parties guilty of fraud, musrepresentation,
corruption, or even nonrepaymem of loan funds. In the process, the
agricuitural bank 1s likely to be restaffed, reorgamized, and even
renamed.

What makes re-regulation necessary 1s the unpredictability of the
precise uming and details of avoirdance schemes. Avoidance is in-
herently a creative and reactive activity. Regulation inevitably consists
of rules plus loopholes. The art of avoidance 1s to find and exploit
the loopholes. Regulatees pursue avenues of *“loophole productivity”
that would not have been left open had they been foreseen at the
outset by sponsors of the operative regulations,

Moreover. the effectiveness of restrictions on the flow of farm credit
1s further undermined by differences between regulator ard regulatee
ability to adapt to changes 1n opportunity sets caused by exogenous
economic forces such as changes 1n inflation rates ard farm technology.
To sausfy political restraints, government organizations are often
suboptimally organized from an economic point of view To please
regional 1interests, agencies may be excessively decentralized. This
{nakes 1t hard to transmit head-office priorities effectively to personnel
in field offices, especially—as 1n efforts to assure program compliance
and prompt repayment—where the benefits accrue to the head office
and negotiation costs fall almost completely on branch-office personnel.
To ensure head-office control, loan officers may have to complete
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thick bundles of forms to document eligibility, at the expense of
timely disbursement of loan funds. In addition, regulatees usually
have better-motivated employees and easier access to information
about the consequences of change. Finally, agency response to change
usually has to clear a maze of internal and external red tape. For
all these reasons, private borrowers and lenders should be able tg
adapt their 1voidance activity more quickly and efficiently to exogenous
shocks than government agencies can adjust preexisting patterns of
regulation.

Over time, trying to close program loopholes tends to transform
what may nitially have been a simple and narrowly targeted system
of regulations into a complex and wide-ranging network of government
interference. But expansion in the control network cannot go on
forever. Eventually, the sociai cost of monitoring and enforcing pro.
gram provisions begins to exceed the value to the recipient government
of the external subsidy and the program's domestic potential benefits,
The rising budgetary expense, social inconvenience, economic waste,
and distributional 1nequity associated with a growing network of
controls feed political demands for new approaches, both 1n recipient
countries and 1n the board rooms of donor agencies.

Policy Implications

Every attempt to use political power to rechannel financial resources
kicks off a cycle of economic adjustment and political counterad-
justment. Particularly in financial markets where avoidance costs are
negligible 1n the long run, market reactions tend to neutralize political
power. Regulatees short-circuit regulatory intentions by finding and
exploiting loopholes and by the simpler expecient of disobeying the
law. Regulatory avoidance and evasion absorh productive resources
by raising the cost of performing regulatory activities and by requiring
government agencies to undertake costlier patterns of enforcement.

Far from promoting financial development 1n agricultural regions,
political schemes that hold down explicit interest rates and focus
predominantly on the character of loan recipients and the proposed
uses of loan proceeds simultaneously inhibit the growth of efficient
techniques for diversifying risk and impede the davelopment of self-
regenerating financial institutions. To increase the flow of rural finance
peimanently and rehably, international donors and governments in
developing countries must endeavor to work with, rather than against,
financial-market forces. They must emphasize schemes that improve
opportunities for risk-bearing and that realize scope economies that
flow from a balanced development of both sides of lending-institution
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palance sheets. Above all, they must avoid interfering with incentives
for financial intermediaries to diversify risks, to maintain viable rates
of loan repayuient, and to reach out to absorb rural savings inte the
financial flow.

The Political Economy of Foreign Donors

To understand why such programs are not already in place, we
must look at the political economy of international assistance. Who
seeks to give what to whom and for what purpose? Who accepts
what from whom and under what conditions? An international donor
agency 15 an intermediary between economic entities 1n developed
and developing countries It facilitates a flow of ~redit mixed with
subsidies that moves from governments, firms, ind citizens in de-
veloped countries to agents 1n the underdevelrped world. Hence, an
international assistance agency combines functions that in the domestic
economy of a developed country are performed separately by welfare
bureaucracies and financial intermediaries.

As intermediaries, donor agencies are pulled by poltical and
economic interests on both sides of the credit and subsidy flow.
Simply because they are located in the middle, intermediaries must
strive to serve conflicting masters. This leads them to look for ways
to smooth over political and economicC conflicts between donor and
recipient conceptions of the intended use of agency funds.

Understandably, managers of donor agencies wish to forestall
political action aganst them from either side. In the short run, a
donor has weak ncentives to document the true effects 1ts policies
have on developing conntries Program descriptions and reviews may
largely stress donor intentions. This approach may 1nsulate 2ssistance
agencies and governments in both developed and developing countries
from political criticism Stress on good intentions may lessen conflicts
between the goals of donor and recipient governments and mask
effects that, 1f openly observed, could disturb taxpayers in donor and
recipient countries alike.

In developed countries, governments, businesses, and households
have different perspecitves on the purposes served by international
assistance. On the one hand, aimost all parties are interested in
preserving international civil order. To a greater or lesser ex{ci.i. they
also feel a moral obligation to help individuals and countriis wnose
econom. condition 1s markedly less advantageous than their own.
On the other hand, the degree of obligation perceived tends to vary
with the extent to which citizens 1n the donor country feel a sense
of community with would-be recipients. For example, U.S. citizens
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invested much more concern in the Marshall Plan for Europe than
they have in contemporary efforts at development assistance. Finally,
apart from humanitarian motives, many workers and businesses want
developing countries to have better access to foreign exchange as a
way to improve export markets for their own products.

Governments in developing countries may see assistance agencies
as instruments for collecting from developed countries claims for
assistance to which their citizens feel a moral right. Representatives
of recipient governments negotiate with assistance agencies for their
self-assured “fair share™ of donor-initiated redistributions of world
resources.

Once assistance funds begin to flow, the financial fruits of these
negotiations become merely another input into government policies,
Governments use international assistance much as they use domestic
resources: to strengthen the economic and political power base of
ruling politicians.

From the point of view of a ruling politician, the optimal set of
economic policies strikes a balance between opportunities for personal
enrichment and benefits from strengthening his or her faction's hold
on pohtical power. The choices made involve a tradeoff between
directing expansions 1n government resources to oneself and one’s
supporters as political patronage and investing these resources in
programs that promise to improve the nation’s standard of living,
I'he balance struck 1n any particular country at any particular time
varies with the extent of socictal sanctions against political corruption
and with the political potential of such economic issues as the
maintenance of civil order, macroeconomic performance, and in-
equalities 1n the distribution of income.

A New Direction for Assistance Agencies

Whenever international funds are channeled initially through an
agency responsible to a recipient government, ruling politicians will
see that the agency places the government’s political needs ahead of
uses naively envisaged by citizens in donor countries. Like governments
in recipient countries, managers of assistance agencies must operate
under a short policy horizon In the short run, most of these managers
perceive their careers as benefiting more from assisting governmer ,
to disguise the policy tradeoffs they actually make than from spot-
lighting how recipient governments mav circumvent the priorities of
donor countries.

But assistance agencies that are unwilling to blow the whistle on
recipient-country subterfuge encourage the production of more sub-
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terfuge. In turn, hypocrisy in the design of developing-country credit-
allocation programs fosters program-level bureaucratic corruption.
Rather than demonstrating for citizens of developing esonomies the
benefits of capitalist freedom, such an attitude increases the overall
degree of government interference in a recipient country’s econoric
life.

When hidden, conflicts between the goals of recipient-country
governments and donor-country taxpayers spread popular disillu-
sionment concerning the usefulness of continued development assis-
tance. Over time, the failure of aid programs to achieve the goals
set for them by citizens of donor countries undermines political
support for providing further assistance As disillusionment leads to
cuts in funding, managers of assistance agencies will be forced to
pay close attention 10 donor-country priorities. They will have to
direct their staffs to uncover distortions 1n past programs and to
redesign patterns of assistance that evidence an ability to learn from
past mistakes. To do this, programs to promote rural finance should
be openly experimental 1n funding strategy and should focus on the
self-interest of private players by estabhishing profit incentives that
encourage complete financial intermediaries to develop in rural areas.
In particular, assistance agencics should focus on financing promising
nongovernmental organizations (NGOs). Moreover, they should be
prepared to offer funding in creative ways, not just via direct loans
and guarantees but also by packaging NGO securiues from developing
countries for resale to institutions and households 1n donor countries.
They might even market a mutual fund that specialized 1n equity
investments in developing countries.

Such a radical reorientation of the role - 11yed by assistance agencies
will raise the level of conflict with recip:ent-country governments.
Local politicians will miss handling the flow of assistance funds, and
they will not enjoy having their goals unmasked. In international
forums, they will lobby against having their economic policies mon-
itored publicly in terms of standards imposed by foreign donors and
lenders. Still, however painful the political infighting may become,
recipient governments’ pressing short-run need for foreign exchange
should keep the discourse civil.

Notes

I am grateful to participants in the April 1981 Workshop on Rural Finance
held at Ohio State University for their helpful criticism of my discussion.
Special thanks go to Dale W Adars, Richard L. Meyer, Edward J. Ray,
Edward Shaw, and J. D. Von Pischke.
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1. Analytically, the explanation offered by Von Pischke (1980) closely
resembles the slightly more general dialectjcal theory presented here. Chapter
3 by Bourne and Graham and Chapter 7 by Gonzalez~Vega also fit comfortably
into the dialectical approach.

2, In Chapter 16 Ray summarizes the economic explanation of how and
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Agricultural Credit,
Political Economy, and Patronage

Harry W. Blair

The evidence 1s now overwhelming that subsidized agricultural
credit programs have not been effective in getting credit to the small
farmer or in promoting equity over the past two decades. Indeed,
the effects of these programs often lLave been perverse, in that they
have tended to further concentrate income away from the rural poor.
A growing body of literature, including several chapters 1n this volume,
shows that therc 1s a strong connection between low interest rates
and the concentration of income. Earlier country case studies prepared
for the Agency for International Development (AID) Spring Review
of Small Farmer Credit in 1372-1973 revealed the same pattern
(summarized in Donald 1976, cnap. 8). Robert’s study of South India
(1979) 1n the early decades of this century suggests that, at least in
some areas, this process has gone on for a long period.

The Importance of Politics

There are several reasons why subsidized credit programs end up
benefiting large farmers. One 1s the business and bureaucratic interests
of the financial intermediary: It costs more pe. unit of money lent
to administer small loans than large ones. Other things being equal,
it makes good sense to stress large loans 1n order to hold down
lending costs.

Second, borrowers 1ncur transaction costs for a loan. These include
the expenses to get to the lender’s place of business, the opportunity
costs of work forgone during these visits, bribes, and charges for
paperwork. For small borrowers these costs may loom much larger
as a proportion of total borrowing cost than for large borrowers. The
result is that the latter are more willing to incur the costs and get
the loans.

183
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The intermediaries’ financia] interests and borrowerg’ transactiop
COSIs too often dg not attenuate demand suﬂicientiy, however, and
further credit rationing s needed. Ths takes place through the procesg
noted by Kane 1 Chapter 14, Governments attempt furthe, fationing

\Y,
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would previde. The fact is, however, that scarce things of value cannot
pe depoliticized or removed from the pohtical arena. Any effort to
do 30 is reaily an attempt 10 substitute one political solution for
another—to change the ~ules.! If interest rates are raised to market
levels, the new rules will mean that some will gain (presumably savers
and erstwhile nonborrowers) while others will lose (large borrowers
and big farmers). That interest rates are not raised 1s a result 1n part
of the self-serving behavior of officials, pohiticians, and large borrowers,
to be sure, but more fundamental!v it results from the nature of the
political economy of many countries. It 1s to this topic that I now
turn,

Political Economy of Credit and Patronage

When agricultural credit programs consistently benefit the rural
wealthy rather than the intended target populations and when programs
run into viability problems, we tend to view them as failures. But
it would make more sense to employ Griffin's approach:

Rather than assume that governments atiempt 1o maximize social or
national welfare but fail to do so, 1t mught be more fruitful to assume
that governments have quite different objectives and generally succeed
in achieving them. Rather than criucizing governments for failing to
attain what they did not set out to attain, or offering advice on how
1o attain a non-goal, 1t would be instructive \f more ume were devoted
to analyzing what governments actually do and why. (Gniffin 1974, 2)

The best way to test this perspective would be to identify the needs
of governments and of various strata of the rural population, and
then see how agricultural credit policies might answer those needs.

The primary need of a low-income country’s government (or, more
accurately, of the politicians running it) 1s to stay 1n power.? This,
of course, 1s a truism, but hke so many truisms 1t 1s often 1gnored
1n explanations of people’s actions. The major requirement 1n meeting
that need 1s stability, and stability 1n turn 1s most easily reahzed by
maintaining the support of those groups who could disrupt 1t. In the
cities, where coups d'etat generally take place, maintaining support
means dealing with the military, the industrial sector, workers, stu-
dents/intellectuals, urban consumers, and the bureaucracy 1tself. A
few of these groups are relatively easily coerced 1nto acceptably docile
behiavior (e g., industrial workers and lower-level government workers,
whe even when orgamized tend to have little real strength), but most
of them cannot be dealt with 1n such cavalier fashion. The military
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must be given large and increasing budgets; industry its subsidies
and import and tax concessions; the students and 1intellectuals some
ideological sops;? and urhan consumers cheap food.

Coups d'etat do pit often take place in the countryside, but
insurrections do, and they can be just as dangerous to the regime
in power. Understandably, then, governments want to protect their
rural flanks. At the same time the larger rural landholders want to
retain their positions of wealth, status, and power. Thus an exchange
relationship 1s worked out, 1n which governments protect property
rights and dispense patronage to the rural wealthy, and in return the
recipients support the government and use their resources to maintain
order in the countryside. That 1s, they employ their tenancy and
sharecropping arrangements, labor-hiring relationships, and money-
lending operations (all of which have their customary sanctions such
as threats to evict, dismiss, or foreclose, as well as more forceful
techniques for collections) to keep things under control. In those
relatively few instances when this sort of control begins to break
down, the government sends 1n 1ts police to restore order, but precisely
because outbreaks are relatively rare, only a small constabulary is
needed. As for the lower strata 1n the countryside, they generally do
not have exchange linkages with the central government, because for
the most part they present little threat to 1t and have little to offer
it.

This picture, of course, 1s a general one. Governments are not
monolithic, and all officials do not behave in concert. Some may be
genuinely interested in land reform and in rural projects targeted on
the poor. Nor is there, necessarily, a conscious connivance between
officials and the recipients of their largesse. Rather, somc policies
succeed 1n keeping things relatively stable, and these policies tend
to be continued over time. Policies like the imposition of low interest
rates just ceem to be good for everyone who matters—at least in the
short run, and the short run 1s the time frame that those 1n positions
of power tend to be most worried about. But the long-run costs of
these policies may be high. As Von Pischke (1981) observes, “It may
. . . be argued that the costs of lagging specialized farm credit
institution performance are higher, from almost any persnective except
political expediency, than those associated with the performance of
most development activities undertaken by government.” The problem
is that for many governments political expediency is the most important
perspective,

As Ray points out in Chapter 16, 1t will not be easy for governments
to rationalize rural financial policies. To do so will entail “substantial
political risks™ and “a painful but necessary transition,” 1n his words.
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If the only pain involved in imposing higher interest rates were to
be borne by the economically poor and politically weak, we could
rest assured that many governments would find the courage to set
things right. But as is all too clear, it is the rural rich and powerful
who would have to make the sacrifices, and few governments are
willing to undermine their main support base in the countryside.

Subsidized credit programs, 1 sum, tend to succeed all too well
in keeping governments 1n power through political patronage and in
maintaining,“and even enhancing, the position of rural elites. These
programs do so because they are part of a dynamic political economy
that serves the interest of both these groups 1n continuing a stutus
quo that does not include much possibility for erther equitable
allocation of credit or optimal economic grow/th.

It should be clear from the discussion thus far that rural financial
institutions do not stand outside their economic and political envi-
ronment but instead are deeply embedded within it. It follows that
they cannot be changed without regard for their milieu. Accordingly,
it does little good for well-intentioned foreign donors to lecture
governments on the need to raise interest rates as 1f it were possible
to do so in a political vacuum. Specifically, a government cannot
just raise 1nterest rates to market levels; low interest rates represent
a subsidy that (whether origmally intended to do so or not) buys the
support of constituencies. If a government decides to raise interest
rates and thereby to remove the subsidy, then it must also decide to
do one of two other things concomutantly. Either it must somehow
compensate that constituency for the loss of the subsidy, or it must
compensate 1tself for the loss of that constituency’s political support
by building up other bases of support.?

In other words, a government has three policy choices if it is going
10 remove interest-rate subsidies: (1) provide some other form of
patronage to big farmers, (2) build up some other support group
(such as small farmers or landless agricultural workers), or (3) suffer
the potential loss of rural support. In view of the risky position
almost all regimes perceive themsslves to be in, the third option will
be rejected 1f there 1s any possible way to avoid 1t, and to all but
the most courageous governments even the second course will be
fraught with hazards.® The second option 1s seen as risky, despite
widespread belief that something has to be done for the other rural
constituencies to prevent what amounts 1o the third option from
occurring in the long run. But agzin, it is the immediate future that
governments are most worried about, with the result that intermediate
and longer-run needs tend to be deferred.
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produce the most and have the salubrioys effect of €ncouraging them
10 increase output. But Bettirys prices right would ajso have undesirable
political effects, because~hke credit subs:dles~low-pnce policies are

countryside gver the long run, for there g JUust too much of the latter
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ymport regulations currently in offect have their constituency. The
industrialists and importers who have licenses to acquire the scarce
foreign exchange to bring foreign goods into the country will be
aggrieved if policies are liberalized.

A fourth approach might be to make minor adjustments in a
number of policies that would benefit those damaged by higher interest
rates. This might include subsidizing the costs of some key investments
like small-scale irrigation projects, increasing the prce for agricultural
commodities shghtly, easing currency and import restrictions, and
reallocating some of the budget for subsidizing agricultural credit
toward subsidizing food for the urban lower and midule classes. There
would sull be losers (e.g., urban manufacturing entrepreneurs who
would face more competition from impoited goods), but there would
be even more winners 1f all these changes could be implemented
simultaneously. The point here 1s that a laige number of major
adjustments would have to be made 1n a number of key sectors 1n
an economy that 1ts own government sees as being very fragile. Even
i a large country hke India with 1ts lor.g record of stability, such
a multifaceted strategy would be seen as very daring, and in a country
where much of the government’s thinking centers on whether it will
still be in control six months or a year hence, the risks would seem
impossibly great.

Making single policy adjustments hike raising interest rates affects
the equilibrium of political alhances and the way patronage is allocated.
Policy planners in low-1ncome countries face much the same constraints
of political economy as do policymakers in high-income countries.
A large number of special-interest groups representing powerful con-
Stituencies greatly constrain the ground for maneuver, particularly
for policy planners seeking to help those who are not represented by
such groups. But these limitations do not mean that the cause is
hopeless or that political leaders, or donors, should stop trying to
improve a society’s institutional arrangements.

Possible Strategies

Two suggestions might be offered. First, donors and governments
should think of agricultural credit more in connection with longer-
term strategies for institution building, especially at the local level.
In particular there should be more focus on weaving agricultural
credit policies and programs 1nto participatory institutions that include
those outside the local elite—small farmers, tenants, and the landless.
It 1s only through having a real voice in local institutions that the
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poor will increase their control over their lives and futures, Emphas;s
on savings mobilization might be a key element in this strategy

If donors are successful in convincing governments to raise interest
rates up to or near market levels, consequently giving all strata a
more equal chance to avail themselves of institutional credit, thep
it would be fruitful to administer loans through local 1nstitutions in
which the nondominant classes are allowed sos1e role, such as village
councils, cooperatives, and the hke Initially these nondeminant groups
may well have httle voice 1n running the institutions. But as time
goes on, their access to financial services and markets can combine
synergistically with the increasing knowledge of political linkages
outside the village that comes from participation in the institution
itself to give the poor a real place in the system. This may seem 3
naively optimistic scenario, and to be sure there is considerable
evidence indicating that such institutions are difficult to build and
are subject to the risks of elite takeover. But there 15 also evidence,
from South Asia (Blair 1932) and elsewbere as well (KLorten 1980,
1981), indicating that participatory development institutions at the
local level can bring a significant measure of improvement to groups
that have not been part of the traditionally dominant strata. Even
in a country with developmental prospects as shm as those of
Bangladesh appear to be, there 1s gnod reason tc think that the
outlook for such longer-term strateges, especially 1f combined with-
credit programs, 1s a good one (Korten 1980, Chen 1981).

If donors are unsuccessful 1n eliminating subsidized 1nterest rates
but can induce recipient governments to modify credit programs
toward longer loan periods and more capital investment in agriculture,
a focus on participatory institution building still makes sense. The
poor will not benefit as directly or immed.ately as would be the case
if the subsidy were abolished, but they would find more employment
and economic security as a result of the capital investments in the
agricultural sector In turn this improved economic position would
give the poor a more secure base from which to participate 1n local
institutions and eventually to gain some voice 1n managing them.

The second suggestion 1s that donor agencies spend more effort
understanding and becoming sensitive to the realities of the political
economy of developing countries In formulating public policy gov-
ernments face a melange of classes, interest groups, and constituencies,
some of them powerful and some less so. There 1s no guarantee that
public policies in the rural development field that take these realities
into account will be successful 1n achieving both growth and equity
goals, but 1t should be clear that strategies that fail to deal with such
factors stand little chance of success. The very mixed record of
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subsidized agricultural credit programs to date offers ample evidence
of this.

Conclusions

In the donor community, methods of economic analysis have been
developed and honed to a high degree of sophistication, but at the
same time little interest has been evidenced in either the political
aspects of development or (save for an occasional denunciation of
political interference) in political economy. In part, of course, this
reluctance reflects the sensitivity of host-country governments to
political 1ssues and to even the appearance of foreign poltical 1n-
terference with domestic matters. But 1t also reflects an unwillingness
on the part of donors to sully their analysis with the reality of political
~conomy.

This reluctance to enter the thicket of political economy covers
an uneasy awareness that dealing with the realities of the development
process in most countries 1s an inelegant and messy business 1n which
choices always seem too constrained from the start and programs
can never be implemented as planned without getting compromised,
sometimes severely. In trying to modify the big-farmer bias of ag-
ncultural credit programs, for example, one may find that 1t 1s
Impossible to substitute other benefits like higher prices because big
farmers have already secured these benefits 1n addition to low 1nterest
rates. Or one may find tha: virtually any program targeted on the
rural poor invariably loses over half 1ts impact to corruption. Patterns
ke this can be discouraging.

In this connection 1t is worth noting that similar problems are
present 1n the public poiicy process i1n the advanced countries as
well: Powerful special-interest lobbies block needed changes, and
few—1f any—policies 1n the economic sphcre ever work out exactly
as planned. Yet such difficulties and uncertainties do not mean that
there is no point or purpose in trying to improve cur policies and
systems. On the contrary, the pervasiveness of problems means that
there is all the more need to do so. Furthermore, planners and advisers
In the developed countries can do a better job 1if they are sensitive
to political realities and weave those realities into tiicir recommen-
dations. Surely the same 1s true of the low-income countries os well.

It 1s an old revolutionary saw that one cannot make an omc!et
without breaking eggs Perhaps we could change the metaphor to
observe that just knowing the proper proportions of economic in-
gredients is not enough to cook an o.nelet; one must also understand
how much heat is required and how to apply the cooking oil of
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Economic Distortiong
and Financig] Reformg

—————

Edward John Ray

This chapter explores the role of finance and financial deepenin
in the promotion of rura] development 1n low-incorge countries (LICs),
I will argue that it is neécessary to understany the general economje
setting in order 10 assess the contribution that can be made by rura)
financia] markets,
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economic or political adjustments. The purpose of this chapter is to
discuss the importance of these other economic adjustments.

Policymakers can select one of four paths in making financial
market reforms.

I. The most common policy selected is to do hittle or nothing
about distortions in financial markets Policymakers may employ
wsecond best” arguments to rationalize hving with repressed financial
markets, or they may endorse financial repression because low interest
rates allow them to allocate polhtical patronage efficiently.

2. At the other extreme, policymakers may make a complete switch
from an economy with multiple distortions and central directions t0
an economy that 1s mamly directed by market forces. This was done
1n South Korea in the mid-1960s and 1n Chile 1n the mid-1970s. In
this case reforms 1n interest-rate pohcies would be accompanied by
major reforms 1n foreign-exchange rates and 1n tradc, monetary, and
fiscal policies.

3 Policymakers could opt to reform policies in financial markets
while leaving other distortions in the economy in place. This type
of partial reform 1s almost never carried out. Repressed financial
markets concentrate benefits to a selatively small number of borrowers
who are often politically powerful, whereas the costs of repression
are highly diffused.

4. Policymakers could also opt to reform only a portion of the
financial market, a partial version of the partial reform discussed in
the preceding paragraph For example, they might choose to have a
reform only 1n rural financial markets, while not changing policies
in other segments of the financial market. If rural financial markets
are more severely repressed than other parts of \he financial system,
partial financial reform may be relatively easy to carry out.

My approach will be to begin with a brief review of the role of
financial intermediation with particular emphasis on its potential
contribution to rural development 1 will stress the role of financial
intermediaries 1n promoting efficient resource use, 1n providing risk-
management services to both savers and investors, 1n reducing the
concentration of both income and wealth, and 1n making financial
markets less susceptible to political manipulation.

_Next I will wrn to a discussion of real and financial market
distortions found i many LICs, including trade restrictions, pro-
duction taxes and subsidies, capital and labor taxes and subsidies,
and controls over financial institutions Although numerous expla-
Nations are given for the existence of such policies, their economic
Justification 15 summarized most succinctly 1n studies of “optimal”
intervention analysis, of which Bhagwati (1968) and Magee (1973)
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are representative, Through the use of a simple model, I wjj] cover
economic arguments for Systematic government mntervention in product
and factor markets,

Next I wil discuss the deficiencies of optimal Intervention analysis,
What will emerge will be a real ang financial environment with many
distortions that 1S a representatyve Version of the economc realitie;
faced by many LICs Within that €nvironment, we w] be able tq
ask what role finance can play in promoting growth and development.
My fundamental premise s that financyg] liberalization and fiscal
liberalization should be coordinated buyt almost never are In part,
the discussion of optumal intervention analysis wy|] clarifv the extent
to which fisca] liberalization and ﬁnancxal-market liberalization are
Incompatible with ceniral planning and why reforms that do occur
are often Piecemeal. Shaw wrote that “doing everything almosy at
once n reform of financial, fiscal angd Internationar economc policy

once and of the implications for the development process when only
partial reform or partial financa] reform s possible,

Financia} Intermediation

of individuals, Individual savers would be willing to lend money to
borrowers for some appropriate rate of return. In short, in the presence
of nonsynchronization of wealth and Investment demand, demand
for borrowed funds exists, With synchronized income receipts and
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of money and in the financial sector through the services of financial
brokers.

To the extent that financial brokers are competitive and efficient,
the spread between borrowing and lending rates on comparable-term
loans will be small. Clearly, financial brokers play a significant role
in the economy 1n signaling the allocation of Investable funds.

To explain how brokers become intermediaries, we must recognize
that the future 1s uncertain and that individuals differ both 1n their
assessments of the degree of uncertainty and n their willingness to
assume nisk. The existence of uncertainty and differences in the
appraisal and willingness to bear risk create a potential market for
financial Intermediaries. Intermediaries profit by providing short-
term, highly secure habilities 1o savers 1n exchange for money that
In turn can be lent to investors for longer periods of time for a
higher, risk-adjusted rate of interest. In addition to the services
provided by financial brokers, financial Intermediaries facilitate the
undertaking of long-term and risky investments that would not have
aken place without therr services Financial intermediaries broaden
the abihity of the economy to allocate resources, particularly in the
direction of longer-term and riskier projects at a minimum cost to
society. !

In competityve markets there 1s httle Justification for political
Manipulation of 1nvestment funds. Financial and real markets are
efficient, Where competition exists, pohtical attempts to manipulate
who gets loans and who does not through subsidized credit programs
must reduce the efficiency of the allocative process and reduce society’s
growth and development potential. In most LICs, however, many
Markets are not competitive, externalities exist, and central govern-
ments do not view therr role in the development process as a passive
one. “Optimal” Intervention analysis 1s one way of assessing the
lnterrelauonshlps of distortions in an economy.

Optima) Intervention Analysis

As indicated in the first section, it is necessary to modify the
perfectly competitive model 1n order to clarify how financial reforms
are related to other major policy considerations, My objective is to
Model those characteristics that are critical to an accurate assessment

anffs angd manipulate international trade and capital flows, why
Certain producers are subsidized while others are taxed, why credit
15 rationed for some potential borrowers and amply available for
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others, Optimal intervention analysis has been used to provide
justification for systematic government intervention in all areas of
economic activity. For that reason, a summary of optimal intervention
analysis arguments for trade, product-market, and factor-market in-
tervention can be used to outhne the key structural elements of a
representative LIC,

By focusing on the deficiencies of optimal intervention analysis
we can generate a clearer picture of the kind of multiply distorted
and constrained economic environment within which policymakers
have to judge the value of financial programs and reforms. From
this 1t 1s possible to provide preliminary answers to two critical
questions facing policymakers in LICs: What financial reforms are
worthwhile when “doing everything at once” in reform of financial,
fiscal, and international economic policy 1s not posstble? Why are
policymakers often constrained to consider piecemeal, as opposed to
general, reform?

To begin the discussion of optimal intervention analysis I assume
a two-country, two-commodity, two-factor world. Assume unless stated,
that the country under study 1s a price taker 1n international trade
as well as a net exporter of traditional-sector goods (agricultural and
primary products and perhaps some light manufactures) and a net
importer of modern-sector goods (highly fabricated consumer and
producer manufactures and high-technology agricultural products).
The two factors of production are capital and labor Factors of
production are assumed to be homogeneous, flexibly priced, and fully =
employed, and produciion functions are well defined A social-welfare
function with associated well-defined and -behaved welfare indifference
curves is assumed to exist as well The consequences of relaxing
many of these assumptions will be an integral part of later discussion,

I begin with a summary of optimal interveniion analysis of
deteriorating terms of trade for developing countries 1n world markets 2
To the extent that the country experiences growth that 1s biased 1n
the direction of more rapid expansion of traditional-goods production
and the commodity terms of trade deteriorate for the home country,
free trade could lead to a reduced level of social welfare. This 1s an
example of welfare-reducing growth. The home country has experienced
real cconomic growth, but the level of social welfare has actually
declined. Assuming the home country can influence world prices by
manipulating trade, a tariff could be used to shift production in the
direction of modern-sector goods (1mport substitution), to bias con-
sumption 1n the direction of exportables, and to depress the world
price of importables. As a consequence, the level of social welfare
can be increased (Bhagwati 1968).
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A number of arguments have been advanced to justify government
mtervention in product markets. A common one is that production
of modern-sector goods entails the training and disciplining of workers
who will later be able to change jobs and provide subsequent modern-
sector employers with skilled and disciplined workers not available
1o imuial employers In efiect, generalized job training represents a
positive externality 1n the production of modern-sector goods.

The implication for the economy of positive externalities 1s that
resources are misallocated from the standpoint of society as a whole.
There is too much production of traditional-sector goods and too
Intle production of modern-sector goods. A tariff could shift production
tothe optimal production po:nt, but 1t would also create a consumption
distortion.

A more desirable policy approach would be to put a domestic tax
on production of traditional-sector output that would, 1n trn, be
used to subsidize production of modern-sector goods while maintaining
free trade. That policy would be optimal 1n the sense that while 1t
compensated for the existing distortion by shifting production 1t would
not introduce any new distortions. Free trade would permit con-
sumption at the highest obtainable level of social welfare.

I now turn to my final case, factor-market distortions. It is in the
context of this discussion that one can begin to sense the deficiencies
of opumal 1ntervention analysis and the fundamental incompatability
of government credit controls with the emergence and growth of
efficient financial markets. ' hroughout the discussion in this section,
I have referred to the dichotomy between the modern sector and the
traditional sector rather than between agriculture and manufacturing.
The point 15 that there exist traditional lines and techniques of
Production 1n both agriculture and manufacturing that compete for
resources with modern hines and techniques of production.

Where financial markets are highly fragmented, many investments
will be largely self-financed. In the absence of efficient financial-
market signals regarding investment opportunities, individuals will

forced to rely upon their own judgments regarding expected returns
and risks from alternative investments. Under these conditions, 1t is
likely that individuals faced with two nvestment opportunities with
the same frequency distribution of returns, but with one in the
traditional sector and one i1n the modern sector, will not view those
Imestments as comparable. Individual judgments will be thased toward
d traditional investment project familiar to the individual and away
from a new 1nvestment opportunity in the modern sector with which
the individual has no experience, even though both investments have
Identical expected returns Both investment and production will be
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brased toward the traditional sector, The situation described is il-
lustrated 1n Figure 16.1, through the use of a production transformation
curve labeled TT.3

If there were no bias in capital allocation toward the traditional
sector, production would take place at point P;, and free-trade exports
of traditional-sector goods in exchange for importable modern-sector
goods at the fixed world price of Imports to exports, reflected by the
absolute slope of P, C,, would lead 1o consvmption at point Cr on
the highest obtainable welfare indifference curve, WiW,. The bias
away from modern-sector 1nvestments would result In excess capital
going to the traditional sector and 1n an associated differential in the
rate of return on capital. with the rate of return on homogeneous
rapital higher mn the modern sector than in the traditional sector
(reflecting an 1nappropriate risk premium and an underallocation of
capial to the modern sector). Production would occur along an
operating locus interior to the production possibilities frontier, as
indicated by the dashed line production locus, and at a point on the
operating locus such as P,, where the world price line intersects the
operating locus from above (Magee 1973). With fixed world prices,
production and consumption would be at P, and C, respectively,
and the level of social welfare achieved would be W,W,. A tax or
subsidy program could favor production 1n the modern sector and
a tanff could shift production to point P on the interior locus, but
neither could shift production to the production possibilities curve,
Since the capital-market distortion persists.

At best, a tariff could shift production to point P, and consumption
10 point C;, which would raise the level of social welfare from Wy,
o W\, A tax or subsidy scheme could be used to shift production
0 point P, and consumption to point Cs on a higher welfare
Indifference curve W.W,. By contrast, a subsidy on capital use in
the modern sector and a tax on capital use in the traditional sector
could shift production to point Pr and—through free trade—con-
Sumption to point C; on the highest obtainable welfare indifference
Curve, W W4

To this point the simple perfectly competitive model has been
dmended to include trade restri~tions, because domestic producers
fail 1o adapt as quickly to long-run trends in world prices as policy-
Makers could; product taxes and subsidies, because of externalities
that can be best perceived and dealt with by policymakers; and taxes
and subsidies on capital use, because financial markets either do not
€Xist or are an inferior means for allocating captal compared to
Bovernment planning. Each form of intervention discussed in this
Section 1s already 1n use. Often policies of intervention are adopted

0
N
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for reasons that have more to do with whe has political and economic
power than for the reasons discussed here. The concern here is to
clarify how such policies work and their consequences for effective
financial reform.

One fundamental deficiency is intrinsic in almost all of the literature
on optimal intervention analysis. The optimal solution 1s always
biased toward continuous government intervention * That bias 1s not
surprising since the hterature itself emerged partly to rationalize
extensive government planning. Government planners do not like the
uncertainty of the future any more than the rest of us do They can
be expected to have a disinclination to watch passively as rapid and
sometimes disastrous ecoriomic changes occur within their economies,
Their political success or failure turns on an uncertain future that
they would rather attempt to control than passively observe, so_there
isan incentive to look for ways to control or regulate market defi~iencies
rather than to correct them #

In the example of deteriorating terms of trade, we simply assumed
that the government, but not the marketplace, realized that production
had to be shifted toward the modern sector Yet the policy options
considered did not include promoting the development of, or dereg-
ulation of, already existing financial markets to improve their ability
to signal the efficient allocation of résources over time in response
to changes 1in domestic and/or international markets. Even though
externalities 1n production do render market-resource allocation in-
efficient, many externalities car, be internalized by redefining property
rights. Even 1n the case of generalized job training described earler,
consideration 1s rarely given to government subsidies to producers
to cover the costs of noncapturable generalized job training that
diminish to zero as the magnitude of the externality decreases with
the expansion of the modern sector However, our third case, involving
a subsidy on capital use 1n the modern sector and a tax on capital
use In the traditional sector, 1s the clearest example of the bias in
the analysis away from market solutions.

The nappropriate risk premium on capital use in the modern
sector resulted directly from the failure of financial markets to signal
efficient capital allocation Yet the optimal solution, rather than
involving the deregulation of existing financial markets or the fostering
of financial market development, instead involved more government
conitrol 1n the form of capital-tax and subsidy programs. Such an
inherent bias n favor of controls and regulations over market solutions
1o economic problems, on the part of policymakers themselves, is
important to keep 1n mind.

A\
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When government intervention does take place in LICs it differs
from the presentation thus far 1n three important ways: It is not
costless, 1t is not always self-financed, and seldom is it clear how
much of which kinds of intervention 1s called for. I will discuss how
each of those points relates to the financing pioblem.

With respect to the costs of administering a government credit
program, 1t is unlikely that the institutional infrastructure exists in
many developing countries 10 1Mpos¢ a capital subsidy scheme for
the modern sector that can be financed by capital-use taxes in the
wraditional sector So, even though factor taxes and subsidies seem
optimal, the government may find its only or cheapest option is to
mstitute an indirect credit-subsidy scheme financed with production
1axes or tanff revenues. In addition, 1t 1s quite likely that government
revenue from all scurces 1s insufficient to finance government projects
including credit programs In that case, the printing press will be
used to produce money to cover government deficits. So the end
result 1s capital credit rationing either rmandated without financing
or financed by various taxes, including the inflation tax The consequent
lack of fiscal integrity leads to depreciation of the currency, which
is often resisted by exchange controls, official foreign loans, and/or
additional import restrictions Domestic private savings and borrowing
through financial markets are discouraged by the expectation of
accelerating 1nflation and by interest-rate controls, and private foreign
capital inflows are discouraged by unstable monetary and fiscal policy.
Upward pressure on the relative price of 1riportables 1s often dealt
with through the imposition of price controls (Ray 1979) The problem
facing the planner has compounded 1tself Admimstrative costs of
implementing financial support programs, coupled with a lack of
revenue-raising infrastructure 1o finance those programs efficiently
and fully, repress both domestic and foreign private financial activity
n the country.

The most serious flaw 1n the analysis, however, 1§ the presumption
that the sovernment knows how 10 allocate claims on resources when
financial markets are not providing the “right” signals. When one
recognizes that fragmentation 1n the financial sector implies that
potential investors have no systematic information with which to
appraise numerous potential investments both within and across
sectors of the economy, one realizes the magnitude of the allocative
problem facing the policymaker. Yet as long as government credit
programs and financial-market regulations obstruct the development
of private financial markets, planners will be forced to guess how
credit should be allocated.
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given instance may lead to second- or third-best forms of Intervention
when 1t does take place The absence of an efficient tax nfrastructure
to finance government programs wilj promote monetary and fiscal
mismanagement, overvaluation of the currency, heavy official bor-
rowing ~broad, and domestic price and Interest-rate controls, Finally,
as illustrated 1n (fe discussion of government-controlled credit pro.
grams, government programs and/or regulations §erve as poor syp.

Financial Reform

Earlier I indicated that one question to which I hoped to provide
a tentative answer ;s Why are we Coustrained to consider piecemea],
as opposed to general, reform? Beginning with the stylized structure
of our representative developing ¢conomy, general refogm would
embody many, 1f not all, of the following policies: (1) slower monetary
growth accompanied by higher taxes and/or reduced government
spending to reduce deficits, (2) trade liberalization and currency
depreciation along with the removal of domestic Price controls, ang

increase 1n domestic prices of imported consumer goods, and stim-
ulation of export-oriented industries along with some lines of pro-
duction in the nontradable-goods sector: and (3) a transfer of profits,
jobs, and income away from lines of production previously favored
by government regulations and subsidies and 3 redistribution of
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market distortions. They may be able to dictate whether or not current
overnment will remain in pOWer, because €CONOMIC and political
power are highly correlated. Sweeping economic reforms of the kind
outhined above are almost never 1n the economic and/or political self-
interest of policymakers currently managing 2 multiple distorted
economic environment Distortions allow them to allocate “admin-
istrative profits” that serve as political patronage

Even when pohcymakers ar¢ convinced of the desirability of
Liberahizing trade stabilizing prices. and deregulating markets, they
realize that they might not be around to accept credit for ultimate
successes 1f the lags n the perception of net benefits from such
reforms relauve 10 the status quo are Very jong In adaition, the
benefits of reform are often very diffuse and therefore difficult to
wrn to pohitical profit As suggested earlier, faced with the fact that
the future 1s uncertair government behavior 1S generally biased In
the direction of taking action, controlling, and regulating rather than
of passively waiung for markets to work their magic. So policy reform
1s almost alweys piecemeal ’

Against that backdrop we want 10 know what financiai reforms,
if any, are possible and desirable and what their consequences would
be. Domestic and \nternational planners have the probleti of not
knowing how 10 judge the success or failure of a particular reform
because its probable consequences were not clear in the first place.
For example, poth Eckaus (1973) and Tendler (1973) have pointed
out that small-farmer credit programs (SFCPs) often have several
goals: to promote cfiicient agricultural production, 10 redistribute
income and wealth to the poor, and/or to develop economically viable
financial institutions Those goals are often incompatible.

There are two obvious reasons why SFCPs fail to funcuon well
as equity programs. First, any wealth-transfer program based on
discretion rather than competition 1s subject 10 manipulation, and
wealthier individuals are in the best position 10 corrupt the system.
As Gonzalez-Vega noted 1n Chapter 10, only 15 percent of all agri-
cultural producers in Laun America have access 10 formal credit
markets and 20 percent of them (only 3 percent of all producers)
have gotten 80 percent of the total credit In an earher study Eckaus
(1973) noted that SFCP loans generally go 10 middle-class and upper-
c‘fiss borrowers and that high default rates often presumed 10 redis-
tribute 1ncome to the poor are most significant among middle- and
upper-income borrowers
) That high default rate among nuddle- and upper-income borrowers
is symptomatic of the second reason for the failure of small-farmer
credit programs 10 redistribute mcome t0 the rural poor—govemmem
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apathy or, perhaps, complicity. Many SFCPs are externally financed,
Governments starved for foreign reserves to maintain overvalue
currencies borrow to cover trade deficits; they accept loans tied to
use in SFCPs with weak intentions of policing them or of allocating
scarce domestic resources to make them work. In effect, the loans
are viewed as one-time transfeis of wealth from abroad, and defaulting
on such “loans” 1s viewed with little concern If an internal com-
mitment existed to redistribute income to the poor, there would be
little chance that SFCPs would emerge as the most economical way
of achieving that goal

An effort can be made to develop viable financial institutions
within the rural sector of LICs. To the extent that many developing
countries are moving 1n the direction of deregulating deposit and
loan rates 1n urban areas, allowing rural banks to offer competitive
deposit and loan rates would be useful in two important respects,
First, rural savers would have a potentially attractive financial form
for wealth formation and liquidity balancas In a world of mismanaged
monetary and fisc. nolicy, however, there 1s a very real possibility
that savings mobiliz «aon will fail not because the rural poci do not
save but because they are wise enougi not to trust their savings to
unrehiable financial institutions

Second, to the extent that there are legitimate loan opportunities
in the rura! scotor there 1s a better chance that they will be discovered
if there are local banks 1n the rural area Commercial bankers generally
argue that subsicized credit makes 1t impossible for them to operate
profitably 1n rural markets and that rural loans are not as profitable
as urban loans. Tiiey would expect savings mobilized 1n the rural
sector to be invested 1n the urban sector. Trade restrictions, domestic
price controls, a bias 1n the investment of social overhead capital
toward urban centers, production subsidies, and subsidized credit
programs do undermine the profitability of investment in the rural
sector (Ray 1983). In addition, commercial bankers are faced with
distorted information about potential investment opportunities when
financial markets are repressed and fragmented, just as individual
savers and 1nvestors are Yet money lenders find rural customers for
high-interest loans, and they are not in business to give their money
away. Even 1n a multiply distorted environment there will be some
profitable investments in the rura' sector. If there were increased
incentives to compete for savings in rural areas, commercial banks
might well find 1t profitable to h re former informal-market money-
lenders as loan officers 1n their rural branch banks. Although most
of the mobilized savings would probably continue to flow to gov-
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emment-nurtured urban centers, some new lending would occur in
the rural sector.

If real markets are multiply distorted, SFCPs cannot undo existing
resource misallocation. Baker stated the case against SFCPs as a
mechamism for improved resource-allocative efficiency when he wrote,
“In the absence of reliable 1nput and product markets, transportation
and communication systems, and a reasonable flow of dependable
information, no SFCP 1s likely to be wholly or perhaps even tolerably
satisfactory The SFCP may be peculiarly inappropriate as a vehicle
for wide: infrastructure reform” (1973, p 44) The peculiarity arises
from the fact (hat efficient financial markets will quickly respond to
real market signals regarding resource allocation, but 1f those signals
are distorted, quick financial responses are not too useful,

Again, SFCPs have been developed to achieve several goals that
are not always compatible. I would strongly argue that SFCPs are
an inappropriate means of achieving any of the goals for which they
were designed Internationally sponsored programs to provide sub-
sidized loans to agriculture 1n developing countries represent a bad
external policy response to bad domestic policies.

What can external funding agencies do” As already sugzgested, even
In the most distorted economic environment savings-mobilization

- brograms offer the possibility of facilitating wealth accumulation and
hquidity management 1n the rural sector. Over time, some loanable
funds mobilized in the rural sector are bound to find competitive
investment opportunities 1n the rural area. External funds could be
used to subsidize commercial branch banking 1n the rural sector once
SFCPs have been eliminated. What | am advocating here 1s a subsidy
program to accelerate the development of a formerly repressed financial
market. The point 1s to foster a financial-market solution to the
resource-allocation problem and not to substitute government pro-
grams for a properly functioning financial sector

What else can external funding agencies do to promote growth
and development 1n LICs? One Inappropriate approach that seems
to be gaming favor 1s for external agencies to encourage further
distortions 1n financial as well as other rural markets. Long seems
to endorse such a strategy when he observes that “where the conditions
of success for a credit program for small farmers are not met, alternative
programs—subsidies to the inputs, price supports for the output,
more extension work, or even credits to the marketing system rather
than the small farmer—may be capable of raising the welfare of small
farmers at considerably lower costs than a credit program” (1973, p.
85).

\\e
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The notion that the appropriate means of escaping the stagnant
economic conditions induced by government controls and regulations
is the construction of counterweight programs that are comparably
heavy-handed and repressive of financial markets 1s contrary to the
spint of this chapter. Such programs would simply replace the
presumption of optimal intervention analysis that domestic planners
know what to do with the presumption that external-agency planners
know what to do. In addition, if subsidy programs for mputs or
output prices supports are specified by external agencies as conditions
for making loans to developing countries, one can be certain that
they will fail to achieve their goals.

Conclusions

Instead of fostering more market Intervention, external agencies
should begin by supporting savings-mobilization programs or financial
institution building. To the extent that borrowing countries are willing
to hberalize trade and rationalize real and financial markets, they
are likely to face depressed emplovment and output conditions and
substantial political risks in the short run External loans could help
governments alleviate the worst transition aspects of such a painful
but necessary structural adjustment Again, loans could be used to
ease the transition to market hiberalization rather than to substitute
more controls and regulations for market solutions to resource-
allocation problems.

Notes

I'am particularly indebted to Dale W Adams, Claudio Gonzalez-Vega, Edward
J. Kane, Robert C. Vogel, and other participants in the workshop on Rural
Financial Policy, Granville, Ohio, April 16-18, 1981, for drect contributions
to the preparation of this paper and to the author’s education regarding
development problems.

I. To this point, I have at most provided a summary of 1deas first and best
articulated by Edward S Shaw (1973) and Ronald I. McKinnon (1973)

2. The necessary and sufficient conditions required to 1;lustrate production
frontiers and welfare indifference curves are available from me upon request.

3. The associatedi algebra 1s straightforward and available upon request.

4, The algebra associated with this general relationship 1s available upon
request.

5. Two alternative analyses of optimal intervention analysis to deal with
labor-market distortions can be found 1n Lapan (1976) and Ray (1979).

6. In the same sense that Milton Friedman has been heard to describe
price controls as a cosmetic approach to inflation, “optimal” intervention
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\nvanably compensates for or covers up a given problem but never solves
H

7. A number of years ago at a workshop on economic development 1
tried 10 Press Joan Robinson to detail policies that developing countries
could pursue to promote more rapid economic progress. She would only
respond that first they had to have a revolution Perhaps that 15 another,
more dramatic, way of saying that general economic reforms 1n many
developing countries would require equally sweeping pohitical changes. As a
policy strument, revolution has been a rather unrehable tool for economic
development  Too often 1t has sumply reshuffled pohitical power from one
collection of special-interest groups 10 another.
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Credit and Price Policies
in Philippine Agriculture

]

Cristina C. David

Government economic policies typically undervalye agricultural
products in low-income countries (Bale and Lutz 1979). The primary
reason for this has been to keep food and materials prices low to

Credit policies and programs have stiessed expanding the volume
of formal agricultural loans at low Interzst rates and have often been
accompanied by supervisinn and 1nput price subsidies The underlying

The performance of credit prograrns generally has been measured
in terms of their lmpact on agricultura] production, Investment, and
adoption of new technology. A recent evaluation of existing credt
research, however, emphasized the serioys methodological problems
involved (David and Meyer 1980) It concluded that most micro-
credit-impact studies are descriptive and are more useful 1n generating
hypothess than 1n rigorously measuring loan impact Only a few
studies have used econometric and mathematical programming tech-
niques, and they gerierally have suffered from conceptual problems
arising from the Interdependence of production and consumption
decision of farm households, the fungibility of credit, and nonprice
credit rationing by lenders.

210
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Aggregate credit-impact studies have similar methodological prob-
lems, but empurical results are more consistent in showing that little
ympact on production, investment, and proportion of loans granted
1o agriculture can be attributed to credit programs and policies (Herdt
and Gonzales 1981) These results should not be surprising, because
technology and relative prices across commodities and between 1nputs
and outputs are the primary determinants of relative profitability
and resource flow directions

The purpose of this chapter 1s 10 analyze how credit policies in
the Philippines are related to economic incentives 1n agriculture and
to analyze the extent to which cheap credit 1s an effective way 10
offset various “taxes” on agniculture The first section describes the
policies affecting growth of the formal agricuitural credit system The
second section presents estimates of the effects of government policies
on the relative prices of agricultural products. In the third and final
section, 1t 15 argued that low 1nterest rates do not alter the incentive
structure facing agriculture or resolve equity problems caused by price
policies

Agricultural Credit Policies

Credit has been a major agricultural development instrument in
the Philippines. In the early 1950s, the Rural Bank Law was passed
1o foster rural private banks, and the Agricultural Credit and Coop-
erative Farmers’ Association (ACCFA) was established to promote
rural cooperative financial institutions There are currently more than
1,000 rural banks operating in about 60 percent of the municipalities.
They have become the principal distributors of goveinment-sponsored
supervised credit. The ACCFA was supposed to develop farm coop-
eratives providing production and marketing ciedit. Because of default
problems, 1t has been reorganized and renamed the Agricultural Credit
Administration {ACA). It now administers a small supervised-credit
program for land-reform beneficiaries

The government's objective of increasing the credit flow to agr-
culture has been hampered by low-interest-rates policies. Until the
1981 interest-rate reform, interest rates and other financial charges
were regulated by the Monetary Board to conform with the 16 percent
_Cellmg stipulated by the usury law. During the past decade allowable
interest rates on formal agricultural credit ranged from 12 to 16
percent and additional loan charges from 2 to 3 percent, depending
on the security offeied and other terms of the loans. Supervised
agricultural credit has carried a lower interest rate of 10 percent with
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additional charges not exceeding 3 percent. For rural savings deposits,
the interest rates were about 6 percent, but higher for time deposits,

Since the late 1960s, official interest rates on agricultural credy
have been lower than the scarcrry price of loanable funds, with
negative consequences on the rate of savings, Investments in agr;.
culture, and factor Intensities (International Labour Office 1974),
Because of rapid inflauon, around 20 percent annually during the
1970s, 1nterest rates 1n recent years have been negative in real terms,
This price structure rewarded borrowers and venalized savers [t also
created excess loan demand that mited the flow of loans to agricultura]
projects, especially to small farms, wheie costs of transactions and
risks for lenders were inherently high

To increase the supply of agricultural credit, the government
required that a certain proportion of loan portfolios be allocated to
credit for agriculture, much of 1t through supervised agricultural credit
programs. In 1974, the Mor ary Board directed alj lending institutions
to allocate 25 percent of their loanable funds 1, agriculture, including
1U percent to agrarian-reform beneficiaries Private commercial banks,
however, have strongly resisted this rule They have responded largely
by purchasing qualifying certificates of indebtedness 1ssued by the
Central Bank and other “agricultural™ government securities, because
of the high cost of directly lending to farmers

Table 171 lists total loans granted during the period 1973-1980
by the various specral agricultural credit programs (SCPs) Most of

price subsidies Financial Institutions were provided preferential re-
discount rates, loan guarantees, and assisiance 1n loan administration
within these programs This was financed, in pa:t. by foreign loans,

A major rice-production promotion program, Masagana 99, ac.
counted for almost §0 percent of total lozns 1ssued by SCPs during
the 1973-1980 period Since the gl objeciive of Masagana 99
was to recover from serious crop losses experienced 1n 1973, priority
was given to irrigated areas where the potental for rapid expansion
of rice production n the short run was greatest Programs after
Masagana 99, although much smaller In scale, attempted to extend
supervised credit 1o nonrice, rainfed areas

Problems associated with these programs and policies are now well
documented (C. David 1979). Over the past two decades growth 1n
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Table 17.1 supervised Agricultural Credit Programs
in the Philippines, 1373-1980.

Loans Issue a/
commodity (p million)=2

program
1. Masagana 99 Rice 4,554
2. Masaganang Maisan and

Masagana 77 corn 521
3. Gulayan sa Kalusugan Vegetables 22
4. Cotton Financing Progress cotton 71
5, Integrated Agrlcultural

Financing for virginia

Tobaccol: Tobacco 34
6. Rice-Tobacco supervised

Credit Program Tobacco 3

7. Philippine Tobacco
Administration (PTA) Farm

Credit Assistance Program Tobacco 3

8. PTA Facility loans Tobacco 1
9. Bakahang Barangay Cattle 256
10. Biyayang Dagat Fish 35
Total P5,500

a/ As of December 31, 1980.
B/ In 1980 U.5. $1.00 was equal to 7.4 pesos.
</ As of 1979. .

Source: Unpublished files, Technical poard For Agricultural
Credit.

percent 1in 1961 to 54 percent in 1975. Low repayment rates have
plagued almost all supervised-credit programs. This has undermined
the viability of financial intermedaaries and further damaged credit
disciphine among borrowers. The 1mpact of these programs on pro-
duction at the farm level as well as at an aggregate level has remained
unclear, Although Masagana 99 was associated with the rapid increase
n Phhippine rice production, the growth trend 1n rice production
and adoption of the new rice technology since the late 1960s cannot
be attributed to Masagana 99 (Herdt and Gonzales 1981)

Despite these government interventions, Table 17 2 indicates that
the real and relative levels of agricultural production loans granted
dechined after the late 1960s Since the early 1950s, these loans have
grown 1n real terms, but most of this growth took place 1n the 1960s.
The real value of the loans 1 1979 was sull far below that of 1969.
Agricultural credit as a percent of net value added agncultural
and of total loans granted 1n the country declined from 27 percent
and 20 percent in 1967 to 19 percent and 11 percent in 1979.

These trends are perhaps not surprising since technology and
relative prices across sectors and commodities and between inputs
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Table 17.2 Selected Indicators of Trends in Loans Isgued
for Agricultural Production by Bank and Non-Bank
Financial Institutions, 1951-1979

Agriculturarl Loans Agricultural T.oans 48 a Percent of
(P Million in Agricultural Total Loans
1972 Prices)? Value Added

Year Issued
1951 376 13 40
1955 534 17 24
1960 2,757 14 20
1961 3,636 19 22
1962 4,022 21 20
1963 4,461 24 20
1964 4,503 25 19
1965 4,420 23 19
1966 4,582 24 19
1967 5,556 27 20
1968 5,665 25 16
1969 5,794 22 + 16
1970 4,557 22 15 -
1971 3,943 21 13
1972 3,424 20 12
1973 2,590 19 10
1974 1,725 22 12
1975 1,718 21 ‘9
1976 982 13 -
1977 1,096 16 8
1978 2,534 13 8
1979 3,378 19 11

g/ Refers to loans issued for agricultural production only. 1In
1979 U.S. §1.00 was equal to 7.4 pesos.

-

Sources: Unpublished reports by the Technical Board For
Agricultural Credit, Central Bank of the Philippines,
and the National Econnmic Development Authority,

Price Intervention Policies

The effects of government policies on economic incentives in
agriculture have not received adequate attention in the Philippines.
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Also, the relationship between these policies and credi: activities has
not been clarified. The fact that farmers are rational and price
responsive has been amply demonstrated by researchers. Price rela-
tionships among crops, among agricultural and nonagricultural ac-
tivities, and between product and input prices have been shown to
have important consequences on resource allocation as well as on
income distribution. In the Philippines, these price relations have
been influenced by interventions intended to achieve several—often
conflicting—objectives food self-sufficiency, low food prices, stable
prices, igher farm 1ncome, more government revenues, and increased
processing of agricultural products. Price controls, export taxes, trade
quotas, import tariffs, nationalization of marketing, and the general
overvaluation of domestic currency have been important policies
affecung relative prices, especially during the past decade. Domestic
prices also have been 1nfluenced by actions of foreign governments,
such as U.S. sugar quotas and the PL 480 program.

The 1mpact of economic policies on agricultural incentives can be
measured by the nomunal protection rates (NPRs) and implicit tanffs
(ITs). Both NPRs and ITs measure the percentage difference between
domestic price and border price of products and inputs, respectively.!
Border prices, usually defined as c.i f. import prices for importables
or f.0.b. export prices of exportables, are converted at official exchange
rates and used as bases of comparison because they represent op-
portunity costs of traded commodities. When border prices are
wnverted at official exchange rates, as in NPK or IT, the d': :rence
between domestic and border price 1s attributed to government price
interventions such as trade, fiscal, and price policies. On the other
hand, by converting border price at the shadow exchange rate, a
measure of net nominal protection rate 1s obtained. This takes 1nto
account all government policies, including the general overvaluation
of the exchange rate defended by the protection system.

Table 17.3 presents average NPRs for the Philippines by major
commodity groups for two time periods to highlight the impact of
Increasing government regulation of the agricultural sector.? Although
government tntervention 1n the later period was part of overall attempts
1o balance economic growth, many policies were instituted to cushion
the impact on consumer prices of the floating of exchange rates in
1970 and the oil and food-grain crises in 1973.

Import-Competing Food Crops

Among the domestically marketed ¢ od crops, the food staples rice
and corn have historically been the objects of direct price hiierventions.
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Table 17.3 Nominal Protection Rates 1n Philippine
Agriculture, 1955-1980

1955-1369 1970-T980
. Proportion Nominal Proportion Nominal
of Value Protection of value Protection

Added Rate($) Added Rate($)

Food Crops

Rice .27 4 .25 -7

Corn .09 2 .08 1

Other Crops .13 0 .18 0
Export Crops

Sugar 09 ¢+ . ‘g0 , 09 =23

Copra .09 -8 .08 1 =22

Other Exports .09 N 0 .12 -4

Livestock and Poultry

Livestock o1l 28 13 4
Poult:ry <07 77 ' 07 48
Average (Total) (1.00) 15 (1.00) -2

Source: Based on preliminary reports of the project entitled
"The Impact of Economic Policies on Philippine Agri-
cultural Development," Philippine Institute For Develop-
ment Studies and Philippine Council for Agriculture and
Resources Research, January, 1982. Basic data were from
the Bureau of Agricultural Economics, Central Bank of
the Philippines, and National Census and Statistics
Office.

Prices of other food crops, such as vegetables, fruits, nuts, roots, and
tubers, were less controlled, except potentially through the tariff
structure.’ Domestic prices of rice and corn have been generally close
to border prices. In the 1970s average domestic rice prices were below
average border prices by 7 percent. In part, this resulted from price
interventions in 1973--1975 when the world price of rice and fertilizer
rose fourfold. )

The National Food Authority is responsible for regulat'ng food-
grain prices to achieve low prices for consumers and adequate price
incentives for producers. It buys gramns in the domestic market to
defend a farm floor price, but the amount of imports or exports that
are under government monopoly 1s the main determinant of grain
prices. Previous studies had noted that providing stable and low rice
prices for urban consumers tended to dominate the objective of
supporting farm price to raise income of small farmers (Mangahas
1972). This was achieved through 1mports during years of production
shortfalls. After 1975, the domestic rice prices became internationally

v"v\
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competitive. Some comme:c:al rice exports have occurred since 1978
as a result of the new rice technology and irrigation expansion. Price
policy for corn, an 1mportant upland crop that 1s the staple food for
about 20 percent of the population. also has the same bias. Moreover,
the policy of keeping the price of meat low for urban consumers is
another reason for mamntaining low corn prices, because of the
importance of corn as an animal feedstock

Price comparisons were not done for the other food crops, such
as fruits, vegetables. roots, and tubers. because of the great hetero-
geneity of products within each commodity group and the fact that
many of these crops are not significantly traded Legal tanff rates
are relatively high, up to 100 pe.cent for sonie crops, but fragmentary
evidence 1ndic ates hat, except for some fruits and vegetables consumed
by the very high income familes, these relatively high potential
protection rates ar- not fully realized Domestic prices for other food
crops do not seem to be significantly different from prices in other
countries, and there are some smail exports of fruits, vegetables, and
coffee. Thus, it was assumed that, in general, prices of other food
crops have not been affected by the protection system; that is, NPR
1§ Z8ro,

Export Crops

Increasing regulation of agricultural exports was significant in the
1970s. Prior to 1970 the government rarely intervened in the production
and trade of export crops, except indirectly through the overvaluation
of exchange rates and through foreign-exchange regulations. However,
sugar quotas that limted exports to 60 percent of production were
instituted 1n 1962 to protect domestic consumers from the increased
access of Philippine producers to the highly protected U.S. sugar
market. U.S. sugar policy provided an expurt price for the Philippines
much higher than world prices from 1955 to 1969 and resulted 1n a
high nominal protection rate of 60 percent on domestic sugar pro-
duction.

During the 1970s government policies generally reduced domestic
prices of export crops below those that would have otherwise prevailed.
Since the floating of the exchange rate 1n 1970, the value of agricultural
crop exports have typically risen and fallen with the world price of
copra. In some years, the Coconut Consumers Stabilization Fund
(CCSF) levy 1n ad valorem terms has represented a tax of about 20
percent of border price. Although the tax 1s collected at the mller’s
level, the incidence of the tax 1s clearly on the farmer.
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short run, the CCSF levies on coco production may be considered
a tax on the industry,

Livestock and Poultry

Protection of Agriculture and Manufacturing
The direction and rate of resource flows between agriculture and
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Table 17.4 Comparimon of Protection Rates in the Agricultural
and Manufacturing Sectors, 1970s

Nominal
Protection
Rate (§)
Agriculture (Nominal Protection Rates) -2
(Net Nominal Protection Rate) -37
Agricultural Inputs (Implicit Tariffs)
Fertilizerd/ 10 \
Agricultural ChemicalsE/ . 28
Hand TractorsE/ ‘ 46 !
Frur-wheel Tractors®/ C 24
Irrigation PumpE/ l . 46
Irrigation Gravity (NIA system)S/ ‘;55
Mixed PeedsE/ 33
Manufacturingﬂ/ (Effective Protection Rate) 44
© (Net Effective Protection Rate) 9

a/ Based on prices of urea, ammonium sulphate, mixed fertiliger,
and phosphates from 1973 to 1980.

b/ Based on legal tariff rates and sales tax.

¢/ Based on comparison of NIA irrigation fees and estimates of
annualized cost of irrigation systems by P.F. Moya, L. Small,
and 5. Bhuiyan, "Cost of Different Types of Irrigation Systems
in Central Luzon," Department Paper No. 80-10, Dept. of
Agriculcural Economics, International Rice Research Insticute,
los Bancs, thilippines, June 1980.

d/ Based on esu.mates by N. Tan, "The Structure of Protection and
Resource Flows an the Philippines." 1n lndustrial Promotion
Policies in the Philippines. Edited by R. Bautista and J.
ig:er. Manil s PnIlEppIne Institute of Development Studies,

9.

As can be noted, government policies have created an incentive
structure significantly biased against agriculture Price intervention
policies undermined agricultural profitability during the last decade
through lower product prices and higher input prices.

Because the objeciive of low food prices tends to domimate ag-
ricultural-product price pulicy, 1t seems reasonable to assume that
government inte: ventions in agricultural input markets would try to
offset this. However, 1t 1s only 1n gravity irrigation and formal rural
credit, as will be discussed later, that there appears to be some
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government subsidy to producers. Implicit 24 to 46 percent tariffs
for agricultural chemicals, agricultural machinery, and feed mixes
reduce the effective protection in agriculture created by legsl tanff
and indirect sales tax Despite price controls and direct subsidies on
ferulizer, there 13 stll a positive implicit tariff for fertilizer. It appears
that the protection of domestic manufacturing of these agricultura)
inputs, which 1s also indicated by the level of impheit tanff (but 1s
actually significantly higher for fertilizer because of direct subsidies),
has been an important policy consideration

The overall magnitude of the hias against agriculture 1s reflected
by the measure of net protection rates that includes the impact of
the overvaluation of the exchange rate due to the protection system,
Although the exchange rate has been allowed to float since 1970,
tariffs and other trade restrictions have reduced demand for imports
and thus increased the value of domestic currency For the mid-
19705, Medalla and Power (1979) estimated that the tariff and tax
system resulted 1n a 32 percent overvaluation of the peso relative to
a balanced free-trade situation.t If this 1s taken Into consideration,
penalties on agriculture net of the disincentive effect of an overvalued
currency would be even more severe (minus 37 percent), whereas
manufacturing still reccives a 9 percent net effective protection rate.
As a consequence of this general pricing policy, agricultural production
1s reduced, although for certain commodities such as coconut producis
and sugar the level of domestic consumption may be somewhat higher
than would be expected with no price intervention, The iact that
agriculture survives and indeed grows suggests an inherent coniparative
advantage.

Impact of Credit Policies

The effective subsidy rate (ESR) 1s estimated to quantify the impact
of credit policies. ESR expresses the amount of interest-rate subsidy
as a percent cf net value added 1n agriculture at border prices. Subsidy
is defined as the difference in the cost of borrowing between agricultural
and nonagricultural loans, multiplied by the value of agricultural
loans granted. Another method 1s to estimate the amount of subsidy
accruing to the sector as a result of the difference between the nominal
interest rate and the rate of inflation,

Differences 1n interest rates between agricultural and nonagricultural
loans from formal financial institutions are smali, at most 2 percent
Moreover, interest represents only part of the costs of borrowing,
Typically, nonagricultural loans entail lower transactions costs than
agricultural loans for borrowers. Even if Interest-rate policy results
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in a cost-of-borrowing differential of 6 percent in favor of agriculture,
the effective subsidy rate amounts to only 1 percent. Even if the
interest-rate differential 1s increased by two or three times, it is clear
that the interest-rate subsidy will not alter sign ificantly the unfavorable
incentive structure 1n agriculture vis-a-vis nonagriculture created by
price policies. On the other hand, a low-interest-rate policy seriously
impairs the ability of rural financial markets to cfficiently perform
financial intermediation It does not provide incentives for mobihizing
financial savings, but does induce an allocation of credit that 1s based
on collateral and wealth rather than on productivity of credit use,
farling to 1mprove income distribution while not being necessary to
effect technical change

The impact of the low-interest-rate policy has been generally
regressive, The subsidy 1s shouldered by the lower-income population—
that 15, holders of currency. bank deposits, and tax payers—through
inflation, low 1nterest rates on savings, and direct government outlay.
Only about 10 percent of the total implicit 1nterest-rate subsidy 1s
received by agriculture. Within agriculture, credit allocation 1s also
not consistent with employment and equity objectives Low-cost credit
for agricultural machinery shifts the incentive system against use of

“labor, with little impact on yield. As an example, less than 15 percent
pf the value of recent loans 1n the World Bank mechanization program
In the Philippines was used for small power tillers Four-wheel tractors
and other large farm equipment were purchased with the bulk of the
loans by sugarcane farmers who farmed 50 hectares or more and
constituted less than 10 percer of the total number of farmers,

In supervised-credit programs. only farm operators are usually
entitled 10 loans despite the significant numbers of landless households
In the rural areas. Rice has been emphasized, but rice farmers are
actually better off than average growers of corn, coconuts, tobacco,
?nd other crops Within the rice sector, priority has been given to
Irrigated areas close to primary markets, that is, relatively progressive
locations with the greatest potential for rapid increases 1n production
In the short run. Loan himits specified or a per hectare basis mean
a large loan ceiling for large farms. Perhaps an even more important
fhmensmn of inequity 1n distribution of the implicit subsidies involved
In these programs was reported by Esguerra (1981) 1n a recent analysis
of Masagana 99 The study estimated that two-thirds of the implicit
Subsidies have been received by participating financial institutions
3 incentives to lend to small farmers and only one-third by the
farmer borrowers, mainly from nonrepayment of loans. Furthermore,
the distribution of the subsidies accruing to borrowers has been biased
In favor of large farmers.
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The common beljef that extension wouyld be more effective if tied
with low-cost credit and vice versa 1s nnt clrarly verified by €mpiricy|

fungxblhty of credit Additiona] hquldny will be allocated 1o activityes
in whych marginal profits of utihity s highest Kelative prices as wejj
as yields are the major factorg determmmg rates of return 1o most
enterprises, Cheap crediy Wil not make an unprofitabje actrvity
profitabje!

It 15 also clear that credit subsides through Jow Interest rates
worsen income distribution because only a few, typically well-off

farmers,

The choice of credit 1o compensate agriculture for other adverse
policies reflects administrat;ve ease, availability of external grants
and loans, anq other short-ryp considerations, Although casy to carry

Cheap-credlt policies ajso retard the development of viable formal
financia] Institutions jn rural areas. Fooq self-sufﬁcnency, increasing
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exports, and improving income distribution require long-run efforts.
These include correcting price distortions 1n real and financial markets
and making investments 1n marketing infrastructure, Irrigation, re-
search, and extension. Cheap credit will not overcome production
disincentives caused by low prices and/or low yields. Product prices
and yields are much more powerful, efficient, and equitable tools for
rural development than is cheap credit.

Notes

1 wish to acknowledge support for thys study from the Rural Financial Market
Project of The Ohio State University, the Philippine Institute for Development
Studies (PIDS), and the Philippine Council for Agriculture and Resources
Research (PCARR) The analyses of price policies draw from the results of
a research project entitled “The Impact of Economic Policies on Philippine
Agricultural Development,” funded by PIDS and PCARR Dale W Adams,
Douglas H, Graham, John Power, and James Roumasset provided valuable
comments on earlier drafis of this essay

1, PP P! 17.1
NPR=—"—1X100;IT=—"—1><100 (17.1)
Pb Pb

domestic and border prices are due to government interventions rather than
to real costs

2. Annual differences 1n nominal protection rates were not shown because
they would, 1n general, be related to prize fluctuations rather than to policy
changes

3 Tanfr protection 1s redundant for exportable crops ard does not apply
10 food grains 1n cases in which only the government can import or export,

d

Wative trade restrictions or are not significantly traded, price comparisons
a2 been used 1o measure NPR 1nstead of legal tanff rates.

4. Since International trade in livestock and poultry has been minimaj
and confined mainly to imports of breeding animals, special cuts of meat
for Testaurants, or fats for the meat-processing industry, border prices were
Tepresented by average c 1.f, Import unit values in Hong Kong.

5. NPRs 1n agriculture are not expected to be substanuially different from
their EPRg because the proportion of Intermediate inputs to value added
fémains relatively small 1n Philippine agriculture, Moreover, one can expect
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EPRs to be lower than NPRs because of higher protection on agricultural
inputs,

6. The situation since the mid-1970s has been one of chronic and growing
deficits in current accounts, financed by heavy foreign borrowing. This indicates
an even higher percentage of peso overvaluation than that resulting from
the tanff and tax system alone,
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Overview of New Directions
for Rural Financial Markets

Dale W Adams
Douglas H. Graham
J. D. Von Pischke

1Ihe authors of the preceding essays are critical of many policies
found in rural financial markets 1n low-income countries. They argue
that erroneous assumptions and mistaken policies are responsible for
much of the poor performance 1n these markets over the past several
decades, Although 1t 15 easy to criticize existing programs because
of their demonstrated weaknesses, 1t 1s more difficult to prescribe
changes that would temedy these problems Authors of previous
chapters have touched on sorne of these changes The chapters 1n
Part 4 give more detail on new policy directions tha. might help to
substantially 1mprove firancial market performance Overall, the au-
thors argue for dramatic changes 1n the way rural financial markets
are used 10 support development In the past, these markets have
been used largely to chaniel cheap funds from external donors or
governments through lenders to farmers The interest of rural savers,
!nformal lenders, nonfarm rural firms, and the vitality of financial
Intermediaries have been largely ignored 1n these efforts

The five chapters 1n this part present insights into how rural
financial markets might be better used These new directions require
that pulicymakers place much more emphasis on market forces to
allocate services 1n financial markets. with interest-rate reform as a
Cornerstone. More positive attitudes toward informal lenders, the
Possibilities of mobilizing voluntary financial savings, and extending
financial services to nonfarm rural firms are also a major part of
!hls new thinking With more appropriate policies 1n these markets
1tis also likely that healthier financial innovation would emerge. More
of these 1nnovations would result 1n intermedia‘ton cost decreases,

229
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incorrect policies, undermined the process of granting sound loapg
to farmers, and deflecteq rural finan:ral markets from providing

Vogel reports on a highly successfy] rural Savings-mobilizatjon
program recently carrieq out 1n several areas ip Peru He forcefully
argues that simlar savings-mobulization efforts ought 1o be nitiated
In other low-income countries and, further, that much more stresg
ought to be placed On savings mobilization in general He points out
that many more people typically ava) themselves of Savings-depos;t
seérvices than borrow from formal lenders and that lenders who
mobilize 3 large part of the;r loanable funds through savings deposits
develop a large measure of self-discipline. They are less prone to
political Intrusions, tend to have fewer problems with Joan recovery
(because they are lending loca] People’s money), and generally enhance
the qualty of their services,

Through policy directives, many of the forma] credit services
available 1n rura] areas of low-ncome countries are restricted to
farmers, Nonfarm rura] firms have been largely ignored In these
efforts, Chapter 21 by Kilby, Liedholm, ang Meyer points out that
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rural areas have little or no land. Employment in nonfarm firms is
often an important part of the income of these households. Even
though some liquidity from formal lenders filters out to 2 few of
these firms, more direct contact among formal lenders and managers
of nonfarm firms would be beneficial. Many of these firms could use
additional credit, most ought to be using formal deposit and checking
facilities, and many could use business advice that intermediaries
ought to provide.

Most of the agricultural credit systems in low-income countries
have recerved assistance from exiwcrnal donors, who have put con-
siderable time, effort, and money 1nto these systems over the past
couple of decades. Von Pischke argues for major adjustments in the
way international donors enter into these markets putting forth the
view that basing credit projects on some assumed credit need 1s a
poor project foundation. Rather, he stresses that loans ought to be
made on the basis of creditworthiness—that is, on the ability of the
borrower to repay. He also argues that much more attention ought
to be given to how a credit project affects the vitality of the inter-

mediary. In most cases, donor credit projects have been justified on
the basis of the impact they have on borrowers’ economic activities.
Von Pischke advocates using the pe formance of the lender and the
overall performance of the rural financial markets as the main criteria
to judge the worth of a credit project.

Adoption of the changes in policy suggested by the authors in Part
4 and 1n previous parts would mean a major departure in the way
rural financial markets are used to support development. It would
mean learming from the informal lender, stressing savings-deposit
sevices, downgrading the importance of agricultural credit, opening
rural financial markets to nonfarm rural firms, creating a more healthy
environment in rural areas for financial innovation, and making major
adjustments 1n the way external donors relate to these markets. Minor
adjustments 1n the way things have been done in the past will not
be sufficient to significantly improve the performance of rural financial
markets, if the authors in this volume are correct.
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Informal Saving and

Credit Arrangements

in Developing Countries:
Observations from Sri Lanka

F.J.A. Bouman

A consensus is growing among researchers that the formal financial
sector is not effectively serving the rural populace 1n the Third World,
The view that the poor constitute financial basket cases does not
inspire policymakers to search for challenging new concepts and
procedures to accommodate them (Von Pischke 1980) This raises
the question of how the poor manage their financial affairs. Partially,
the answer lies in self-help. Through a long tradition people have
devised mutual-aid formulas to satisfy their savings and credit ob-
jectives. They also turn to pawnbrokers, shopkeepers, and money-
lenders. Surprisingly, this much-abused class of informal financial
intermediaries appears to play important roles 1n self-help institutions.

This chapter 1s about informal saving and credit in developing
countries, with special reference to Sr1 Lanka It deals mainly with
self-help actions Apart from recording personal observations, the
chapter draws on material gathered by four graduate students who
each spent six months in Sr1 Lanka M. Overheul and B Burgers
studied the cheetu, a rotating savings and credit association (ROSCA)
that 1s popular throughout the world under various names. M. Boot
and J. Vel lived 1n a small village 1n the mountainous Kandy district
in the 1sland’s center and studied the savings, credit, and investment
behavior of individual familes. Discussing daily financial worries
with women, they provided a female point of view, so often unac-
cessible to the male observer.

232
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How People Save

Policymakers and development planners cherish the myth that
poor people do not have the spirit of thnift. Recent reports from
different parts of the globe challenge this, however, and show that
poor people can and do save. They deposit money with church groups,
dance societies. ROSCAs. and cultural and age groups, as reported
by Miracle, Miracle. and Cohen (1980). They save with finance
companies. Christmas clubs. tax-payment groups, pilgrimage funds,
and death-aid societies. Or they entrust their savings 10 individuals
noted for their financial expertise, such as mobile bankers, pawn-
brokers. traders, and moneylenders like the Chetuiars 1n Southeast
Asia (Weerasoria 1973)

Thrift comes naturally t0 households with irregular income flnws.
Rural families n Sri Lanka, particularly 1n jow-1ncome brackets,
show an almost passionaté desire to save Boot reported how a fammly
abstamned from using curries with rice meals 1n an effort to save for
an urgent, out-of-village trip Children at the age of seven or less
are taught the virtues of frugal lhiving through rarents encouraging
them to contribute part of their daily rauon of school biscuits 10 a
savings fund At a recent rural-finance seminar for village workers
of Sarvodaya—a well-known rurcl-development movement 1n St
Lanka—participants reported remarkably high savings levels. Of the
4 parucipants, 25 were males and 16 females, and all were 1 the
age group of 21 1o 35 years The average monthly incomc of the men
was 434 rupees (Rps). the equivalent of US$20. with no great variations
among salaries. There werce only 5 nonsavers among them, of whom
4 were unmarried The remaining 20 reported average savings of
Rps 112 per month, equivalent 10 26 percent of their income. The
savings rate varied mversely with salary the lower the wages, the
higher the relative savings rate. The women averaged a monthly
icome of Rps 340 (US$17) and recorded an average savings rate of
21 percent Simular high savings levels have been reported elsewhere
n the Third World (Bouman 1979)

Savings may be held cash, 1n goods, or in debt claims. Women
with hittle cash earmings have become very adroit at designing savings
tactics They save 1n foodstuffs, withdrawing spoonfuls of rice or
sugar from the daily meal The weekly treasure may be stored,
converted into cash, or contributed to a cheetu fund. For example,
at the ime when jackfruit 1s plentiful 1118 cooked, dried, and stored
10 provide mexpensive meals later 1n the year. Food 1s often hoarded
for months 1n preparation for an expensive event such as the Sinhalese

X
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New Year, a wedding ceremony, or the coming of age of a daughter,
The mat weavers in Vel’s village habitually saved some cane, the
material most important to their craft. At a time when savers cannot
practice their trade, because of illness or employment elsewhere, they
give this cane to another villager on the basis of a share-weaving
contract that divides the proceeds of the sale of the mats between
them.

An 1llustration of saving through debt claims 1s the case of a
laborer who asks the employer to postpone payment of wages until
some future date, or the farmer who prefers that the produce buyer
defer payment until delivery of the last crop A most telling example
is that of the landlady who asked Boot not to pay for board and
lodging until the last day of lodging. Every now and then this landlady
borrowed a few rupees from her lodger, but she took great pains to
repay these loans within a few days, to preserve the debt claim that
was gradually building up In all these instances, income 1s deferred.
Rather than receiving small amounts early, creditors prefer payment
of a lump sum at a later date Debt claims also get around the
problem of finding a proper place to deposit cash, a problem that
WOITIES many savers

People save for a variety of reasons. Because agriculture is a
seasonal business, rural households generally have irregular income
flows, and one of their main concerns 1s to balance flows of receipts
and expenditures. Saving and borrowing are tools in this balancing
process. They are also aspects of risk management People like to
have working balances on hand for the sake of convenience, to meet
unexpected expenditures, and for urotection in times of hardship
(Von Pischke 1978). There are liousc holds 1n Sr1 Lanka where women
keep a bit of rice or money handy or beggars Others even borrow
to preserve wealth. This 1s best demon.rated by the habit of borrowing
money to buy rice cheaply now, rather than depleting stores and
being forced to buy higher-priced rice later.

Savings are used for productive investment, consumption, and
social weifare (eg, old-age security, expenses connected with rites
of passage, rehigious festivals, and enhancement of status). It 1s
commonly assumed that poor people principally use savings for
consumption aand social welfare and that high-income earners invest
their surplus funds 1n productive activities to increase income and
hence future consumption This implies that the poor are not interested
in 1mproving their economic and financial position. Our research in
Sr1 Lanka strongly suggests that the rural poor are very interested
In improving their economic lot. Low and irregular incomes, however,
make these individuals very sensitie to risk. In many cases individuals

S\
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living in a tiny community are influenced by that community’s norms
of what constitutes prudent and wise husbandry and what will be
regarded as avarice. Storing food for a social ceremony or a wedding
is acceptable. But saving large amounts for an nvestment and future
riches, while others go hungry, causes jealousy and criticism Indi-
visibility of investments and commodities presents particular problems
for households with low income To buy a tractor, a COW Or a SeWIng
machine o1 to build a house or dig a well for irrigation requires a
considerable outlay of cash, and hence a long savings period. This
has consequences for savings behavior. Particularly relevant are the
questions of whether to save individually or 1n groups and whether
10 keep savings at home or deposit them with a trustee.

Most people start to save individually, ai home. But as funds
accumulate the temptation to sacrifice part of th¢ >avings for pressing
daily needs grows The fear of theft and of the claims of prying
relatives also grows After a time, having 100 large a treasure 1n the
house 15 no longer convenient Savers who want to continue to expand
therr savings have to change tactics Several options are open; food,
goods, and money may be converted 1nto silver, gold, or ornaments,
for example In the case of women, ornaments are commonly regarded
as personal property that cannot lightly be claimed, even by relatives.
A villager once remarked to Boot that “a woman without ornaments
1s like a woman without a background—without a family to protect
her.” Gold and silver have the additional advantage of hedging against
inflation; they can eauly be converted back into money, they also
enhance status, and they may be pawned as loan security

The saver may also decide to hold funds 1n the custody of a
trustee. This could be a bank, a cooperative, a post office, or a credit
union. However, the rural poor rarely feel 1nchined to approach and
confide 1n an mstitution with which they normally have few dealings.
Despite attractive interest rates—commercial barks i Sr Lanka
offered rural depositors interest rates between 14 and 22 percent 1n
1980—there s still a preference for traditional custodians: the shop-
keeper, pawihroker, merchar ., and moneylender, the village priest;
a teacher, or sonieone of equal status The cautious saver will spread
savings over several trustees. Lele (1971) reported how Punjabi cul-
tivators customarily deposited returns from the sale of farm produce
with commuission agents as a matter of safety and convemence. In
Sri Lanka the Chetuars performed the same role 1n the past. These
deposits seldom carry any interest, but they often do have the function
of entitling the depositor to a line of credit. By saving with a group
or with person’ of a firm financial standing, the saver buys security,



236 Informal Saving and Credit Arrangements

Regular deposits establish a reputation of creditworthiness and loan
access in case of an emergency.

Group Arrangements

Savings clubs have a number of advantages over individual saving,
The saver sheds awkward liquidity, thus avoiding embarrassing claims
by relatives and friends. The club 1s also a safe depository; the cases
where a treasurer absconds with the money are rarc turther, a group
enhances discipline through contractual savings, because participants
agree to a regular and fixed contribution. Members of a cheetu
frequently state that they prefer positions toward the end of the
rotation cycle simply to be forced to continue the savings process.
Miracle, Miracle, and Cohen (1980) reported that informal savings
associations 1n Africa, through joint action, provide members a variety
of economic benefits, like a discount on bulk purchases or the exchange
of economic and market intelligence when traders and similar business
people band together

Illustrative examples of group saving in Sr1 Lanka are the com-
modity cheetu and the pilgrimage society In a commodity or article
cheetu, members make regular, equal deposits 1o a fund from which
each, 1n turn, will recetve the agreed article Members may benefit
from a price reduction by placing a joint order with a store. Although
still popular, commodity cheetu have experienced difficulties because
of inflation. After the first fuw rounds prices may go up so much
that the fund 1s no longer sufficient to accommodate the last few
participants Usually the lucky ea:ly receivers are reluctant to increase
their contribution to compensate late receivers

Pilgrimage societics are another group form of savings. It 1s
customary for Sr1 Lankans to visit a holy place during one of the
religious festivals By making the journey together members of a
pilgrimage socicty can bring down the costs of lodgings and bus fare
But inflation can catch participants by surprise In one case that |
came across, 42 members of a club tried to raise Rps 135 each by
depositing Rps 15 monthly for nine months with the female organizer,
who acted as tour operator This woman meanwhile used the accu-
mulated savings to finance her pri.vate business At the end of the
nine months, however. she refunded each member’s deposit, stating
that the tour was canceled because bus fares had gone up because
of rising fuel prices.

Mutual aid 1s at the core of numerous group-savings schemes. In
Asia the village rice bank is a common example. Participating
househo!ds contribute rice to a common stock from which loans 1n
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kind are made to needy members. Afier harvest, stocks are replenished.
Rice banks are found 1n Indonesia, India (Bailey 1964), and Korea
(Kennedy 1977) In Sri Lanka the rice cheetu 1s a modified form of
the rice bank Mutual aid frequently becomes the equivalent of an
insurance policy A protective fund 1s accumnulated to insure members
against large expenses connected with rites of passage like a birth,
coming of age, and a wedding or funeral. The most common example
is the death-aid society, found 1n even the poorest regions of Sri
Lanka. There are two types of such societies. onc collects funds only
when a death occurs, the other solicits regular contributions The
latier type 1s more Interesting, because some of these societies do
not stop at merely accumuiating funds that are left 1dle between
burials In a community where capital 1s scarce, this would be a
waste of valuable resources In Poddala, a village 1n the south of Sn
Lanka, the monthly fund of the local society used to be partly utihzed
to buy ceremonial paraphernalia that were loaned free of charge to
members ! But assistance was also given for hospitalization, birth,
and home 1mprovement, and the society even operated 1ts own home
for the aged Because this welfare—cum~-death-aid society had clearly
overextended 1tself financially, 1t shed most of 1ts welfare functions
1n 1980 and reverted to a purer form of burial society.

In other villages accumulated funds have been lent. Burgers and
Overheul found that burial societies in Kurunegalla and Kengalla
lent money to members for short periods. The society in Kengalla
had 30 members and maintained strict written rules. Meetings were
held weekly and attendance was obligatory. Loans were given against
collateral only. Members paid a 10 percent interest rate per month;
nonmembers paid 12 percent for loans. Intere.. income was added
10 the fund This burial society had gradually, possibly unintentionally,
taken on an 1mportant lending function.

There are 1n Sr1 Lanka numerous other, more loosely structared,
noncommunity-oriented organizations that have safekeeping and lend-
ing as their pnnmary aim Their existence clearly indicates that many
people do have a savings need, apart from the demand for credit
that 1s so often emphasized

Samagan and polipettve are regional names for one and the same
thing 2 The principal arrangement 1n all these group schemes is that
participants turn over their savings at regular intervals to an organizer
for safekeeping After a certain period, usually a year, a lump sum
15 returned that may or may not include a reward In the form of
Interest The organizer often uses the savings as working capital for
his or her own business, but 1s also expected to make loans to
members and usually to nonmembers as well. Schemes often end
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with the Sinhalese New Year when households make extra expenditures
for food and clothing.

A samagan in Binkome, a settlement colony in the soutt, has 22
members, each contributing Rps 10 monthly. Members may take out
a loan by paying interest, provided repayment 15 made within one
month. For a longer-term loan 10 percent per month 1s paid, with
nonmembers paying 20 percent. At the end of one year all savings
are returned and the dividends distributed. Those who took out loans
recetve half as much dividend as the members who did not borrow,
Total loans may never exceed 50 percent of accumulated savings,
The orgamizer admitted that he orgamized this samagan to acquire
working capital for his trading business.

In general, people judge their informal 1insitutions superior to
banks; a number of people said that 1t was impossible to get an
immediate loan from banks 1n times of need. The informal interest
rates are not considered excessive. In fact, some members take out
a loan at 10 percent per month and lend thc funds to nonmembers
at 20 percent. Moneylending 1s a normal part of village life.

The Cheetu

The cheetu is a rotating savings and credit association, similar to
those found under different names in all parts of the world (Bouman
1979). It 1s by far the most popular type of informal financial institution
in the country. The basic formula 1s very simple- A group of participants
make regular contributions to a fund that 1s given to each member
in turn. When 12 individuals contribute Rps 25 each in a monthly
cheetu, each of them will eventually receive a sum of 12 X 25 =
Rps 300 After 12 months each player has had a turn, and the cheetu
will disband or start a new cycle There may be more or fewer players
next time, shorter intervals (e.g., weekly) instead of monthly, and a
different contribution

The ROSCA 1s primarily a savings device. Members greatly ap-
preciate the discipline of contractual group savings, by which they
gradually accumulate a lump sum via small contributions. An extra
attraction 1s that most participants have access to this sum at an
earlier date than when saving individually Imagine that all participants
in the above cheetu are saving for a radio that costs Rps 300. Saving
in a solitary fashion Rps 25 per month, a person can expect to buy
a radio n the 12th month. In this cheetn, however, 11 of the 12
participants will realize an earlier purchase Each one will benefit in
this way from the arrangement, cxcept the recipient of the final round.

o~
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ROSCAs combine saving with lending. A member Saves until he
or she receives the fund, after which he or she starts to repay a loan
in installments. How the rotation of the fund 1s regulated affects the
respective debtor and creditor positions. The common distribution
alternatives are order of enhistriient, negotiation, jottery, and auction.
The choice 15 determined by the socloeconomic environment and the
needs and aspirations of members. When turns are allotted through
negotiation, factors sucn as seniority, marital status. personal need,
or social position may be decisive Compassionate or wcalamity cases”
customarily enjoy priority status, whereas persons who are considered
bad risks are put near the end of the cycle.

The lottery 1s the most popular way 10 determine rotation. Players
usually meet only once, at the beginning of a cycle, when lots are
drawn. After that the positions are known, and 1t 18 left 1o the organizer
1o collect contriputions and distribute these 1m accordance with the
result of the lottery Of course, individuals may arrangé between
themselves to change places or sphit turns This usually involves some
payment for the privilege of recerving the fund out of turn

In the auction cheetu the players compete with one another for
the collective deposit at each meeung and thereby determine the
order of rotation Imagin¢ 20 participants and a weekly contribution
of Rps 50 Each week there 1s a collective deposit of Rps 1,000 for
sale By bidding, 2 player states the amount he or she 1s willing 10
forgo 1n order t0 obtain the fund A thd of Rps 200 means that the
bidder 1s satsfied with collecting only Rps 800 instead of Rps 1,000,
leaving Rps 200 to be divided among the other participants. Every
player who has not already received the fund may bid The only
exception 1s the president, who always gets the first fund free of
discount Thu amounts forgone by bidders to obtain the fund are
Interest payments and administration charges Bids may g0 as high
as 50 percent—in this case Rps 500—so that participants 1n an
auction cheetu can reap handsome rewards. They do not, 1 owever,
recerve the full amount of the bid becausc the organizer of an auction
ROSCA always deducts a commussion before the rebate1s distributed.

Cheetu ruics vary frcm place to place and are decided at the first
meeting A successful bidder early 1n the cycle may share in the
rebates 1n subsequent auctions, under other rules the rebate will be
shared only by the nonrecipients A 50 percent bid represents an
extreme case, and a sensible president will often hmut the bidding,
arguitng that mgh discounts increase the potential for default. Com-
binations of both auctions and lottery are also possible.

Cheetu operations change with the environment. In agricultural
zones of poor or limited potential, 1n stagnant and backward econ-
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omies, and among low-1ncome groups, the lottery dominates. Auction
systerns make their appearance 1n rural areas with growth pc:ential
or with a diversified economy, as exemplified in Sr1 lanka by the
Jaffna peninsula, the southern wet zone, and the booming vegetable-
producing areas in Nuera Ehiya. They are also popular 1n towns and
cities and among shopkeepers, traders, merchants, and other business
people who use tiie cheetu to finance expansion and diversification,
Investors—eager for instant capital without much formality—are ready
to pay a high price, whereas the patient saver waits until the end,
collecting a harvest of interest payments. There 1s another clement
in the auction that the lottery lacks Sri Lankans are notorious
gamblers; even 1n remote areas I have met cultivators who bet on
horse races in England' Bidding 1n an auction introduces the spice
of speculation and excitement. An enterprising nlayer may pretend
keen interest in the auction when his sole aim 1s to harass other
members. The combination of eagerness for a loan and the fear of
loss of prestige can 1inflate bidding, increasing the discounts that are
offered and hence the dividends that can be earned. Naturally this
type of game also enhances the probability of default.

Cheetu Membership

One finds traces of cheetu 1n every corner of Sri Lanka, and
membership embraces all strata of society. Even the very poor have
their clubs with minimal deposits of one or twe rupees, a handful
of rice and sugar, or government-issued food coupons. There ars a
few peculiarities, though. One 1s the general atmosphere of secrecy
that surrounds membership. Kennedy (1977), writing about his ex-
perience 1n Korea, attributes this to the dubious official renutation
of ROSCAs. Officially, cheetu are also suspect 1n Sr1 Lanka, and the
government has enacted legislation 1n a vain attempt to control them.
In India, national legislation 1s also pending. The secrecy may have
sources other than fear of official disapproval Individuals appear to
make an effort to hude the extent of their involvement 1n cheefu even
from their friends and relatives. Members do not want to be constantly
harangued to share their savings with others. Even within families,
membership 1s sometimes a closely guarded secret

Many informants refer to a cheetu as a pastime for women If one
judges by numbers alone there are more female than male members.
But usually the men pay the greater part of their wives’ subscriptions,
and women also substitute for their husbands by having two stakes
in one cheetu or subscribing to two or more clubs. The term “pastime”
is hardly appropriate. Gone are the days when ROSCAs, as Geertz

<
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(1962) has put it, had a socializing function. Festive meetings, in
which members discuss community and other-than-financial affairs,
are now the exception 1n Sri Lanka. In most lottery societies players
meet only once to draw lots and decide the ranking order In auction
cheetu, although members still do meet. an atmosphere of business
prevails, with members going their own way after the auction 15 OVET.
The signs of growing individualization 1n Sr1 Lankan society are also
noticeable n cheetu.

Although a cheetnu may contain morc than 40 participants, the
1deal group size 1S judged to be 10 to 20 A small group means a
small fund. but faster rotation A larger group increases the size of
the collective savings, but also increases the chances of failure and
default It 1s difficult for people 1in an agricultural community, where
income is irregular, to make regular subscriptions 10 @ savings club.
The availability of off-farm income makes 1t easier to come up with
regular cash deposits. In the rural economy, ROSCAs tend to be
small. and their success greatly depends on the skill and financial
strength of the organizer.

Commissions and Default

A cheetu nvolves little administration. Organizers carry a small
notebook to keep track of both contributions and payouts. Recipients
are seldom requested to provide collateral, guarantors, or other forms
of security This makes the cheetu vulnerable but keeps costs down,
The important cost 1terns 1n a ROSCA are commissions and default
Although both miembers and organizers rarely discuss commissions
and frequently deny their existence, most presidents receive some
payment when a member collects his or her fund Payments vary
between 2 to 5 percent of total contributions In one instance I came
upon a novel way of extracting a COmmission In a club at 1llawakulam,
a village near the west coast. some members paid their contributions
partly in eggs The eggs were arbitrarily valued by the female president
below the going market rate. and this enabled her to make a profit
on egg sales.

Commussions reward organizers for their troubles and responsi-
bilities The organizer 1s responsible for keeping the cheetu alive,
collecting subscriptions, and pushing slow payers. In cases of default
the organizer has the option of accepting the loss, dividing 1t with
other players (with their consent), or dissolving the club and risking
his or her reputation In Sri Lanka regular cheeti meetings have
become rare. and players may have httle inkling of what goes on In
their club. This 1s the cost of the loss of the socializing function of
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cheetu. Because members are willing to leave organizational burdens
to the organizers, 1t 1s reasonable that organizers get a commission,
Default, 1n principle, 1s borne by the organizer Over time, organizers
have developed techniques to protect the ROSCA against such mishap,
At drawing time they juggle the lots to try to place doubtful cases
near the end of the cycle. They also collect contributions 1n parts,
making several rounds instead of one to remind members of their
obligations. They defer payment of funds or distribute funds in
installments, even when this causes dissatisfaction and grumbling
among recipients,

Organizers understandably do not relish talking about default. One
female president estimated that in a group of 12 members there 1s
bound to be | defaulter. With a certain measure of resignation she
volunteered that the defaulter 1s too often a relative That would put
the loss percentage at about 8, 1f the defaulter 1s the first recipient
(although this 1s unlikely, since the president knows her relatives’
reputations). If the default takes place halfway through the cycle, the
rate comes down to 4 percent This seems a fair estimate and would
explain why commussions seldom exceed 5 percent. The odds do not
seem to explain why a person would be willing to take the president’s
job, although receipt of the first fund free of discount provides
additional compensation

Profile of an Organizer

The profile of the cheetu organizer 1n Sr1 Lanka has undergone a
major face lift The amiable, social atmosphere of yesterday's ROSCA
is rapidly giving way to an impersonal version of a savings and loan
soctety. Cheetu membership no longer 1s confined to the small,
communal in-group where the members know each other Members
of a cheetu can be drawn from several villaces, and the auction
system 1s increasingly popular This has its implications for cheetu
strategy, calling for other mechanisms to regulate membership eh-
gibility, group size, rotation of the fund, credit rating, and repayment.
The recent high rate of inflation has also had an impact

The successful organizer nowadays 1s a businessperson with a sohd
financial reputation ? Only the financially strong can keep a ROSCA
afloat by making contributions for members who cannot pay on time
Moneylending has become a logical extension of prestding over a
cheetu, and many members confirmed in interviews that thev -egularly
borrow from the orgamzer. One of the attractions of joirning a savings
club 1s that 1t entitles participants to a line of credit in times of
need. Who else can offer this security but a person of financial repute?
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Business people, for their part, have strong incentives to organize
ROSCAs and stmilar types of savings schemes. It enhances their
reputation and creates goodwill. 1 have seen women in the very
popular and competitive catering business who, as a service to clients,
were expected 1o extend credit and organize ROSCAs to stay in
pusiness Another category 1S the shopkeepers who may have to fall
pback on cheetu 1o get custoriers to pay their bills

Organizers also have a piofessional 1nterest 1n savings schemes
because of the opportunity these schemes otfer for acquiring working
capntal They are generally entitled to draw the first fund. Others
arrange with players 10 collect contributions ahead of schedule, perhaps
weekly instead of at the end of the month They may also use
members’ contributions for short-term lending or 10 finance private
business. A week or a month’s respite 10 capital-scarce economies
may mean survival in the extrernely competitive short-term lending
market. Daily loans, carrying 10 percent interest, delivered 1n the
morning and repaid 1n the evening, are common in the atomized
market trade where a bunch of banznas 1s resold piecemeal, a pineapple
1s offered for sale 1n shces, and a box of sugar 1s sold 1n single lumps.

Finally there are cOmmIssions Small payments can become quite
attractive when an organizer presides over several clubs at a time,
when contributions are substantial, or when the rotation cycle is Very
short. Managing ROSCAs has become a profession that requires skill.
Unmistakably, there 1s 1n Sr1 Lanka a trend toward professxonahzation
of the job The days when such clubs were viewed as an agreeable
pastime are over

Conclusions

Discussions of the role of informal financial intermediaries 1n low-
income countries are usually colored by emotion, prejudice, and a
lack of facts (Barton 1979). Critics often charge that informal financial
services are too expensive for the poor. The assumptions of the
existence of monopoly profits and the vice-like grip of informal lenders
over their borrowers are part of the rationale for cheap formal credit.
A fair appraisal of the costs and benefits of infor mal financial service
15, however, 1mpeded by a lack of research One should not expect
monopoly profits to be terribly important, sincc there are few barriers
10 entry 1nto informal financial intermediation and competitive forces
generally prevail (Ladman and Torrico 1981).

Admuttedly, the financial services of informal intermediaries are
often costly. but when rural borrowers ar¢ presented with a choice
between cheap formal and expensive informal credit, they often choose



244 Informal Saving and Credit Arrangements

the informal. A survey of consumer finance by Sri Lanka's Central
Bank in 1973 estimated that the rural credit market share of the
insitutional sector was no more than 21 percent. Some 80 percent of
rural households, therefore, depended on informal-sector finance. Since
1977, a severe contraction 1n formal-sector cultivation loans has
increased the relative importance of informal credit.® A recent survey
in the Phdippines described a similar situation (Presidential Com-
mittee 1950).

Informal financial arrangements accommodate savers, borrowers,
and lenders 1n the rural economy. Poor rural households have special
incentives to save 1n order to balance uneven flows of 1acome and
expenditure and to devzlop lines of credit. Because of the smallness
of actual savings and the indivisibihty of prospective inves.ments,
it often takes individuals substantial time to save desired amounts.
Savers who want to shelter 1dle funds need to find a safe depository,
and they often do this in the informal sector in one of the multitude
of individual and group arrangements that exist.

The existence of traditional savings groups in the Third World
has been well documented. Less documented 1s the fact that many
such groups are presided over by moneylending entrepreneurs who
usually combine several roles storekeepers, rice millers, landlords,
input dealers. and traders. This type of entrcpreneur regards the
provision of financial services as a necessary cost element in the
enterprise. e or she creates goodw.ll and increases entrepreneurial
potential by orgamzing savings clubs, accepting deposits, and dis-
bursing credit. Savings supplement the working capital and lead to
closer personal contact. This allows the entrepreneur intimate knowl-
edge of customers’ financial standing and credit rating. Dealing with
only a small circle of persons n face-to-face arrangements greatly
facilitates his or her lending decisions and reduces both lenders’ and
borrowers’ transaction costs.

To the saver, the attractive part of these arrangements 1s that a
savings deposit creates a line of credit in times of need. Savings
purchase security, and the need for security in a survival economy
is compelling. The saver-borrower values the quick accessibility and
flexibility of the multiple services provided by these entrepreneurs.

But do households 1n developing economies really have a choice
between cheap formal and expensive informal lenders? As Gonzalez-
Vega (Chapter 10) and others argue 1n this volume, low interest rates
restrict the access of the poor to formal loans. Lenders, faced with
excess loan demand, ration loans to exclude the most costly, the most
risky, and the least influential individuals. An additional barrier to
access 1s the cumbersome administrative procedures that accompany
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formal lending, raising borrowers' transaction costs to levels that are
not much different from total costs of borrowing in the informal
market.

The repeated demand for small loans, coupled with the risk of
lending to agriculture, makes the cost of administering loans to
individuals in a penny economy very high. Formal lenders are sensitive
1o risk and cost and need strong incentives to lend 1n rural areas.
One incentive would be to allow them to raise interest rates on loans
10 levels similar to their costs of lending (Adams 1980). But to present
borrowers with a real alternative, formal lenders should also reduce
their elaborate machinery and paper work. More rapid handling of
loan applications would make formal lenders more competitive in-
termediaries.

Speedy handling of loan applications, 1n turn, requires accurate
credit rating of potential borrowers. One way to gauge someone’s
financial standing 1s tc offer savings-deposit facihties. The informal
lender, however. goes several steps further by combining group deposit
and lending facilities with a range of services that keep him or her
In constant touch with the chentele, thus providing superior infor-
mation In contrast to many formal lenders, informal lenders charge
differential rates of interest and reduce risk by diversifying into
product, input, and processing markets

The need 10 assemble accurate information through close personal
contact 1s restrictive. It 1s revealing that in the Philippines and Bolivia
most informal lenders serve only small numbers of borrowcre (Pres-
idential Committee 1980; Ladman and Torrico 1981). Th .. aiso
the case of Sr1 Lanka, where a moneylender typically serves only 20
10 50 borrowers. Likewise, the organization of informal savings and
credit clubs seldom involves more than 20 participants, indicating
the managerial limits of group lending.

A reevaluation of the role of informal finance 1n development 1s
i order, Formal lenders can learn much from informal lenders about
the strategies for rural financial intermediation. Informal lenders and
organizers of savings and credit groups succeed 1n providing valuable
services at a level where cooperatives, banks, and credit unions often
have to discontinue operations because of low repayment rates,
mismanagement, and substantial losses. Discontinuity 1n Services
undermines peoples’ confidence in public financial insitutions.

i Rural development planners need to change their views about
informal financial intermediaries. This should result in removal of
adverse legal restrictions (usury laws, Cheetu Ordinance, Chit Fund
Bill) and the discontinuation of campaigns against moneylenders when
no rehable data exist on their operations and practices. Instead of
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attempting to destroy informal intermediaries, innovative approaches
that build on their strengths are long overdue.

Notes

I am greatly 1ndebted to the Sarvodaya Research Centre in Colombo for its
support and to J. D Von Pischke and Dale W Adams for their comments
and editorial advice.

1. A village may have separate socteties for the rich and the poor, and
caste differences may also decide membership Gimimellegaha, a southern
village with only 579 families, has three different burial societies.

2. Sarragan Witerally means “company,” poli means “interest,” and pettye
means **box."

3 Other organizers are those w..> have a regular income In addition to
drawing regular monthly wages, people such as teachers and public servants
can fall back on salary advances.

4. Crop-production loans by the Peoples Bank—by far the most impo:tant
formal financial institution 1n rural Sri Lanka—fell from an all-time record
of Rps 365 mullion 1n 1977 to Rps 21.1 million 1n 1979-1980
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Savings Mobilization:;
The Forgotten Half
of Rural Finance

Robert C. Vogel

Providing loans at low rates of interest is widely believed to be
the only essential function of financial institutions in the rural areas
of low-income countries However, the evidence increasingly indicates
that policies reflected in low-1nterest-rate loans are failing to achieve
their basic objectives of promoting agricultural output and redistribut-
ing income to the rural poor Because credit 1s fungible, 1t 1s virtually
impossible to promote specific agricultural activities with low-1nterest
loans (Von Pischke and Adams 1980), and the main beneficiaries are
not the rural poor, because the subsidy implicit 1n low-1nterest loans
becomes concentrated 1n large loans to relatively wealthy farmers,
Moreover, as Bourne and Graham point out 1n Chapter 3, financial
institutions whose main function 1s low-interest-rate lending cannot
be self-sustaining in the long run. They must instead depend continually
on subsidized resources from some external source, typically their
government or some international donor

Ten years ago the AID Spring Review of Small Farmer Credit
pointed out many of the problems with the subsidized-lending ap-
proach to rural finance, and one paper was even devoted to emphasizing
the importance of voluntary savings mobilization (Adams 1973).
Nonetheless, rural finance projects 1n low-income countries have
continued to stress low-interest loans for agriculture while neglecting
savings mobilization 1n rural areas This bias toward lending 1s also
reflected 1n the literature on rural finance, papers on savings generally
ignore savings mobilization by financial intermediaries and deal instead
with the determinants of the portion of income that 1s saved rather
than consumed. The neglect of savings mobihization by formal financial
institutions stands in sharp contrast to the savings activities found
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in informal finance in rural areas, of low-income countries (Bouman
1977).

The neglect of savings mobilization can perhaps be explained in
part by the often-heard arguments that savings cannot or should not
be mobilized in rural areas of low-income countries. It 1s said that
most of the rural population has no margin for saving over consumption
and, 1n any case, does not respond to 1ncentives such as higher
interest rates. It 1s argued that if financial institutions were encouraged
to mobilize savings aggressively, savings would simply be diverted
from one institution to another or from rural to urban areas, and
higher interest payments 10 depositors would drive the 1nstitutions
toward bankruptcy or force them to lend outside of rural areas where
luigher returns can be obtained A more basic explanation for the
neglect of savings mobilization may be that 1t 1s inconsistent with
policies of low-1nterest-rate lendin,

This chapter 1s divided 1nto two main sections. The first outlines
four reasons for savings mobilization being an essential part of rural
finance pohcies The sccond describes 1n some detail the successful
U.S. Agency for International Development and Banco Nacional para
las Cooperativas (AID-BANCOOP) savings-mobilization project that
was carried on in Peru during 1979-1981. This project shows that
savings can be mobihized 1n rural areas of low-1ncome countries when
the proper incentives are present. The theoretical arguments 1n favor
of savings mobihization together with the success of the AID-BAN-
COOP project strongly contradict the arguments already cited as to
why savings should not, or cannot, be mobihized. Furthermore, the
experience with credit unions under the AID-BANCOOP project
suggests that the desire to maintain jow-interest lending policies, and
not the arguments agatnist savings mobilization, are the main reason
for the neglect of savings mobihzation.

Four Arguments in Favor of Savings Mobilization

Income Redistribution

More equitable income distribution is an important objective of
rural finance policies. Policies that improve savings opportunities can
do far more to redistribute income toward the rural poor than projects
based on low-1nterest-rate lending. Low interest rates create an €Xcess
demand for credit, thereby forcing financial institutions to ration
credit away from small borrowers without traditional collateral who
are perceived to be risky and costly to serve (Vogel 1979). Such
rationing consists not only of loan refusals but also of transactions
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ability to Teciprocate (Bouman 1979)

The most Important service that financial Institutions can provide
for rural savers 1s the opportunity to hold hquid deposits paying
interest rates that are positive In real terms Withouy this, the rural
poor hold 3 variety of inflation hedges, many of which earn very
low rates of return, and pay an inflation tax on any cash and depos;tg
held for current obligations, The rural nonpoor, on the other hand,
can often avoid these unfortunate alternatives by nvesting in trade,
industry, or land, possibly 1 urban areas There 1s another myth,
also mentioned earlier, that most of the ruraj population does not
respond to interest-rate Incentives. This view s often based on response

rates on deposits are raised significantly, byt financial Institutions
are expected to continue lending at Jow rates of interest, These
Institutions respond quite logically by dlscouragmg deposits. Instead
of convenient locations and hours of operatton, rapid service, and 3



Savings Mobilization 251

Resource Allocation

Improved resource allocation is the second argument in favor of
savings mobilization. Effective savings mobilization by financial in-
termediaries draws resources away from unproductive investments,
especially 1nflation hedges, as the opportunity is provided to make
deposits that earn positive real rates of interest (Vogel and Buser
1976) These resources can be on-lent by financial intermediaries for
those activities that promise the highest rate of return (Shaw 1973;
McKinnon 1973) Some arguments frequently heard against savings
mobilization can actually help to clarify the ways 1n which effective
savings mobilization can 1mprove resource allocation It 1s said that
aggressive savings mobilization by one institution or one¢ type of
mstitution will only divert deposits from other stitutions with no
gain to society. However, this neglects the gain 10 Savers, who would
not have moved their deposits without being better off, and the fact
that the financial 1nstitutions carning the highest risk-adjusted returns
on funds entrusted to them will be able to compete most effectively
for savings

1t 15 also argued that no additional savings will be generated because
the rural population will not save more of their incomes 1n response
to higher 1nterest rates or other improvements 1n services for depositors
Such arguments confuse the flow of saving with the allocation of a
stock of savings among competing assets and raise the question of
whether savings allocated to inflation hedges, such as consumer
durables, should be counted as saving Or as consumption. Regardless
of whether more 1s saved out of income, which 1s an open question
both empincally and theoretically, effective savings mobilization can
deploy the stock of assets of the rural population 1r: more productive
ways.

Arguments for savings mobilization are sometimes resisted by the
assertion that higher interest rates for depositors will force rural
financial institutions to lend outside of rural areas and outsiae priority
sectors 1n order to obtain higher returns. But because credit 1s fungible,
these resources are already flowing toward higher returns, often at a
higher cost to society from the circumventing of credit controls.
Attempts to control credit allocation not only 1mpose unnecessary
costs on society but also rob policymakers of important information.
Incentives to misreport credit use mask the flow of resources away
from prionty sectors, hiding from policymakers the importance of
removing the distortions that depress returns 1n rural areas (Larson
and Vogel 1980).
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Financial Institutions

The positive effect of savings mobilization on financial institutions
is the third argument in favor of savings mobilization. Financial
institutions neglecting savings mobilization are incomplete institutions,
They not only fail to provide adequate services for rural savers, but
they also make themselves less viable, as can be seen most clearly
in the high rates of delinquency and defauli that plague most agri-
cultural development banks (Vogel 1981) When financial 1nstitutions
deal with clhients only as borrowers, they forgo useful information
about the savings behavior of these clients that could help to refine
estimations of their creditworthiness Furthermore, borrowers are
more likely to repay promptly and lenders to take responsibiity for
loan recovery when they know that resources come from neighbors
rather than from some distant government agency or international
donor. Financial institutions that mobihize savings effectively from a
variety of sectors are also likely to have » ‘ontinual flow of resources
available for lending, whereas those that neglect savings mobilization
are 1nevitably subject to the feast-or-fam:ne cycle of government and
donor projects Belief 1n the future availabihity of loans on a timely
basis can be a strong incentive for borrowers to repay promptly.

Incentives

Savings mobilization provides appropriate incentives and discipline
not only for rural financial markets and institutions but also for
governments and international donors. The fourth argument 1s that
financial 1nstitutions are hkely to have lttle interest in savings
mobulization or loan recovery when cheap funds arc available through
government loans, central bank rediscounts, or loans from international
donors. It 1s largely ignored that the volume of resources that can
be obtained through effective programs of savings mobilization and
loan recovery 1s potentially far greater then the most optimistic
estimates of the amount of subsidized loans and giants available from
governments and international donors (Adams 1978) Emphasis on
savings mobilization 1s also incompatible with programs of low-
interest-rate lending because financial institutions cannot be expected
to mobilize savings and on-lend them at interest rates that cover
netther interest payments to depositors nor administrative costs. It
has sometimes been alleged that government officials use subsidized
lending as a means to distribute patronage (I.adman and Tinnermeser
1981). If true, this provides another reason for imposing the discipline
of savings mobilization. International donors who find rural finance
projects a convenient way to transfer resources to low-income countries
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should also find accompanying incentives to encourage rather than
retard savings mobilization.

The AID-BANCOOP Savings Mobilization Project

In mid-1979 the US Agency for International Development (AID)
imtiated a small two-year project 1n Peru supported by a US$500,000
grant to the Banco Nacional para las Cooperativas (BANCOOP), half
for a credit fund and half for technical assistance. The technical
assistance included support for opening new BANCOOP offices 1n
the two target areas of Huancayo and Tingo Mana, the creation of
a new BANCOOP division 10 provide technical assistance within
BANCOOP and to cooperatives 1n the target areas, and an adviser
1o work with BANCOOP. Assistance with savings mobihzation was
1o be directed not only 10 BANCOOP 1tself but also through BAN-
COOP 1o credit unions 1n the 1wo target areas. The credit fund and
some of the technical assistance werc designed to support BANCOOP’s
rural lending activities, but the following discussion focuses primarily
on the experience with savings mobilization.

BANCOOP 1s not a bank under Peruvian law, but performs most
banking functions such as recerving deposils and making loans.
BANCOOP 1s a second-level cooperative Its directors are elected by
the cooperatives that have become members by making capital con-
tributions to BANCOOP. Nevertheless, BANCOOP deals not only
with its member cooperatives, but also with nonmember cOOperatives,
individual members of cooperatives, and the general public. BAN-
COOP was selected by AID 1o be the focus of the project for two
main reasons: (1) BANCOOP was already following a pohcy of high
Interest rates on loans and deposits within the limits imposed by
Peruvian regulations, and (2) BANCOOP had been reasonably suc-
cessful as an urban-based operation and was interested 1n expanding
In rural areas. In order to understand the very adverse environment
n which BANCOOP 1nitiated savings-mobilization activities, 1t is
useful to discuss first the recent experience of credit unions in Peru.

After years of impressive growth, Peruvian credit unions began 10
falter 1n the mid-1970s, largely as a result of a dramatic upsurge of
inflation and the farlure of credit unions 1o adjust their interest rates.
From the early 1950s through 1973 the rate of inflation in Peru
averaged less than 10 perccat per year, but accelerated to over 30
percent per yea: wn 1976 and 1977 and later chmbed to over 50
percent. Until mid-1976 intercst rates were ngidly controlled by the
Peruvian Central Bank at 5 percent on savings deposits, 7 percent
on time deposits, and 12 percent on short-term loans. These interest-
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rate ceilings were raised somewhat 1n mid-1976 and substantially
during 1978. In 1979 and 1980, the main period of concern for this
chapter, the ceiling rate on savings deposits was 30 5 percent, and
time deposits of one-year duration earned up to 35.5 percent. The
stated ceiling rate on loans was 32.5 percent, but effective rates of
60 percent or higher could easily be charged through the use of
commuissions, compensating balances, and other devices. Early 1n
1981 1nterest-rate ceilings were again raised sigmificantly, to 505
percent on savings deposits and 54 percent on one-year time deposits,
with a stated ceiling rate of 49.5 percent on loans

When the AID-BANCOOP project was initiated in 1979, none of
the five major credit unions in the two target areas had raised their
interest rates, continuing the tradition of charging | percent per month
on loans With such low rates on loans, they were unable to compete
effectively for time and savings deposits because other financial
institutions, especially commercial banks, quickly took advantage of
the increases 1n 1nterest-rate ceilings. The credit unions continued to
rely almost entirely on members’ capital contributions, with dividends
limited to 6 percent per year by Central Bank regulations.

Interest-rate policy created perverse incentives and serious problems
for the credit unions On one hand, members have a strong incentive
to borrow as much as possible, because when 1nterest rates on loans
are far below the rate of inflation, 1t means that borrowers have to
pay back 1n real terms much less than the amount borrowed On the
other hand, members have little or no incentive to save with their
credit unions, becauie the purchasing power of deposits 1s rapidly
eroded by inflation when adequate 1nterest rates are not paid Members
who make capital contributions to therr credit unions do so primarily
to secure a:cess to loans, loans can be as much as three times the
amount of a member’s capital contribution under the regulations of
most Peruvian credit unions \

The results of these interest-rate policies can readily be seen in
the serious problems cxperienced by credit unions in the two target
areas of the AID-BANCOOP project (Gadway 1979). There were
increasing complaints of severe shortages of loanable funds, as mem-
bers’ demands for low-interest loans far exceeded their capital con-
tributions and meager time and savings deposits Disgruntled members
who were told that their approved loans could not be disbursed
because of a lack of funds, or that there was no point in evea applying
for a loan, often ceased making capital contributions and became
inactive. For some credit unions the loss of active members created
serious repayment problems, as members saw no pownt in repaying
old loans when the prospects for obtaining new loans were bleak. In
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addition, many credit unions experieaced substantial operating deficits
as stagnant interest income failed to keep pace with inflating operating
costs, and even those that grew 1n nomunal terms saw the purchasing
power of their capital dramatically reduced after the mid-1970s.

Savings Mobilization by BANCOOP

BANCOOP initiated 11s savings-mobilization activities 1n the two
target areas 1n late 1979 1n this adverse economic environment. In
addition to having experienced rapid inflation, the Peruvian economy
had shown no rcal growth in several years, and BANCOOP also faced
potentially formidable competition from financial institutions, in-
cluding commercial banks. Nevertheless, as shown in Table 20.1, by
mid-1980 each of the BANCOOP target offices had already mobulized
far more than the overall mid-1981 goal of US$150,000." The growth
1n time and savings deposits. whether deflated to real soles or converted
1o dollars, continued beyond the end of the project and spread to
BANCOOP offices outside the taiget arcas. By October 1981, these
deposits were equal to more than US$! milhion for the Huancayo
and Tingo Mana offices and more than US$5 muilion for all of
BANCOOP The success of savings mobilization, beginning 1n Huan-
cayo and Tingn Marna, has changed the financial structure of BAN-
COOP. as time and savings deposits have substantially surpassed
demand-deposit balances Furthermore, according to figures from the
superintendent of banks, deposits at BANCOOP grew far more rapidly
during 1980 and 1981 than deposits at commercial banks or other
financial institutions

The change in BANCOOP’s financial structure has not always been
welcomed by BANCOOP officials. Especially in the early stages of
the project, BANCOOP officials wanted to mobilize inexpensive
resources through demand deposits and capital contributions from
member cooperatives, rather than through time and savings deposits,
requiring substantial 1nterest pavments. However, the hope of mo-
bihzing low-cost resources proved to be illusory. As in the case of
credit unions. members make capital contributions 10 request loans,
so BANCOOP found that capital contributions increased loan demand
more than the supply of resources available for lending Demand
deposits have not provided a ctable source of funds for lending,
because inflows and outflows have been large relative to balances,
nor have they been low cost, because of the clerical expenses involved.
In spite of managers’ 1mtial reluctance, time and savings deposits
have become the main source of funds for BANCOOP, and the cost
of mobilizing these deposits has been far surpassed by the interest
earned on the resulting loans.



Table 20.1 BANCOOP's Selected Month-End Deposits Balances

(Thousands of Current U.S. Dollars)

Total BANCOOP

Huancayo Office

Tingo Maria Office

Demand Savings Time Demand Savings Time Demand Savings Time
Deposits Deposits Deposits Depoelts Deposits Deposits Deposits Deposits Deposits
1979
November 625 258 274 60 8 9 58 27 28
December 926 306 329 77 18 9 92 95 47
1980
January 991 322 258 66 21 22 172 108 63
July 1,583 ~ 793 835 . 212k 109 291 . 135 . 216 101
December 1,746 1,216 . 1,113 .~ 136 164 T.286". - 122 345 106
January 1,578 1,203 1,129 114 162 - 254 © 106 ' 311 122
July 1,627 2,151 1,553 . 101 25£ 140 166 487 140
October 2,419 3,314 2,141A ‘ 8? . 263 155‘ ) i314v; 602 177
Source: BANCOOP unpublished reports.

Y4
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Analysis of the BANCOOP experience clarifies certain factors that
appear to be crucial for successful savings mobilization. First is the
payment of high interest rates on time and savings deposits, the
maximum permitted under Peruvian regulations, 1n order to compete
with other financial institutions and to draw resources away from
inflation hedges and cash hoards However, regulated 1nterest rates
on deposits continued to be negative 1n real terms throughout 1979
and 1980 and thus were not as effective an incentive as they might
have been The rapid growth of time and savings deposits at BAN-
COOP during 1981, especially relative to demand deposits, may be
related to the substantial increase 1n 1nterest-rate ceilhngs at the
beginning of 1981.

Confidence of depositors 1n a financial institution and good service
for these depositors are other factors that are crucial for successful
savings mobilization. In the quahty of service for depositors, BAN-
COOP has usually, but not always, compared quite favorably to other
financial mstitutions, especially commercial banks Good service and,
10 some extent, depositor confidence depend on employee performance,
which 1n turn depends on employee morale and appropriate incentives.
BANCOOP's savings campaigns, 10 be described, have usually involved
specific 1ncentives for employees tied 1o the amount of time and
savings deposits mobihzed.

BANCOOP's office in Huancayo serves a much more heavily
populated area than the office in Tingo Maria opened several months
earlier than the latter office. But as shown by the data 1n Table 20.1,
the Tingo Maria office mobilized substantial amounts of ume and
savings deposits 1n late 1979 and early 1980, especially during the
first savings campaign, whereas the Huancayo office mobilized almost
nothing until March 1980. It was found that attempts by a member
of BANCOOP's board of directors from Huancayo to ntervene in
the day-to-day operations of that office had led to a high rate of
turnover 1n managers and other key personnel during most of 1979,
This, 1n turn, harmed employee morale and reduced public confidence
in the Huancayo office. In addition, the incentives used 1n Huancayo
during the first savings campaign created serious doubts as to whether
any rewards would actually be paid.

Effective savings mobilization campaigns are¢ the final factor to be
discussed of those that were crucial to BANCOOP's success. In
addition 1o incentives for employees, the three campaigns run during
1980 had two other important features: effective publicity and attractive
prizes. The first campaign, which began in December 1979 and ran
through mid-January 1980, involved free 1nstant photographs for those
who deposited small amounts. a raffle of cameras, and free cameras

\
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for those who made large time deposits. The second campaign, which
ran from early February until April, involved a raffle of school supplies
and bicycles, free school supphes for small deposits, and free bicycles
for large time deposits. The third, which began in July and ran until
September, featured raffles of color television sets and other electrical
appliances and immediate prizes of these articles for those who made
large time deposits. The increases in time and savings deposits at
the Huancayo and Tingo Maria offices were unusually large during
most of the campaign periods.

The figures 1n Table 20.1 also reveal that since mid-1980 time and
savings deposits have tended to grow faster at the BANCOOP offices
outside the target areas. This 1s not due to shortcomings in the
Huancayo and Tingo Maria offices, but rather to the adoption of the
same savings-mobilization techniques by other offices. An interesting
question 1s why this took so long. One reason may have been the
underpricing of funds for interoffice transfers, which has since been
corrected. But the main reason seems to have been the imitial belief
of most BANCOOP officials that savings-mobilization campaigns were
too costly unless paid for with AID funds. This belief proved incorrect,
as the costs of the savings campaigns (divided about equally among
publicity, prizes, and incentive payments to employees) averaged only
about 2 percent of the amounts mobilized, only a small fraction of
the interest payments on these deposits.

Analysis of Depositors and Deposits

Prehminary analysis has been made of the more than 3,000
individual savings accounts opened at BANCOOP target offices through
August 31, 1981 (Burkett 1981).2 This analysis indicates more fully
the importance of savings-mobilization campaigns, as the number of
accounts opened during campaign periods and the balances in these
accounts substantially exceed the noncampaign periods. In addition,
some interesting differences emerge an..ng the three campaigns. The
first campaign tended to be the least successful, perhaps due to the
importance of learning by doing The second campaign, which focused
on school supplies, brought more new accounts than the third ¢om-
paign, which focused on color televisions and other elect~ical apph-
ances. Not surprisingly, however, the third campaign tended to bring
larger deposits. A fear frequently expressed early in the project was
that deposits made during campaign periods to obtain prizes would
be quickly withdrawn. Ratios of month-end balances to initial deposits
show that this did not occur.

Preliminary analysis has also been made of the characteristics of
BANCOOP savings-deposit holders with respect to marital status,
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sex, distance from the relevant BANCOOP office, and occupation
(Burkett 1981).3 Perhaps the most interesting of these characteristics
is occupation. According to the 1972 Peruvian census, the population
of the provinces served by the Huancayo office 1s 35 percent rural,
and 42 percent of those economically active are engaged 1n agriculture.
For the province served by *he T'rgo Marna office, the figures are
67 percent rural and 66 percent engaged 1n agriculture The occupations
of the BANCOOP deposit holders reflect these differences in the
underlying population. The Huancayo office serves a broad range of
occupations, but relatively few farmers, whereas the Tngo Maria
office predommantly serves farmers. In addition, balances 1n the
savings accounts of farmers tend 10 be larger than those of other
occupational groups, so that BANCOOP seems 10 be reasonably
successful 1n reaching the rural population for which the project was
designed. Furthermore, according to figures from the superintendent
of banks, the balances in BANCOOP’s savings accounts are less
highly concentrated 1n large accounts than 1s the case for commercial
banks.

In addition, interviews were carried out with a random sample
of 85 BANCOOP savings-deposit holders at the Huancayo office and
a control group of 85 individuals who were not BANCOOP depositors
(Poyo 1981).% The sample of BANCOOP depositors corresponded
quite closely to the universe of BANCOOP depositors 1n the char-
acteristics mentioned above, and the control group turned out to be
quite similar 10 the BANCOOP sample 1n economic status and other
characteristics The main reason given for saving by BANCOOP
depositors, and by those 1n the control group who stated that they
had savings, was for possible emergencies. Other reasons were much
less important but included future \nvestments, the ability to obtain
a loan more easily, future consumption, and earning interest, 1n that
order of importance.

When those interviewed were asked why they chose a particular
financial institution, the main differences were not between BANCOOP
depos:tors and nondepositors, but rather between individuals who
were members of credit unions and those who were not. For credit-
union members, the possibility of obtaining a loan was clearly
predominant, followed by confidence 1n the institution. with almost
no weight given to any other factor.? Those who were not credit-
unton aembers placed as much, or more, weight on good service,
location, hours, and interest payments. Promotional campaigns were
not indicated to be important, but elsewhere BANCOOP depositors
stated that rado. television, and newspapers were the primary means
through which they came 1o know of BANCOOP. Such publicity 18
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a key component of savings campaigns. In addition, a substantial
majority of BANCOOP depositors and the control group looked
favorably on raffles by financial institutions,

The nterviews also collected interesting information about sources
of savings deposits From the arguments against savings mobilization
and the view that deposits in different financal 1nstitutions are close
substitutes, 1t might be expected that transfers from another institution
would be the main source. However, only two BANCOOP depositors
and none of the control group gave that answer In addition, when
asked what they would have done with funds i1f they had not been
deposited at BANCOOP (or some other institution), both consumption
and investment ranked well ahead of deposits at another financial
institution. Furthermore, a major reason that those 1n the control
group gave for not being clients of BANCOOP was that they already
had an account at another financial institution. Also, the control group
often stated that they held savings in the form of cash, inventories,
or consumer durables, something depositors almost never did.

Other Project Characteristics

Two other aspects of the AID-BANCOOP project merit brief
discussion: BANCOOP’s lending performance and the savings mo-
bilization by credit unions. Under thc impact of inflation BANCOOQOP
had drastically shortened the maturity of its loan portfolio and had
shifted away from cooperatives and toward nonmembers, both busi-
nesses and individuals Successful savings mobihzation has allowed
BANCOOP to expand 1ts lending to cooperatives and to the agr-
cultural sector in real terms since the beginning of the project. However,
uncertainties surrounding the continuing rapid inflation 1n Peru have
kept the maturity structure quite short (Wohanka 1980).6 In addition,
nominal interest rates on BANCOOP loans may still be too low, as
reflected 1n continuing excess demand. With well-known and con-
veniently located clients demanding all the funds that BANCOOQP is
mobilizing, there 1s no incentive for BANCOOP to develop new
lending techniques or to search for new clients in more remote rural
areas. BANCOOP has also experienced difficulties in lending to some
cooperatives that hold the view that BANCOOP, as a bank for
cooperatives, should provide cheap funds

Under the AID-BANCOORP project technical assistance has been
available from BANCOOP to help credit unions 1n the target areas
with savings mobilization, but these credit unions have been slow to
accept higher-interest-rate policies. By the end of 1979, only two of
the five major credit unions 1n the target areas had raised their
interest rates. One of these changed 1ts interest-rate policies only after
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it had reached the verge of collapse and had received an inordinate
proportion of the project’s technical assistance in the form of detailed
analysis and persistent explanation of the consequences of its low-
interest-rate pohicies (Gadway 1979). The other, however, quickly
raised 1ts interest rates to the maximum permitted under Central
Bank regulations. These credit unions subsequently received some
technical assistance with savings mobilization from BANCOOP and
together mobilized approximately the amount of savings that was
established as the project goal for all credit unions in the two target
areas.

Each of the other three credit unions finally raised 1ts interest rates
during 1980, but 1n each case 1t was too Iittle and too late to be
effective for mobilizing savings under the project. One credit union
was convinced to raise interest rates on loans because of operating
losses, but the importance of raising interest rates sufficiently to
compete with other financial 1nstictions for savings was not rec-
ogmzed. A second raised rates 10 the maximum permitted on time
and savings deposits, but gave SO little publicity to these changes
that several employees of the credit union were unaware of the change.
Both of these credit unions also experienced considerable turmoil 1n
early 1981 resulting 1n major changes in management The last credit
union did not make any changes 1n interest rates until almost the
end of 1980, and the increases finally made were trivial. Such
shortcomings in BANCOOP’s lending performance and n savings
mobilization by credit unions gave these aspects of the project a
mediocre rating 1n the official evaluation, in contrast to the outstanding
%l;;de for savings mobilization by BANCOOP (Adams and Larson

1).

Conclusions

The AID-BANCOOP project shows clearly that savings can suc-
cessfully be mobilized in rural areas of low-income countries. Moreover,
many of the benefits described under the four arguments in favor of
savings mobilization appear to have been achieved. Rural savers were
benefited as they deposited their savings at BANCOOP in response
to high interest rates and other elements of good service that were
provided. Lending by BANCOOP to priority sectors 1n the target
areas also increased, but some of BANCOOP’s newly mobilized
resources undoubtedly flowed toward higher rates of return 1n other
sectors and areas because of the distortions that have tended to keep
Teturns low in Peruvian agricuiture. Successful savings mobilization
has made BANCOOP less dependent on governments and international
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donors for subsidized funds and also appears to have made BANCOOP
more financially viable through increased profits and reduced loan
delinquency.

The 1mportance of the fourth argument, that savings mobilization
provides appropriate incentives and discipline for rural financial
markets and 1nstitutions, can best be seen by examining more closely
the mediocre performance by credit unions. This highlights some of
the problems that can be anticipated in projects that emphasize
voluntary rural savings mobilization. At least four reasons can be
suggested for the reluctance of Peruvian credit unions to change their
interest-rate policies, even when such changes were so clearly necessary.
First, credit unions may simply be confused by cooperative rhetoric.
Members may genuinely believe that raising interest rates on loans
would be usurious and that problems can best be dealt with by
appeals to altruism, against the economic rationality of individual
members. Second, members who are on boards of directors or key
policymaking committees may have better access to credii-union loans
than most other members and may use the rhetoric of couperativism
to keep interest rates low on loans for their personal benefit. Third,
credit-union board members and management change frequently and
often have little professional knowledge of economics or finance. They
may view as very risky and of little potential benefit any departure
from traditional policies Fourth, credit unions continually hope for
some low-cost source of funds through which they can avoid the
unpleasantness of raising interest rates to compete for savings FEx-
perience with governmert agencies or international donors often
suggests that such funds may be forthcoming

The fourth reason for the reluctance of credit unions to raise
interest rates appeared to cause some problems for BANCOOP's
relationship with credit unions under the project. As indicated above,
some cooperatives expected low-interest-rate funds from BANCOOP
because 1t 1s the bank for cooperatives Moreover, the fact that
BANCOOP had received a grant from AID had been widely publicized
throughout the Peruvian cooperative movement Thus, when BAN-
COOP officials visited credit unions n target areas, often in the
company of AID consultants to the project, the credit unions expected
offers of low-interest-rate funds from BANCOOP and were keenly
disappointed when all they received were offers of technical assistance
with something for which they had no great enthusiasm. In addition,
BANCOOP had no specific incentives to provide technical assistance
with savings mobilization to the credit unions. It does not appear
that BANCOOP feared compe*1tion for savings from the credit unions,
but rather that the scarce technical-assistance resources that BAN-
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COOP might devote to the credit unions would thereby be lost to
BANCOORP 1tself.

In spite of the problems encountered with credit unions under the
AID-BANCOQOP project, or more generally 1n Peru and other low-
;ncome countries, these institutions appear to have considerable
potential to serve the rural poor They can be secen as a natural
outgrowth of indigenous savings and credit socicties, and they possess
some 1mportant advantages in information about their members as
both savers and borrowers Unfortunately, Inttle attentior. has been
paid to understanding the incentives that govern the behavior of such
jstitutions or to incorporating Into projects incentives that will
encourage cffective savings mobihizaticn The four arguments 1n favor
of savings mobilization and the experience of BANCOOP show that
voluntary savings can and should be mobihized in the rural areas of
low-tncome countries The experience of the credit unions 1ndicates
not only some of the difficulties in implementing successful savings-
mobilization projects but also what happens to financial institutions
that fail 1o mobilize savings The challenge for government agencies
and international donors 1s to supplement the resources available n
rural areas of low-tncome countries in ways that take incentives 1nto
account and thereby encourage rather than retard effective savings
mobilization,
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indebted to many individuals for 1nsights into finance 1n developing countries,
iSDCCIally to Dale W Adams, FJ.A Bouman, Claudio Gonzalez-Vega, Edward
Shaw, and many of the participants in The Ohio State Umiversity rural-
finance program. However, none of these individuals or institutions 1s re-
sponsible for the views expressed or errors remaining in this paper.

1. For two reasons this 1s a conservative measurc of the amount of savings
mobilized First, 1t entirely omits savings deposited but subsequently with-
dravn, Secand. 1t 1s calculated 1n dollars at the exchange rate for cach month,
rather than when the savings were raobihized The exchange rate moved from
250 soles per dollar 1n late 1979 to almost 500 in late 1981

2 Time deposits arc not vet included 1n the analysis because data from
the Huancayo office were incomplete.

3 It would have been useful to have ashed BANCOOP depositors for
more information. However. such questioning was kept to a minimum because
U could have reduced the cffectiveness of savings mobilization by the
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imposition of additional transactions costs on individuals opening new
accounts.

4. Interviews could not safely be carried out for the Tingo Maria office
because of 1llegal coca production 1n the area. In Huancayo, the nonresponse
rate was quite low Nonresponses resulted not from refusals to answer, but
rather from the tnability to locate depositors (of these, almost all had small
inactive accounts)

5. Such views are not surprising given the recent history of Peruvian
credit unions.

6. Wohanka (1980) also evaluates the impact of successful savings mo-
bilization on BANCOOP's financial viability and finds it to be favorable,
although accounting procedures for delinquent loans make BANCOOP’s stated
profits dubious.
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Working Capital and
Nonfarm Rural Enterprises

Peter Kilby
Carl E. Liedholm
Richard L. Meyer

Research on rural financial markets in developing countries has
largely ignored nonfarm rural enterprises. The 1973 AID Spring Review
of Small Farmer Credit represented an ambitious attempt to sum-
marize theory and empirical evidence about rural finance! Never-
theless, the nonfarm sector 1s only rarely mentioned in any of the
papers presented 1n this extensive review Only a few recent articles
and reports can be found on some aspects of financing the rural
nonfarm sector, and yet this sector accounts for a substantial portion
of the work time of from 30 to over 50 percent of the rural population
(Chuta and Liedholm 1979, Meyer and Larson 1978). Of this very
important segment of the rural economy, only marketing and certain
processing industries have received scrutiny from economists. The
efficiency of nonfarm firms and the constraints to their development
are not long-standing questions This neglect holds even 1n the much-
researched area of rural financial markets, where the fungibility of
finance implies that nonfarm act'vities are an integral part of household
financial analysis, yet, for lack of a comprehensive set of household
accounts, thesc activities are usually ignored by researchers and
policymakers.

There arc several reasons why the provision of working capital to
small nonfarm cnterprises in rural areas may be important First, in
a number of surveys a shortage of working capital 1s reported by
entrepreneurs as their first- or second-most pressing problem.? Second,
private capital markets have generally not served the nonfarm sector
because of an absence of collateral and because of the high costs of
gathering information. Although public lending programs, concerned
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with launching relatively ldarge “modern” enterprises, have responded
n part by providing long-term capital, there are very few schemes
that provide short-term finance Third, working capital appears to
be a relatively larger component of total capital for smaller enterprises
than for larger ones? Fourth, the prospects for an efficient lending
operation should be better for short-term credit because of short
gestation and quick turnover, both of which imply a more rapid
learning process for the lender. Finally, lender risks should be lower
than those associated with fixed-capital loans 1inasmuch as working-
capital loans are sel-liquidating when geared to actral or prospective
production orders

Nonfarm Rural Enterprises

Most microeconomic reseaich deals with a single enterprise or
group of enterprises. Typically, specialists 1n agricultural finance
assume that the only commercial activity of the borrower’s household
1s farming. Likewise, researchers and decision makers in the small-
industry field assume that industrial borrowers have no commercial
commitment other than manufacturing Failure to consider multiple
commercial activities leads to faulty analysis of resource allocation
and to development schemes that do not achieve their objectives.

A more realistic modeling of the diversity of rural households 1s
presented 1n Figure 211 A household of Type A 1s the one most
frequently considered 1n farm management analysis. It :s assumed
that 100 percent of the productive time 1s spent 1n year-round farming
acuvities, Type D 1s the one assumed by the small-industry specialist:
The sole commercial activity 1s manufacturing These pure types,
however, probably account for less than half of rural households. In
Type B the household mixes farm and nonfarm enterprises, such as
manufacturing, over the entire year In Type C households, labor is
always 100 percent specialized, but the speciahization changes with
the season. Types E and F parallel B and < 1n the simultaneous or
sequential mix of commercial enterprises, but here both activities
are nonfarm.

A number of studies can be drawn upon to show the proportion
of rural households that fall within Types B to F. Census data on
nonfarm employment, which exclude those for whom it 1s a secondary
occupation, reveal that for 13 countries from 14 to 49 percent of the
rural labor force 1s engaged 1n nonfarm activities (Chuta and Liedholm
1979) These activiti~s include manufacturing, processing, repair,
construction, trade, transport, and services. If rural towns with up
to 20,000 or 30,000 in population are included, the range rises to

A%
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Figure 21.1 Commercial Production and Time Allocation in Rural House-
holds ,

24 10 51 percent. And when secondary occupations are brought into
the picture, the proportion of rural households that have some of
their members engaged in non arm commercial activities rises much
higher.

Multiple rural houschold enterprises have far-reachiny unphcations
for the allocation of labor and capital. Indeed, in a low-1ncome, high-
risk environment the flexibility of the rural household is a major
strength vis-d-vis the specialized large-scale producers in the urban
sector.’ With respect to ~ur immediate concern, multiple sources of
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cash receipts affect the working-capital situation in two ways. First,
the demand for external finance ascociated with an enterprise is
affected by 1ts synchronization with the household’s other cash-
gencrating activities In contrast to specialized households (Type A
and D), 1t 1s virtually certain that two or more simultaneous enterprises
(Type B and E) will have nomdentical ume patterns of cash flow
and hence provide internal cross finance. This complementary effect,
which reduces recourse to external borrowing, may or may not hold
for Types C and F. Furthermore, with mixed enterprises, households
are likely to be subject to less yeai-to-year income variation and thus
be less risky customers when they do borrowv.

Rural Industry and Working Capital

Our examination of working capital focuses on a subgroup of
nonfarm activities for which there 1s a reasonable degree of structural
homogeneity. This subg oup 1s rural industry, which includes man-
ufacturing, processing, and repair As noted earher, these enterprises,
the majority of which are very small, account for a substantial share
of rural nonfarm employment

The sizable literature on small industry by economists,’ much of
which 1s applicable to rural small-scale industry, covers numerous
aspects of small manufacturing veotures, working capital 1s usually
not among these. The explanatiop of this om:ssion 1S an orientation
by academic economists toward fixed assets, aid donors’ 1nterest 1n
lending schemes with high foreign-exchange components, and a paucity
of requisite statistics A recent survey by Kennett (1979) revealed
that systematic data on the level and composition of working capital
are available only for India and then only for firms engaging 10 or
more people.

Working capitai 1s a firm’s investment In short-term assets. These
consist of cash ard short-term securities, acCOunts recervable, and
nventories. Inveatories, sometimes referred to as physical working
capital, comprise raw materials, work in progress, and finished gonds.
In accounting terminology the firm’s short-term assets are labeled
gross working capital or total current asscts, this 1s contrasted with
net working capial, which 1s total current assets less total current
liabilities. The concept we employ 1n this paper IS gross working
capital, and we pay particular attention 10 1nventories

The level and composition of working capital 1s subject to wide
variation. Evidence indicates that such variation is related to level
9f development, to industry group, 10 lype of enterprise within an
industry group, and finally, to the individual enterprise. Although
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inventory appears to be the largest component of working capital in
all cases, it is relatively more important in developing countries. In
India, for example, inventory represents approximately 60 percent of
total working capital of small manufacturing enterprises, whereas in
the United States 1t constitutes only about 40 percent. Further, the
relative magnitude of inventory also appears to vary by industry
group within a country. In Sierra Leone the inventory-to-sales ratio
for small enterprises varies from 1.5 percent for the baking industry
to 11.4 percent for carpentry. There are also systematic differences
in the inventory-to-sales ratio by major enterprise types within an
industry group In the Sierra Leone tailoring industry, the inventory-
to-sales ratio for “factory-type” tailoring enterprises was 10.4 percent,
whereas that for “job-shop” tailors, where customers supply the
material, was only 2.4 percent. Finally, even within enterprise group-
ings, there are often wide variations between individual firms. The
inventory-to-sales ratios for “job-shop” type tailors in Sierra Leone,
for example, range from 0.5 to 5.7 percent.5

What accounts for these variations in working-capital composition,
particularly inventory”? In the next section we examine this 1ssue in
terms of the factors affecting the demand for and the supply of
working capital.

Demand for Working Capital

The demand for working capital arises because production and
sales are not perfectly synchronized: The dates of payment for inputs
do not match the dates of corresponding sales receipts. We may divide
the factors that are the principal determinants of demand for working
capital into seven categories.

. The quantity of working capital demanded will vary directly
with the volume of sales. This follows by definition since the principal
use of working capital 1s to finance labor, raw materials, and other
purchased inputs that go into goods produced for sale.

2. The quantity of working capital demanded will vary directly
with the degree of uncertainty of market demand and of the flow of
production inputs. In Western economies the precautionary element
of working capital, particularly 1ts inventory component, 1s related
to the uncertainty of expected sales. In developing countries the
situation 1s very different, with uncertain sales taking a back seat to
external environmental risks on the supply side. These include un-
predictable events such as failure of the supply of electricity, defective
equipment, theft, and breakdown in supply firms that interrupt or
reduce sales without causing a compensating reduction i1n costs. A
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second group of unpredictable events is the result of government
policies. Shortage of critical spare parts due to import quotas, a flood
of duty-free competitive imports owing to 1ssuance of licenses to the
pulitically influential, delayed payment for sales to government agen-
cies, and delays 1n 1ssuing permits all absorb working capital. Only
a small proportion of firms maintain precautionary reserves for these
occurrences.

3. The quantity of working capital demanded will vary inversely
with the capital intensity of production The more capital intensive
iz production, the higher will be fixed capital costs and the lower
will be variable costs (assuming fixed assets are owned rather than
rented). Variable costs are largely financed by working capnal.

4. The quantity of working capital demanded will vary directly
with the length of the production period and with the length of the
marketing period for raw materials and finished goods In high-income
economies where producers have access to credit, the production and
marketing periods are often similar within an industry In 1lhquid,
low-income economuies, substantial working-capital savings are achiev-
able by altering institutional arrangements, particalarly with respect
to the marketing period ’

5. The quanuity of working capital demanded will vary directly
with economies of large-lot material purchases Insofar as the trans-
action cost of placing a raw-material order 1s fixed irrespective of
size and—more 1mportantly—the seller gives price discounts for bulk
purchases, 1t will pay the firm to hold larger raw-material inventories.

6. The quaniity of working capital demanded will vary nversely
with managerial efficiency. Since gross profits are a mayor source of
cash, anything that reduces profits has the potential to increase demand
for working capital Production 1nadequacies, such as poor product
quality, slow rates of throughput, materials wastage, and machine
breakdowns, affect working capital by reducing profits or by lengthening
the production period. Financial weaknesses of the entrepreneut, such
as nonbusiness cash withdrawals, defaulted customer credit, or clerical
thefts, represent a simple leakage of working capital. A manager’s
marketing shortcomings. such as faulty product-pricing practices, loss
of distributors, and transport failures, are reflected tn reduced sales
revenues, If a firm’s search for additional working capital derives
from any of these inteinal causes, then, ceferis paribus, receipt of
loans or raw materials on credit will undermine the natural pressure
for corrective action and result 1n greater losses

7. The quantity of working capital demanded will vary inversely
with the cost of borrowing. The cost of credit includes the nominal
rate of interest charged on the loan, transaction costs incurred by
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the borrower, and expected changes in the purchasing power of money
over the loan period. As Ladman pointed out in Chapter 9, transaction
costs for obtaining a formal loan arz surprisingly high and for a
small loan proportionately very high.® The expected rate of inflation
is an offset against the nominal interest charge. Loans in the curb
market entail low transaction cosis, few complementary services, and
higher interest. Informal loans have the great advantage of a short
interval between loan request and disbursement.

Supply of Working Capital

There are six sources of finance for firms: two internal and four
external. We shall describe the six sources, then examine the factors
that determine how much each source is willing to supply.

The original capitalization of rural manufacturing enterprises, in-
cluding working capital, 1s overwhelmingly obtained from such internal
sources as personal savings, gifts, and informal loans from friends
and relatives.® The second internal source, the firm's “free cash flow”
of depreciation and profit not committed to servicing debt, 1s the
major source of working capital for expanding units. In firms studied
in Sierra Leone, 90 percent of funds for expansion were derived from
this source, and the figure was 81 percent in sample firms in Hait.
However, although internal cash flow 1s the most important source
or working capital, 1t should be recalled that because of fungibility
there are often substantial “leakages” to other household enterprises,
financial investments, or consumption As with potential managerial
nefficiency, the possibility of this type of leakage makes the assessment
of creditworthiness difficult.

The four external sources of short-term credit—customers, suppliers,
commercial banks, and the curb market—are far less significant. The
most important external source 1s credit from the customer. One form
of customer credit 1s subcontracting in which the customer, typically
a much larger firm, supplies the rural enterprises with raw materials
required to produce the goods ordered. This usually occurs 1n firms
manufacturing ready-raade garments, knitting, furniture, artistic han-
dicrafts, and footwear.'® More widespread 1s the practice of having
the retail customer supply the producer with erther the raw material
or a cash down payment to purchase raw materials. Of course, to
arrive at the net supply of working capital supplied by customers,
we must subtract credit extended to other customers.!!

Advance payments by customers represent an interesting response
to the obstacles faced in a low-income community where financial
intermediation is limited. The customer provides resources and re-

A
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ceives in return implicit interest in the form of a lower price. The
producer avoids the risk inherent in producing for inventory. For
communities where income and tastes are stable, it is a very efficient
economic innovation

A secund external source of working capital 1s accounts payable
to supphers. Normally this service is reserved for customers with
well-established businesses and good payment records; 1t is provided
without collateral, but the 1mplicit interest rate is high. Supplier credit
to large firms 1n urban areas 1s quite common. For smaller rural
units, typically employing one to three workers, suppher credit 1s
rare.

Commercial banks are a third external source of working capital.
Survey data from Sierra Leone, Hait, and Jamaica indicate that
commercial banks provide only 1-2 percent of the imtial financing
for rural manufacturing units and 0-8 percent for expansion. This
very limited participation of commercial banks 1s due to the collateral
requirements and transaction COStS factng the borrower and to the
hich costs and risks associated with such loans, as perceived by the
bank.

The final source of external credit 1s the curb, or informal, financial
market In more than 10 countries of which the authors have personal
knowledge, there 1s no significant use of the curb market by small
manufacturing enterprises.'? Yet the curb market receives a vast
amount of attention, unfortunately more exhortatory than investigative
in nature. In most cases recourse to moneylenders occurs at infrequent
intervals for small loans for a few days in response to emergencies.
At interest rates of 50 to 150 percent, rehance on the curb market
alone 1s out of the question given the generally moderate profit rates
in maaufacturing.

How much working capital each source 1S willing to provide is
determined by 1ts assets and income, the opportunity cost of its
funds, the 1nterest rate on working capital, admurstrative costs, and
the risks associated with such loans. In most cases, the cheapest
source of working capital 1s the enterprise’s uwn cash flow. This stems
from the absence of admimstrative cosis and an accurate knowledge
of risk. On the other hand, the ease of redirecting cash flow from
one household enterprise to another means that this 1nternal source
of hquidity 1s far more sensitive to alternative yields among the
various household activities than 1s the case for other sources.

For external sources of funds, on the other hand, transaction costs
become more 1mportant elements 1n the cost of funds. Administrative
costs of lending to small firms are typically high. Costs of recording
and disbursing the loan tend to be fairly constant regardless of the


http:enterprises.12

274 Working Capital and Nonfarm Rural Enterprises

loan size. Information costs required to ascertain risk tend to be
high for loans to small firns, owing to the heterogeneity of these
enterprises and their general lack of financial records.!” The risk
premium 1s also likely to be an important ingredient 1n determining
the external supply of working capital to rural, nonfarm enterprises,
Although the sector as a whole may well be viable and resilient,
failure rates can be quite high In Sierra Leone the small-enterprise
failure rate was approximately 10 percent per year, with the majority
failing within the first three years (Chuta and Liedholm 1982),14

One of the reasons that “risks” for financial institutions are high
in this area 1s that 1t 1s d:fficult and expensive to obtain the information
needed to screen the good borrowers froin the “lemons” (Akerlof
1980). Since most forinal lenders are not allowed to vary interest
rates by risk of borrower and since potentially good borrowers are
often indistinguishable from “bad” borrowers, potentiully sound bor-
rowers may in some instances be driven out of the market. Commercial
banks attempt to reduce the risk premium and the need to gather
extensive information by sisting on full collateral and by dealing
only with known borrowers. Indeed, 1n the Philippines, the risks of
lending to unknown borrowers were estimated to be 10 times or
more the risk of lending to known, creditworthy borrowers (Anderson
1981). Input suppliers and moneylenders, on the other hand, often
krnow more about the borrowers’ business than do commercial banks.
Yet even they are not immune to high risks. In Sierra Leone, for
example, local traders with extensive knowledge of the community
found the average 168 percent contractual interest rate on their loans
to small rural enterprises yielded an average return of only 43 percent
due to delayed payments and default (Linsenmeyer 1976).

Tests cf Hypotheses on Working-Capital Demand

What emprrical support exists to verify hypotheses about the
determinants of demand for working capital? Data are scarce, but
some informat:on is available from the Sierra Leone small-e:terprise
study that enables us to test several propositions with respect to
physical working capital. In the 1974 Sierra Leone survey, 250 small-
scale manufacturing enterprises were interviewed twice week,y over
a [2-month period about their sales, output, costs, profit, inventories,
and fixed capiial.'s

The earlier discussion, combined with the data from the Sierra
Leone survey, enables us to formuiate a demand model. The absence
of information on credit supply requires the strong assumption that
supply factors are not systematically linked to demand. Of necessity,
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the dependent variable is the enterprise’s total inventory, since data
on the firm's other components of working capital are either missing
or incomplete. The available variables expected 10 explain inventory
are sales, economic profits, location (rural versus urban), and type
of industry group (e.g.. carpentry, baking, tailoring). The interest rate,
however, 15 not mncluded as an independent variable since 1t is assumed
that all producers face the same underlying interest-rate structure.
Sales would be expected to be posiuively related to nventory levels.
Inventories. following whitin's (1953) model, are usually believed to
be a funcuon of the squarc root of sales. although alternative spect
\fications have been formulated EconomicC profit. defined to reflect
the shadow price of all inputs and thus ensure that 2 marginal firm
would have a zero rate of profit. would be cxpected to have a negative
relation to inventory levels. Profits provide a reflection of manageral
efficiency. Well-run enterprises would be expected 10 require less
inventory than poorly run ones Location 1s also hypolhesnzed to
affect inventory levels. Rural enterprises would be expected t0 carry
a higher inventory than those 1n urban locations because of the more
frequent availabihity of transport and because of the more labor-
intensive nature of their production. Finally, the particular charac-
teristics of the specific industry. such as the length of 1ts production
and marketing period, will vary from industry to industry and thus
lead to differing inventory requirements.
The regression model 1nvestigate  Wwas specificd as

INV = a + by + c(P) + d(R) (21.1)
+e(C)+f(B)+g('1‘)+ E

where INV is 1nventory level, a 1s @ constant, S is sales entered in
terms of its square root. P1s ecor~omic profits, R is a dummy variable
equal to one if the enterprisc 15 located in @ rural area (i.e., locality
size less than 20,000 inhabitants), C 1. @ dummy vanable equal to
one if the enterprise is carpentry, B 1s a dummy variable equal to
one if the enterprise 1s baking. T 1s a dummy vanable equal to one
if the enterprise 1s tailoring, and E 1s the error term. The results,
based on 138 smali-scale manufacturing enterprises that reported the
required data, were

INV = —242.2 + 1058 — 095P + 4.6R + 256C — 62B — 19T
(18.2) (1.4) (.021) (61) (108) (137 (64)
(21.2)

where R? = .51; sig p < .0 The standard errors aré in parentheses.
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For a cross-section analysis, the results indicate that the equation
provided a reasonably good estimate of the underlying determinants
of the demand for inventories. The individual components must now
be more fully examined.

Not surprisingly, the level of sales was found to be an 1mportant
determinant of inventory The square root of sales coefficient was
positive and significant at the 1 percent level. Moreover, the results
would seem to provide additional empirical support for the square-
root rule, since an alternative linvar specification of this relationship
provided less powerful statistical results.

Economic profits were also found to be an important determinant.
The economic-profits coefficient was negative, as predicted, and sig-
nificant at the | percent level. Thus, our contention seems to be
confirmed that managerial shortcomings, for which economic profits
1s a proxy, would be reflected in larger inventories. The mean inventory-
to-sales ratios for different industry groups, arrayed by whether or
not the enterprise ger.rcted a positive ¢conomic profit, are presented
in Table 21.1.

The location coefficient, on the other hand, was not found to be
statistically significant. Although rural enterprises appeared to possess
higher mean 1nventory-to-sales ratios than their urban counterparts
in the industry tabulations reported in Table 21.1, these locational
differences are not statistically significant when other variables are
taken 1nto account.

Finally, the results of our analysis indicate that there are some
significant variations in inventory levels by industry group. Specifically,
the carpentry coefficient 1s positive and statistically significant at the
10 percent lzvel. Indeed, carpentry, which appears to have a longer
marketing and production period than other small enterprises, has
a significantly higher inventory-to-sales ratio than other enterprises.
The bakery and tailoring coefficients, however, were not statistically
significant, although tn Table 21 | mean values for the inventory-to-
sales ratio appear to vary from one enterptise group to another.
Finally, 1t should be noted that the rcun 1nventory-to-sales ratios for
the product groups 1n Sierra Leone were quite stmilar to the inventory-
to-sales ratios obtained from preliminary analysis of the data for
Honduras and Jamaica.

Policy Implications

The heterogeneity of rural nonfarm enterprises within any one
country and the variations between countries make it difficult to
generalize about the financing of these firms. In some cases, demand
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TABLE 21.1

Average Inventory/Annual Gales Ratios for small-Scale
Enterprise Types by Economic Profitability and Location,
gierra Leone, 1974

Economic Profit Location
Industry All
positive Negative Urban Rural

Tailoring .024 .031 .029 026 .027

(n=34) (n=31) {n=38) (n=27) (n=65)

Gara Dyeing .017 .038 .022 .031 .023

(n= 4) (n= 2) (n= 5) (n= 1) (n=6)

Carpentry .074 .339 .099 .148 114

(n=11) (n= 2) (n= 9) (n= 4) (n=13)

Blacksmith .030 .060 .038 045 042

(nm= 6) (n= 4) ‘ns 4) (n= 6) (n=10)

Baking .,013 ,020 013 .020 015

{n= 9) (n= 4) (n= 9) (n= 4) (n=13)

Other 0 .203 116 312 .203

; (n= 0) (n=32) (n=21) (n=11) (n=32)

Total .036 .114 .056 114 .078
(n=64) (n=75) (n=86) (n=53) {n=139)

Source: Computed from survey data collected for the gierra Leone
small scale industry study (Liedholm and Chuta, 1976).

issues predominate; 1n others, 1t is supply 1ssues. Nevertheless, several
policy recommendations emerge.

Some of the short-run capital problems facing rural enterprises
are traceable to demand conpsiraints. Effective demand for working
catal may be low because the activity 1§ not economically viable
or because particular entcrprises may suffer, as our analysis points
out, from disabilities such as poor management. Indeed, effective
demand 1s frequently lower than the entreprencur’s perceived demand
for working capntal because of other problems (e.g., managenial failures,
raw.material bottlenecks). These often are misinterpreted as a working-
capital shortage

However, the limited evidence available from countries with ad-
equate profit data, such as Sierra Leone, indicates that a significant
fraction of rural nonfarm activities are viable and thus capable of
generating a strong effective demand for working capital. An exper-
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imental credit program 1n Bangladesh, designed to provide loans
primarily to small farmers, discovered an unexpectedly strong demand
for nonfarm loans even at “*high” interest rates when the loans were
assured (Church and Adams 1979).

In general, constraints on the supply side appear to be more
significant 1n explaining short-run financial problems than those on
the demand side. Therefore, most of our policy recommendations
refer to supply Increased flexibility in loan terms, measures to reduce
administrative costs and risks of lenders, more experimentation with
informal lending sources. removal of imperfections, and better in-
tegration of rural financial markets are suggestions that will be
examined in greater detail.

Increasing interest rates to enable banks and nonbank intermediaries
to more adequately cover their risks and administrative costs emerges
as a major policy recommendation. As several authors point out 1n
this volume, controlled interest rates discourage lending to small
farmers and nonfarm rural businesses. Several factors may limit
formal interest rates, however, froni rising to levels that fully reflect
risk and cost.'® First, political considerations may dictate against
increasing interest rates for small rural enterprises. Second, higher
interest rates may tend to generate adverse selection of borrowers by
attracting the riskier and deterring those whose projects have a lower,
but far more certain, rate of return (Stightz and Weiss 1981). As a
result, lenders might still use a credit-rationing system in which good
worrowers could be driven out by the improperly screened “lemons.”

Consequ<ntly, mechanisms are needed to improve the information-
gathering and screening procedures of financial intermediaries making
short-term loans to rural nonfarm enterprises. In this connection, for
example, financial institutions need better procedures to distinguish
the true effective demand for working capital fiom the specious
demand that only serves to temporarily sustain a fatally 1ll enterprise.
Norms for inventory and working-capital levels by type of enterprise
and sales volume might also be developed for use as rules of thumb
in screening as well as in determining loan size.!” Such improved
screening devices should reduce lender risks.

Risks can also be reduced by improving loan-collection procedures.
Borrowers able to repay are frequently tempted not to do so, par-
ticularly when many borrowers are known to be defaulting. Timely
repayment of existing loans should improve 1if there are prospects of
receiving additional loans that are conditioned on the repayment of
past debts. Moreover. loan-collection drives, threatened foreclosure,
or advertising delinquencies or cases under litigation can have dramatic
results. Although 1t took some time for these procedures to have an
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effect, they were probably responsible for reducing arrears by half in
a Philippine small-scale enterprise project (Anderson 1981).

With lenders’ ~~cumulation of experience and improved infor-
mation, the risks of iending to rural nonfarm enterprises should
decline. Loan appraisers’ and loan officers’ judgments will improve
with an increase 1n knowledge of specific trades and with the experience
they gain by lending 10 this sector. Lending institutions, however,
are not going to willingly engage in this “learning by doing” procress
unless 1ts high cost (principally high default rates) can be reduced.
A loan-guarantec scheme 1s one such cost-absorbing mechanism.
Commercial banks would be more willing to provide unsecured short-
term loans to rural enterpriscs if the guaranteed portion of the loan
were reasonably high and f all screening costs above those 1ncurred
for standard loans could be shifted to the guarantor .J help ensure
that the guarantee subsidy 1s confined 10 learning, tae banks should
be given an incentive, such as a dechining guara ntee over time, 10
move new borrowers 1nto a normal commercial relationship.'®

The rural nonfarm sector will berefit from the removal of distortions
and constraints 1n rural financial markets. Because of fungibility,
some borrowing supposedly for farm enterprises currently supports
nonfarm activities. Constraints placed on the use of rural credit
should be removed so that rural households can more easily allocate
therr finarcial resources toward uses where they perceive the highest
return. Credit controls that attempt to pr:vent leakage of funds to
unapproved uses have only limited success and lower the value of
the loan to the borrower while increasing the cost of financial
intermediation. Correspondingly, constraints should also be removed
that prevent specialized farm lenders from lending to nonfarm en-
terpnises. The heterogeneous nature of rural nonfarm enterprises
requires financial services that are flexible and railored to the local
level. Consequently. financial markets that are integrated, decentral-
1zed, and relatively unfettered will be needed before many of the
financial requirements of these rural nonfarm enterprises can be met.
Indeed, rural nonfarm enterprises will derive far greater long-term
economic and social bencfits from the development of sound rural
financial marl.ets than they would from subsidized credit programs
and from speciahized lending institutions designed to help only a few
enterprises.
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1. See Donald (1976) for a summary on this review,

7. In Haity, for example, lack of working capital was the most important
problem perceived by the entreprencurs ( Haggblade, Defay, and Pitman 1979).
In Jamaica, lack of cash was the second-most-important constra.nt mentioned
by entrepreneurs interviewed 1n a recent study (Fisseha and Davies 1981).

3. In the United States, for example, daia from the 1970s show that the
ratio of working caputal to fixed capital declined from 2.0 for small to 1.33
for large manufacturing enterprises (Kennett 1979)

4. See Chapter 2 by Meyer and Alicbusan for more detail on the sources
and uses of liquidity 1n rural households,

5. The post-World War I study of small-scale industry 1n developing
economies commenced in India 1n 1953. During the following decade, research
on the “Indian model” was carried out in many Asian and Latin American
countries; most of the investigators had connections with the Stanford Research
Insutute and the Ford Foundation. The focus was on “modern” small industry
of relauvely farge scale, with a policy orientation toward intensive assistance
to selecte? firms An overview of this tradition can be found 1n Staley and
Morse (1965) After a hiatus of about a decade, interest in small-scale industry
reemerged in the garb of appropriate technology and the informal sector.
Now the focus 1s on the lower end of the size distnibution, typically with a
rural orientation and involving subsidized assistance for a privileged minority
Perhaps reflecting the normal lag between theory and practice, current
technical-assistance programs are still virtually all designed on the Indian
model.

6. These figures were derived from survey data collected by the 1974
Sierra Leone small-enterprise project (see Licdholm and Chuta 1976 for
details).

7. A Kenyan example 1s illusirative. Producer A, who manufactures
common wooden chairs, purchases lumber from a nearby sawmill 4 days
before commencing production on a typical order of 20 chairs that take 10
days to produce The buyer takes delivery upon completion and pays cash.
In contrast, Producer B makes high-quality chairs from kiln-dried wood sent
from Nairobi, which must be ordered and paid for 56 days prior to its
arrival. Production of 20 chairs requires 14 days, and the buyer 15 given 28
days from delivery to pay If in each case raw material cost 1s 40 percent
of sales, other variable cost 30 percent, and a 320-day working year 1s
assumed, the working capital ratios (WC) are as follows

WC, = [4(4/10) + .70 + (0)] s2les— (21.3)

= 2.7% of annual sales 320+10

WCy = [4(56/14) + .70 + 28/14(.4 + .3)] Jales (21.4)

= 16.1% of annual sales 320+14
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8. In Haiu, for example, entreprencurs reported that more than 50 percent
of the formal loans they received took longer than three months to process
(Haggblade, Defay, and Pitman 1979).

9. These sources represented 18 percent of the ongnal cartalization of
surveyed firms 1 Sierra Leone (Liedholm and Chuta 1976), 94 percent in
Jamaica (Fisseha and Davies 1981), and 91 percent 1n Hait: (Haggblade,
Defay. and Pitman 1979) Further references 10 these countries are from
these sources

10. In Thailand. Mead (1981) reported that subcontracting can also be
found in the production of ready-made garments, silk, wood carvings, furniture,
fishnets. knitting, lacquerwarc, and metal bowls.

11. We have no information on the volume of credit extended to customers,
although we know a significant fraction of producers do extend some credit.
In Haiti, 70 percent of the sample entrepreneurs reported granting loans,
compared to 3« percent 1n Jamaica.

12. In Hai1 0.9 percent of the firms used moneylenders for the nitial
purchase of equipment and raw materials. for expansion investment the figure
was 17 percent In Sierra Leone initial rehiance was 0.9 percent and 3.9
percent for expansion

13. In the Phahippines, for example, admimistrative costs for a given value
of small-enterprise lending were six umes those for larger enterprises (Saito
and Villanueva 1981) In Jamaica, Wilson (1981) found that 1t could cost
the Small Enterprise Development Corporation as much as J$1,300 to process
a J$500 loan apphcation’

14. Moreover, default rates on small-enterprise loans can be quite high.
In Jamaica, for example, 40 percent of the loans by the Small Business Loan
Board were deemed uncollectable (Wilson 1981), 1n Kenya up 10 45 percent
default rates were reported (Kilby 1981) However, low default rates on small-
enterprises loan programs have been reported 1n Ghana (Steel 1977)

15 For more details, see Liedholm and Chuta 1976.

16 This section relies on the discussion 1n Anderson (1981).

17 The Tandon report (1975) established such norms 1n India. Data from
small rural enterprise Surveys. such as reported 1n Table 21.1, may enable
such norms to be established for nonfarm enterprises in other countries.

18. See Kilby (1981) for a morc extensive discussion of the mechanism.
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22
Improving Donor Intervention
in Rural Finance

J. D. Von Pischke

Agricultural credit projects and credit components in rural devel-
opment projects are an intervention in rural hnancial markets by
development-assistance agencies in many countries. Their popularity
is reflected in cumulative commitments by the World Bank for
agricultural credit exceeding US$3,500 million by 1981 (World Bank
1981) and by US$209 million 1n assistance of this type by the Inter-
American Development Bank 1n 1980 alone (Inter-American Devel-
opment Bank 1981).

Credit projects have provided substantial amounts of liquidity in
rural areas and are frequently thought to produce high economic
returns. Since the late 1960s. however, critics have argued that the
impact of these projects may be considerably more complex than
suggested by their design and even that rate-of-return calculations
miss or obscure the most important project effects (Adams 1971;
David and Meyer 1980, Howse 1974; Kratoska 1975, Penny 1968;
Von Pischke and Adams 1980; Von Pischke and others 1981, Youngjohns
1980).

This chapter attempts to explain how rural credit projects are
presently designed and why these design techniques often cause serious
problems. The discussion goes on to suggest an alternative approach
that stresses debt capacity and views credit as part of a financial
process I also examine the extent to which financial and nonfinancial
stimulants to rural development may be substitutes or complements.

Current Project Design

Credit-project design includes 1dentification, preparation, and ap-
praisal prior to implementation (Baum 1978). Identification and the
early stages of project preparation generally involve two major con-

284
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Table 22.1 Hypothetical Agricultural Budget

Without With Calcula~

Project Project tion
1. Produce (tons) 5 10 +
2. Produce consumed on the farm (tons) _2 2 -
3. Marketed produce (tons) 3 8 =
4, Farmgate price per ton ($) _400 _400 x
S, Total farm cash receipts (§) 1,200 3,200 =
6. Purchased inputs ($) _200 1,000 -
7. Net Benefit Before Financing®/(§) 1,000 2,200 =
8. Loan receipts ($§) - 900 +
9. Debt service ($) - 1,080 -
10. Net Benefit After Financingi/ ($) 1,000 2,020 -

a] "Before financing" refers to the costs and benefits directly
related to production. “After financing" includes these
costs and benefits and also loan receipts and debt servicing.

siderations dealt with either sequentially or simultaneously: technical
objectives and 1de atification of intended project beneficiaries. Tech-
nical objectives that are expected to be realized through provision
of donor funds may include adoption by farmers of new agricultural
technology, such as a technical package of improved seeds, chemical
fertilizers, and other purchased inputs (World Bank 1975). Projects
are justified in terms of incremental tons of grain or other farm
produce, increases 1n farm 1ncome, and rates of return to real resources
purchased with loans Identification of intended project beneficiaries
may be done 1n several ways Projects may be area-specific or crop-
specific or may deal with farmers who are not yet using certain
technologies Another basis for 1dentification is affiliation. Members
9f a cooperative or some officially organized village unmit may be
identified as potential loan applicants

Farm budgets are an important agricultural-credit design tool
(l}rown 1979; Gittinger [1973] 1981). A highly simplified example is
given in Table 22.1, which shows the activities of a representative
farm without the credit project and presents estimates of what would
occur with the project. (In Table 22.1 only a single *“with project”
year is shown, in the interest of simplification. The usual analysis

:f‘fCOrporates annual figures for each year of the investment’s economic
1e.)
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Credit is generally accorded an important role in financing technical
packages or innovations provided under projects. The proportion of
farm 1investment cost that is financed by project funds is frequently
80 percent or more. Since farmers are generally assumed to be poor
or to have nsufficient liquidity, high levels of loan financing are
common.

Repayment terms are also derived from the farm budget. In the
assumptions used in Table 22 1, for example, loan size (%900 in line
8) 1s 90 percent of the costs of inputs ($1,000 in line 6). In this
simple example the loan is for seasonal inputs, repayable with a 20
percent interest charge at the end of the season ($1,080 1s shown as
debt service in Iine 9). There appears to be ample space in this
budget for these repayment terms because the incremental (1.e., “with
project” less *“without project”) net benefit before financing is $1,200
(i.e., $2,200-$1,000), which 1s much greater than the $180 net cost
of borrowing (1.e., $1,080—-$900).

The most interesting feature of this method of determning loan
size aud credit terms 1s the use of the normal-year assumption. Farm
or enterprise budgets typically use normal-year assumptions because
the sequence of good, normal, and bad years is impossible to predict
and because their distribution 1s not considered important in cal-
culating a representative rate of return. In other words, no allowance
1s specifically made 1n conventional faim budgets to accommodate
variations 1n price or yields.

This approach, outlined here in simplified form, 1s accompanied
by problems cited in the critical literature on credit projects Low
levels of repayment performance—a major problem—may reflect high
levels of farmer indebtedness, as well as instability in farmers’ cash
flow (Sanderatne 1978) A complicating factor is that loans from
government agencies are often regarded by rural people as grants.
Another problem 1s that specialized farm-credit institutions are often
poorly managed (Roberts 1978) This results from emphasis on
technological rather than financial factors 1n project design: Credit
projects are typically oriented toward extension of agr:cultural tech-
nologies rather than toward provision of improved financial services.
Disappointment has also been expressed with the small number of
farmers who gain access to formal loans (Dell’Amore 1976). This
may result from technical packages that are not well received by
target-group farmers. It may also result from relatively large average
loan size, which within the lender’s budget limitations obviously
restricts the number of borrowers. Also, as Gonzalez-Vega argued 1n
Chapter 10, low interest rates on loans force lenders to restrict credit
access, and high levels of overdues limit the amount of energy lenders
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devote 10 developing new business (Von Pischke and others 1981).
In addition, the costs of institutional credit are considerably greater
than suggested by the interest rates charged (Adams and Nehman
1979; Datey 1978), and this discourages lenders from serving new or
small borrowers.

An Alternative Approach to
Intervention in Rural Finance

The state of the art in credit-project design is primitive. Problems
associated with these projects are serious, subtle, generally overlooked,
and misunderstood. In view of these problems, how would it be
possible to design more effective means of intervening in the operation
of rural financial markets? The approach to be outlined can alleviate
meny of the present problems while stimulating rural financial markets.
It consists of three stages. The first 1s to ascertain the repayment
capacity of intended borrowers. The second 1s 10 adopt measures
that build confidence among borrowers and lenders. The third is to
design intervention 10 create debt capacity. If the reorientation toward
these three stages is not feasible, partial application of this approach,
applying only one or two of the steps, should still be useful. Im-
provement in project design could occur incrementally, through a
series of small changes.

Determining Repayment Capacity

The repayment capacity of borrowers is vital in the performance
of credit projects. Credit-project design should begin with this element,
because it reflects @ lender’s perspective. Focusing on repayment
capacity also permits \dentification of other financial services, such
as savings deposiis, that would be useful for borrowers and that
would also expand the role of finance 1n development. Three steps
may be used to ascertain repayment capacity in the with-project case.

The first is to quantify the normal-year uncommutted cash flow of

the borrower. The second 1s to adjust uncommutted cash flow for
senior claims on the borrower’s hiquidity. The third 15 10 quantify
the impact of possible adversity on the borrower’s cash flow.

‘ Normal-year uncommitted cash flow may be quantified as indicated
in Table 22.2, which incorporates the normal year with- and without-
project data found 1n Table 22.1. Uncommitted cash flow is defined
as minimum repayment capacity, which is the net benefit before
financing adjusted for senior claims on the borrower. Senior claims
are financial obligations that the borrower regards as more irnportant
than repayment of the prospective loan. Examples of these claims

5\"\
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Table 22.2 Alternative Agricultural Budget
Without With Project
Projact NE?EEI'YEE?‘JEEE_YEE?

A. Produce (tons) L] 10 L]
B. Produce consumed on the farm
{ tons) 2 2 2
C. Marketed pioduce (tons) 3 8 3-
R
D.' Farmgate price per ton (§) 400 400 550
E. Total farm cash receipts ($) 1,200 3,200 ‘1,650
F. Purchased inputs (§) 200 1,000 900
G. Net Benefit Before Financing($) 1,000 2,200 750
H. Senior claims (5) ' 500 600 600
M
I. Minimum repayment capacitym
Uncommitted cash flov (s) 500 1,600 150
——
J. Loan receipts (§) 125
K. Debt service (§$) 150
——— )

are purchases of food and fuel, taxes, school fees, expenditures for
emergencies, and important social ceremonies, Farmer behavior the
world over confirms that claims by informal lenders also often rank
ahead of those of formal credit institutions. In the example given in
Table 22.2, senior claims are expected to be greater with the project
than without the project because the farm family’s level of income
is higher; consequently its consumption and possibly its obligations
to members of the extended family and to the community may be
greater.

Determining senior claims requires judgment and imposes addi-
tional information costs on lenders, Difficulties involved in quantifying
senior claims cannot be lightly dismussed, but are not insurmountable,
Estimates of senior claims are essentially no more difficult to make
than are estimates of certain other variables currently used 1n project
design. In fact, competent lenders with experience tn an area are able
to give rough estimates for all of the 1tems contained in the adjusted
agricultural budget found 1n Table 22.2. If the lenders are not
competent, project design should address this deficiency or use al-
ternative, nonfinancial means of achieving project objectrves.

Adjustment for adversity should reflect reasonable expectations
about the risks facing borrowers, Projection of bad-year results is not
fundamentally different from estimation of normal-year performance,

“\/
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Further knowledge 1 required, however, 10 identify a range of probable
outcomes rather than just the most probable outcome.

There 1s no scientific way of precisely identifying the nermal
expected adverse situation, although an obvious starting point s 2
distribution of expected results Some may prefer to measure it in
terms of standard deviations of yields and prices, whereas others
would argue for different measures. In a small-holder dairy credit
project, for example, loans might be given to farmers for the purpose
of assisting their purchase of two 1mproved COWS, plus fencing and
watering facilities. In this case. adjusiment for adversity could begin
with attempts to answer the question: What if one or bota cows die?
Once the lender has made 100 of these loans and has several years
of lending experience, the answer to that question will be fairly
obvious. The probabilities will be known 1n rough terms (e.g., one
in six that a cow dies within 12 months of purchase by the borrower),
and the characteristics of farmers suffering accidential stock losses
can be idenufied. At this point. lending terms and conditions can
be redefined When the lending 1nstitution has accommodated the
probability of accidental mortality, 1t can go on 1o consider the impacts
of calving intervals Once these are factored 1nto a lender’s strategy,
availability and use of different stock-feeding regimes, milk prices,
or marketing arrangements may become 1nteresting to credit decision
makers. Adjustment for adversity can, in fact, be based largely on
the extent to which the lender 15 willing to assume the risks of
borrowers’ 1nability to repay, which will determine the prudent credit
limits that the lender can offer.

In the example given in Table 22.2, production 1s expected to fall
from 10 to 5 tons, whereas the price 1S expected 10 1ncrease from
$400 to $550 per ton, reflecting an overall fall 1n agricultural output.
Input cost (lme F) is reduced 1n the adverse situation because the
use of labor, bags, and transport is less as a tesult of a smali harvest.

The bottom hinc 1n Table 22.2, after adjustments for adversity and
sentor claims, shows the mimmum repayment capacity of the pro-
§pective borrower In all years—good, normal, or bad—the borrower
is expected to have not less than $150 available for the repayment
of a loan Based on this observation a loan of $125 could be offered
with a 20 percent interest charge. Repayment of this loan would
absorb all the borrower’s $150 adjusted uncommitted cash flow in
the bad year.

' This illustration shows that the repayment capacity of the farmer
in bad years 1s greatly reduced. If credii terms ar¢ specified using
normal-year assumptions and without allowances for senior claims,
the farmer may not be able to meet debt-servicing oblgations in

0
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situations that may reasonably be expected to occur. This can em-
barrass the farmer and Jjeopardize the liquidity of the lender, In many
cases the adjustments for adversity and senior claims leave only a
very small amount of liquidity for debt servicing, as shown 1n Table
22.2. When the bottom lLine of the exercise 1s very small, credit may
not be an appropriate Way to assist the farmer. This concern leads

participation by farmers more flexible. From this perspective, the
bottom line from the analysis 1s a starting point for project design.

Building Confidence

Certain arrangements between debtors and creditors in projects
may encourage cheating (Von Pischke and others 198]). High levels
of financing that burden farmers’ debt-servicing capacity tempt bor-
TOWErs not to repay on time. Low Interest rates and lax loan ad-
ministration may tempt the farmer to obtain more credit than will
be used for project purposes. Also, Ziven the technological bias of
project design, borrowers may be forced to accept an entire technical
package in order to receive a loan, when they use only a portion of
the package. Incomplete adoption may be rational risk avoidance by
the farmer, but 1t poses problems for projects founded on optimistic
assumptions about farmer adoption rates and yields.

Political fanfare surrounding the introduction of a project may
also work against good debtor-credit relationships by drawing politics
into credit allocation, Poverty or loyalty to certain factions may be
stressed over :ndicators of Tepayment capacity in the loan-allocation
Process. This may tempt farmers to believe that the credit program
is transitory and that political changes will cause it to disappear.
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This short-run perspective weakens the incentive to establish a good
repayment record. The farmer suspects that the government will some
time again want 10 use credit to 1ncrease food production or the rate
of adoption of an improved technology and that loan default will
probably not result 1n denied access to future loans.

There are several questions that should be asked at the early stages

of project design for the purpose of strengthening the integrity of

debtor-credit relationships. The first 1s: What services will produce
a continuing series of transactions that will build relationships between
porrowers and lenders? In certain credit projects, for exampie, the
farmer 1s expected 0 visit the lenders’ office once each year 10 make
an annual loan payment. This limited relationship 1s not conducive
10 building a good understanding of the borrower’s business on the
part of the lender or of the lender’s expectations on the part of the
borrower. Services that are used more frequently offer a stronger
potential for building strong relationships. They can also increasc the
value .t a good credit rating.

Transaciions on savings accounts, for example, may occur several
times a year. Money-transfer services, likewise, may be extremely
important 1n areas where farmers do not usually have checking
accounts. Needs for transfers may arise because of the nature of the
extended famuly, with certain members working in towns and other
members remaining on the farm. Deposit-account and money-transfer
services can be used at any uime, whercas most loans have a final
due date. A reasonable expectation by a provider of deposit and
transfer services 1s that deposit accounts will remain on their books
for a considerable length of time and that these and money-transfer
services have a ceriain volume and frequency of use, providing
opportunities for the development of new business.

A second question 1S: What is the commercial value t0 the lender
of accurate and timely information about porrowers and potential
borrowers? Relevant information 1s required to prov 1de useful financial
services. Deposit accounts and transfer services generate such infor-
mation—nhistories of transactions provide a financial record for the
lender. For example, the level and ratc of accumulation of deposits
provide some 1ndication of the volume of funds that the lender might
tap or the borrower might mobilize for loan repaymert. The timing
of deposits and withdrawals over the farmer’s seasonal production
cycle may suggest when loan due dates could conveniently be scheduied.
Without a sense of history, credit projects fa1l to provide the long-
term perspective 10 both borrower and lender that 15 essential
building confidence.
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The third question 1s: What premium, if any, should voluntarism
command over coercion in rural development strategy? Regulations
and limitations over farmer behavior can weaken confidence, especially
when lenders are part of larger control systems and possibly even
are required to enforce or to implement regulations and Limitations
not of their own making. If development is viewed as a top-down
phenomenon, credit constitutes a valuable tool of control and de-
pendence, and regulations are normally required to direct farmer
behavior. If development 1s viewed as a bottom-up process, the role
of savings becomes more 1mportant, and questions of structure for
development programs involving credit require more attention, Su-
pervised credit, for example, would appear less attractive, and lines
of credit more approprniate. Credit unions, with opportunities for
member participation in management and loan decision making,
would be preferred to bureaucratic governmeni credit agencies.

Creating Debt Capacity

Debt capacity 1s borrowing power. It is created by the estimated
future payment capacity of the loan applicant and 1s equal to the
amount of credit this capacity can command 1n financial markets.
Creation of debt capacity 1s a project objective under the approach
recommended here. It 15 a valid objective because minimum repayment
capacity of target-group farmers 1s typically small when adjusted for
adversity and senior claims, Debt capacity may be created by tech-
nological measures incorporated in a project’s technical packages.
Farm innovations that increase the uncommutted cash flow or diminish
the impact of adversity increase repayment capacity.

More physical infrastructure can also increase debt capacity. Roads
that increase access to markets, for example, reduce transport costs,
which may reduce the farmgate costs of inputs and increase farmgate
produce prices Telephone, telegraph, radio, and postal facilities reduce
information costs. Storage frcilities and 1mprovements 1n storage
techniques permit increased control over the timing and prices at
which produce 1s scld and inputs are purchased.

Likewise, price-policy reforms may create additional debt capacity.
Cornmodity prices kept low to subsidize consumers, for example,
keep farm incomes and repayment capacity low. Input price policy
is also important Minmimum wage legislation may raise the costs of
hiring seasonal farm labor, destroying debt capacity. As various authors
in this volume argue, government decontrol of interest rates should
increase rural access to credit.

Institutional measures outside financial markets may also affect
target-group debt capacity. Nonprice efforts to regulate markets oftun



Improving Donor lmervennon!-m Rural Finance 293

have an important impact on the mimmum repayment capacity of
the borrower. Monopsony buyers of produce and monopoly input
supply arrangements may work against farmers. In addition, contract
law and enforcement are often overlooked 1n credit-project design.
Poor loan repayment by borrowers weakens the effectiveness of contract
law 1n rural areas, raising lending and borrowing costs Land tenure
1s also a fundamental determinant of repayment capacily. Secunty
of tenure appears essential to credit relationships for reasons of lender
risk aversion and because tenure relationships influence the operator’s
incentive to 1nvest.

Farmer education, exteasion services, and training for extension
agents can create debt capacity by reducing risk to the borrower as
well as by providing reassurance to lenders that the technical basis
for a borrower’s operation 1s sound. Collective guarantees and ag-
gregation of repayment capacity through farmer organizations may
also enhance debt capacity (von Stockhausen 1979).

Institutional measures within rural financial markets can ultimately
increase farmer debt capacity. Better accounting and controls 1n farm
credit institutions should help to increase their efficiency, making
them more nterested 1n developing new business. Decentrahization
of deciston making accompanied by increased accountability of loan
officers may expand farmer access to credit and make loan terms
and conditions more responsive to local situations. Upgrading the
skills of people working 1n financial intermediaries may also create
debt capacity. In certain instances increased remuneration for staff
of government-owned lenders may be necessary 10 reduce staff turnover
and contribute to efficient operations.

Increasing Farmer Debt Capacity

There are financial measures and mnnovations that could increase
debt capacity. These include lengthening the term structures of financial
markets, expanding the services of intermediaries, designing more
flexible lending, and repayment terms, mobilizing local resources, and
providing external assistance to enhance the supply of loanable funds.

Lengthening the term structure of financial markets should be
especially beneficial to agriculture. In many countries, uncertainty,
high and variable rates of inflation, low-1nterest-rate policies, and
gaps 1n legal systems and enforcement practices discourage long-term
financial contracts This works agamnst farmers 1n general, because
returns from many investments in agriculture have long gestation
periods. Land reclamation, drainage, 1rrigation, pasture development,
tree crops, terracing, and otfier capital improvements frequently have
cash flows that are n/ot capable of qtitc{dy reproducing the initial

/ \
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investment. In markets where medium- and long-term loans are
unavailable, the lengthening of term structures through the provision
of medium- and long-term credit obviously greatly increases farmer
debt capacity. The lengthening of term structures in markets can be
a very difficult task for government, however, because confidence 1s
the fundamental requirement for long time horizons in financial
markets. Donors have been very active in providing medium- and
long-term funds to help overcome this problem.

Expanding the services of intermediarres may also expand debt
capacity. As Bourne and Graham pointed out in Chapter 3, the
agricultural lender who provides only medium- or long-term loans
is in the worst possible situation from the standpoint of offering
diversified financial services to rural people. Contacts with borrowers
are limited to intensive stari-up periods while loan applications are
being reviewed and funds ar: being disbursed, but taen contact
declines markedly as interactions are imited to periodi; repayments
by borrowers. Such a lender may increase service to clients by offering
short-term loans. Experience accumulated through provision of credit
on different terms provides information to the lender that makes it
possible to have greater confidence 1n borrowers and more information
about their use of credit. The intermediary providing only credit may
likewise increase service to the target group by offering money-transfer
and deposit-account facilities, which also expand the information
available for credit decisions and increase the value of chents' re-
lationships with the institution.

Flexivle lending and repayment terms increase the debt capacity
of borrowers To return to the example 1n Table 22.2, the minimum
repayment capacity of the intended borrower was only $150 per year
in the with-project situation, adjusted for adversity. A prudent profit-
oriented lender would not necessarily restrict the loan size to $125
as indicated 1n Table 22.2, however, because in normal years the
representative farmer’s minimum repayment capacity is $1,600, leaving
considerable untapped repayment capacity. The lender wishing to tap
this unexploited repayment capacity could lend substantially more
than $125 with arrangements for rescheduling debt-sei vicing obli-
gations in bad years. This practice 1s used by village credit cooperatives
in India. When harvests fall below a certain level, loan repayments
due in the bad year are automatically rescheduled over the following
two years. The amount of money that the lender 1s prepared to tie
up in arrears or rescheduled loans determines how much credit the
lender can offer above the limit of minimum repayment capacity.

Flexible lending terms increase farmers’ debt capacity, but farm
credit is often rationed on a per hectare, a per head, or a per tree

"
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basis. These rules of thumb minimize lenders’ costs of dealing with
large numbers of small farmers. Cost-saving efforts such as these are
especially attractive to lenders when interest rates are low, because
they reduce the lender’s transactions COStS. This form of lending,
however, 1s not optimal for development, because it does not distinguish
between borrowers on the basis of potential and performance. Farmers
with great potential are given the same per-unit credit limits as others,
whereas the himits may 1n fact be too hgh for certain borrowers 10
handle adequately.

Obtaining flexibility 1s often difficult 1n government credit nsti-
tutions without systems of decentralized decision making based on
loan officers’ knowledge of their borrowers’ operations. Flexibility
may also be difficult n lending agencies that do not mobilize deposits
but rely on budgeted funds. Inflexible systems Limit borrowers’ and
local loan officers’ participation 1In credit decisions, consistent with
top-down approaches 10 development.

Local resource mobilization 1ncreases the debt capacity of target
groups because the lender providing deposit Services to rural people
has valuable information concerning their financial behavior, per-
mitting responsive lending. The multi-service dimension of the re-
lationship builds 1ncentives for businesshike behavior by both the
fender and the borrower. Funds mobihized provide a borrowing base
for the depositor and a supply of loanable funds for the lender.

Intervening to Create Debt Capacity

A musplaced concern with “credit needs’ rather than with the
operation of rural financial markets has led to excessive emphasis
on external assistance to 1ncrease the supply of loanable funds. The
debt-capacity approach outlined here would diminish this emphasis
and provide donors with more opportunities to 1mprove the operation
of rural financial markets in general. Designing rural financial rarket
projects to create debt capacity would greatly change donor 1nter-
vention, First, credit would be viewed as one of many means of
stimulating 1nvestment, but not as a tool for working against the
basic economic signals perceived by farmers Neither would credit
be used to promote technologies with attractive normal-year returns
but with risks beyond the capacity of average borrowers to manage
effectively 1n bad years.

Second, it would be important t0 promote institutional viability
In rural financial markets because viable institutions are more capable
of serving farmers than are moribund intermediaries Institutional
viability in the financial sector 1s measured 1n financial terms, and
the financial health of intermediaries should be of paramount concern.
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This has too often been ignored 1n traditional credit projects. Under
the approach proposed here, efforts would be made at all stages in
the project cycle to quantify the extent to which rural financial
institutions are, or could be, strengthened financially through donor
intervention,

Third, des:gn criteria would view financial intermediation as a
process, involving confidence, risk, and relationships as well as resource
mobilization and allocation. The objective would be to 1mprove the
process. In traditional projects the amount of credit delivered is of
primary importance Under the debt-capacity approach a number of
other variablcs—such as costs of delivery, real interest rates, the
service mix of institutions, and the return to investments in the
financial sector—would be viewed as indicators of the vitality of the
process of financial intermediation.

Finally, the debt-capacity approach views rural financial markets
as a sector. The function of this sector 1s to develop and exploit rural
debt capacity. Thus, debt capacity created constitutes a usefil proxy
for development.

Noteg

Views expressed 1n this chapter are those of the author. They should not be
attributed to the World Bank, 1ts affiliated organizations, or any individuals
acting on their behalf. I wish to thank Dale W Adams and Jerry R. Ladman
for their detailed comments on a draft and the other participants in the
Workshop on Rural Financial Markets held in Granville, Ohio, in April 1981
for their reactions to an outline of this paper.
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An Agenda for Reform

of Rural Financial Markets
in Low-Income Countries

Douglas H. Graham
Robert E. Firestine

Authors of the preceding chapters have pointed out a number of
problems in rural financial markets (RFMs), any they are critical of
the way these markets are used 1n low-income couniries. They argue
that the achievements of most agricultural credit programs fall far
short of goals set by promo.ers, that these programs also cause other
undesirable and often unanticipated results, and that cheap-credit
programs have undermined rural development efforts. It 1s increasingly
apparent that many of the current programs and policies 1n these
markets cause 1nefficient allocation of resources, concentrate income
and assets, and sap the vitality of financial intermediaries. A major
conclusion that can be drawn from reading these chapters 1s that
wholesale reforms 1n traditional agricultural credit policies are needed.
We present in the following discussion an agenda of 1ssues that might
be considered 1n carrying out these reforms.

Problem Diagnosis

Before discussing treatment, 1t is useful to summarize the reasons
for the problems that permeate many RFMs. These problems are
confusing because the 1ssues involved are complex, subtle, and often
extensively masked. As a result, many of these difficulties become
highly personalized: An individual or small group of officials is
commonly blamed for program deficiencies that are seen as umique
to a ccuntry or institution. Even though managerial shortcomings do
explain some poor performance, RFM problems in most low-income
countries have at least seven umiversal causes. The first of these results
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from misconceptions about the essential nature of credit; that it is
a productive input, and that its use can be tightly controlled bty
policymakers. Instead, credit should be viewed asa claim on resources.
These claims are highly fungible, and it is very difficult to control
their use.

Traditional assumptions that form an inappropriate foundation for
credit projects and policies are a second cause of problems. Much
of the discussion 1n the preceding chapters has challenged conventional
wisdom: Not all farmers can productively use additional formal loans,
many new techniques are adopted without loans, new techmques will
not be adopted 1n an adverse product-pricing environment (even with
loans), rural people will save if given the incentive and opportunity
to do so, small farmers do not need low interest rates to mnguce them
to use loans, many farmers do not need supervision to make wise
decisions, and financial intermediaries cannot long survive 1if their
revenues do not cover expenses It 1s also apparent that nformal
lenders usually provide valuable services and that policies aimed at
their destruction are wasteful Erroneous assumptions block efforts
to reform RFMs.

Damaging policies 1n RFMs are the third major source of problems.
Ubiquitous concessionary interest rates head the hist. Other policies
include insufficient emphasis on mobilizing voluntary financial savings,
too Iittle lending to nonagricultural rural activities, and too litle
emphasis on the viability of tii» financial intermediary. Policies that
attempt to help the poor and oftsct adverse price policies through
cheap credit fragment rural financial markets, further concentrate
incomes, add to resources-allocation nefficiencies, and undermine the
ability of RFMs to contribute to development.

General economic policies also diminish the ability of RFMs to
perform their developmental role and are a fourth source of problems.
Certain policies keep agricultural prices low. Others may discourage
investment 1n research and infrastructure, keeping yields low. Policies
that have these impacts reduce the returns farmers and other entre-
preneurs get from rural investments. This reduces the number of
potential borrowers who can realize high returns from the use of
loans and also reduces rural savings capacities. If returns to agriculture
are repressed, agricultural lenders and mobihzers of voluntary savings
in rural areas will also be repressed.

A fifth reason for RFM problems can be found in confused research
and evaluation. Much research, tased by traditional assumptions,
has emphasized the demand for credit and attempted to measure the
impact of loans at the farm level. Too little analysis has been done
of lender behavior, the overall performance of RFMs, and how various
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policies affected lender behavior; yet these topics are essential to a
clear understanding of RFMs. The preceding chapters reported on
new lines of RFM research that embracc these topics and focused
on causes of malfunctions in RFMs.

Political intrusions are the sixth source of difficulties. In some
cases these include political appointments of intermediary managers,
mandates from political leaders to lend to certain individuals, and
political statements that undermine the willingness of borrowers to
repay loans. Political interference may come at a more general level
when a government uses credit as a way of allocating pohitical patronage
to its supporters or of deflecting criticism. These intrusions lead to
loan defaults and poorly managed financial institutions.

The seventh and final source of RFM problems arises through
foreign aid 1n the form of projects. These projects are often aimed
at a target group hike small farmers or target :nputs like sertilizer.
The project typically involves an increase in the amount of funds
available to the intermediary to servicc these targets. It may also
include technical assistance and reporting requirements aimed at
measuring the progress of the project. These aid activities may lead
to a patronal relationship, often through the central bank, beiween
the agricultural lender and the international donor In this situation,
scarce managerial time 1n \hese banks 1s spent cultivating donor and
government officials to assure access to loanable funds. This diverts
attention from mobilizing savings and encourages managers to think
of themselves as retail suppliers of external funds, rather than as
mobilizers and allocators of local claims on resources.

This “channeling funds” mentality frequently leads to a planning
bias at the expense of utilizing market forces to moklize and allocate
resources. This bias may also incorporate the dubious presumption
that managers or technocrats in the capital city have the ability to
second-guess hundreds of thousands of rural lenders and borrowers
in the allocation of credit and agricultural inputs.

Foreign assistance may reinforce various policies that impede the
overall performance of the financial system. For example, a foreign
donor may support a credit project in which loans are offered at
rates well below commercial rates. The lender may also be required
to supply costly loan supervision and to pr.wide reports that are
largely useless to managers of the institution. In an agency that has
a number of projects with foreign donors, each involving separate
accounts and different reporting requirements, the intermediary’s
information channels may become clogged, increasing lending costs.
The required reports often have little effect on the way loans are
made. At worst, they seriously limit the ability of bank managers to

\
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assemble information that is vital to the operations of the institution,
such as lending costs.

Agenda for Reform

The RFM problems pointed out in this volume are so serious,
and their causes so deeply rooted, that minor adjustments may not
make them perform much more efficiently or equitably. In many
countries it will be difficult to realize significant RFM improvements
without major reforms: changes 1n the kinds of informaiion that are
collected about RFM activities, changes 1n policies that affect financial
market performance, changes in the makeup of institutions providing
financial services in rural areas, and changes in the ways donor
agencies interact with these markets.

Reforms will not be possible unless policymakers take a fresh look
at the role of financial markets in rural development and carefully
test traditional assumptions. Useful reorientation will include a rec-
ognition that financial intermediation can have substantial negative,
as well as positive, impacts on rural development; that financial
intermediaries are mostly decent people; and that most farmers in
low-income countries are clever and can quickly learn to benefit from
financial intermediation. The present overriding concern over borrower
behavior must be redirected to lender behavior, because problems
on the supply side of financial transactions are much more pressing
than are those on the demand side Supply problems are also much
more susceptible to policy adjustments. Designers of reforms should
recognize that financial instruments are highly fungible, that it 1s very
costly to try to control their use, and that market forces have a

powerful impact on the allocation of claims on resources, regardless -

of the policymaker’s philosophical orientation or objectives.

Reforms in Information

Information that clearly shows how RFMs work, documents results
of policies, and identifies causes of RFM problems is required to
alter borrower views. Assembling and distributing appropriate in-
formation is an important part of the reform process; in many cases
this should be the first step. Better information should lead to better
policies and better-managed financial intermediaries.

Four traditional types of information are commonly found in and
about RFMs. Three of these are regularly assembled by the inter-
mediary: information to establish the creditworthiness of loan ap-
plicants, accounting :nformation about the loan, and data required
by the donor or government 1o show how funds are used. The fourth
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type of information, often collected by someone other than the
intermediary, measures the Impact on borrower activities that is
attributed to loans. This information is used to justify a credit
program, policy, or project.

Several major problems arise with this traditional information,
First, there 1s often too much of it. Large amounts of information
are collected via farm plans, lengthy loan applications, and farmer
interviews. Little of this information, however, 1s used in decision
making by the borrower, the lender, the government, or the donor
agency. Second, much of the traditional information collected cannot
be used to adequately address credit-impact or credit-demand issues,
For example, 1t 15 often assumed that a formal loan 1s the only source
of borrower liquidity, that the loan purpose specified 1n the application
is the only use of liquidity by the household, and that changes 1n
borrower liquidity use are directly correlated with the Justification
given for the loan in the application. Despite the best of Intentions,
cause and effect 1s very difficult to establish with these data,

Third, much of the information that 1s available 1s *“‘soft.” This
results from an emphasis on the quantity of information gathered
rather than on 1ts quality Form filling by officials who do not have
direct responsibility for making credit decistons, and who may not
feel personally involved 1n the decision process, can easily produce
lax acceptance of approximations and uninformed guesses. Data
gathering may also occur without effective quahity centrol. Centralized
decision making 1n many formal lending institutions, complicated by
political intrusions, can compromuse the integrity of the information
process.,

Fourth, even though large amounts of relatively weak information
about borrowers are collected, there are insufficient data 1n usable
form on the performance of the financial intermediary. Few inter-
mediaries, for example, have information on their costs of servicing
various types of clients or have a clear picture of loan-repayment
status and data on what costs they impose on those who attempt to
use their services Even fewer intermediaries do benefit-cost analysis
on the mounds of information collected, and many are not 1n a
position to produce useful estimates of the costs of a credit program.
The operating margins allowed these Institutions to service a specified
target group are often unrealistically low.

In sum, current practice tends to assemble far too much relatively
weak information about borrowers—the demand side—and gives far
too little attention to information that 1s vital to understanding the
behavior of intermediaries—the supply side. This distorted 1nfor-
mation reflects the traditional questions that have been asked about

/]700\
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RFMs. Data describing the overall performance of RFMs are frequently
scant and not very useful for addressing 1ssues of policy. Information
most useful for policy decisions—often not assembled—includes formal
agricultural credit stocks and flows, the term structure of agricultural
loans, loan-repayment performance measures, and loan-size distri-
butions. Information is also needed on the nominal and real rates
of interest, the amount of voluntary financial savings mobilized by
RFMs, and 1interregional and intersectoral flows of financial claims.
Policymakers should also be particularly interested 1n the changes
over time in the ratios of agricultural credit to total credit and the
ratios of agricultural credit to the value of agricultural production.

Even the best information does not distribute 1tself. Most govern-
ments need to establish an office 1n the central bank to assemble
and distribute this new information and train professionals to use
and interpret these data effectively. Conferences, workshops, and
seminars can be very effective ways of introducing more meaningful
analysis of RFM performance.

Policy Reforms

Throughout this book 1t has been argued that incorrect policies,
both within and outside rural financial markets, are a major factor
in the markets' poor performance Changing these policies is very
high on the reform agenda. The policy change that stands head and
shoulders above others i1n terms of need 1s interest-rate adyustments.
Concessionary interest-rate policies combined with substantial amounts
of inflation have resulted 1n negative real rates of intercst in RFMs
in most low-income countries over the past decade Effects of these
negative real rates of interest are apparent in these markets. For
example, lenders often concentrate cheap loans in the hands of
relatively few people, and the rich, not the poor, benefit from cheap
credit. Low 1nterest rates also force lenders to rely on government
or donor money for loanable funds and make 1t very difficult for the
lender to cover operating costs with interest revenues. Reorganization
of agricultural credit agencies has occurred in many cases where their
costs exceed revenues.

Maintaining positive real rates of interest on formal loans will be
a very important factor in improving the performance of RFMs.
Positive real rates of interest also allow the financial intermediary
1o offer much more attractive mncentives for savers. Savings mobili-
zation should be reinforced by changes 1n rediscount facilities in
central banks, as intermediaries cannot be expected to mobilize
voluntary savings aggressively 1 they can get funds at low rates
through rediscounts. Adjustments 11 reserve requirements that dis-
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courage banks from promoting savings accounts will also be necessary
in some cases.

Changes in policies outside financial markets may also allow RFMs
to work better. In many countries pricing policies and public in-
vestments are biased against agriculture. Low agricultural prices and
yields reduce the expected rates of return on resources bought with
loans and reduce the farmers’ repayment and savings capacities. This
hostile economic environment makes 1t more difficult to lend, recover
loans, and mobilize money In terms of their relative strength in
affecting farmer behavior, product prices rank first, yields second,
input prices third, and credit availability and interest rates are a
distant fourth Distortions 1n product prices or yields cannot be offset
by cheap-credit policies, which simply further distort the economic
environment. Finally, there 1s a high opportunity cost to society in
using scarce resources for neffective credit projects Investment in
research and related infrastructure, for example, affects the rate of
return to farrming 1n a way that cheap credit cannot.

Reforms in Institutional Development

Many of the specialized agricultural lenders created by governments
and donor agencies 1n the last several decades suffer from poor design.
These institutions have been heavily dependent on government and
donors for their loanable funds Put another way, their sources of
funds have been highly specialized and subject to political decisions.
On the asset side, these institutions have been forced to concentrate
their portfolios 1n very narrow target groups small farmers, livestock
producers, rice farmers, or long-term borrowers. Many of these
intermediaries are not allowed to diversify thewr loan portfolios by
having short-, medium-, and long-term loans, by making loans to a
broad range of economic activities; or by making some loans outside
agriculture. Specializatiui. 1n both assets and habilities makes these
institutions vulnerable To get more loanable funds they must sub-
ordinate their interests to those of the government or the aid donor,
Also their fortunes go up and down dramatically with the profits of
the narrow chentele group served If a strong dose of inflation strikes,
lenders with mostly fixed-interest-rate, long-term loans 1n their port-
folios suffer large amounts of erosion 1n the purchasing power of
their assets

More diversified lenders with multiple sources of loanable funds
should be developed. They should also be encouraged to diversify
their loan portfolio into long- and short-term loans and to extend
loans to entrepreneurs outside narrow target groups. The reform of
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financial 1nstitutions ought to expand access to loan and deposit
services in rural areas and make more people creditworthy.

Donor Reforms

Donor activities in RFMs have achieved some objectives. Donor
assistance has increased the amounts of formal agricultural credit
and the number of Istitutions providing loans to farmers and of
trained people to staff these credit agencies. Donors have also funded

diverting part of any increasc in money supply to that use; donor
aid 1n this area is largely balance-of-payment support Aside from



306 An Agenda for Reform of Rural Financial Markets

by most of the authors in this book are usually well organized and
are quick to pressure the government not to make changes. The much
larger number who are damaged by not changing policies are in turn
usually poorly organized and are those who have a difficult time
exerting pressure on decision makers Donor agencies can be instru-
mental in helping government officials to ask the right questions,
encouraging them to assemble information that will better show the
performance of these markets, and providing professional encour-
agement to government technicians who want to make appropriate
policy changes. Critical policy changes require broad support and
agreement among government technicians, which takes time to achieve,
Donors can help to build that base consensus by supnorting detailed
RFM sector assessments that involve original research, local tech-
nicians, and dissemination of information to local policymakers.
Donor agencies have felt 1t is in their interest to formally train
technicians from low-income countries to prepare projects If policy
issues are highly important for the success of donor projects, 1t might
be worthwhile for Honors also to emphasize training 1n policy analysts.

A fourth reform 1nvolves the employees of donor agencies. Because
most of a donor’s activ.. ~s are expressed In projects, many of the
employees 1n donor agenc es are project officers. Although a dcaor
agency may have a number of employees who are qualified to develop
and supervise a credit project, it may have very few employees who
are capable of assessing the performance of RFMs, diagnosing prob-
lems, prescribing treatment, and communicating these analyses to
decision makers. Donois will need to hire more technicians who can
do policy work to asiist implementation of reforms; employee in-
centives that are currently oriented toward the funding of projects
may have to be revised

Conclusions

We hope that the readers of this volume will conclude that all is
not well in rural financtal markets 1n low-income countries, that many
of the causes for these problems have been identified, and that
treatments for these ills are 1n hand Effective reform requires major
changes in the way rural financial markets are used 1n rural devel-
opment. Dramatic adjustments 1n the sources of loanable funds used
by formal lenders he at the heart of these changes RFMs would
perform much better 1f they mobilized a large part of their funds
from voluntary rural savers. Money frora donors and governments
is a very poor substitute for funds that are locally mobilized. Savings
mobilization would help reduce repayme.it problems, help keep politics
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out of RFM operations, force financial intermediaries to behave in
a more businesslike manner, and provide a valuable service to rural
savers. The largest contribution of RFMs to rural development ought
to be savings mobilization, not the dispensing of large amounts of
cheap credit

Another key element in the new strategy for RFMs 1s to reduce
the costs of financial intermediation for both the lender and borrower.
Lender and borrower loan-transaction costs should decline with better
incentives to seek more efficient ways of making loans; the imposition
of high loan-transaction costs on some borrowers is the result of
credit rationing by the lender Ehminating the chronic, widespread
excess demand for cheap credit will be a key element in inducing
lenders to nnovate and reduce these costs.

How can this excess demand be eliminated and rural households
be given inducements to hold a much larger part of their savings in
formal financial institutions? We feel that adjustments 1n interest-rate
policies must be the cornerstone of policies aimed at these objectives.
Positive real rates of interest would force many large borrowers of
formal loans to reduce the amount they use and cause lenders to
seek new customers, including small- to medium-sized farmers and
nonfarm rural enterprises. Instead of devising ways to discourage
people from borrowing, lenders would streamline their procedures so
that more chents would want loans. The price of loans, largely
represented 1n 1nterest rates, would ration credit in place of artificially
imposed borrower loan-transaction costs The positive real rates of
interest would also give potential savers incentives to hold more of
their assets 1n financial form and give lenders a better chance of
covering their costs.

Stimulating voluntary savings, reducing the costs of financial in-
termediation, and maintaining positive real rates of interest 1n rural
financial markets will not cure all of the ills currently found there.
Rural financial market reforms are necessary, but perhaps not both
necessary and sufficient, to guarantee effective rural development.
Complementary pohicies that improve the rate of return to farming
are also needed. RFM policy changes, however, are critical to set in
action forces that will make many problems 1n rural financial markets
much more tractable and that will enhance the prospects for more
efficient and equitable rural development.
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