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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 give their best 
to credit programs that work poorly, for reasons beyond their control;
and to the hundreds of pohcymakers who try to help the rural poor,
but can think of no better way to 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 insights and experiences added a great deal 
to our thinking about rural financial markets policy. 

The 23 cha,,crs in this book also draw heavily on research and 
consulting work done by the authors in about four-dozen countries. 
Two organizations have been particularly helpful in 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 its staff in allowing academicians time and money 
to work through complicated issues is remarkable, given political 
pressures for quick resulls 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, William 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, William Rodgers, Frank Sheppard, Douglas Tinsler, 
Don Wadley, Raymond White, and Stephen Wingert. They took care 
of country clearances, wrote project proposals, made travel arrange
ments, processed expense accounts, and set up meetings that made 
our work possible. 
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xviii Preface 

The second organization we'd like to single out is the Economic
Development Institute of the World Bank. For a number of years it
has taken the lead, through project courses, in bringing new thinking
about development problems into practice. Institul. staff members 
were particularly helpful in setting up a Colloquium on Rural Finance
in Low-Income Countries in September 1981 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 in 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 
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Introduction 

Cheap and abundant credit is 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 in large increases in 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 in using such credit are often unnec
essarily and inequitably subsidized. Many agricultural banks and 
other specialized formal lenders serving rural areas are floundering, 
and as a result they often severely limit 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 investors. 

These problems persist after three decades of development assis
tance. They endure in spite of the fact that some governments have 
nationalized their banks in efforts to expand credit access, while 
others have piled regulation on regulation in 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 
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Introduction 

financial results from rural credO' programs. A few of these problems 
can be attributed to unique facto -&,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 in 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 in 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 in Rural Financial Markets in Developing 
Countries: Their 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 Development Institute (EDI) and 

published for the World Bank in 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 

discussed 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 



3 Introductionthe colloquium was oriented toward diagnosis of rural financial marketPerformance in develping countries and proposed remedies
existing problems. 

for 

The Major Arguments 
They challenged traditional 

The arguments presented in colloquium papers were controversial:thinking about agricultural credit andcredit projects 
rural savings. The authors of these arguments questionedare designed the wayand evaluated and advocated a major
overhaul in the way financial markets are manipulated by governmentsand donors to support development. Five Points were stressed. First,
the view that credit is an inputPolicies and projects that 

was criticized becauseare detrimental it supports
to rural financial market

performance. Second, traditional assumptions about agricultural credit 
were challenged. Third, cheap-credit Polc:es were pinpointed as the
most important factor causing agricultural credit programs to miscarry.
Fourth, it was argued that political considerations often block ruralfinancial market reform. And, fifth, it was concluded that the results
of recent research and evaluation could contribute to the Improvementof rural financial market performance.The Nature of Credit Viewing credit as an input, like fertilizer,
causes people to conclude that farmers have specific credit needs that
can be met by delivering predetermlnrd amounts of loans to farmers.
This approach leads policymakers and sponsors to measure the impact
of additional loans in terms of how many hectares of rice were 
financed, how many tons of fertilizer were used, how many additionalsacks of Potatoes 
were produced, and how borrowers' incomes 
werewere fruitless, because 

input-rather the underlying assumption that credit is 


affected by the loans. This has resulted in credit-impact studies that 
than anpart of the financial intermediation process.ignored the essential Property of financial instruments, their fingbility.Farm inputs are specialized by function.fertilizer stimulates plant growth, and diesel fuel Powers engines. A 

Seeds produce plants,loan is not an input, because its fungibility gives the borrower commandover any good or service that can be purchased.additional liquidity or Purchasing power for use in any ofthe borrower's 
A loan provid,.sproduction, investment, or consumption activities. Most farmers in

developing countries have several farm enterprises, engage in multiple
occupations, and have a number of potentialliquidity. Measurement of the impact of a loan requires the collection 

uses for additionalof costly information 
liquidity that 

on all changes in these sourcesare contemporary with loan receipt and then a com. 
and uses of 



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, or wrong. A thorough airing 
ofassumptions that underlie agricultural credit activities in developing 
countries is 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 in financial form, making it useless 
for financial institutions to try to mobilize voluntary savings in rural 
areas; (3) lender behavior can be closely controlled by nationalizing 
banks or by means of adminstrative directives, (4) the informal 
financial system in 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 is 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 furthei argued that cheap credit causes inefficient 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 interest 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 more 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 political 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 directe," toward self-sufficiency in 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 it very difficult to attack such efforts; attacks 
on cheap credit are often regarded as criticism of the activity for 
which credit is 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 is no free lunch. The highly concentrated 
benefits, but widely diffused costs, of cheap credit make it an ideal 
form of political patronage. 

No formula was presented in the colloquium for handling these 
political problems It was argued, however, that some damaging policies 
were sustained by incomplete understanding of their adverse effects. 
Where good intentions 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 in 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 latituoe 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 in these cases liberalization may become 
a more attractive option :n periods of economic stagnation or de
terioration. Efforts at refo m may thus produce meaningful policy 
changes only once every 5 or 10 years. 

Research Results and Reform Proposals. Traditional ideas about 
rural financial markets in developing countries die very hard. Ste
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reotypes and conventional wisdom strongly influence the way government and development planners usemarkets. The central 
and abuse rural financialtheme of this volume is that this traditionalthinking often leads to costly and sometimes counterproductive policiesand that financial markets would make a much more positivetribution to rural development if appropriate policy changes 

con
adopted. wereThese changes would require a major reorientation towardfinancial markets. For eAample, agricultural credit is anand a financial system is more than 

not input, 
a set of channels for disbursingloans. Instead, agricultural credit results from processes of financialintermediation in which many very innovative decision makers participate. Further, claims on resources that move through financialmarkets are fungible at all levels, and it is costly and difficult-somewould say impossible-to target their end use effectively. Attemptsto redistribute income in favor of the poor through manipulation offinancial markets increase, rather than lessen, income concentration.Maintaining positive real rates of interest on both credit andsavings instruments is the most important element in improving ruralfinancial market performance Where aiministered rates are kept low,higher rates of interest would allow formal financial intermediariesto mobilize larer amounts of voluntary savings in ruralwould benefit n, areas. Thisny people whose opportunities to hold savings inhigh-return, secure forms are presertly limitidAccumulation of rural savings in financial form would also diminishor erase the patronal relationships that currently exist between ruralborrowers, rural financial intermediaries, central banksthorit.es tunding or other aurural credit projects, and-in some cases-donoragencies. Wtakening rural dependence by increasing incentivesaccum-ilation of financial forassets by rural households would, in t,,reduce the ,sccoe for politicalization of rural financial markets andwould increase intermediaries' incentives to respond more dynamically
to the interests 
 of their depositors ratherpoliticians and planners. 

than to the whims ofThe lessening of lenders' dependence onsoft sources of funds would encourage them to seek new businessand to place more emphasis on creditworthinessBroadening and deepening of formal 
and its creation. 

financial intermediation wouldalso increase competition among formal and informal lenders andreduce any monopoly profits that exist in these markets.The chaiges in policies suggested by the authors in this bookwould require reorientation of much agricultural credit research andevaluation. Trying to measure credit need and impact at the farmlevel would no longer be a majcr concern. Instead, attention wouldbe focused on explaining the behivior of rural financial intermediaries, 

http:thorit.es


7 Introduction 

an effort that would inlude documenting the costs and returns
associated with various financial services, such as mobilizing ruralsavings, lending to small borrowers versus lending to large borrowers,
and accommodating the seasonality of liquidity flows in agricultural
areas. This emphasis would result in a better understanding of the
elements required to build rural financial institutions. More attentionwould 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 tooutperform the formal market in providing certain types of service 
to the poor. 

A Challenge To Readers 
The 23 chapters that follow report on research done in more than25 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 thosefactors 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. 
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Problems in Rural Finance
 



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 it is 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 modem economy-changes that dissolve 
barter and induce a rapid increase in financial intermediation, resulting 
in economic growth. Suspicion also nurtures ihe regulation of financial 
markets, especially in 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 inteimediation is 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 in rotating credit-savings associations, 
and merchant credits are typically not recorded It is also difficult 
to nail down cause and effect in 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 neutralized because lenders and 
borrow .,rs can appear to be responding to the intent of regulations, 
while in 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 ofagricultural 

1)
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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 in rural areas (Adams and Graham 1981). 
Early work by Goldsmith (1969) has documented the growth in 
financial activities that occurs with overall growth in 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 in stimulating others to 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 Chaoter 10 place particular emphasis on how rural financial markets 
affect income distributions as well as resource allocation. As is pointed 
out in other chapters in this volume, a number of people have come 
to feel that rural financial markets in low-income countries are 
performing poorly and that this is 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 benefits individual firms and households 
and then move to a discussion of how finance affects rural service 
organizations. The next topic treated is 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. 

7 
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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 is 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 little 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 ofreasons. 
One is 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 in 
the capital city. This is less expensive than taking farm produce by 
bus to the city to exchange with the headmaster of the school. 
Generating and transferring these claims on resources is an important 
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 in a low-income country may help to illustrate 
this important point. Farmer A, who is 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 is satisfied with his current consumption, 
is trying to put away something for his old age, and is holding a 
good deal of cash But he is 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 is 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 parcela 
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 fertilizer 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 in claims on rsources. Without 
financial intermediation, Farmer A will remain unsatisfied because 
of holding a significant part of his savings in 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 ail' 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 Farmers 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 it would provide a safer 
place to keep money The intermediary also would be pleased because 
he or she is rewarded for services by the difference between what is 
paid to Farmer A for his savings and what is received from the 
borrowers in interest payments Society is 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 variations in 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 in 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 in 
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
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exchange arrangements, and through loans. This includes not onlythe occasional use of loans but also the maintenance of unutilizedcredit reserves that can be called on in emergencies. Loanssavings deposits can be important 
and 

and relatively inexpensive waysfor many of the rural households to manage part of their risks.A fourth advantage of financial intermichation is that it facilitatesthe acquisition of large investments or large consumer durables. Aloan may allow a farmer to buy a tractor years before being able tosave enough io buy one with cash The tractor may help the farmerto generate more than enough additional income to repay the loan.Systematic saving in deposit accounts may also allow a householdto accumulate enough funds to buy the same tractor or some largeconsumer durable. The intermediary can benefit large numbers ofhouseholds by accepting their shoit-term deposits and providing afew borrowers with term loans The scale of an intermediary'soperations allows the transformation of the term of these claims onresources to the benefit of both savers and borrowers. The saver doesnot have to sacrifice liquidity ato get return on savings, and theintermediary can rely on large numbeis of depositors for a steadyflow of short-term deposits to provide the claims necessary to meetlong-run borrowing requests. Again, savers, borrowers, and intermediaries all gain from the transformation of term structures thattakes place through interinidiation Lending directly by savers toborrowers or even lending by informal moneylenders cannot providethe 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 anindividual's or family's needs. In traditional societies this problemis handled by extended families. Members who are in their mostproductive years are expected to sustain the young 
and tne old in
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. Borrowingand lending within extended families begin breakto down withgeographic dispersion of the family members and the individual
independence that emerges in commercialized economies. It becomes
more common for the young to borrow through financial intermediariesin order to cover some of their educational expenses, to purchasehouses and cars, and to get a start in farming. It also becomes morecommon for those in middle age to save in financial form for retirementpurposes. Where attractive and stable forms of financial saving areavailable, 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 rapidi growth in financial services that accompanies economic 
advances in a country is 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 in a society realize substantial 
benefits from these services. 

Finance and Rural Service Organizations 

It is common for both private and public organizations to be 
involved in providing financial services. In most cases informal 
financial arrangements exclude savings-deposit facilities, because it 
is difficult for informal intermediaries to offer the liquidity, 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 liquidity, but in most 
cases the lender extends credit to reinforce or complement some social 
tie or to encourage the purchase of goods or service Given a choice, 
most merchants in 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 family. 

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 in 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 to 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 L'f 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 clients: Offering cheap credit is 
a way of enticing people to do business with an organization. Even 
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though carrying some benefits for the organization, extension offinancial services may result in some unanticipated costs. If largeamounts of funds are available for lending, the credit operations mayswamp the other activities of the organization. An agrarian-reforminstitution may become primarily a supervised credit agency, amultipurpose cooperative may evolve into largely a lending agency,and the staff of extension programs may end up doing mostly loancollection. If the organization experiences serious loan-collection problems, as amany do, large part of the management talent may betied up in trying to recoup loans at the expense of other activities
in 	the organization


Ideally, financial intermediation 
 should return a surplus to theorganization. This has been true in Taiwan where the credit-savingsactivities in the very successful farmers associations generate economicsurpluses that underwrite many of the other activities of theseorganizations. This is not common in 	most countries, however. Organizations usually are forced to extend loans at interest rates thatdo not cover their costs of lending If 	they offer savings-depositservices, the interest rates paid do not provide enough incentive forsavers to deposit substantial amounts. This may result in a largenumber of accounts with small deposits that are costly to service.In addition, 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 totemporarily subsidize an agency to cover some of these costs, at some
time the agency will be called upon to stand on 
its own. When thisoccurs the organization implodes This is usually associated withaccusations of mismanagement or dishonesty and a change in management. The organization may be renamed, disappear, be combinedwith 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. Theymay not see clearly that it lost money on its financial intermediationactivities and that its poor performance in handling savings andcredit led to a loss ini support at higher levels.

The provision 
of cheap credit affects organizations in otheranticipated ways. As Gonzalez-Vega points 	

un
out later in Chapter 7,there is generally excess demand for cheap credit, a situation thatforces the lender to ration ie credit through nonmarket means. Thenet result of this rationing process is that iit well-to-do and theinfluential colonize the credit activities, and only a few of the potentialclients or members of the organization receive loans. This, in turn, 
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weakens the involvement of the clients who do not get loans. This 

has the opposite effect of sales, which are used by some merchants 
their facilities into increase the volume of traffic moving through 

the hopes of selling the customer something in addition to the good 

that is sale priced. Cheap credit, on the other hand, results in fewer 

people coming to organizations providing this service. 
for that matter, is beholden toAny organization, or individual 

those who provide support. The government or central bank may 
to sustain or expand thelook to outside donors to provide funds 

amount of agricultural credit. This foieign aid carries obvious ob

ligations beyond repaying the foreign loan. Likewise, banks or coop
from the central bank for on-lending toeratives that draw money 

farmers subject themselves to increased central-bank control, and the 

farmer who borrows is open to intrusions by the lenders. Banks and 

agricultural service agencies may become addicted to the cheap funds 

provided by central banks, especially if 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 bottom in the financial system. 

Finance and Groups in the Economy 

All too often it 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 

not readily apparent. In some cases the operations ofare usually 
financial markets yield results that are diametrically opposed to 

publicly stated goals. 
and mobilizers of claims on resources, financialAs allocators 

major role in the movement of resources from onemarkets play a 
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 

, moved out through the financial system toresources mobilized s 
other areas or sectors. These transferred claims allow burrowers in 

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 in deposits in rural areas and poor urban 
the volumeareas than is extended in formal loans. In some cases 

of savings transferred out of rural areas and poor urban areas may 

exceed the amount of government assistance 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, where 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. 

Finince and Politics 

In most countries there is a close relationship between political 
and financial systems. Governments feel obligated to regulate financial 
markets. This may incl: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 

onintermediary can undertake. Typically, government controls the 
financial system are more comprehensive than are controls on any 

other markeung system in the country. It is 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 P:3ograms also may be used as a form of 
disaster relief. Droughts, wars, frosts, typhoons, floods, and hail may 
all be used as excuses for initiat ng a new concessionary credit 
program. Governments commonly try to promote long-term invest
ments, such as irrigation 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 
government 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 is that it i. 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 (Olson 1982). 

Improving the Contribution of Finance 

Few careful observers of formal rural financial markets in low
income countries are satisfied 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 expectations that most policymakers 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 their 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 contribution 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 in 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 initiated 
because they are easy to start or expand and because their ultimate 
effects 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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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 in 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-income 
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 
in rural areas Some of these units can benefit primarily from a ready 
source of credit that is appropriately 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, reliable 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, it 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 intermediaries and instruments are
made available, development is accelerated. When the heterogeneity
is ignored and the financial market impeded or fragmented, devel
opment is retarded. 

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

Financial Intermediation and the Rural Household 
There is surprisingly little information in the literature on the roleof financial intermediation in rural households. (Exceptions are Lee1983 and Baker 1973.) Intermediation occurs becauseand households want to borrow or save at the same 

not all firms 
time: Some wantto borrow at exactly the time others want to saveprovides This heterogeneityan opportunity for an intermediary

of borrowers and 
to bring the interests savers together The resultingsenting an transact ion--repre.exchange of resources and! financialintermediary--allows claims through theboth borrowers and savers to reach greaterincome levels. Through the transaction, resources are channeled tothe highest bidder who expects the greatest economic returns. Thus,financial intermediation causes increased efficiency throughallocation from resourcesavers to borrowers and among borrowers to thosewilling and able to pay the highest interest rate.Heterogeneity of economic activities among firms and householdsgives rise to their financial heterogeneity. Various types of heterogeneityin rural areas influence financial markets A first type concerns thewide range of firms and households that exist. A typology of activitiesfound in the rural sector is p

and Meyer. Farm 
-sented in Chapter 21 by ilby, Liedholm,households range from poor, landless laborersrich, complex agricultural estates to

and plantations.also includes small The rural sectortowns with farm and nonfarm households, processing plants, input supply dealers, repair and service centers, and
retailers. These nonfarm firms and householdsbackward linkages with farm 
have forward and

households that are often overlookedin statistics and policy analysis (Chuta and Liedholmfinancing 1979). Theiris also usually overlooked, and they are often excludedfrom credit programs.

A se';ond type of heterogeneity 


concerns is the focus of this chapter. Itthe differences among farm households and how this givesriSe to opportunities for financial intermediation. Like nonfarm firms,farm households are heterogeneous. Some have access to irrigationand practice double and triple cropping. Others lack sufficientand are limited to one water crop per year. Some households specialize inonly one farm enterprise, while others engage in several and are alsoinvolved in 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 
experiepce shortfalls in cash inflow during several weeks or months. 
Desired expenditures may exceed household income. At other times 
income exceeds expenditures. During some periods the household 
prefers to be a net borrower, at other times it prefers to be a net 
saver. If all households simultaneously faced the same financial sit
uation there would be little 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 financial intermediation is to help households 
smooth seasonal cash flows and synchronize income and expenditures. 
Unevenness in cash inflow and outflow is inherent in most biological 
processes of crops and livestock. Inputs for a crop are required 
months before harvest and sale, and most livestock and poultry 
enterprises involve 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 cxample, a diversified 
combination of enterprises may be selected to Lroduce a marketable 
surplus several times during the year. Nonfarm enterprises, such as 
weaving, blacksmithing, tailoring, and handicraft manufacture, play 
an important role in many countries in 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 in the dry season (to avoid cash 
outlays), for future use in barter, or for sale to obtain cash. 

Adjustments in the timing and magnitude of consumption expen
ditures can help synchronize inflows and outflows. Cash outlays can 
be held to a minimum 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. 



25 Farm-HouseholdHeterogeneity 

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 in the household's liquidity 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 ofreliable financial 
institutions, households in low-income countries frequently hold their 
savings in the form of nonfinancial liquid 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 until cash is needed 

Besides providing savings alternatives, another way financial mar
kets can be helpful is in the obvious role of providing loans. There 
are some households that during some periods want to spend more 
cash than they have. Borrowing provides an alternative to liquidating
physical assets during these. periods. To engage in borrowing, the 
household must perceive that the cost risk of the loanand are 
preferable to disposing of assets 

Still another way management assistance comes rnomfinancial 
markets is 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 is through differences 
in family life 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 it 
eventually matches and finally surpasses desired expenditures. The 
household may shift from being a net borrower to being a net saver. 
In low-income countries, young families 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 investment opportunities in urban areas. Their best 
option may be to invest their liquid resources in 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 liquid household would gain 
by decreasing current consumption and providing resources to the 
borrower household, while the deficit household would gain by in
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 in agricultural credit programs. Although it is true that some 
households may productively use short- or long-term loans, many 
other households may need to hold short- and long-term savings in 
attractive and safe ways. If all farm households could productively 
borrow at the same time, then channeling large supplies of central
bank or donor credit to iural lenders-ignoring savings mobilization 
and the diversity of rural economic activity-might be appropriate. 
But with heterogeneous objectives and patterns of activities, savings 
ought to be mobilized 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 in 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 in 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 in four provinces to represent typical farm situations. 
Over 400 households were selected at random in 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 
component 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 mid-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 in the Central 
Bank. The Bank of Agriculture and Agricultural Cooperatives was 
provided with funds for a major expansioin in its 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 in 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 included in each group). These households were located 
in two widely separated villages in Khon Kaen Province in Northeast 
Thailand, re, resenting farms with wet-season irrigated rice production 
and a large amount of upland sugarcane, cassava, and kenaf. Compared 
to other areas in the province, the farms were cropped fairly intensively. 
Other areas with access to good irrigation water were cropped even 
more intensively in 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 would 
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 



Table 2.1 Cash Flow Statement for Borrower Households in Thailand
a 

Nnth 

Item March Apr I May June July August Sept. Oct. Nov. Dec. Jan. Feb. Total 

Farm Cash Receipts 60 82 56 198 50 90 8 812 6 2,694 1,436 5,492 

Operating Expenses 19 98 36 118 58 46 60 496 52 266 34 1,283 

Net Cash Farm Incomem 41 (16) 20 80 (8) (46) 30 (488) 760 (260) 2,660 1,436 4,209 

Net Cash Nonfarm Income 195 594 432 773 418 613 464 777 418 1,496 1,298 546 8,024 

Net Capital Sales (580) 1,700 1,120 

Other Cash Receipts 50 110 50 20 40- 80 260 410 250 51 50 -50 1,421 

Family Living Expenditures 1,344 3.507 473 605 333 504 768 549 1,848 660 1,015 718 12,324 

Other Cash Expenses 494 1,805 208 73 49 43 45 16 111 14 121 518 3,497 

Net Borrowing 1,660 400 200 100 100 (100) (500) (2,300) (440) 

Surplus (Deficit) (472) (4.224) 21 295 168 100 (59) 134 (531) 513 4,072 (1,504) (1,487) 

aAI I values reported in Baht. U.S. $1.00 approximately equal to 20 Baht. 

Note: Parentheses Indicate negative values. 



Table 2.2 Cash Flow Statment for Nonborrower Households In Thailanda 

MonthItem March April May June July August Sept. Oct. Nov. Dec. Jan. Feb. Total
 

Farn Cash Receipts 364 753 30 
 533 383 1,312 2,286 329 363 1,061 1.955 748 10,117
 

Operating Expenses 
 215 359 327 
 68 36 
 21 156 32 30 111 14 1,369
 

Net Cash Farm Income 149 394 (297) 465 347 1,312 2.265 173 331 1,031 1.844 734 8.748 

Net Cash Nonfarm Income 1,987 455 501 1,339 536 1.044 760 772 562 1,639 1,268 1,222 12,085 

Net Capital Sales (419) (38) (8) (40) (62) (63) (6) (13) (2) (357) (1,008)
 

Other Cash Receipts 151 152 59 168 304 143 157 397 143 229 270 157 2,330 

Family Living Expenditures 1,096 901 577 556 388 479 - 611 479 412 542 642 877 7,560 

Other Cash Expenses 1,345 91 258 293 155 191 - 424 196 112 463 88 18 3,634 

Not Borrowing (7) (16) - 14 (25) (34) 

Surplus (Deficit) (573) (36) (572), 1,115 588- 1,781 2,059 661 512 1.881 -2,650 861 10,927 

eAII values reported In Baht. U.S. S1.00 approximately equal to 20 Beht. 

Note: Parentheses Indicate negatIve values. 
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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 in 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 into 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 in the form of loans or savings. 

These two groups of households are similar in that both earned 
more income from nonfarm than from farm sources This is a result 
of small farm size and the widespread existence of nonfarm enterprises 
in rural Thailand. The borrower households in Table 2 1 had a cash
flow pattern typically assumed by agricultural credit planners. Farm 
cash receipts were concentrated in certain times of the year 75 percent 
were received from rice and kenaf during the postharvest months of 
January and February About 60 percent of the operating expenses 
occurred in 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 expenes for the entire year occurred 
in the four dry-season months of January through April This is the 
period when major religious festivals are held and i, also the period 
just after rice harvest when households have the most cash 

Borrowing occurred in the preplanting and planting months of 
March through July, repayments were concentrated in the postharvest 
months of December through February. This is 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 in 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 throughout 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, in spite of their higher income, nonborrowers had 
lower total family living expenses than borrowers, and these expenses 
were somewhat less concentrated in the postharvest months. These 
households made payments on loans received in previous years during 
months otber 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 is not clear where and how 
these savings were held Given the absence of attractive and readily 
accessible rural financial savings opportunities, it is expected that 
they were held in cash or converted t9 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 in other low-income countries? We have not located 
any other studies with analysis simflar enough to permit exact 
comparison, but what we have found is supportive. Using data from 
this same Thailand project, Priebprom (1982) analyzed the income 
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 
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have reduced the sharp seasonality of farm cash inflow and outflow, 
as we noted for the farms analyzed above. 

Laguna Province in 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 inc)me. On the other hand, there 
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 in the Philippines, Ledesma (1980) collected daily records 
from 16 households in Iloilo Province from September 1977 to March
1978. Sources of income were similar to those in the Hayami study.
The data for I 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 weeks. 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 in kind. Landless-worker households tended 
to borrow frequently and in small amounts. Many households borrowed 
more than 20 different times during the 26 weeks. Many of these 
loans were small At the same time, 13 householas lent cash and/or
rice to an average of 4 other households 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 Mation (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 ofsources. This income 
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represented over half of the total cash income of the households. A
surprising finding was that form sources of income declined -s
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 in 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 luction 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 is assumed by many designers of agricultural credit 
programs, who tend to set up rigid, one-sided systems in 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 ofspecialized institutions: One institution
supplies operating loans, another supplies investment funds. Loans
 
are 
 packaged for specific amounts, purposes, and maturities. The
borrowing and repayment cycle is assumed to be simple. For production
loans, it is often 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, time 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 re iched, and must offer low interest rates 
to induce 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 
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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 ond 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 in 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) Becduse of 
the fungibility, divisibility, and substitutability of money, it is difficult 
to attribute specific increases in production and income to credit 
activities (David and Meyer 1980). Also, in some cases, credit ex
pansion has coincided with output decreases and more agricultural
imports (Graham and Bourne 1980) Rural inequality 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 in real or nominal terms (Adams 1980).

In our view, the weaknesses of specialized agricultural credit 
institutions are a consequence of faulty assumptions and, in part, a 
result of major defects in their design and operation. This chapter 
critically appraises 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 

36 
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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 modem, 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 is 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 
problems experienced by financial institutions. Efforts at reform usually 
fail to examine the assumptions underlying supply-led agricultural 
finance. 

One findamental premise is that credit is 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 is questionable. It 
is not always clear that credit is the most binding limitation to 
agricultural development Many inputs and technologies are divisible 
and can be adopted in small amounts Also, improvements in pro
duction technology may raise physical yields, but such changes do 
not result in corresponding increases in 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 are often defeated by marketing conditions 
and price policies. Credit per se is a weak instrument for promoting 
agricultural development in the face of these other distortions and 
constraints. 

A second common assumption is that long-term finance is needed 
by many farmers Even if a capital constraint does exist, many small
to medium-sized farmers invest in quick payoff items, such as seed 
drills and spraying equipment, that do not require long-term loans. 
Moreover, improved inputs such as new seeds, chemicals, and fer
tilizers are highly divisible and self-liquidating These inputs require 
short-term operating credits and not long-term investment loans. This 
implies that the overall effective demand for credit among the target 
group of farmers is more short term than long term. Thus, specialization
in long-term loans, often prescribed for supply-leading financial in
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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 is 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 investments 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 in this volume, much of this reasoning is 
misleading, inappropriate, or erroneous. First, many farmers obtain 
liquidity satisfactorily through infornal 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 is being exploited by the borrowers or the 
farmers are, in fact, not creditworthy. In this case, subsidized credit 
cannot be justifed on the grounds that social benefits outweigh social 
costs. Moreover, there is always a downward bias in the estimates 
of social costs because the destruction of effective financial inter
mediation is ignored as one of the costs. Also ignored in these 
estimates is the probable inequitable trade-off in transferring tax 
revenues 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 is 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 institutions have distinctive liability structures, a large
degree of supervisory and technical involvement in 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 liability structure of supply-leading financial institutions is 
often characterized by an absence of deposit liabilities and by limited 
use of bond issues 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 in the very restricted sense of converting public
sector financial contributions into rural loans. Many are incomplete 
institutions that do not mobilize savings and offer only long-term 
loans. The absence of deposit facilities means these institutions do 
not realize potential multiplier effects that arise when borrowers 
deposit loan proceeds and project income with the lending institution, 
increasing its supply of loanable funds 

Several explanations have been suggested for the lack (f deposit
facili' es in these institutions. Some argue that deposit facilities are 
too costly. However, a more convincing reason is that deposit costs 
require more realistic loan pricing and more careful lending policies. 
It is relatively easy for managers of supply-leading institutions 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 is another important feature of specializedfinancial institutions. Supervision and planning are a natural consequence of long-term loans aimed at increasing output of specificcommodities or at transforming farm technology. Credit supervisionis justified as a means of preventing credit diversion to nonapproveduses and of educating farmers in the use of new technology. However,the fungibility of finance makes attempts at preventing credit diversioncostly and futile. Further, as we shall argue later, it is doubtful whetherthe h;gh costs resulting from credit supervision can be justified interms of the actual technical assistance provided by credit officials.The planning perspective extends to identifying target groups ofintended beneficiaries on the basis of enterprise type and of regionaland equity considerations. The planning perspective, whicl- leadspolicymakers to rank planning goals higher than the internal viabilityof the institution, results in project appraisal and creditworthinesscriteria that are at variance with tho,e employed by nonspecializedlenders. What would normally be externalities are internalized; socialcost-social-benefit considerations become integral elements in thedecision calculus. Conventional creditworthiness criteria are relaxedas riskier and allegedly more socially beneficial projects are empha
sized.

The performance indicators of specialized agricultural lenders arealso often based on a planning perspective. Initially, quick loanapproval and disbursement and rapid growth in the number andvolume of loans to previously identified target groups are the mostimportant yardsticks used to evaluate performance Much less attentionis paid to internal financial performance indicators. Lending costs,loan delinquency, and default are largely ignored until a financialcrisis emerges. It is not surprising, therefore, to find that arrearsinformation is handled poorly and that it has ltt!e weight in evaluations
of bank personnel (Von Pischke 1980, 1981).
All too often individual accountability for program 
or loan failureis weak in these specialized institutions. This is a consequence ofseveral factors. The loan-approval process is protracted and diffusedover so many divisions and levels that all managers are jointly, butnone is individually, responsible. Problems in projects that are heavilyweighted with long-term loans appear only after three or four years.By this time many of the original credit officers have often beenreassigned. The attribution of responsibility is further complicatedby the difficulty of distinguishing oost hoc between weaknesses inproject apprasal and monitoring on the one hand and-on the otherhand-unanticipated economic difficulties and the impact of governmental policies beyond the control of the credit institution. There is 



Problems with Speciahzed AgriculturalLenders 41also the pervasive view that high-risk ventures are the business andraison d'tre of supply-leading financial institutions, so that someloan failures are to be expected. However, this view begs the questionof what is the acceptable 
serves level of project failures and usually onlyto provide a 
monitoring. 

weak defense for deficient project appraisal and 

development banks frequently become political profit centers for the 

Finally, in sharp contrast to commercial banks, government-owned 
party in power (Ladman and Tinnerrneierto attract 1981). They canbadly needed be usedforeign exchangefavorites. and toCheap credit also employ politicalcan beconstituencies allocated to pay off criticalor political support groups. Announcement of an increase in the supply of cheap credit meets the needs for the politicalsystem to do something when faced with a problem. More often thannot this turns out to be someization form of reorganization and recapitalto start the process all(Von Pischke over again with similar results later1981). Potentially, a developmentPolitical bank isweapon that a powerfulcan bepolitical leaders than can 

used and abused more effectively bya more diffused and decentralized set offinancial intermediaries. 

Operational Problems
 
Specialized 
 agricultural lendersproblems, have a number of operationalwhich include institutionalcredit delivery. A review 

viability and inefficiencies inof these problems shows the negativeconsequences of supply-leading finance and also provides some guidance as to the kinds of reforms necessarymarket performance (Bourne and Graham 
for improved financial

1981).The composition of a credit institution's liabilities may adverselyaffect financial performance in several ways. Consistent with the
maxim of "he who pays the piper calls the tune," governments may
impose portfolio restrictions that limit the outreach ofcredit programs
by excluding certain potential borrowers on the basis of wealth, farm
size, enterprise, and loan maturity. As a 
result, the scope is reduced
for loan-portfolio diversification as a meansrevenue maximization, and 
of risk minimization,more even repayment inflows Foreign
funding agencies also have biases in their portfolio preferences, and
they have an influence

Frequently this influence 
on the lending policiesgovernments. of local lenders.moves in the same direction as that of local
 

The influence 
 of external andintrudes into interest-rate policies. 
internal funding agencies usuallyIn 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 institutions, 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 in these programs, the limited 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 loans outstanding. When delinquency 
and default are included, this can substantially increase the annual 
Losts of lending in 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 later in Chapter 7 by Gonzalez-Vega, it 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 loan- 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 in 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 reliance 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 inevitable downturn in 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 ckfficulties in 
sustaining or expanding inflows of loanable funds when the preferences 
and emphases of governments and foreign-assistance agencies change. 

Because of these discontinuities in resource availabilities, actual 
and potential credit customers might perceive specialized agricultural 
lenders as transient, undependable institve ,ns; 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 availability of loans. Obtaining additional economies of 
scale in lending is not possible when the portfolio is 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" (i.e., lower risk costs through asset diver
sification). In such circumstances, borrowing costs would usually have 
to be increased if break-even loan-pricing policies were implemented. 

Another defect in 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 administrative costs. Loan 
monitoring for purposes of preventing credit diversion and ensuring 
loan repayment is 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 in large, unanticipated increases in investment costs that may 
outweigh explicit and implicit 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 in 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 institutions do not hold the demand deposits and savings 
acxounts of their customers. Moreover, these credit institutions are 
usually deficient in macroeconomic and sector-specific economic in
telligence. Consequently, management decisions are often unsound 
and are revised too late to adjust to ups and downs in 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 loanrepayment (Von Pischke 1981). These arrears problems are associatedwith many of the operational features, characteristics, and problemsalready discussed. 

Possibilities for Reform
The problems of specialized agricultural lenders discussed in thischapter constitute a compelling case for financial reforms. Althoughthe precise nature and timing of any reforms must be time and placespecific, it is worthwhile to outline a few guidelines that may beuseful for local and donor agencies.With regard to the range of financialeration ought to be given 

services provided, considto Performing afunctions, including noncredit services such as financial advice. These 

more complete set of
institutions should be more than retailrs of creditdeposit facilities and local bond ,ssues should be used to help overcomedifficulties 

In particular, 
that originate from the traditionalcultural lenders are funded 

way speciahzed agri-Furthermore, deposits generate importantinformation for credit institutions 
accounts when loan customerswith the maintainlender Deposzts can thus provide a basis forcontinuous insight into the financial situation of borrowers, assist inmonitoring progress, and allow the institution to offer higher-qualityservices. However, the success of these resource-mobilization activitieswill be influenced by whether potential depositors perceive the creditinstitutions as permanent This perceptionthe degree is strongly influencedto which the institution is considered by

financially viable.The major objective of interest-rate reformsinstitutional viability should be to ensureThis implies lending rates that cover costs andare flexible in the face of inflation. Another objective should be
let the cost of credit reflect the scarcity value of capital and to give

to
positive real rates of return to savers.
therefore, Meaningful interest-rate reform,
will result in higher nominal loanlevel, the frequency, and the loan 

rates of interest Thecontracts onare periodically adjusted which interest ratesare open to discussion. Reforms appliedonly to new loan contracts might result in very high nominal charges
to new customers 
and involve ex post resource transfers
customers to the beneficiaries of earlier low-coct loans 
from those

hand, retroactive increases On the otherin loan charges onloans, if sizable, might previous long-termcause
and default 

further problems of loan delinquencyand might be considered unfair if retroactivity clauseswere not included in the original loan contracts. Thus, both approachesraise issues of equity and propriety. Regardless of how the increased 
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loan charges are apportioned 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 in nominal interest rates, warranted by the goals of 
viability and positive real rates of interest, depends on the costs of 
lending and inflation. Lending costs can be reduced through reforms 
that place greater responsibility on officials in lending institutions. 
The market discipline imposed by depositors and other private holders 
of the institutions' liabilities could help to foster better management. 
Reduction in 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, it is important not to underestimate 
the institutional and political obstacles to more effective implemen
tation of sanctions against defaulters. This is one of the costs of 
uing credit as a political instrument There are ample opportunities 
for political interference within the prolonged decision-making process. 
In some cases there might be strong societal and community opposition 
to 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 , J.e to 
national and international 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 in the entire economy Policies that reduce the rate of 
inflation moderate piessures for further upward revisions in nominal 
interest rates Realistic output and input prices enhance the profitability 
of agriculture and remove a major reason for loan delinquency. Interest
rate revisions in the absence of such complementary real-sector policy 
changes reduce the chances for successful reform of rural financial 
markets. 

Concluding Remarlks 

It has become increasingly apparent that the performance of many 
specialized agricultural lending institutions in LICs has deteriorated 
in the past decade. The initial enthusiasm that policymakers had for 
specialized agricultural lenders and major increases in the supply of 
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agricultural credit is starting to wane. Serious problems have undermined these efforts. In part, this has resulted from inappropriate
pricing and investment 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 tt'. 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 essential property of finance, its fungibility, meant that theadditionality or impact of credit was far less than hoped for (David
and Meyer 1980). Elaborate technical farm plans with high admin
istrative cozts 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 ignored to gain ill-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 is the need to build more complete financial institutions
that effectively mobilize domestic savings at positi ie rates of interestand offer credit at realistic and flexible interest rates. Only through
this revitalization of financial intermediation can LICs hope to overcome the shrinking supply of internatioihal funding. The reliance
 
on a more disciplined and continuing source of domestic savings will
require a more balanced 
 portfolio in terms of term structure and
farm type, more helpful internal financial indicators 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 is more widely known to be domestic. Rural residents canappreciate that, although they may not all get loans, a large number 
of them would receive positive rates of interest on their savings andthus 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 is a mistake and that much of the funds currently going into
these lenders could be better spent. It is clear that credit cannot bemade 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~aribution 
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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4 
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 a',ricultural credit, which in turn has 
necessitated rationing devices and procedures to allocate this credit. 
The Colombian government has developed elaborate rationing mech
anisms in an attempt to allocate specific amounts of bank credit to 
various crops and thereby to promote their production. The primary 
purpose of this chapter is to examine these rationing mechanisms
and to evaluate their success in achieving the planned allocation of 
agricultural credit and in promoting the production of designated 
crops. 

In Colombia two government institutions 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 agricultural sector. Resources for these rediscounts 
are obtained primarily 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 is the Caja Agraria, founded 
in the 1930s-the largest bank in Colombia. Like other banks in 
Colombia, the Caja Agraria 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 its agricultural lending. Also, unlike other 
banks and FFAP, the Caja Agraria is oriented toward serving small 
farmers, and the majority of Caja credit from its own ordinary 
resources is, 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 particular, 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 in allocating credit for permanent crop:,
livestock, infrastructure, agricultural equipment, and so forth, the 
focus here is on the major seasonal crops.' The main reason for this 
focus is that credit policies can be related more directly to price and 
output in the case of seasonal crops thpn is 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 is 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 
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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 rationing 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 various agi icultural activities, especially 
under FFAP rediscounts. Twice each year, in advance of the planting 
season, OPSA develops its credit programs for seasonal crops (once 
each year for permanent crops and other agricultural activities). In 
developing these credit programs OPSA relies -e.avily on regional 
and national committees that are composed of representatives of 
government institutions 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 ebtimates 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 in the publication 
of its agricultural programs, considerable uncertainty surrounds the 
estimates of production costs. In part this uncertainty is due to 
differences among regions and technologies for each crop. Just as it 
is in the interest of producer groups to have high support prices, it 
is also in their interest to have production costs and the percentages 
to be financed set as high as posible, in order to obtain more credit 
at subsidized rates of interest. 

The recommendations of the regional committees are reviewed by 
OPSA in conjunction with national committees 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

ko~ 
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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, in part because FFAP officials 
are in close contact with OPSA and the regional and national com
mittees throughout tie planning process. 

When using FFAP rediscounts the Caja Agraria is subject to the 
FFAP credit program, but when lending from its ordinary resources 
the Caja Agraria follows its own credit program. However, Caja 
programming closely parallels OPSA programming in two respects: 
(1) Caja officials participate in most of the regional and national 
committees, and (2) in its credit programming the Caja Agraria is 
quite decentralized, in that it 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, it is 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 is 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 in
stitution responsible for implementing price support and stabilization 
policies. IDEMA's primary functions are to buy agricultural products 
at support prices, accumvl? ie 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. 
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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 in the declared price, and farmers' ability to sell 
at the support price The support price is 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 in 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 pht:q 50 mobile units) restricts farmer access and because 
IDEMA's quality specifications often result in substantial discounts 
for products that do not meet IDEMA's inflexible standards. The 
delay in 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, in contrast to the immediate cash 
payments offered by private buyers. 

Political pressures in urban areas to maintain adequate domestic 
food supplies at prices favorable to consumers may often result in 
practices such as controls over retail 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 retur 
are higher Price controls over food have been widely applied in 
Colombia in the past, but, in 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 in Colombia 
for most of the products included in this study. Moreover, Colombian 
farmers are receiving I rices for these products that appear to be quite 
close to international f.o.b. prices when the comparison is made at 
the official exchanpe 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 Programmed Credit Approved
With Credit programmed 

Pondo 

Cotton 

Financiero 
Are ecuario 

1.29 - 5.15 

Caja
Agraria 

.82 - 2.34 

Fondc 
Financiero 

A-re ecuario 

.56 

Caja
Agraria 

.01 
Rice (Irrigated) 1.04 - 2.38 

Sorghum .96 - 4.94 

1.66 

.39 

- 5.45 

- 1.98 

.36 

-.06 

.62 

.14 
Soybeans 

Beans 

Corn 

Potatoes 

.54 - 2.06 

.12 - 2.27 

.72 - 1.50 

.82  1.56 

.64 - 2.39 

.82 - 2.46 

.90 - 2.06 

1.15 - 2.43 

-.07 

-.10 

.27 

.82* 

.04 

-.57 

-.07 

.57 
Rice (Dryland) 

Sesame 

.86 - 2.88 

.43 - 4.18 

.27 - 1.25 

.79 - 1.60 

.47 

.01 

-.05 

-.01 
Wheat .09 - 1.60 .62 - 1.13 .42 -.32 

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

* Significant at the 10 percent level.
 
Sources 
 "El Credito y la Productividad,. unpublished material
from a Seminar on Productivity sponsored by the Ministerio
de Agricultura, Neiva, Colombia, May, 1977; and Ministerio
do Agricultura, Cifras del Sector Agropecuario and
Programs Agricola, Blogota, Colombia, various years. 

Colombian farmers are likely to be receiving prices thatbelow the international prices for these products.3 
are well 

Planned Versus Realized Allocation 
To evaluate the success of government rationing mechanisms indetermining the allocation of agricultural credit, the amount of creditprogrammed by FFAP and the Caja Agraria for each of the mainseasonal crops has been compared with the ambunt of loans actuallyapproved during each Colombian agricultural year from July 1971-June 1972 through July 19 76-June 1977. Table 4.1 presents the ranges 
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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 is 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 isthat 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 Agraria 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 
is significant 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 issue it is 
worthwhile to ask what factors (other than the credit program) may 
influence the realized allocation of agricultural credit. Price and profit 
expectations, as discussed inthe preceding section, should be significant 
factors if the allocation of credit is 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, 
:.o statistically significant relation could be found. However, for the 
reasons indicated in 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 is 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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statistically significant positive impact onproduction costs should have 
this ratio. Although higher

a negative influence on profitability,other things being equal, it has previously been suggested that theproduction cost estimates used in credit programming may not reflectactual production costs, "'ut rather the power of producer groups toinfluence cost estimates and thereby increase the amount ofsubsidized 
credit available to them.Lending agencies as well as credit users are likely to influence theallocation of credit. For example, the percentage of production coststhat can be financed is an ex ante variable set asprogram, but the part of the creditamount actually lent per hectarevariable and depends in part on 

is an ex post
decisions made by the lender. TheCaja Agraiia generally sets higher percentages in its programmingthan FFAP, but actually lends less per hectare. As previously indicated,this anomaly has sometimes been explained by arguing that smallfarmers have lower production cojsts than large farmers. However, itmay be that small farmers are lent less per hectare because lendersperceive them to be higher-risk borrowers. Thus, factors affectinglender behavior are likely to play a significant role in the divergenceof amounts actually lent from the credit program. 

Conclusions 
The main justification for credit programming is to stimulate theproduction of designated crops. However, thc conclusion of this paperis that the FFAP and Caja credit programs have virtually no impacton the amounts actually lent for the different seasonal crops. Moreover,even if credit allocation actually followed the credit program, thereis ample evidence in Colombia that the amounts lent for the differentseasonal crops have no close relationship to the area planted or to
the production of these crops. The fact that credit programming and
crop production are largely unrelated may not be undesirable if credit,
and hence resources, are in fact allocated to activities with the highest


rates of return.

Should Colombian pohcymakers attempt to compel the allocation
of credit to follow the c.edit program, 
 even when the program is at
variance with borrower and lender assessments of profitability? Because credit is fingible and borrowers and lenders can easily report
using credit for the activities preferred by pohcymakers, iEwould be
costly if not impossible to police effectively the allocation of credit.Both lenders and borrowers could be audited to ensure that theactivities designated in the credit program had been undertaken, by'such audits would be very costly and could not possibly reachborrowers, especially if lenders t were expected to serve an appre. -.,ble 
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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 in Colombia is 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 in 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 recognized, is 
the introd iction into the allocation of credit of rigidities that restrict 
the flow of credit to new crops and new technologies and hence stifle 
innovation in the agricultural sector. Because of the costs involved 
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 it very difficult to consider the appropriate range of 
either areas or technologies for even the main crops.4 

As indicated in 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 is lent per hectare to small farmers by the Caja 
Agraria than is lent to large farmers under FFAP. Such findings 
suggest that the credit programming process in Colombia may be 
associated with a tendency to concentrate agricultuial credit in large 
loans to large farmers. As pointed out elsewhere in 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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our colleagues in the Rural Finance Workshop at The Ohio State Universityfor helpful comments, but they are not responsible for any remaining errors. 1.The major seasonal crops, which can be planted twice per year
Colombia, are beans, corn, cotton, potatoes, rice (both irrigated and dryland),

in 
sesame, sorghum, soybeans, and2. Before wheat1973 FFAP was called the Fondo Financwro Agrario andlimited to the financing of seasonal crops 

was3. Studies by Belassa and associates (1971) estimate thatChile the overvaluation in Brazil andwas 27 percent and 68 percent, respectively, in the
mid-1960s, and the structure ofprotection in these countries is not appreciablydifferent from4. See that of ColombiaVogel (1979) for an argument that limits on amounts lent per 
hectare are a perverse rationing device that inevitably follows from subsidizedinterest rates for agricultural credit 

References 
Avramovic, Dragoslav and associates. Economic Growth of Colombia:Prob.lems and Prospects Baltimore. Johns Hopkins University Press, 1972.
Belassa, Bela, and associates. The Structure of Protection in DevelopingCountries. Baltimore. Johns Hopkins University Press,
"El Credito y la Productividad 1971.
" Unpublished material from a Seminar on

Productivity sponsored by the Ministerio de Agricultura, Neiva, Colombia,May 1977.
"El Sector Agropecuario Colombiano. Problemas Actuales y Perspectvas.,,ConjunturaEconomcaLora, T. Eduardo 15(1977)3-24"Mecanismos y efectos delpecuario." financiamento alBanca y sector agro.Finanzas. Revista de la Asociacion Bancaria deColombia 157(1977):43-87
Ministeno de Agricultura. Cfrasdel Sector Agropecuario Bogota, Coiombia,
various years.
 
-- .ProgramasAgricolas Bogota, Colombia, various years"Ponencia Sobre Mercadeo y Productividadpublished material Agricola en Colombia"from a Seminar Un.on Productivity sponsored by theMinisteno de Agricultura, Neiva, Colombia, MayVogel, Robert C. "Subsidized Interest Ra" 1977. 

sand the Rationing ofAgriculturalCredit in Developing Countries." In t'roblems and Issues of AgrtculturalCredit andRural Finance,,(',ted and published by the Bangladesh Bank.Dacca, 1979.Von Pischke, J. D., and Dale W Adams. "Fungibility and the Design andEvaluation of Agricultural Credit Projects." American Journal of Agri.
culturalEconomics 62(1980):719-726.
 

10'\
 



Part 2
 

Interest-Rate, Policies
 



Overview of the Importanceof Interest-Rate Policies 

Dale W, dams 
Douglas I- Graham 

J D. Von Pischke 
An astronaut whomoons was also anof Jupiter where economist

there was landed on onethe astronaut that producers had 
of thea grain shortage. It appearedthe fact that consumers were no incentive to grow grai,being forced to queue in long lines for

their allotment despiteto 

who got 
of grain. Grain merchants were bribed by the rich,a large share of the grain,and subsidized the price of grain from other moons of Jupiter After 

and the government importedlearning that the astronaut was an
about the 

economist, the inhabitants askedcosts 
him for advice about their grain problem.Producers, of production, the The astronaut inquredand the prices paid by 

grai prices receivedsociety by theconsumershad price controls and found that theon grain. The astronaut
raising price ceilings could stimulate producers suggested thatS upplies to increase output,
 

About 
the long lines and the corruption associated with small
this time, an astronauteconomist, crash-landed from Mars, who was alsoon Earth and was confronted with similaran 

questions about theinhabitants ofimla performancessavings for deposit of rural financial markets. Thein financial institutions, that financial 

snains ofmany countries Pointed out that few individuals produce 
diaries often force small and inexperienced borrowers to wait in long 

interme.lines and incur many transaction costs before a few receive loans,and that funds for agricultural credit come largely from the government 
or aid donors. Like Its earthling counterpart on the Jovan moon, 
the Martian might conclude that interest-rate restrictions caused rural 
People not to save in financial form, resulted in long queues of p,'ople 
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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 argue 
that lifting interest-rate restrictions could help ease these ills. 

Many policymakers, technicians, and writers on development often 
do not think of interest rates as incentives or prices, and they fail 
to recognize the importance of these prices in affecting the behavior 
of participants in financial markets. The importance of interest rates 
as incentives is often clouded by religious dogmas and stereotypes 
about lenders, savers, and borrowers. It is too often overlooked that 
in most moderately advanced economies interest rates are the second
most important price after the foreign-exchange 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 is the rate specified in 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 in 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 in 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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Poli,:ymakers 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
intermediaries, savers, and politicians as they interact with or through
financial markets. Advocacy of cheap credit has even permeated many
cooperatives involved in financial intermediation. Credit cooperatives
and credit unions have usually been established to provide inexpensive
credit 'o some members. Cheap credit generally forces cooperatives
to pay iow rates of return to those members whose money is being
lent, limiting the ability of these organizations to expand services to 
members. 

The chapters in 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 is followed by several others that clarify
the major problems caused by low interest rates. These include loan
concentration in the hands of relatively few borrowers, inefficient
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 in income 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 conclusion of this part of the book is 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 in those countries where large Income

transfers are taking place under the guise of cheap credit. Some people

argue that interest-rate reforms may be desirable, but that it is
impossible to make these reforms without changes in other economic 
policies pertaining to exchange rates, taxes and subsidies, and price
controls. There is certainly merit in this ;rgument, but substantial
gains could be made in many cases through reforms in rural financial 
markets alone. Where regulated interest rates in rural financial markets 
Gre 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 keyrole in reform by helping to clarify the damage done by current
policies and the benefits of alternative policies. Donors could alsohelp by not supporting interest-rate policies that damage rural financial
markets. 

1<
 



Are the Arguments for Cheap
6 

Agricultural Credit Sound? 

Dale W Adams 

Rare is the government of a low-income country that does not fixlow nominal interest rates on agricultural credit and even lower rateson loans designated for the rural poor. These rates are usually belowthose charged on other business or industrial loans, lower than therate of inflation, and often too low for lenders to cover their loantransaction costs. Nominal interest rates are usually quite inflexibleand are not adjusted with changes in nonagriculturalBecause of volatile price changes, 
interest rates.

however, it is common for realiates of interest to change substantially and for regulated agriculturallending rates to stay generally negative.' The ease of initiating orexpanding cheap agricultural credit programs makes them attractiveto harried policymakers trying to stimulate food production, tocompensate farmers for other adverse policies, to help the rural poor,or to provide relief after some rural disaster.Arguments used to justify low interest rates are intertwined andhave religious and political roots that run deep below the surface ofthe discussion. Widespread confusion over the role of financedevelopment inand the difference between nominal and real rates ofinterest further complicates discussion The varied backgrounds ofthe people involved make it difficult to clarify, let alone resolve, sucharguments: Systematic attempts are often metcounterarguments with blank stares,not germane to the point under discussion, andcitations of horror stories that are several standard deviations awayfrom any mean. Those who argue against cheap agricultural creditare hampered by the difficulties of documenting the subtle, diffused,and complex effects that low interest rates have on rural households,rural nonfarm firms, lenders, and rurnil financial markets.Eight common arguments are used to justify cheap agriculturalloans. In the discussion 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 
finaieWl intermediaries. These prejudices are due in part to inter. 
mediaries often being "outsiders": Examples are Jews in Europe, 
Indians in 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 and the badness of people who informally 
lend. Value-based views about usury should be weakened, hrwever, 
by recent research that shows informal lenders do not regularly receive 
returns that are much beyond their costs. That is, they do nit receive 
monopoly profits. Research by both Singh (1968) and flarriss (1980) 
in India documented the in-h returns that informal lenders get for 
using their funds in their other, noilending activities, their opportunity 
costs for informal lending are high. Also, there are seldom barriers 
to entry in informal lending-anyore with money can become involved. 
A number of other researchers have shown that the average borrowing 
cost from informal sources is rruch less than is widely thought. For 
the new borrower of small amounts, these informal 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 moneylend-r may spice literature, massage 
prejudices, and offer facile explanations for picoblems experienced 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 justifiedin low-income countries because high-income countries charged lowrates on government loans to farmers in periods of crisis, especiallyduring the 1930s. The experience of the U.S. Farm Security Administration is commonly cited. During the 1930s most of the loansmade by this agency were at nominal interest rates in the 2-7 percentrange. Many of the U.S. technicians who helped develop agriculturalcredit programs in low-income countries in the last three decadeswere trained by the Farm Security Administration aid successoragencies. Low-interest-rate policies were commonly vritten into supervised credit programs and cooperative credit activities involving

these U.S. technicians. 
On careful analysis this line of reasoning turns out to be anonargument. To clarify this, one must focus on real rather thannominal rates of interest. The nominal rate of interest is the priceof the loan specified in the loan contract, it is the 5 percent onereceives on a savings account and the 18 percent one pays if a chargecard account is not paid in full Nominal and real rates of interestare the same when no changes occur in overall price levels. Inflation,however, causes real and nominal rates of interest to diverge andreduces the purchasing power of financial instruments through negativereal rates of interest. Deflation does just the opposite In a numberof years during the 1930s overall prices in the United States, andespecially agricultural prices, went down In four years agriculturalprices declined by 20 percent or more (1930, 1931. 1932, 1938),resulting in real rates of interest on formal agricultural loans thatwere among the highest charged anywhere in recent history. Thiscontrasts sharply with recent conditions in low-income countries;
most have recently experienced rates of inflation 
 well in excess of
10 percent per year, and several have sustained triple-digit inflation.
This widespread inflation has resulted in 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 thatagricultural lenders ought to charge low interest rates because theircost of funds is low. An agricultural bank, for example, may receiveloanable funds from the government, from deposits that require nointerest payment, from cheap rediscount windows at the central bank, 

e7r 
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foreign donors. Theorand from concessionary loans grants from 
theselender gets inexpensive funds then 

reasoning is that if the 
on to the farmer borrower.

benefits ought to be passed 
This turns out to be another nonargument. It ignores the opportunity 

risks involved in borrowing
of money, the foreign-exchangecost 

foreign currency, loan-default risks, and the real costs for staff and 

involved in financial intermediation. In fact,
administrators that are 
many formal lenders around the world lose money on their agricultural 

loans, especially those made to the rural poor.' 

Lender Viability 
in the United Statt sof interest-rate reformsRec-at discussions 


have focused on hcw deregulated interest rates would affect the viability
 

of financial instituions such as savings and loan associations (S&Ls). 

Most S&Ls have a significant portion of their assets tied up in long. 

term mortgages at fixed interest rates below current market rates. If 

sold in secondary markets these assets would sell at discounts from 
savings instruments 

their face values Deregulating interest rates on 
to pay much higher rates of interest to obtain 

would force S&Ls 
loanable funds and force many into insolvency. In some cases the 

argument that higher rates would jeopardize institutional solvency is 

extended to low-income countries. 
reasons why this argument against interest-rate

There are several 
reforms in low-income countries is weak or invalid (Vogel 1979). The 

one is that a large proportion of the loans made by 
most important 

a single crop season,
ler iers in such countries is foragricultural 

often for less than a year. Medium- and long-term loans make up a 
result, if interest rates 

small part of many lenders' portfolios. As a 
assets would 

adjusted upward, only small parts of the lenders' 
were 

lose value.
 

A second reason is that many of the lending agencies that do have 

significant amounts of medium- and long-term loans in their portfolios 

direct government subsidies could be 
are government owned, and 

caused by interest-rate 
used to offset reductions in lender's assets 

reforms. Also, there is precedent in some countries for revising interest 
Some govern

rates on existing loan contracts by government decree 
by allowing lenders to 

to handle this issuements may be able 

renegotiate lending rates on loans already outstanding
 

is: Do formal lenders receive 
A more relevant viability question 

their costs? Agricultural lending is one of 
enough revenues to cover 
the most costly things that formal financial markets do because of 

the small size of loans 
geographic dispersion, collateral problems, 

-71.
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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 if the lender is serving many rural poor. Increasing
the interest 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 is 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 is 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 in 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 it comes to making
borrowing decisions That is, a bribe is necessary to convince farmers 
to do something that is profitable Schultz (1964) and others have 
effectively shown that most farmers in 1,)w-tycome countries make 
efficient and rational production decisions. Ih is surprising that this 
line of thinking has not been extended more rapidly to views about 
farmers' financial activities If farmers allocate their own resources 
efficiently, including their own funds, why should they not allocate 
borrowed funds in 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 is that cheap loans may not 
be nexpensive 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 Lorrower, 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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lender. Un
and uncertainties about the permanence of the formal 

certainties about when the loan will be disbursed and inflexible terms 

also lessen some farmers' interest in seeking formal loans. 

rates may, in fact, help explain why many farmers
Low interest 

do not seek so-called cheap loans. Interest receipts make up a large 
a result, low rates seriously

part of most lenders' total income. As 
to provide high

diminish the ability and willingness of the lender 

quality and dependable financial services. The low rates on loans set 
be paid for deposits and make it cana ceiling on the rates that 

impossible for the lender to provide attractive savings-deposit facilities.
 

Low rates on loans also encouiage the lender to shift additional loan

to those borrowers who are costly to serve. As 
transaction costs 

out in Chapter 9, the shifting of additional loan-
Ladman points 
transaction costs to these borrowers becomes part of the loan-rationing 

process used by lenders to allocate "sweet money." 
in fact, result in less expensive

Higher rates of interest might, 
loans for borrowers who currently incur 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 might do this by absorbing 

or reducing some of the loan-transaction costs imposed on individuals 

currently rationed by this technique. For some, the loan-transaction 

costs might go down more than interest charges would be increased, 

thus reducing total borrowing costs. 
why many farmers are insensitive to changes in 

Another reason 
nominal interest rates is that interest payments make up a small part 

of their cash expenses. A large borrower who is highly levered may 
a large part of cash flow. 

incur interest payments that consume 
areloans, however, usually

Borrowers of small- to medium-sized 
much less exposed financially, and interest payments typically make 

up less than 5 percent of their cash expenses. One should not expect 
in interest rates,

these farmers to be highly sensitive to changes 

especially if tle quality of loan services is improved and larger loans 

aic made available. 
Also, because of price and yield uncertainties, most farmers must 

make an 
expect substantial returns at the margin before they will 

at percent to make
do borrow money 12

investment. They not 
expect will return 13 percent, for example.

investments that they 
are willing to borrow money that must 

Rather, the only time they 
is when

that carries positive real borrowing costs 
be repaid and 
expected rates of return are a good deal higher than the borrowing 

rate. Everyone will grumble about having to pay higher interest rates, 
in making investmentmust usebut the wide margins that farmers 
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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 effective 

way to transfer income to rural areas where poverty is 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 is 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 in 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 
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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 

"tax" on their savings if theycattle. The poor are forced to accept a 
bother to open accounts or to consume their surplus. The backlash 

of cheap credit is that the poor take a beating on their financial 
savings. 

Low interest rates on loans and savings have a very regressive 

effect on inconie and asset ownership in 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 is impossible for gov. 

ernments to force financial markets to allocate sigpificant 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 in price indexes used to 

measure inflation. Also, those who believe in 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 is 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 inflation, when applied to the agricultural 

sector, is very misleading Most segments of the agricultural sector 
or noin low-income countries include producers who have little 

control over the prices they receive for t,,r products. They may 

wish that the prices of their products v ,, ncrease to cover the 

additional costs of higher interest rates, bL. ..,ey 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 in rural areas to mobilize 

via voluntary financial savings a much larger part of their loanable 
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funds than is currently the case. This increase in 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 in order to 
expand agricultural credit. Recently, at least in Brazil, rapid increases 
in the amount of agricultural credit have been a major factor 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 to economize on their use of loans. 
This might result in some of them producing less because the costs 
of borrowed liquidity would go up. These losses in production would 
be slight, however, because part of the borrowed liquidity would go
into low-return investment and also into consumption. These losses 
would be more than offset by increases in 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 in order to lend the 
increased 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 it is difficult to measure or estimate the potential output
that is lost by those who get too l':e credit, the borrowing that is 
discouraged by excessive transaction cost imposed on certain bor
rowers, and the increases in the costs of financial intermediation that 
are caused by excessive regulation of financial markets, they all result 
in large and important 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 



74 Are the Arguments Sound? 

exchange rates, food price controls, taxes on farm inputs, and too 
little public investment aimed at creating a more 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 is often defended as a way of 

offsetting the adverse production and equity effects of these taxes. 
Cheap credit provides the income transfer that is supposed to handle 
the equity problem, and it is also supposed to iniduce 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 

is that all producers of a taxed good pay the levy, whereis only those 
who receive the cheap credit receive the subsidy. The tax is :roportional 
to the amount of the good produced or sold by the far ner, but the 
subsidy is 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 is further weakened when the efficiency effects -re 

carefully evaluated. Ignoring for the moment the distributional issues 
already discussed, cheap credit will not overcome thc inefficiencies 
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 is induced 
to use the same amount of the input that would have been used 
without the tax. Cheap credit is supposed to substitute for these lower 

input prices. 
Trying to use cheap credit to offset the inefficiencies in resource 

use caused by various taxes on agriculture, however, is like trying 

to sweep water up an incline. This is 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 bu rower additional 

command over any real resource or service available in the market. 

Because of fungibility, there is no direct relationship between the cost 

of the loan and the willingness of the borrower to use more of an 

input that is 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 investor has access to cheap credit! 

( 
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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 expcrt. The tax is placed at such a 
high rate that mushroom growers find 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 inputs for those production activitie.i 
that would yield the highest net marginal returns. 

Granting the cheap loans in 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 in low-income countries. They
destroy the incentives for rural households to save in financial form 
and seriously distort the way lenders allocate lotns. 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 n 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 reliable 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 
importance of real rates o. interest, and clearly understood fungibility. 
Many of the problems in rural financial 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 is 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. Vn Pischke, Edward J. Ray, and Clark M. 
Reynolds. I have long since forgotten which ideas are theirs and which are 
mine. 

I. 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 is equal to [(I +i)/(l +p)]-1, where i isthe 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 (FFIs) 
in low-income countries (LICs) have channeled large amounts of credit 
to agriculture. At the same time, through legal and financial controls, 
governmeT , have kept at low levels the rates of interest that FFIs 
can chaiL on loans. The preferential rates charged for loans in 
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 nona~iculture 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 t - best of 
intentions. They may have been adopted to promote socially desirable 
activities or to benefit marginal groups. Unfortunately, such prefer
ential-rate policies have frequently resulted in consequences opposite 
of those desired and have repressed savings mobilization and formal 
financial intermediation in 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 Zavings from 
being channeled to their most socially profitable uses. 

78 
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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 impact 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 to the exclusion from these portfolios of large numbers of 
small potential borrowers. 

Impact of Interest-Rate Ceilings 
Th( -aditional 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 ofdeposits that is directly related to the deposit rate of interest. 
In this model, the imposition of a ceiling on the loan rate leads to 
a decline in the rate paid to depositors. As a result, fewer resources 
are mobilized, and the total volumc of lending declines. Further, at 
the ceiling loan rate there is 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 az a consequence of the ceiling, it does 
not show if all borrowers (as a group) or specific borrower classes 
are bettei off Since it does not explain how the new, smaller amounts 
of credit are allocated among borrower classes, this model cannot 
predict ii the reduction in the loan rate is less or more than compensated
for by a decline in the size of the loans r,.ceivcd. Thus, the conventional 
analysis sheds little light on the impact of interest-rate ceilings on 
the allocation of resources and on the distribution of income. 

The imposition of a binding ceiling on interest rates has at least 
three aggregate and distribut:ve effects on the portfolios of FFIs. 
First, a reduction in the S17C of their total portfolio of assets will 
occur, because a drop in 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 decline. Third, a change 
in the composition of the loan portfolio of the FFIs will take place. 
Loan-rate ceilings alter tht :elative 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 diflerent 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,r 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 is that borrowers receive a less ttractive 
combination of these three aspects of their loans and the profits of 
the FIs decline. T' .velfare of both rationed borrowers and lenders 
could be improved oy the elimination of the ceilings. 

Of the three w tys to clear a credit market-through interest rates, 
through changes in the noninterest terms of the loan contract, and 
through changes in 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, in 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, it is the borrower who decides that 
the price is too high. In the event of nonprice rationing, on the other 
hand, the potential borrower is willing to pay the full price (all 
elements in the price vector of the loan), but the FFIs are not willing 
to grant a loan of the size demanded. In this case, an unsatisied 
excess demand for credit prevails at the ruling interest rate. In practice, 
when ceilings on loan rates are imposed, rationing will occur th,'ough 
changes in both the noninterest terms of the loan contract anti the 
loan size. Both types of rationing lead to greater loan-portfolio 
concentration. 
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Nonprice Credit Rationing 
Several models of lender behavior can be used to explain rationingdecisions. Portfolio theory provides insights because of uncertainty
and risk; the theory of the multiproduct firm 
 is useful becausetransactions costs and product heterogeneity and differentiation are
important. Also, it is 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 FFIs.
 
The application of general theories about price controls and black
markets to financial markets has been useful 
 to explain the existence


of nonprice credit rationing 
 The analysis of the determinants ofinterest rates in informal credit markets of LICs and the attempts
to measure transaction costs, risks of default, and monopoly 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 developed 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 is even more likely in the presence of such
 
restrictions.
 

Hodgman (1960) 
 showed that, because of the existence of defaultrisk, any borrower will reach a loan size beyond which he or shewill 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 inelastic because each borrower's wealth and abilitt'
 
to repay are finite. To demonstrate the existence of nonprice rationing,
however, it must be shown that 
an excess demand for credit persistsat the rate charged in equilibrium. This requires a discussion bothof supply and demand That is, nonprice raticaing occurs when thelender is unwilling to grant the loan demanded by the borrower andoffers only a smaller amount Jaffee (1971) set up a model of a lenderwho maximizes expected profits, taking into account possible borrower
default. lie 'ormulated the lender's expected income from each loan as an explicit function of the parameters of the borrower's demandfunction, the probability of default, and the rate of interest chargedon the loan Within this framework, tle proof of the rationality ofrationing amoun,-d to showing that the FFI can increase its expected
profits by rationing some clients. 

Jaffee showed that credit rationing is not profitable for a lenderacting as a discriminating monopolist-one who maximizes expectedprofits with respect to each b ,rrower separatel) and is free to charge 
V 
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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 interest-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 usually justify 
interest-rate differentials in terms of a few objective criteria, such as 
industry class. A classification scheme of this type is likely to result 
in a tacit collusive oligopolistic agreement among FFIs. The structure 
of interest rates is then compressed within narrower limits and nonprice 
rationing occurs. Constraints on rate differentiation may also 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 liability may increase the riskiness of the 
project financed by the FFIs. In some cases, FFIs may find it possible 
to specify all relevant characteristics of the investment project as part 
of the loan contract and enforce sach 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 in the 
same way that a change in coverage influences a policyholder's level 
ofcare in avoiding accident. This moral hazard may perform essentially 
the same role as interest-rate ceilings in inducing nonprice credit 
rationing. 

Moral hazard is only one example of a broader class ofimperfections 
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 

that the borrower is willing to contribute toof additional resources 
the project after that state is realized, but before the loan becomes 
due. Since the borrower receives 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 if the entire outcome were received 
and repay the loan in full or will contribute no new resources and 

wheneverdefault. Since the borrower will choose the latter course 
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 likelihood 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 implicit 
contract, concerning the amounts they will be willing to trade, and 
at what prices, under various conditions in 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 in 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. Uncertnty, default risks, and 
transactions, information, and collection costs 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 Li. 
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 opportunity cost of the funds is exogenously given to the
lerder, independently of loan size, and is identical for all borrower 
classes. The costs of administration, in 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 in receiviig 
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 in 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 
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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, if 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 is 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, FFIs 
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 in the interest of FFIs to distinguish among as many borrower 
classes as possible. However, this requires .iformation that is costly 
to acquire and process, so instead FFJ: 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 wi - want to charge 
a different premium to borrowers in different classes 

Even though additional information reduces the required premium 
for risk, !t also increases administration 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 infor
mation is equated to the marginal return of using additional infor
matron to reduce default losses. 

Irterest-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 in 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 is too high, compared to the 
interest-rate ceilings, these producers are excluded from the portfolios 
of the FFIs 

For a given borrower class, the premium for risk increaes with 
loan size, as long as the project financed is 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 
implies 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 dimensions 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 is appropriate, therefore, 
to use the theory of the multiproduct firm to examine lender behavior. 

This is done in the model presented in the Appendix, which shows 
that, when the lender can behave as a perfectly discriminating mo
nopolist, it 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 is higher than the marginal cost of lending for the size of 
loan demanded, the borrower will not be rationed, but if the constrained 
rate is lower than marginal 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 level 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 is 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 to 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 implicit interest-rate subsidy 
has been substantial. Rationed borrowers are thus forced to comple
ment the loans received from the FFIs with loans obtained in informal 
credit markets at higher interest rates. The extent of this additional 
financing reflects the extent of excess demand for credit from the 
FFIs. 

In LICs, the loan portfolios of FFIs usually include both rationed 
and nonrationed classes of borrowers. When mnterest-rat( ceilings 
become more restrictive, the size of the loans granted to the not-ationed 
borrower classes increases, while the size of the loans granted to the 
rationed borrower classes diminishes. This is the Iron Law of Interest 
Rate Restrictions. 

A two-borrower case is shown in Figure 7.1. Positive loan amounts, 
L, and L 2, are measured in both directions from the origin, 0. Demand 
for credit curves for each borrower, DI and D2, are inversely related 
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to the real rate of interest charged, r. The lender's marginal cost 
curves, MCI and MC2, increase with loan size. At a given interest
rate ceiling, r*, the rationed borrower-represented in the right-hand
quadrant-receives a loan of size L4*, which equates the interest 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 inlerest-rate ceiling is lowered from r* to
r**, the size of the loan granted to the nonrationed borrower increases,
from L2* to M2, 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 MI (a movement along the lender's marginal cost curve,
not along the borrower's demand curve).


The changes in loan size implied 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 ceiling 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 receiving 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 in 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 both lenders and borrowers limit the
size of rural financial markets in LICs. When ceilings are imposed 
on interest rates, FFIs 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 FFIs theto 
borrowers, but this shift does not affect all classes of borrowers 
uniformly. Rather, it 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 in this chapter are based 

on the assumption of profit maximization as the lender's objective. 

This assumption, however, is not necessary, and the results obtained 

are not dependent on it. The composition of the credit portfolios of 

FFIs is not a raiidom or unconscious result; it is the consequence 
of lenders' attempts to optimize a given objective function within 
the constraints they face. That is, 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 small 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 these 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 nonprofit maximizing strategies or of 
impact of interest.some combination of both. Although the actual 

on the nature ofrate restrictions on the behavior of FFIs depends 
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. 
those anstitutional survival among the goals pursued and with 

objective function that does not include financial viability. This second 

group of lenders includes pilot projects not interested in a permanent 
It also includes agencies setpresence as a lender in the rural areas. 

up to temporarily disburse relief 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 FFIs to remain financially viable they must be able to preserve, 

and possibly increase, their loan portfolio in real terms. That is, they 

must maintain the purchasing power of their assets. To do this, their 

revenues must cover a significant portion, if 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 pointed out in 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 identical FFIs, each on, 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 par',bus, the more profitable institution will 
be serving 72 percent of this cr-dit 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 international agencies
that allow them to remain temporarily viable, despite their losses. 
However, some measure of profitability is always included in 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 
FFIs they support. If FFIs' losses are high, international agencies
will demand a management change or will request institutional 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 real 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 in 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 ofpoliticians 
to take into account creditworthiness and to enforce vigorous collection 
policies leads to high rates of default. These FFIs become costly and 
arbitrary mechanisms for political 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 on agricultural 
loans have been administratively set or are constrained by reg'ilations. 
As a result, these rates have been too rigid in nominal terms and 
too erratic and unpredictable in 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 difderent 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 ar of rationing through the noninterest terms of 
the loan contracts to show how interest-rate ceilings restrict the access 
of small farmers to institutional credit and how this results in a high 
degree of concentration of the loan portfolios of the FFIs. 

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
 

rr=IR, - C (7.2) 
where R,=r,Lt and TT: the lender's total profits, RI: revenues froma loan to the ith borrower (or class), r,: the interest rate charged tothe ith borrower (or class), L, : the size of the loan granted to theith borrower (or class), and C,: the total cost of the loan granted tothe ith borrower (or class).

If the lender is a perfectly discriminating monopolist, it will chargedifferent interest rates for a loan of the same size to borrowers ofdifferent 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-~%- o.OL, OL, L, 

(7.3)

That is, profit maximization requires that the marginal 
 revenue andthe marginal cost of the loan be equated for the size of loan granted
to each particular borrower. In these 
 circumstances,interest charged the rates ofto different borrowers will differ, reflecting both thedifferent elasticities of the demand for credit from different borrowers
and the different marginal costs of lending to them. Obviously, nonprice
rationing will not in thisoccur case. This situation is representedfor a two-borrower case in Figure 7.2.
In Figure 7.2, positive loan amounts (LI and L2) are measured in
both directions from the origin (0). The demand functions for each
borrower (D, and D2) 
 are inveisely related to the real rate of interestcharged (r). Marg' ",al revenue functions for the lender (MR, and MR2)are associated witli the demand functions. The lender's marginal costfunctions (MCI and MC2) increase with the size of loan. Profitmaximization requires that marginal revenue be equated to marginalcost for each borrower. Thus, the lender must grant loans of size M,and M2 and charge different interest rates, r, and r2, to the two

borrowers. 
The simplest restriction that can be imposed on the rates of interestcharged by FFIs is the requirement that they charge a uniform interestrate to all borrowers. It is assumed that FFIs are free to set thisuniform rate at their most profitable level. The model can be usedto show that in this case profit maximization may require nonprice

credit rationing. 

1'V 
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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 foc 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 ofa programming problem in which the demand finctions 
are introduced as inequality constraints. If there is no rationing, loan 
size will equal the amount 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 

for all borrowersthe constraints that the rate charged be the same 
and that the size of each loan be equal to or less than the amount 
demanded at the profit-maximizing rate. 

The lender's total profits can be defined as 

n n 

TT = r 7-Li - C, (7.4) 

Total profits must be maximized, subject to 
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- O (7.5)
O r 
0 L, 

The corresponding Lagrangian function (K) is 

K =r IL - I - A, (L, - D,) (7.6) 

The Kuhn-Tucker conditions for maximum profits are
 

Or + OII, < 0 (7.7)
aK a, ,,<0
 
aL, aL,
n aD,.19r [L, + A, I]+ I L, [r - L - Al] =0 

OrL 
L,- Di s 0 
A,(L,- D,) s 0 

I A,(L. - D,) - 0
 
0 <L
 
0 r
 
A,S0
 

These conditions imply that when credi, rationing does not takeplace, 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, 
 - Di< 0. In this case, the Lagrangian multiplier must be equal to zero;i.e., A,= 0.Therefore, when in the programming exercise one of the
Lagrangian multipliers becomes equal 
 to zero, the corresponding
borrower (or class) is rationed
 

The Kuhn-Tucker conditions imply that, for the Lagrangian multipliers to become equal 
 to zero and for rationing to occur, the rateof interest charged has to become equal to the marginal cost ofgranting the loan. If there is no rationing, the rate of interest chargedhas to be higher than the corresponding marginal cost.Therefore, when a uniform but free interest rate is enforced, if theprofit-maximizing rate is less than the marginal cost of lendin, to aparticular borrower, the lender will limit the size of the loan grantedand an excess demand for credit (D*-L*) will prevail at the ratecharged. If, in these circumstances, the lender granted a larger loan, 

\y~
 



94 Credit-Rationing Behavior of AgriculturalLenders 

be higher than theas demanded, the addition to its costs would 
addition to its revenues, and its expected profits would decline. The 

optimum uniform rate must be bounded by the rates that a discrim
to the various borrowers, so thatinating monopolist would charge 


at least one class of borrowers will not be rationed.
 
As indicated earlier, Figure 7.2 shows a two-borrower situation 

where M, and Al2 are the profit-maximizing size of loans granted 

by an unconstrained discriminating monopolist, while r, and r2 are 

the interest rates charged The profit-maximizing interest rate set by 

a lender forced to charge a uniform rate to all borrowers is r*, while 

L* and L* are the size of loans granted in this case Given the levels 
and of the uniform interest rate, oneof the marginal cost curves 

is (L* < D*).borrower is not rationed while the other one 
Nonprice credit rationing will be practiced, a fortiori, when a 

binding ceiling on interest rates is enforced. Assume that a ceiling 

r* is imposed on the rates of interest charged on all kinds of loans. 

In this case, the lender's profit function will be 
n n 

rr = r* 1 L, - 7 C, (7.8) 

This function has to be maximized subject to 

Li :<D,0 (7.9)
0_ L, 

0o _r* < r,; 

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

Lagrangian function is 
n 

*n n 

- D,) (7.10)K - r* L, - "C, - 1 Ni (L, 

The Kuhn-Tucker conditions for maximum profits are 

aK = 8C, 0 (7.11)r* - 2CI 
OL OL,
1(r* -

OL, 
-CA L,L 0 

A,(L, - Di) s 0 
L, - D, < 0 

0 < L,
;k,,_<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 theother hand, rationing implies that A, = 0. Thus, when rationing istaking place, the marginal cost of the loan is being equated to theceiling interest rate. Depending on the relative level of the ceiling,with respect to the marginal cost curves of lending, some or all ofthe borrowers may be subjected to nonprice credit rationing. 

Notes 
Among the many friends who have influenced my ideas on rural finance, Iwant to especially acknowledge Dale W Adams, Ronald I. McKinnon, EdwardS. Shaw, and Robert C. Vogel. 
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Agricultural Lending Costs 

in Honduras 

CarlosE. 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 in 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 isuseful to recognize four sets of costs in financial intermediation: 
(1)the expenses incurred by the depositor in searching out and making 
deposits; (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 
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increased (Graham and 1981).others The controls have includedinterest-rate ceilings, manipulation ofreserve requirements, and settingof lending targets. Because of the agrarian nature of Honduras, formalagricultural lenders have been the focus of much of this concern.There are 16 commercial banks and several government-owned development banks in the country. The 2 banks selected for our lendingcost analysis accounted for over one-quarter of the value of all nev " loans made by Honduran banks in 1981, the year of the study. These2 banks also granted nearly half of the value of new formal loansmade in Honduras for agricultural purposes in tl.at year. Agriculturalloans accounted for almost three-quarters of the ADB's loan portfolioand for about one-seventh of the PCB's loans. The total value ofagricultural loans made by the ADB was approximately three times
that of the PCB.

We focused on the nonfinancial (administrative) costs of bothbanks. Provisions for bad debt were excluded from the analysisbecause of the different accounting criteria used in the two institutions.Alarge representative sample of branches for both banks was selected.The ADB branches surveyed accounted for 55 percent of the ADB'sloan portfolio and for 49 percent of its total nonfinancial costs. ThesePercentages 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 both
institutions. These surveys consisted of questionnaires administered
by us in interviews 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 madeby the PCB was almost 7 times that of the ADB. However, theaverage size of loan made by the PCB was about 22 times that ofthe ADB. In part, this helps explain the sharp difference in averagecosts per unit of money lent by the two banks. Ignoring loan defaults,the PCB had loan-transaction costs of only 2 5 percent of the valueOf its loans, compared to ADB costs of 8.4 percent (line 2).' Althoughdifficult to document, part of the dissimilarity in costs was alsorelated to differences in the sources of funds for lending. In 1981three-fifths of the money lent by the ADB came from rediscount lineswith the Central Bank or from external aid donors, whereas only 7percent of the PCB's liabilities were from these sources. Deposits 
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Agricultural Lending Costs in Honduras 

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. 1,748-1/ Lps. 2601 / 

I 

2. 	Average lending cost per
 
lempira lent 2.5 


3. 	Lending costs/overall costs 33 77
 

4. 	Costs of deposit mobilization
 
and other services/overall costs 67 23
 

5. 	Branch level costs/total
 
lending costs 77 43'
 

6. 	Personnel costs/total lending
 
costs 41 27
 

7. 	Loan evaluation cost3/total
 
lending costs 45 16
 

8. 	Loan monitoring costs/total
 
lending costs 4 7
 

9. 	Loan recovery costs/total
 
lending costs 14 6
 

Source: 	 Bank income and expenditure statements and branch-level
 
surveys.
 

l/ 1 U.S. 	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 (line 3 in Table 8.1). These differences in the sources 
of funds between the two banks caused dissimilarities in the makeup 
of their costs, as will be discussed later. 

It can also be noted from the data in 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 in its branches. The ADB's operations were much more 
centralized 	 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. 
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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 in the ADB than in 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 main explanation for this is that the commercial
bank paid much higher salaries to its employees than did the de
velopment bank (it also expected higher levels of employee produc..
tivity). The information in Table 8 1 (lines 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 it 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
 

government or donor agencies through the Central Bank, only a small
 
part (23 percent) of its 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 activities, 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 light 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 wereable 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
two 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 



Table 8.2 	Private Commercial Bank Branch Lending Costs by Source
 

of Funds, End Use of Loans, and Loan Size
 

Loan Size
 
L. 125,000 or more
 

Cost Per Average Average Cost per
 
Less than L. 125,000 


Average Average 

Loan Size 	Lempira
Lempira Cost Per


Source of Funds and Cost per Loan Size 


End Use of 	Loans Loan (Lps.) (Lps.) Lent (S) Loan (Lps.) (Lps.) Lent (U 

Bank's Own 	 Funds 

1,319 471,571 0.3

995 31,777 3.1Agriculture 


364,173 0.2

642 48,542 1.3 850


Industry 


7.2 	 1,026 250,000 0.4

774 	 10,699
Housing 


650 250,200 0.3
642 	 39,672 1.6
Commerce 


--
642 11,381 -5.6- -

Consumption 


850 257,440 0.3

642 	 39,090 1.6
Other 


Donor'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 in Table 8.2, there were 
large differences in administrative costs by loan-size groups. As 
expected, the large loans were less expensive to administer per unit 
of money lent thai, were the smaller loans. However, we found 
surprisingly large differences in 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 in 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 in the smaller loan-size category had midrange 
administrative costs )f 3.1 percent. 

The most interesting figure in the table is the administrative cost 
per unit of money lent for the agi icultural loans made from donor 
funds. These loans involved an average co": per ioaii operation five 
times as large as the costs of extending agricultural !oans from the 
bank's own funds. Yet the average size of donor-funded agricultural
loans was more than twice the siz , of agricultural loans financed 
with the bank's own resources. As a result, branch costs of agricultural
loans made from donor funds ,mounted to 7.8 percent of the value 
of the loans made, more than 1wice 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 loans to 8.4 percent. It is clear 
that the higher cost per unit of money lent in 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, ignoring 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, it is unlikely 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 in a less developed country. It is 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, is more cautious and 
efficient in 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 institutions. 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 receiving 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 in Tegucigalpa, Honduras, for 
their 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 institutions. The usual 
disclaimers 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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9 
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. 
emments and aid donors. Most rural 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 Tinnermeier (1981), and others 
that concessionary interest rates are the major factor contributing to 
this lack of success. Cheap credit leads to credit diversion, low-lender 
revenues, and political intruions into credit allocation. These results 
are exacerbated by inflation. The recommended policy is to raise the 
real interest rate-an approach that highlights the role of interest 
rates in rationing credit. 

Several authors have explored the role of loan-tr.,isactions 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 isaffected by total borrowing costs, including transactions costs andinterest payments. They presented evidence from several countriesshowing how borrower transactions costs lead to high borrowing costsfrom many formal lenders They concluded that relatively largetransactions costs discourage the rural poor from borrowing from
these sources

This chapter further probes the role of transactions costs, especiallyfor the borrower, as a credit-rationing mechanism and demonstrateshow these costs play an important role in the structure of financialmarkets in rural areas. The discussion is largely based on informationfrom Bolivia, a country that has many small farmers and has receivedconsiderable foreign aid for credit programs. 

Transactions Costs
 
Credit conditions and the set of procedures that 
are followed bya lender in making, servicing, and collecting loans are here termeda credit delivery system (CDS). To obtain a loan, a farmer not onlymust assume the agreed-upon conditions of the loan but also mustgo through the procedures that are required by the lender's CDS.The costs associated with the steps the farmer undertakes to completethese requirements result in burrower 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'soffice, as well as the opportunity costs of time involved to completeall required procedures. If there are deiays in loan approval ordisbursements, the farmer may incur additional transactions costsassociated with obtaining a temporary loan from another lender.It should be noted that the steps followed by the borrower are not
mirror images of those of the lender. For example, a borrower may
present documents that require considerable time and money toacquire; the lender, on the other hand, only requires a short time toexamine and file them. 

Reasons for Transactions Costs 
Many lender procedures are aimed at gathering information abouta prospective borrower. This is done mainly to protect the lender'sfunds by determining the prospective borrower's creditworthiness andto provide internal control on funds lent. Lenders also incur transactions costs when they have employees supervise credit. In the casesof government development banks, patronage and 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. 
areCDSs will vary considerably among different lenders. There 

as well as indifferences in the terms and conditions of the loans 
lender and borrower transactions costs. Within any country a con. 

tinuum of lenders could be established, ranked in 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 in 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 interest rates Because it is 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 lent. This 

can be accomplished in several ways. The most direct is to simplify 

the CDS. For example, supervised credit functions and costs can be 

by eliminating these services or by transferring them to thecut 
agricultural extension service. Another means is to reduce procedures 

the lender may beand documentation. However, in this regard, 

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 to nonpreferred clients while 
simultaneously lowering lender costs. This can be accomplished in 
several ways First, some of the lender's costs can be transferred tc 
the borrower One example is the practice of making the farmer spend 
time and money to visit the lender ather than vice versa. Another 
example is ,he making of group loats, where many of the costs of 
obtaining information and loan repayment are shifted to the group.

A second way to lower costs is to focus on repeat borrowers about 
whom the lender has already accumulated considerable information, 
rather than on new borrov.ers about whom r-lativel) little information 
is on hand Third, the average loan size Lan be increased by lending 
to large farmers and for hikh-cost enterprises. This may imply making 
longer-term loans, which the lender would be willing to do if the 
expectations are that the future rate ot inflation will be low and/or 
that there will be no increase in the interest rate. To shift the portfolio 
in these directions it 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 rely upon credit to 
undertake any of these investments and that the ,.emand for credit 
will be derived from the expected productiviti of the resources 
employed as a result of using a loan (Ladman 1970). 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 in Figure 9.1 represent average revenue and average bor
rowing costs incurred by the borrower. 

Assume the farmer is 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 interest costs (IC) and constant 
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Revenue
 
and Costs
 

AR 

Amount of CreditT1 

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 is net of costs of the resources purchased with borrowed 
funds, but is not net of borrowing costs. 

Assume that there are no delays in 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 is a profit (rn) maximizer and thus would 
seek a loan only if he or she expected n > 0, i.e., R > (IC + BTC). 
Furthermore, the borrower would maximize T1by borrowing up to 
the point where r = MVP, i e, where the marginal cost of borrowing, 
the additional interest payment, is equal 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 (,BC) by dividing all terms by the 
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size of loan, L. ABTC is defined as the average borrower transaction 
cost and r is aveiage interest cost. In this form 

SBTCL LL 1.] (9.1) 

L[AR - (r + ABTC)] = L[AR - ABC] 

Figure 9.1 shows the profit-maximizing condition. With DD the 
demand schedule, the farmer would want to borrow L', where r = 

MVP and ri 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 is a minimum loan size below which the 
borrower would not be willing to borrow from a lender. This level 
(TI) is the borrowing threshold and is 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) is part of TI 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 
implicitly weight these costs by a risk factor and would not apply
for the loan if the probable loss exceeded an acceptable level. Such 
a situation would be very importmt for first-time borrowers who do 
not know what to expect from a lender. Experienced borrowers who 
know the probability of loan rejection is high also would not apply.

In summary, the farmer would be willing to borrow L from the 
lender if TI < L -< L', if he or she had funds available in the loan 
application phase that were at least equivalent to T2, and if he or 
she was willing to risk those funds. A farmer who did not have T2 
or was not willing to )isk the funds would not be able to borrow 
from the lender. It is 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
inforraticn 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 (n1) given interest rates ri and r1l, transaction costs 
BTCl and BTC11, and demand for credit DD,subject to the constraints 
and associated risks of the out-of-pocket expenses T21 and T211. Thus 
for any loan size L, the farmer would choose lender I, be indifferent 
between I and II, or choose II depending upon relative expected 
profits TT TnTlsubject to covering and risking 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 otler lender if he or she 
could cover T2 for that lender. A borrower who could not cover T2 
or was not willing to risk 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., (r, + ABTCl) (rn + ABTC 1).' The level of L where 
the farmer would prefer to use one lender or the other should L rise 
or fall is the point of indifference. 

It is 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, in which case the particular 
lender is not within the farmer's feasible set of lenders. In this 
situation the farmer would still 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 illustrate 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 rl greatly exceeds the bank's rate r11, while the transaction costs 
of borrowing from the moneylender (BTC,) are very small compared 
to those of borrowing from the bank (BTC11). As a consequence Ti1 

< Till and T21 < T211. 
As shown in Figure 9 2, the farmer would be indifferent between 

the two lenders at L", where rh -- 11,would prefer the bank at loanrT

rn rTI,
sizes greater than L", where 1 < if he or she has funds that 

can be risked to cover T211, and would prefer to work with the 
moneylender at loan sizes less than L", where rT > rn1 , if he or she 
is willing to risk funds to cover T21. Farmers preferring the bank 
would want to borrow L1 because at that level of credit they would 

H-v
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Figure 9.2 Borrowing Costs and Revenues: Two Lenders 

maximize their profits. Likewise, those preferring the moneylender
would want to borrow L1. 

The farmer who prefers the bank but cannot cover-or is not 
willing to risk-T211 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 is 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 T21 > L1. 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

-V 
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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 seeking 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 is 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 agricultural 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 is, where, in the aggregate, 
farmers are indifferent betweei, 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, BTC1 , and r1j. Conditions of competition will determine rl. If 
there is perfect competition among moneylenders, r, will be kept at 
a level that is 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 in borrower transactions costs or in interest rates associated 
with either lender will change the partitioning of the market. If either 
the interest rate or borrower tkansactions 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 clients. 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 in moneylenders' share of tiie 
overall market. 
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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--nainder 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 illustrate the importance of transaction costs in credit 
rationing. 

AID and BAB jointly established the conditions of the short- and
medium-term small-farmer loans. First, for the then conventional 
reasons, a concessionary interest rate adopted, and this assuredwas 
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 dernand, 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 livestock and equipment
loans. Many farmers did not have an authentic title to their land, 
so 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 more 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 its portfolio in larger and 
medium-term loans rather than short-term production loans. 2 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 in installments over a three- or four-year period. 



114 Loan Costs, Rationing, and Market Structure 

The effects of the CDS chosen by BAB are clear. Their measures, 
lower their costs funds, rationeddesigned to 	 and rapidly disburse 

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. 

who could not surpass the 9ut-of-pocket oractions Losts, farmers 
borrowing thresholds were excluded from borrowing. Some farmers 

who could meet these thresholds found it more profitable to borrow 

from other lenders 3 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 it was the most profitable alternative among 

their sources of credit. Thus, in the presence of an excess demand 

for credit, it was both BAB's actions and the effect of those actions 
to ration the credit among farmerson borrowc.s that served 

The effect of the credit-rationing features of BAB's small-farmer 

credit program is clearer if one understands the structure of rural 
In 1979 there were three typesfinancial markets in the Upper Valley 

of lenders in the area making most of the loans moneylenders, BAB, 
and a multipurpose cooperative (Ladman and Torrico 1981). In this 

loan terms andchapter we report on the first two Data on average 


transactions costs in 1979 are presented in Table 9 1.
 

BAB loans had a mean size of $3,695 (all figures are in U.S. 
of 60 months and carried interest rates of 13dollars) and a term 

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 
transactions costs explainthese interest rates, lender and borrower 

how the market is partitioned among lenders 
BAB borrowers incurred an average of $135.95 in total transactions 

costs; of this $94.75 were out-of-pocket costs and $41 	 20 weie time 
was incurredcosts (the equivalent of 16 5 days). Of the total, $69 66 

in the application phase Thus the prospective borrower from BAB 
excess of $135.95had to project profits, above interest charges, in 

(the borrowing threshold) and have on hand $50.28 for out-of-pocket 
borrower had th becosts (out-of-pocket threshold) Moreover, the 

willing to risk $69.66 of out-of-pocket and time costs before .. .Wing 

not the loan would be accepted In practice, however, awhether or 
usually informed of the probable decision at an earlyborrower was 

stage of the negotiation, based on the eligibility criteria, so the risk 

not as high it would appear. Clearly, the magnitude ofas 
many small farmers out of working

cost was 
these figures served to ration 
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, COCHABAMqA, 1979
 
(U.S. DollarsW)a
 

Bolivian 
Agricultu;al 

Moneylender BankS/ 

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 Coats $3.80 $ ,94.75 

Application Phase Out-of-Pocket Costs $3.50 $ 50.28 

Total Time Costsb/  $ .55 $ 41.20 

Application Phase Time Costsb/ $ .45 $ 19.38 

Total Borrower Transactions Costs 
in Application Phase $3.95 $ 69.66 

a/ Rate of exchange: 20 Bolivian pesos - 1 U.S. Dollar.
 

b/ Time valued at $2.50 per 8-hour day.
 

E/ 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 in 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 moneylender and needed to make only one or 
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two short trips to inquire about and obtain 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 little effect on credit rationing by moneylenders; the interest 
rate they charged was far more important. 

Given a credit demand sche!dule, the interest rates, and borrower 
transactions costs ao3ociated with both lenders, the borrower's point 
of indifference between the two lenders in 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 desird 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 in relatively 
small amounts In contrast BAB provides credit for longer-term 
investments and in much larger amounts. Moreover, BAB credit is 
not quickly obtained-the complex CDS procedures require weeks 
or sometimes months to complete 

It is doubtful that the small-farmer credit program in the Upper 
Valley has had much effect on the moneylenders' market, because 
BAB is lending for purposes that do riot directly compete with those 
of moneylenders. Indeed, a 1980 survey of moneylenders showed they 
saw no decline in their business aftei BAB began its 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 structure 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 coricessionary interest 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 1981, 
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 interest 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 cobts, 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 is no paradox, because the banks can 
use borrower transactions costs as a credit-rdtioning mechanism. 
Thus, as the Bolivian experience shows, the incentive is 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 tra 3actions 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 is not likely 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 is highly likely that the 
elimination of concessionary interest rates is the key to lowering 
transactions costs and allowing agricultural banks to serve a larger 
number of small farmers. Unless this is done the incentives to 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 is responsible for its content. Appreciation
isexpressed to Dale W Adams, Peter Kilby, and Hannes Kvaran for comments 
that helped clarify some of the concepts presented. 

1. The work is shown as follows: 
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1. n T 7 > 
2. (R - BC) Z (R - BC2) by substitution 
3. BC, > BC,, by subtraction of R and multiplication by -1 
4. (IC, + BTC,) Z (IC2 + BTC,,) by substitution 
5. [(ICI + BTC,)/L] Z [(IC,, + BTCn1)/L] dividing by L to obtain 
6. (r, + ABTC,) > (ri, + ABTCn1). 

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

3. The study by Miller and Ladman (1981) supports this point. High 
transactions cost were shown to be important factors in impeding small 
farmers in southern Bolivia from using BAB loans. 
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10 
Cheap Agricultural Credit: 
Redistribution in Reverse 

Claudio Gonzalez-Vega 

Two of the main characteristics of rural financial markets in low. 
income countries (LICs) are limited 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 in Latin America, and no more than 5 percent of the 
farmers in 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 ofat least 80 percent 
of the credit disbursed by FFIs. 

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 implicit in underpriced 
credit, and through the resource transfer implicit in 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. 

120
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Credit Access 
Limited access and a high concentration of the loan portfolios of 

FI:Is 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 in LICs lives 
and works in rural areas, the income-distribution implications of 
these features are particularly important 

Factors associated with both the demand and supply of credit 
explain limtcd 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 
size of these markets and restrict loan access for many rural producers. 

The high degree of concentrauon in 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, it is 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 is niore 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 explanation. 

Initial wealth is an important determinant of differential access to 
loans. In fragmented capital markets, on the other hand, limited 
access to credit explains a substantial part of the different rates of 
growth of wealth through time. That is, differential access to credit 
is not only a consequence but also a cause of differences in 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 is as crucial as access to land for an adequate command 
over resources In many cases financial policies, particularly the 
impositiorL of interest-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 
sectorb. I argue in this chapter that these interest-rate policies have 
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significantly contributed to the concentration of the loan portiolios 
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 income distribution in 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 accord;ng to their size (large-small), 
their wealth (rich-poor), the length of their banking relationship (new 
client-old client), or the unceitainty associated with their productive 
activities (safe-risky). Any of these classifications is relevant for the 
analysis as long as it is 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 
imp~ies, in turn, that other producers with abundant resources are 
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Figure 10.1 Self-financing and Impact of a Loan. 

forced 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'ing. This, in turn, leads to a wide dispersiorn 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 variable inputs (V, and V,) are measured in both directions from 
the origin (0). The productive opportunity of each producer is 
represented by the corresponding curve of the marginal value of the 
product of the variable inputs employed (MVPI and MVP 2). Dimin
ishing marginal returns are assumed throughout. 

Given their initial endowments of variable inputs (NI and N2), 
the gross income of each producer is represented by the area under 
the curve. Income differences are explained in terms of the different 
productive opportunities and of the different initial endowments 
(N, > N,). For the same amount of variable inputs, the marginal rate 
of return is higher for the large producer than for the small one. The 
superiority of the large producer, however, is assumed to be relatively 
greater in terms of initial endowments than in 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 

\A 
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rate of return of the small producer (that is, in equilibrium, r2 < 

ri). This is a situation frequently encountered in the rural areas of 

LICs. 
Given these differences in marginal rates of return both producers 

can increase their incomes through a direct loan, of size L, from the 
large producer to the small one, at the rate of interest r*. After 
repaying the principal plus the interest on the loan (I + r*) L, the 
small pioducer 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 obtains an increase in income, over that previously 
earned from his or her own productive activity, equivalent to the 
shaded area in the left-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, if the marginal returns to the variable inputs employed 
by this producer decline more rapidly than the marginal returns to 

the variable inputs used by the large producer The assumption that 

diminishing marginal returns are more pronounced for small than 
for large producers is a reasonable one, in view of the smaller stock 

of fixed inputs and possibly less favorable access to technol!ogies of 

the former. If this is the case, credit not only improves the allocation 
of resources but also improves income distribution That is, the net 

gain of the small producer will be larger than the net gain of the 

large one, as represented by the shaded areas in Figure 10.1. 
In summary, income differences among producers are due to 

differences in productive opportunities and in initial endowments 
Access to credit for the acquisition of variable inputs reduces dif

ferences that are due to diverse initial endowments. Access to credit 

for investment in physical or human capital, in turn, may also tend 

to eliminate income differences due to differences in productive 

opportunities. 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) - iL, (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 

g-N N a+Ra-ig a (N + L) - iL (10.2) 

where R = LIN is the leverage ratio. 
That is, the rate of growth of the producer's wealth is directly

as.,ciated with the average and marginal rate of return on the variable
inputs used by the producer as well as with the leverage ratio, whereas
it is inversely related to the rate of interest paid on the loan. These
three variables, however, are not independent. Even if the rate of
interest paid is given, the average rate of return will be inversely
related to the leverage ratio, if decreasing marginal returns are present.
As long as the marginal rate of return on the variable inputs employed
is 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)I

The impact of differential access to credit on the rates of growth
of wealth can lead to dramatic differences in future endowments and
therefore in the level of incomes through time of different producers.
Assume that, initially, two producers X and Z possess identical
productive opportunities and identical initial endowments. That is, 
a. a. = a(V), for any given level of variable inputs used, and 
N, N: = No, in the initial period 0. 

Assume that in 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 

g=f a, (10.3) 
gz = az + R (a.- i) 

After n periods of time, the wealth of these producers will be 

Nx - (I + g n)No = (I + a) n No (10.4) 
Nz - (1 + gz)n No = [1 + a, + R (az - i)]n N o 

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



126 Cheap Agricultural Credit 

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

W 
r R n-5 nilO n-n20
a 


.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
 

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

n" 	Number of periods
 

+ R (a, - i)] 	 0.5)W 1 + a,
(1 + a)n 

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 initial 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 (i). Table 10.1 illustrates 
the impact on W of these variables, under the assumption that the 
average rate of return is 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 initial endowment, at a real rate of interest 
of minus 10 percent (r), and the other producer does not 'receive any 

moreloans, after 5 years (n=5) the wealth of the former will be 
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 nonborrowert 

This simulation illustrates the magnitude ofthe impact ofdifferential 
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 

ci'
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topaid. The most dramatic differences, 	 however, are directly related 
to credit, in comparison to thethe leverage ratio (R). That is, access 

producer's initial 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 
terms many of these rates have beeninflation. As a result, in real 

not reflected the opportunity costs of thenegative Also, they have 
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 

implied the transfer of a substantial subsidy to the relatively few, 

not so poor, beneficiaries of FFIs loans. 
rates not only have been kept low, but differentiated andInterest 

That is, interestinverted rate structures have often been enforced. 


rate differentials have not reflected the costs and risks associated with
 
Rather, they have resulted fromlending to different borrower classes 

policymakers trying to favor some sectors and activities at the expense 
favored with preferentialof others. Typically, the borrower classes 

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 rationing and the concentration of the loan portfolios. For 

in the mid-1970s, while the commercial interest rates andexample, 
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 inefficiencies in credit 

allocation and inequities in income distribution resulted. 
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Nature of the Interest-Rate Subsidy 

When loan interest rates do not reflect the social opportunity cost 

of the claims on resources transferred, plus the social cost of disbursing 

them, a subsidy is implicit in the credit transaction. Income distri. 

bution is affected in 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, 

If the nominal rate of interestin real terms, 10 percent per annum. 
is 15 percent per annum, but the rate of inflation is 65charged 

per annum, then the real rate of interest charged is minus
percent 
30 percent per annum 2 If a positive rate of 10 percent should have 

been charged, while a negative rate of minus 30 percent was actually 

charged, there is a rate of subsidy of 40 percent implicit in this credit 

cents out of every dollar lent represents an
transaction. That is, 40 
outright, free transfer of iesources, a gift. 

can be substantial. Suppose thatThe magnitude of this subsidy 
the total volume of agricultural credit disbursed by the FFIs represents 

60 percent of the gross value of the domestic agricultural output. 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 is a 

very sizable transfer of resources, and its impact on income distribution 

is very significant. b,;cause the subsidy implicit in underpriced credit 

not surprising that policymakers value it 
can be so substantial, it is 
as a powerful instrument for income redistribution Unfortunately, 

Rather, the vested interests of
the subsidy seldom reaches the poor 

the groups that eventually capture the subsidy crcate serious political 

obstacles for interest-rate reform in agricultural credit programs. 

of this chapter is that credit, in general, and
The main claim 

an impotent tool for income
interest-rate subsidies, in particular, are 

same re-The mechanism is inefficient, because theredistribution. 
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 it is iieffective, that is, it is intrinsically incapable 

of achieving the desired redistributive goals. Further, under most 

circumstances, it is perverse. It leads to a redistribution "in reverse," 

actually accentuating the concentration of wealth instead of alleviating 

it. This is the case because the direct impact of the subsidy is regressive 

and its indirect impact further restricts access to 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 is directly proportional to the size of 
the loan received. That is 

G = [r* - r] 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 to the associated small grants. Small producers get few or 
no loans and thus few or no grants. A similar result is obtained with 
respect to the income transfer implicit in default. A large borrower 
who does not repay the loan receives a larger implicit grant than a 
small delinquent borrower Usually large borrowers repiesent a small 
proportion of the number of defaulters but a very high proportion 
of the unpaid portfolio 

Moreover, as indicated in Chapter 7, when the rate of subsidy 
(r* - r) increases, large nonrationed borrowers3 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 relative position of the intermediaries' marginal cost curve of 
lending to them 

There is one more way in which underpriced credit has a direct 
unfavorable impact 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 a~sets. In most LICs, the size distribution of the borrowers 
of FFIs is 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 is used to finance a subsidy
enjoyed by a few privileged borrowers. 
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Indirect Impact of the Subsidy
Interest-rate restrictions also influence income distribution throughtheir differential impact on access to credit. The nature of this impactdepends on the rationing behavior adopted by FFIs when the ceilingsare imposed. Most of the likely mechanismsby the FFIs tend for rationing adoptedto redistribute 

borrower classes (e g., 
loan portfolios in favor of somelarge, safe, well-knownFor these purposes, producers can 

borrowers). 
according be classified into three groups,to the nature of their access to institutionalnonrationed borrowers; that is, producers who receive all the credit 

credit: (1)
that they demand at the rate of interest charged by FFIs; (2) raZ'onedborrowers; that is, producers grantedsize they demand 

FFIs loans smaller than the 
with an 

at the going rate of interest, so that they are leftunsatisfied excess demand for institutionalexcluded borrowers; credit; and (3)that is, potential or previous borrowers whomFFIs are not willing to serve
In general, for FFIs with a 

at the constrained interest rates.profits strategy, if the maximumof interest that can be charged ratecoversto the marginala particular borrower, that borrower's demand 
costs of lending 

If, on will be satisfied.the other hand, this maximum rate of interest does not coverthe margina; costs of lending, the FFIs will reduce the size of theloan granted below the size of the loan demanded, until the rate ofinterest and marginal costs are equated. Finally, when the maximumrate of interest does not cover the average variable cost of grantingthe loan, FFIs will exclude the borrower from their portfolios.Lending costs tend to be particularly high in rural financial markets.There is a great diversity among rural producers, and the informationrequired for borrower selection-concerning entrepreneurial ability,productive opportunities, and access to resources-is expensivecollect. Risks are alco particularly high, as a result of the importance
to
 

of exogenous factors in determining the outcome of investment efforts,
and creditworthiness is difficult to ascertain. Even if, ex post, small
producers tend to be less delinquent than seine of the larger producers,
it is difficult for lendersfarmers. to choose from the heterogeneous mass of 
One of the consequences of these highis that rural producers in general, 

costs and risks of lendingand small farmers, in particular,are among the rationed classes of borrowers. When ceiling,rates are imposed or lowered, the ,, interestamounts of credit demanded byall classes of borrowers increase. However, according to :he Iron Lawof Interest-Rate Restrictions (discussed in Chapter 7), only the sizeof the loans granted to nonrationed borrowers increases. In the case 



131 
Cheap Agricultural Credit 

of the rationed borrowers, the size of loan granted declines, and incertain circumstances these borrowers are excluded from the loanportfolios altogether. 

Conclusions 
The most important conclusion of this chapter is that interest-rateceilings redistribute the loan portfolios of FFIs in favor of nonrationedborrowers and modify the access

classes. Since 
to credit by different produceraccess 

in 
to credit is a crucial determinant of differencesthe growth of wealth through time, thesesignificantly influence changes in loan sizeincome distribution. Nonrationedtend to borrowersbe the largest and most influential producers, and interestrate restrictions lead to the concentration of credit portfolios in their

favor.The most crucial aspect of financial markets,is their degree of access for rural producers,to credit Ironically, the policies that haveattempted to keep the price of credit artificially low have, at the sametime, modified access in unwanted ways' The access of the large andinfluential producers to the loan portfoliosimproved, while at the of the FFIs has beensame time the accesshas been limited or even 
of the small producerseliminated

also penalized Interest-rate restrictions havenumerous small savers who have received low returnsen their financial assets. Therefore, policies of interest-rate restrictionsnot only have reduced efficiency in the allocation of the economy'sresources but also have reduced the financial viability of the FFIsand have contributed to more concentrated distributionsand of income in the rural of wealth areas of the LICs-the reversemost policymakers say they want to do. 
of what 

Notes
 
Among the many friends who have influenced my ideas on 
rural finance, Iwant to especially acknowledge Dale W Adams, Ronald I.McKinnon, EdwardS.Shaw, and Robert C. Vogel.1.This can be shown by taking the total differential of Equationdemonstrate that the impact 10.2 toon the growth rate of weaih of a larger loanis 

dL 09L OLRdL aL L +NN 
(a ) N +L ?a+ a (10.7)

L j
HOwever, the marginal rate of return, r, is equal to 
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+ (10.8)r=(N + L) - a. 

Therefore 

r -(10.9) 
dL N 

2. r (i - p)/(l + 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. 

References 

Adams, Dale W, Harlan Davis, and Lee Bettis. "Is Inexpensive Credit a 
Bargain for Small Farmers? The Recent Brazilian Experience." Inter. 
American Economic Affairs 26(1972):47-58. 

Araujo, Paulo F. Cidade de, and Richard L. Meyer. "Politica de Credito 
Agricola no Brasil: Objectivos e Resultados." In Ensatos Sobre Politica 
Agricola Brasileira. edited by Alberto Veiga. Sio Paulo: Secretaria da 
Agricultura, 1979. 

Gonzalez-Vega, Claudio. "Small Farmer Credit in Cost Rica: The Juntas 
Rurales." In AID Spring Review of Small Farmer Credit, vol. 2, edited 
and published by the Agency for International Development. Washington, 
D.C., 1973 

__ ."On the Iron Law of Interest Rate Restrictions- Agricultural Credit 
Policies in C ista Rica and in Other Less Developed Countries." Ph.D. 
dissertation, Stanford University, 1976 

."Interest Rate Restrictions and Income Distribution." American 
Journal of Agricultural Economics 59(1977)'973-976. 

_ ."Interest Rate Restrictions and the Socially Optimum Allocation of 
Credit" Savings and Development 4(1980)'5-28 

Ladman, Jerry R, and Ronald L. Tinnermeier. "A Model of the Political 
Economy of Agricultural Credit. The Case of Bolivia." American Journal 
of Agricultural Economics 63(1981).66-72. 

McKinnon, Ronald I. Money and Capital in Economic Development. Wash
ington, D.C.: Brookings Institution, 1973. 

Shaw, Edward S Financial Deepening in Economic Development. New York: 
Oxford University Press, 1973. 



11 
The Effect of Subsidized 

Agricultural Credit 
on Income Distribution 

in Costa Rica 

Robert C. Vogel 

Subsidized agricultural credit has been very popular ir Aow-income 
countries, on the usual assumption that such policies improve the 
welfare of small farmers It is argued that small fat mhers will be 
unable to borrow o- will be able to borrow only smal amounts at 
high rates of inte-est unless they are aided by low-interest loans. It 
is my conclusio',i, however, that subsidized credit policies in Costa 
Rica have, in 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 it presents a particularly 
favorable case for subsidized agricultural credit to make the distri
bution of income more nearly equal In Costa Rica subsidized 
agricultural credit is allocated by four commercial banks, all of which 
are owned by the government. Thus, it cannot be argued that the 
allocation of credit is the result of profit-maximizing behavior by 
private commercial banks or that the credit subsidy could be allocated 
to make the distribution of income more nearly equal if those 
commercial banks were in the hands of the government. The period 
for this analysis is the mid-1970s because it .oincides with a detailed 
study of income distribution and the most Yecent agricultural census 
in Costa Rica Moreover, two features of the Costa Rican economy 
that are important 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 it was founded in 1914, and the other three
commercial banks were nationalized in 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 regional offices, and the Banco Nacional had more than 100, 60 
of which were rural credit offices (Juntas Rurales de Credito Agricola)
specializing in credit for small farmers.' It would be difficult to 
imagine a banking system better designed and more oriented toward 
carrying out policies of subsidized agricultural credit to benefit small 
farmers. 

The subsidy in 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 is 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 interest. 
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 -s examined, and in 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 flar below the interest rates
 
that would be 
 determined in 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 interest rates of 8 percent and no commissions or other 
charges, while interest rates, commissions, and charges for larger
farmers vary slightly depending on the product financed. Agriculture
tends to be favored relative to other sectors, as interest rates on bank
loans for nonagricultural activities in the mid-1970s ranged as high 
as 13 percent (plus commissions and other charges of 2 percent).2 

To eccimate the amount of the interest-rate subsidy on bank 
agricultural loans, it is necessary to have ideasome 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 consumerprice index. However, the rate of inflation increased slightly duringthe late 1960s and early 1970s and accelerated sharply in 1973. In1974 the Costa Rican consumer price index increased by 30 percent,and the rate of inflation as measured by the wholesale price indexwas 40 percent. Even using the conservative 30 percent figure as the
relevant indicator of the rate of inflation, Costa Rican lenders in1974 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 in Costa Rica? It would certainly not be a negative realrate of interest, as long as potential lenders had any productive outletsfor their funds and as long as potential borrowers had any productive
investment opportunities Moreover, competitive credit markets wouldnot determine a single equilibrium real rate of interest, but rather arange of interest rates depending on risks and administrative costs.
In fact, it would be surprising if under competitive conditions loansfor agriculture in general and small farmers in 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 bedetermined in competitive markets for agricultural credit in CostaRica would be at least 10 percent. A survey of agricultural credit inCosta Rica in 1969 (before the arrival of high rates of inflation)
indicated that informal lenders typically charged interest rates of 18or 24 percent on loans to farmers (Vogel and Gonzalez-Vega 1969).Studies of agricultural credit in other low-income countries suggest
that such interest rates can be largely attributed to risks and administrative costs and not to monopoly power (Bottomley 1975; Long
1968).


With a negative real rate of interest of 20 percent 
 on bankagricultural loans and a conservative estimate of an equilibrium real 
rate of interest of 10 percent for agricultural ILuding 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 million) I The interest-rate subsidy of 30 percent, togetherwith the average amount of credit outstanding, implies a total subsidyof about 480 million colones (US$56 million). To put this subsidyin perspective, it should be noted that Costa Rican gross domestic 



136 The Effect of Subsidized Agricultural Credit 

product (GDP) for 1974 was approximately 13 billion colones (US$1.5 

that the subsidy amounted to almost 4 percent of GDP.
billion), so 
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. 
was

Most of the subsidy to recipients of bank agricultural loans 

paid by holders of bank deposits. They received a negative real return 
for lending; that 

for making funds available to the banking system 
30 percent depending

is, they had to pay an inflation tax of 20 to 
no data are available to 

the type of deposit held. Unfortunately,on it is likely
identify precisely who these individuals were. However, 


incomes held a higher percentage of their

that individuals with low 

of their re
wealth in the form of currency and deposits (because 

quirements for transactions balances and precautionary reserves) than 
had a wider range of op

did individuals with high incomes who 

portunities to hedge against inflation. An indication of the better 

alternatives available for the wealthy is given by the behavior of the 

amount of banking-system bonds outstanding. In the late 1960s these 
of the banking system'sfor almost 10 percentbonds accounted 

to less than 2 percent by 
resources. However, they had dwindled 

result of the impact of inflation and the low nominal rates 
1974, as a 

these bonds. The former holders of these bonds,
of interest paid on 

find attractive alternatives
largely the wealthy, were able to more 

tax of more than 20 percent was imposed. Such 
when an inflation 
behavior also illustrates that high rates of inflation, uncompensated 

by high rates of interest, substantially reduce the resources available 

for lending.to the banking system 

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 
The data from the Banco 

Credit Department of the Banco Nacional 

Nacional are particularly useful for two reasons- (1) the Banco Nacional 
of agricultural60 percent of the total amountaccounted fc. about 

1974; and (2) as 
credit disbursed by the banking system during 

its Rural Creditthe Banco Nacional throughmentioned earlier, 
Department is supposed to be particularly dedicated to making credit 

Banco Nacional
available to small farmers. The data fr3m the are 

and the pattern is striking. Loans of more 
presented in Table 11.1, 

than 500,000 colones (US$58,343) accounted for more than 55 percent
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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 Percentage!
Size of Loan Percent of Total Amount Number A-Bunt
(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, i.e, under US$583) accounted for less than 5 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.1 
Table II 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 t bankt 1 On the other hand, loans under 10,000
Colones (US$1,1,57) accounted for more than 50 percent of the ag
riculIural loans made but less than 10 percent of the agricultural 
crcdlt disb,!irsed 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.
Who are they9 Unfortunately. no data are available on the incomes,
land holdings, or other forms of wealth of the recipients of bankagricultural loans. However, enough evidence is available to reach a 
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Banco Anglo Costarricense, Commercial 
Department


Table 11.2 

Size Distribution of Agricultural Loans 

Disbursed
 

During 1974
 

percent CUmu-at Lye
 

of Total Percenta es 
MAountAmount Number 

Size of Loan Percent of Total 
 of Credit
of Credit of Loans

(Colones) Number of Loans 


3.6 33.8 3.6
33.8
1-5,000 


5.8 54.5 9.4
20.7
5,001-10,000 


9.5 71.8 18.9
17.3
10,001-20,000 


14.2 15.1 86.0 34.0
 
20,001-40,000 


58.1
10.4 24.1 96.4 

40,001-100,000 


80.1
3.2 22.0 99.6

100,001-500,000 


.4 19.9 100.0 100.0
 
over 500,000 


Banco Anglo Costarricense, unpublished records.
Sources 


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 

went t3 small farmers 6 This is consistent with 
system during 1973 

10 percent of bank agricultural loans,the conclusion that the largest 
accounting for 80 percent of bank agricultural credit disbursed during 

one would not expect banks to
1974, went to large farmers Second, 

make large loans to small farmers because of the high risks involved. 

This is confirmed by a survey of agricultural credit in Costa Rica 

1969, which found that bank Gfficials responsible for
carried out in 
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 the farm, the area cultivated,
of farmers as measured by the area 

and the number of workers employed. 
The amount of the credit subsidy going to the large farmers who 

received the largest 10 percc;i.t ot bank agricultural loans in 1974 can 

idcated above, a conservative estimate of 
readily be calculated. As 
the total amount of the agricultural credit subsidy for 1974 is 480 

million colones (US$56 million).7 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 millhon colones (US$45 millhon) during 1974 from the CostaRacan 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 income. it is useful to begin by comparing the 
distributions of income, land, and agricultural credit in 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 in the 1973 Censo 
Agropecuario), and a third for the distribution of income in Costa 
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Rica in 1971.8 The curves clearly show that the distribution of land 
is much more unequal than the distribution of income and that the 
distribution ofcredit is still more unequal. Moreover, the concentration 
of land and credit is understated 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 
whose 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 in 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 in 1974. Not all rural Costa 
Ricans are engaged in 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 in 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 is contained in the largest 10 
percent of the loans goes primarily, if not entirely, to individuals in 
the top 10 percent of the income distribution There are approximately 
35,000 Costa Rican families in 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 I family in 8 would be receiving a 
large agricultural loan from the banking system, even if it is assumed 
that there is no more than I such loan per family in addition, 4,400 
large bank loans would not reach all 5,646 farms of more than 100 
hectares in Costa Rica, even if it is assumed that them. is no more 
than I such loan per large farm. These figures, together with the 
evidence discussed at the end of the second section, suggest that it 
is not unreasonable to assume that large agricultural loans go to th -e 
in the top 10 percent of the income distribution. If anything, tis 
may underestimate the concentration of bank agricultural credit. 

e,
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Removing the credit subsidy of ?85 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 thL credit subsidy on the incomes of those families 
receiving the subsidy is likely to be quite substantial and that at the 
same time the credit subsidy is likely to be concentrated among the 
highest-income families within the top 10 percent of the income 
distribution I Distributing the 385 million colones evenly among the 
remaining 90 percent of Costa Rican families would raise the share 
of those families in the bottom half of the income distribution from 
20.9 percent to over 23 pcrcent and the share of those families in 
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 is 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 in Costa Rica, for example, in the expansion of the labor
saving beef-cattle industry and in the replacement of labor by electric 
milking machines in the dairy-cattle industry This reduction in the 
demand for labor by farmers who receive low-interest-rate bank loans 
will tend to reduce agricultural wages and agricultural employment. 
Moreover, farmers who do not receive bank credit (but who might 
have received credit if interest rates were not controlled at low levels) 
may also be forced to reduce their demand for agricultural labor 
because of the lack of complementary inputs 

The second indirect effect concerns the farmers who might have 
received bank credit if interest rates weie not controlled at low levels. 
To this point it 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, in 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 implies 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 in general and for small farmers 
in particular (Vogel 1981). This evidence has often been used to 
conclude that Costa Rican agriculture is 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-r-,we subsidy on bank agricultural credit 
would have several effects that would tend to make the distribution 
of income more nearly equal in Costa Rica. First, a surprisingly large 
proportion of the subsidy goes to large farmers in the form of large 
loans. Second, the demands for, and hence the incomes of, agricultural 

(-'V
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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 to 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 it 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 been quantified here, each may be very 
important in making the distribution of income in Costa Rica as 
unequal as it is. Moreover, raising interest rates to their equilibrium 
level can simultaneously remove the direct subsidy effect and deal 
wlih the indirect effects of the reduced demand for agricultural labor 
and the more stringent rationing of bank credit to small farmers. 
Thus, credit subsidies, whic'i 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 in 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 is 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 in late 1978, a slightly 
higher structure of interest rates was in effect 8 to II 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 in Costa Rica in 1973 and 1974), 
continuing inflation in 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 year at the end of the decade 

4. Agricultural credit includes loans for crops and livestock The average
for 1974 is 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 
YCuentas Afonetarias The amount of new bank agricultural loans disbursed 
during 1974 was almost as great, more than 1,400 million colones. For 

\2 



144 The Effect of Subsidized Agricultural Credit 

exchange rate of 8.57 thatconversion of colones to dollars, the official 

prevailed at the time is used. 
accounts for almost 15 	 percent of agricultural credit5. The Banco Anglo 

from 	the banking system. The Banco de Costa Rica accounts for almost 25 

credit, and the Banco Credito Agricola de Cartagopercent of agricultural 
no data on the size distributionaccounts for less than 5 percent. However, 

b, nks.of agricultural loans were available from these other two 
as having net incomes6. As of the mid-1970s small farmers were defined 

of less than 25,000 colones (US$2,920) and total bank loans of less than 

100,000 colones (US$11,670). 
on the average amount7. The estimate of 480 million colones is based 

of bank agricultural credit outstanding during 1974, whereas the figures for 
are based on the amount of agriculturalthe size distribution of bank loans 

credit disbursed during 1974 If there is a significant correlation between the 

size of the loan disbursed and the length of time for which the loan is 

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 
i- an accurate representation of thethe size distribution for loans disburaed 


size distribution for credit outstanding
 
for the figures on Costa Rican income distribution.8. See Cespedes (1973) 

This study is based on a survey of approximately 3,000 families, divided 

among rural areas (about 60 percent), the metropolitan area of San Jos6 

(about 25 percent), and other urban areas (about 15 percent) The income-
Il I are for all Costa Rica because, asdistribution figures plotted in Figure 

ownersin the text, it is likely that a significant number of farmindicated 
and recipients of agricultural credit live in urban areas Average income in 

area is more than 50 	 percent above the national averagethe metropolitan 
.44) than in rural areasand somewhat more concentrated (Gini coefficient 

where average income is about two-thirds of the(Gini coefficient 	 = 37), 
Other urban areas have an average income about 25 percentnational average 

and are intermediate 	 in concentration (Giniabove the national average 
coefficient = 39) See Jain (1975) for a summary of recent surveys of income 

This summarydistribution in Costa Rica, including the survey by Cespedes 
was representative, as well as being the

indicated that the Cespedes survey 
most recent survey, and that the distribution of income in Costa Rica tended 

to be less equal than in othe" tin American countries. Figures on income 

the Costa Rican censuses, but these
distribution are also availabl from 

figures include only labor income
 

credit in general on the9 In considering the 	 impact of subsidized 
of income, it should be remembered that agricultural creditdistribution 

represents slightly less than half of total credit outstanding from the banking 

system. 
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12 
Rural Credit and Positive 

Real Rates of Interest: 
Brazil's Experience 

with Rapid Inflation 

Joao 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 in the farming sector, the 

shortage of medium- and long-term loans, and the weak formal 
areas. The low degree of financialfinancial institutions in rural 

intermediation, market segmentation, and limited savings als-0 have 
Low real rates of interest arebeen blamed on these negative rates 

the most important features of financial repression.singled out as 
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 is based on recent events in 

Brazil. Brazil's experience may be helpful in determining appropriate 

interest-rate policies in other countries that suffer from high rates of 

inflation.' 

Agricultural Credit in Brazil 
subsidizedAgricultural policy in Brazil has emphasized heavily 

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 to the rural sector. During the 1960s 
15 percentnominal rates of interest on rural credit ranged from 0 to 

year. Since 1971 a year with rates of inflation of 30 to 40 percent a 


nominal rates have been gradually increased as inflation accelerated;
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in 1981, nominal interest rates on agricultural loans varied between 
year with inflation averaging near 100 

45 percent and 70 percent a 
rates are part of a general

year. High interestpercent a nominal 
economic policy aimed at curtailing interest-rate subsidies. Since rural 

credit and low interest rates have been the most important elements 

of Brazilian agricultural policy, the recent increase in nominal interest 
in strategy. It appears that 

rates represents an important change 
of providing agricultural

policymakers are moving toward the goal 
in this 

loans at positive real rates of interest, the topic discussed 

chapter. 
Table 12.1 shows the amount of rural credit supplied by the Banco 

can 
do Brasil and other commercial banks from 1970 to 1980. As 

was a very large increase in the nominal amount of 
be noted, there 

in the country this 11-year period.
formal rural loans made over 

very large increase in the purchasing power of the 
There was also a more 
rural loan portfolio; the value of the rural portfolio increased 

12.1 shows the 
than three times in real terms. Column 3 in Table 

loans to gross agricultural domestic product.
ratio of agricultural 
Compared to other low-income--as well as high-income-countries, 

In the mid-1970s the volume of formal 
BraziI4 ratio is very large 

the value of agsubstantially exceededagricultural loans in Brazil 
of credit subsidy associated with the

The amountricultural output 
high negative real rates of interest for this sector represented almost 

1979 (column 8).
30 percent of the value of agricultural product in 

1980.
This subsidy came to approximately US$3 billion in 

Rural credit subsidies have been distributed as unequally as the 

12 2 shows the distribution of rural credit 
rural credit itself. Table 

different farm-size groups. As can be noted, the large farm
across 
size groups received very large amounts of loans in comparison with 

the total value of their agricultural output (column 6). In 1975 those 
10,000 hectares) received 

in the largest farm-size group (more than 

loans equal to three-quarters of the total value of their output, whereas 
10 hectares) received 

those in the smallest farm-size group (less than 


only 6 percent of the value of their output in loans.
 

Real Rates of Interest 

A widely used definition of the real rate of interest considers the 
as 

mean rate of inflation as a nonrandom variable, which is defined 

(12.1)SL+i 


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



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

Ag. Credit Interest-Value ofAricultural Ratio Average Rate of Median Rate Rate Subsidies as(1) (2) (3) 
of Percent of Ag. GDP(4) (5) 
 (6) (7)
Loans Gross (8) (9)Real Ag.Out- Domestic Real Ag. Average MedianInfla- Interest


Year StandI* Product 1/2 
Interest Inflation Inflationtion**** Rates 
 InflationBii on Rates (5)x(3) (7)x(3)Current Cruzeiros A 
 z 2 

1970 12 
 17 .71 19 
 - 3 15 -.3 
 2 2
 
1971 18 24 .75 19 - 3 15 -. 3 2 2 
1972 24 31 .77 19 - 3 15 -.3 2 2 
1973 37 
 44 .84 19 - 3 15 -.3 4 2 
1974 63 66 .95 28  -A -20 - 4 10 4 
1975 105 
 8 1.19 27 -11 24 - 8 13 - 10 
1976 
 159 -138 1.15 33 
 -20 -30 -13 23 16 
1977 227 237 
 .56 41 -2i 
 37 -19 22 18 
1978 298 
 321 .93 41 -17 37 -13 
 16 12 
1979 494 
 521 .95 74 -31 
 60 -20 29 19 
19806* 813 
 1,293*** .63 
 74 -31 60 -20 
 20 13 
Sources: Unpublished reports prepared by the Couiasao de Pinanclamento da Producaode Planejamento (CFYP)and the SecretarLa(SEPLAN)a Year end outstanding balances. In 1980 one U.S. dollar exchanged for 84 cruxelros while in1970 the exchange rate vae Preliminary data reported Inabout 5.the Gazeta Mercantl, January 23, 1981.
*5* Estimated by the author.
**** Average 
rates of inflation for the subperlod. defined In Table 12.4.
 



Table 12.2 Distribution of Rural Loans in Brazil According
 

to Farm Size, 1970-1975 (in 1978 Cruzeiros)
 

Ratio of Loans
 

Farm 
Size Class 
in Hectares 

Total Value of 
New Rural Loans 

(000.000) 
1970 1975 
(1) %21 

Average Value of New 
Loans per Farm 

1970 1975 
(3) (4) 

to 
Gross Product Value 
1970 1975 
(5) (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 

Paulo Fernando Cidade de Araujo, Analise da 
Politica de Credito a Agricultura
 

Source: 


Brasileira, unpublished doctoral thesis, Escola 
Superior de Agricultura "Luiz
 

de Queiros," University of Sio Paulo, Piracicabo, 
Sio Paulo, Brazil, 1980,
 

Orxginal data was drawn from the 1970 and 1975 
Census of Agriculture.
 

p. 109. 
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mean rate of inflation. I will argue that inflation should be viewed 
value, differentas a random variable because it has an unknown 

values for each time period considered (even when the annual average 

is well known), and different rates of price increase by sectors and 
overproducts and should be considered a random variable defined 

time and over different sectors. In the following discussion I a,.,sume 

that borrowers and lenders can correctly forecast only the expected 

average rate of inflation for the entire economy. The analysis focuses 

on the e.c post values that inflation might have across sectors and 

products. 
When the rate of inflation is low, relative to the real rate of return 

investments, the assumption of nonrandomness for the rate of on 
rate of inflation isinflation is harmless. If, for example, the average 

rate of interest 8 percent a year,5 percent a year, and the nominal 
the ex ante real rate of interest is 2.9 percent. If inflation is, in fact, 

a random variable that can assume values between 3 5 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 is 10 percent a year, the difference between minimum 

and maximum values for the ex post real rate of interest is not Very 

important and may be ignored by borrowers 
If inflation moves to higher levels, the variance in the real rate of 

aninte.est may become a more serious problem, however. Assume 

economy that experiences an average inflation rate of 50 perceft per 
a real rate of return of 10 percent. In year, where investment has 

this case an average ex poyt ieal rate of interest of 3 percent a year 
of interest of 54 5 perLent. If inflation ratesimplies a nominal rate 

across sectors and products of between 35 and can assume values 
ex post real rates of interest will lie between65 percent a year. the 

14.4 and minus 6 4 percent The distribution of actual inflation rates 

around its mean value will make a substantial difference for borrowers, 
what happens to the prices of their products. If thedepending on 

rate of increase in the price of a boriower's products happens to lie 

the lower interval of the range of inflation rates, highlycloser to 
lose not only their profits from the newleveraged borrowers may 

inflationinvestment but also some assets and wealth Thus, when 
assume high values relative to the real rate of return onrates 

investment, the definition of real rates of interest must consider the 

variability of sector- and product-specific price changes around the 

average value of inflation.2 

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 
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Table 12.3 Summary Characteristics of the Variability of
 
Wholesale Price Indexes Across 50 Different
 

Product Groups in Brazil 1971-1980
 

AnRnua Rate standard 
of Change Deviation Skewness 

Year I 

1971 19 11 1.9 

1972 19 14 1.5 

1973 18 11 0.3 

1974 34 24 1.9 

1975 27 16 1.3 

1976 47 '29 3.4 

1977 38 15 0.6 

1978 41 18 0.6 

1979 72 26 1.0 

1980 110 48 2.1 

Con2untra Economica, and Indices Economicos, Suplemento
Sources 

Especial- vol. 33, no. 11, 19U0
 

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 is a large number of measures of price change available in the 
country. The analysis that follows is based on 50 wholesale price 
indexes for agriculture and industry calculated monthly by the Getulio 
Vargas Foundation from January 1970 to December 1980. The most 
important characteristics of these indexes can be seen from the data 
in Table 12.3, whiu, 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. 3 
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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 'he mean inflation rate, and (3) the skewness was positive.' This 

was also true of the distribution of inflation rates across different 
product groups, it was asymmetrically skewed to the right during 
most of the period In other words, more than 50 percent of the 
sectors included in 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 inflation 
accelerated and the range of possible rates of inflation increased, the 
number of sectors that lagged behind the mean inflation 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 decreasing) 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 in all the subperiods, (2) both distributions were skewed to 

the right for most periods, and the median for the industrial and 
the agricultural sector was lower than the mean (with the exception 
of periods 2 and 3 for the agricultural sector), and (3) the rates of 
agricultural price increase not only had P larger standard deviation 
but also had a higher degree of asymmetry, particularly in periods 
5 and 6. 

It is instructive 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 variation 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 is 
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 revers!! was 

true when inflation eased; (2) the standard deviation and the coefficieilt 
of variation for the mean agricultural and industrial rates of price 

increase were positively correlated with the mean inflation rate; and 

(3) the mean rate of price increase for the agricultural sector had a 

larger 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 Deviation Median Skewness 

Period 1 (01/70 - 10/73) 

Agriculture
Industry 
Average 

26 
17 
19 

19 
11 
13 

23 
15 
15 

27 
18 
20 

Period 2 (11/73 - 10/74) 

Agriculture
Industry 
Average 

24 
28 
28 

23 
21 
21 

28 
20 
20 

24 
'30 
29 

Period 3 (11/74 - 09/75) 

Agriculture 
Industry 
Average 

22 
28 
27, 

25 
19 
20 

1',' 
26 
24 

23 
28 
28 

Period 4 (10/75  12/76) 

Agriculture
Industry 
Average 

61 
33 
38 

55 
18 
29 

38 
30 
31 

67 
34 
41 

Period 5 (01/77  12/78 

Agriculture
industry 
Average 

54 
39 
41 

35 
14 
19 

47 
36 
37 

55 
39 
42 

Period 6 (01/79 - 12/80) 

Agriculture
Industry 
Average 

88 
72 
74 

58 
35 
40 

67 
59 
60 

93 
74 
77 

All Feriods 

Agriculture 
Industry 
Average 

48 
37 
38 

46 
28 
32 

38 
30 
31 

50 
38 
40 

Source: Coniuntura Economics, various issues
 

Note: This table is based on 100 price indexes for the
 
agricultural sector and on 40 price indexes for the manu
facturing sector published by the Getulio Vargas
 
Foundation.
 



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

Price Index 


Agricultural
 

Mean 


Standard Deviation 


Coeff. of Variation 


Industrial
 
Mean 


Standard Deviation 


Coeff. of Variation 


Periods (Month/Year) 
01170-
10/73 

11/73-
10/74 

11174-
09/75 

10/75-
12/76 

01/77-
12/78 

01/79
12/80 

23 27 23 53 50 71 

3 a 9 15 17 32 

15 31 39 29 35 46 

16 27 29 35 -39' 66 

2 7 4 5 3 31 

9 25 14 15 81 47 

Source: Conjuntura Economica, Various issues and Indices Economicos, Retrospecto
 
na Nova Base, Suplemento Especial, vol. 33, no. 11.
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that over time agricultural prices changed more and presented a larger 
range of possible values in each month than industrial prices. 

Problems in Setting Real Interest Rates 
The variability in the intra- and intersectoral rates of price increase 

makes it difficult to define the real rate of interest for specific sectors 
and enterprises in Brazil. Because the rates of price increase vary 
substantially across sectors and enterprises through time, the use of 
an average, economy-wide inflation index to set nominal interest rates 
will result in 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 inflation may represent 
negative leverage if the inflation rate is high.The effects of large 
standard deviations and coefficients of variation are analyzed in Table 
12.6. The table presents the possible ex post real rates of interest 
that result when inflation is associated with a constant standard 
deviation of inflation rates, a constant coefficient of variation, and 
an increasing 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 increasr s 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 is aggravated, and one may conclude that 
higher inflation rates and higher real rates of interest will increase 
financial risks of investment. Comparison of the results for a 20 
percent inflztion rate and a 100 percent inflation rate shows that, 
even with ai increasing coefficient of variation (and a higher standard 
deviation), t ie range of possible values of the ex post rate of interest 
increases when inflation 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 it 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 



Average 

Rate of 

Inflation 


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

Range in
 
Real Rates
 

-2 +2
 

-4 +4
 

-6 +6
 

-8 +8
 

-2 +2
 

-8 +8,,
 

-12 +12
 

-20 +20
 

-2' +2
 

-12 +12
 

-30 +30
 

-50 +50
 

Assumptions 


constant standard deviation 


increasing standard deviation 

20% 

const. coeff. of variation 


increasing coeff. of variation 


constant standard deviation 


increasing standard deviation 

40%
 

const. coeff. of variation 


increasing coeff. of variation 


constant standard deviation 


increasing standard deviation 


const. coeff. of variation 


increasing coeff. of variation 


Standard 

Deviation 


.01 


.02 


.03 


.04 


.01 


.04 


.06 


.10 


.01 


.06 


.15 


.25 


Minimum Maximum 
Value of Value of 
Inflation Inflation 

18 22 

16 24 

14 26 

12 28 

38 42 

32 48 

28 52 

20 60 

98 102 

88 112 

70 130 

50 150 

100 
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ex post real rates of interest andincreases the range of possible 
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 
in rates of inflation in Brazil, as measured by the standard deviation, 
is larger in the agricultural sector than in 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 industrial 
sector If inflation is accelerating, a nominal rate of interest 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 

severeThe problems in charging real rates of interest are more 
during periods of changing rates of inflation. When inflation is going 
up, the average rate of inflation (as well as the standard deviation) 
for the agricultural sector is larger than the average rate of inflation 
for the industrial sector When inflation 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 is very difficult to iorecast the trend of rural and industrial prices 
and therefore the feasible nominal rates of interest for bo.,, sectors. 
The setting of real rates of interest on the basis of past rates of 

inflation might not be feasible for the agricultural sector if inflation 
is expected to decline. 

Finally, these results change the estimated subsidies implicit in 
rural credit programs in which the rate of inflation is used to calculate 
the real rate of interest. The data in Table 12.1 illustrate how subsidies 
are estimated by the difference between inflation rates and interest 
rates multiplied by outstanding rural loans (columns 8 and 9). They 
represent a larger proportion of agrcultural domestic product when 
the average rate is 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 
assumption- 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 interest rates for rural loans should not be implemented 
together with changes in general monetary policy, since under these 
circumstances the variance of sector- and product-specific inflation 
rates is 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 makes 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 is useful to analyze some alternative measures for protecting 
financial assets against inflation and decreasing the undesirable effects 
of inflation on financial savings. One consideration isthe identification 
of the best price index to measure inflation and real rates of interest. 
The mean rate of inflation is an overestimate of the product price 
changes that most sectors and borrowers experience. Some borrowers 
may not be able to pay an interest rate equal to the mean inflation 
rate; inflation is an average of a basket of goods, and products like 
oil, transportation, and imported raw materials have had prices 
growing faster than otheis. Some borrowers may not be able +opay 
that average inflation rate unless they invest a large proportion of 
their money in exactly those products whose prices are growing faster 
than the average. 

Thus, the first conclusion is that one has to corsider 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 oil prices or bad 
harvests on price indexes. 6 
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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 in the future. Loans for rice would earn an interest rate 
equal to the change in 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 unit 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 liabilities. Higher nominal 
rates of interest and some types of indexing represent an incentive 
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 is 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 (1980) and Beckerman (1978) for background 
on this issue. 

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

3. The results in Table 12 3 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 Elwertowski 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 
areas. That these markets

financial markets, especially those in rural 
a prominent exercise area for politicians stems

have always been 
Dartly from government need to regulate money supplies. Manipulation 

of financial markets, however, typically goes well beyond the bounds 
of money In many countries,

of simply supervising the creation 

financial markets are more thoroughly regulated than other markets.
 

re-
The controls include interest-raic regulation almost everywhere, 

strictions on the range of services that lenders can provide, geographic 

limitations on intermediaries, and attempts to force lenders to allocate 

certain portions of their loan portfolios to specific people or activities. 

Polticians are generally confident of their ability to control financial 
are

markets. New lines of credit for various development activities 

prominent policy tools in most low-income countries It is becoming 

increasingly clear, nevertheless, that ihe control politicians have over 

financial systems is more shadow than reality. By nature, financial 
are able to mine loopholes thatintermediaries are innovative. They 

exist in virtually every regulation The net result of this mining is 

that the original intent of the policymaker is often evaded by the 

the social costs of financial intermediation are
inte.mediary, and 
increased through evasion. Because of the diffused nature of financial 

intermediation, it is difficult for anyone, especially the harried policy

maker, to know exactly what intermediaries are doing. It is easier
 

for policymakers to assume that fioancial mandates are largely followed.
 
the economic results of cheap-credit

Even in those cases where 

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

The four chapters presented in 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, in turn, causes governments to impose further 
regulations in 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 eliminated 
if market 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 rea.ons 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 in the society who heip to sustain governments. 

Cheap credit is a desirable tool for rewarding the friends of the 
regime. It is very easy to initiate 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 
policies. In his chapter, Ray discusses the problems that overall 
economic policies may create for financial markets. By nature, financial 
markets are a service sector to productive activities. If varios 
government policies cause yields and/or prices of agricultural product, 
to be low, and also elevate input prices, it will be difficult to make 

large numbers of good loans to farmers. Strong loans are best made 

to firms that enjoy profits. Suppressed agricultural incomes also limilt 

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 in her chapter by pointing out how 

various poacies 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 entcrprise 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 eliminate the 

inefficiencies in resource allocation caused by price and yield dis

tortions. 
All of the authors in this part stress the importance of politics on 

the performance of rural financial markets. It is increasingly obvious 

that critical policy changes in rural finance will not be made until 

some of these political considerations have been addressed. 



Political Economy of14
Subsidizing Agricultural Creditin Developing Countries 

Edward J.Kane 

Development plans in many Countries include regulatory schemes 
for controlling the volumefinance. terms, and distributionThe professed strategy is to of agriculturalmake agricultural credit cheap
enough to encourage farmers to adopt modern methods of production 
and thereby to increase agricultural output for the nation as a 
whole.
are 
As pointed out by several other authors in this volume, such Policies 

sometimes also Justified asand Product-price offsets for distorted exchangediscriminationconsumers rates over agricultural producers 
that favor importers

set up and urbanto specialize in agricultural 
Typically, banking institutionstermed "agricultural development development loans (genericallybanks" throughout my discussion)


regions particularly abundant and especially cheap
 

are mandated to make credit for small farmers and remote agriculturalAlthough adherents maintain that agricultural development banks 
and other credit-allocation 
ment strategiesare theoretically sound, practical 

to promote economic develop.appointing in resultscountry after country have been very dis.development-promoting The long-run consequences ofcredit-allocation Policies invariably run counter 
to their ostensible goals. The analytical frameworkchapter explains how the predictable set forth in thisfinancial-market regulation response of economic forces tomakes it Impossiblecation policies on target to keep credit-allo.over long periodb of time.' 

Agricultural Development Banks andthe Problem of FinanceFor government planners infinance a developing nation, the problem of
centers on how to acquire sufficient funds to support the 
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various programs targeted in development plans. Funds raised fromforeign'sources are called external finance, funds raised from domesticsources are called internal finance A parallel distinction betweeninternal and external finance relates to sources of funds usedfor expenditures in excess of income by 
to pay

individual spending unitswithin a country (i e, by firms, households, and government agencies).These distinctions treat finance as a matter of delivering funds towould-be deficit spenders But funds delivery is merely one side ofthe finance coin, funds generation is the second side To deliver fundsto deficit spenders, development planners and fi.iancial-services firmsmust hrst gather loanable funds Apart from running down previousaccumulations of wealth and making use of foreign borrowing orgovernment tax receipts, this involves tapping Int funds accumulatedby spending units that voluntarily or involutari'y run an expenditure
surplus.

Inasmuch as an agricultural development bank can draw fundsfrom international donors and the loral government, it seldompetes simultaneously comfor domestic deposits. But ignoring privatefunding leaves a financially incomplete institution that cannot survive-without continuing subsidies. Most agricultural development banksfunction like philanthropic institutions They do not truly "finance"their own operations by borrowing loanable funds for theiraccount at market interest own 
rates and seeking energetically at leastbreak.even rate of repayment aThey are organized to receive fundsfrom domestic or foreign donors and to lend them out on subsidizedterms to designated beneficiaries (Von Pischke 1980)In principle, an agricultural developmentdistributor acts as a retailfor the domestic government 

bank 
or international donor thatSupplies it with loanable funds Although the funding source tendsIn the short run to assess the quality of an agricultural bank's
performance strictly by bureaucratic criteria, in the long run it wants
the institution to realize a surplus. These conflicts in performancecriteria put agricultural banks and their employees through a repeating


tWo-stage life cycle

Initially, the institution and its employees
Institution's bottom line, but 

are judged not by theby how quickly they can lend out thefunds the sponsor delivers to the bank and by how well they appearto exclude applicants other than intended beneficiaries from receivingloans. Compared to a profit-oriented institution, too little emphasisis placed on project evaluation, credit-screening procedures, andContractual safeguards (such as collateral) that affect the probabilitythat loan funds are actually paid back on schedule. Emphasizingborrowers' 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 its 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 emphasis 
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 agri. 
cultural development banks, assessment of borrowers' repayment 
capacity is only one of several problems facing bank sponsors. Their 
most fundamental difficulties flow from the fungibility of credit. A 
fingible good is 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 is 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 in unauthorized pursuits. Even making loans payable in 
kind or in special currencies that are rede-emable 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 honds of others. 

Government and Finaicial Markets 

Financial markets may bc defined as the set of institutional ar
rangements by which a nation's citizens exch.ijge current funds or 
commitments against future funds or commitm".nts. When they are 
allowed to operate without government subsidies, financial-service 
firms are arbitrageurs by nature: They borrow funds to lend them 
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out again at a profit. Precise institutional arrangements differ in formfrom nation to nation, but ,n almost every society self-regeneratingfinancial intermediaries offer a similar set of economic benefitsthose who supply funds toto them: fiduciary pooling of individualaccumulations of wealth, formal schemes for sharing risk, individualized payment and safekeeping services, and detailed record-keeping.2The universality of this pattern suggests that in financial intermediationeconomies of scope may be more important than economies of scale.Itappears cheaper to produce intermediation services in combinationat multifunction firms than to produce them separately in a seriesof specialized single-function intermcdiariesIn every country and in every era, governing authorities almostalways impose restrictions oii financial-services firms. Politicianscalculate a policy's effects predomnmantly in the short run and interms of its impact on the chances of staying in office (Downs 1957).They are attracted to economic policies in which short-run balanceof costs and ben!fits is favorable, especially policies in which longrun costs are disguised and widely spread across the population.Government interference in the workings of financial markets loomsas a quick and administratively convenient way for politicians eitherto penalize or to reward specific segments of the population. Theexplicit marginal costs of such interference are extremely low in theshort run. These costs are lo v because, whether or not a particulargovernment interferes with cred.!-allocalion decisions, it is alreadyactive in establishing the ciedibility of private financial contracts.Financial markets can be no better than the quality of the contractsthey feature. Participants depend on a system of legal sanctions tomake financial contracts enforceable. The trick in any contract is toestablish a set of incentives that make it highly likely that both sideswill perform. Whether a commitment is unconditional or contingenton stipulations designated in the contract, the market value of theassoLiated in-trument depends in essential ways on the particularsystem ,f laws that governs its enforceability. Since final performancetypically turns out to be m re painful ex post for one side of thecontract than the other, the penalties that may be imposed on adefaulting party closely affect the probability of contract compliance.For example, the most important difference between finance-companyand loan-sharking operations isthe extent to which extralegal penaltiesfor default, such as violence to persons and property, may be threatened
and exacted.
 

as 
Even in the freest society the government must inevitably serve
referee in civil disputes. Costs incurred in serving this functionmake the government a contingent partner in collecting damages 

4 



170 Political Economy of Subsidizing Agricultural Credit 

suffered by either side of any unfulfilled financial contract. As apartner, it is natural for the government to look for ways to safeguardits interests. Precisely because transactions in financial markets requiregovernmental rulemaking and careful documentation, governmentsmust always monitor these markets. It is natural for lawyers (thoughless natural for economists) to suppose that a government-merelyby stepping up the degree of monitoring-can readily mandate whoreceives credit and on what terms To the legal mind, interferencein financial markets looks like an easy opportunity to redistributebenefits from financial intermediation in politi-ally advantageous ways.Although a country's financial markets and institutions are shapedimportantly by its inherited legal system and cultural traditions,contemporary changes in arrangements for delivering financial servicesexpress the interplay of recognizable political and economic forces.This chapter uses a conceptual framework developed in Kane (1977and 1981) to interpret the interaction of political and economicelements in the evolution of programs for subsidizing credit foragricultural development. Although the presentation focuses on contemporary problems of channeling credit to agriculture in developingcountries, the scheme is potentially useful in explaining financial
change in any country and in any era. 

Political Economy of the Regulatory Dialectic
 
Political economy is the 
name by which the study of economicswas known before twentieth-century academic specialization led economists and political scientists to adopt a less holistic vision ofeconomicand political processes Taking an old-fashioned perspective, thischapter maintains that the dynamic interaction of these processes isthe driving force in institutional change.
The paramount explanatory concept is the "regulatory dialectic."This philosophical word dialectic represents a careful way to characterize the dynamic workings of a

less like 
process that operates more ora playground seesaw A dialectical process is one whoseoutcomes are governed over time by two opposing forces. As therespective forces gain and lose momentum, they push outcomes firstone way and then the other. However, because the gains in momentumof both sides are inherently self-canceling, neither side can everpermanently dictate the resultIn the regulatory dialectic, the opposing forces differ in the mannerin which power is amassed and in the precise real-world arenas wherethey are expressed. On the political side, power is accumulated bycoalition building and is expressed in legislative activity or government 

V\/L
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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 in a chess game or to the unfolding of successive 
tennis shots in 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 in a regulated market as a
three-stage process, driven by alternating acts of political and economic
arbitrage. The individual stages-which deliberately parallel Hegel's
famous triad of thesis, antithesis, and synthesis-are conceived as 
acts of regulation, avoidance, and re-regulation. Although Hegelian 
processes are essentially seamless, in analyzing the role of subsidized 
credit in strategies for national development it is convenient to start 
each sequence with an exogenous political 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 in the structure
of incentives for timely action facing managers of regulatory agencies.
In particular, traditions of bureaucratic procrastination and of grad
ually phasing in the impact of important changes in 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 either as a taxlike 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 in Schumpeterian theory for growth and fluc
tuations in economic activity, so the regulatory dialectic can explain
the nesting of long, intermediate, and short cycles in 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 tleir economic and political power advantageously
and will respond to others' efforts to exercise power against them.
In modern mixed economies, political power and economic power 
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collide almost perpetually in a dual process of arbitrage. Powe ifulPolitical coalitions press for changes in taxes and regulations intendedto alter in their favor market determinations of how income andwealth are to be distributed. Similarly, economically powerful personsseek to avoid the tax and regulatory burdens that Political efforts toredistribute wealth propose to lay ondescribed as them. The conflict may bethe rule of legal force versus the "law of one price,"defined later in this chapter. 

Why Regulate?
Political power resides in being ablecalled to mobilizean "effective what may bepolitical majority"persons, or firms with whom 

to place legal restraints onone deals. What matters is controllinga majority of votes in the forum where aactually made. Such crucial policy decision isa forum need not be an open one. In the UnitedStates, the relevant forum for legislative decisions sometimes reducesto a 10-person House-Senate Conference Committee that, in reconciling
differences 
 in legislation previously passed by the
fix the final form of a new two houses, can
law. In regulatory matters, the relevant
forum may reduce to the governing board of a particular agency, to
their top staff advisers, or to a pivotal group of military officers.Particularly in the self-appointed oligarchies that dot the landscape
of the developing 
 world, the crucial forum may not even by agovernmental institutionEven in a democratic society, an effective majority seldom needsto command 
a numerical majority of the voting population. 
 Whenthe government actively interferes in the marketplace, the numericalmajority invariably becomes an exploited political minority. Unlike
parties whose interest in government regulatory action is direct and
immediate (e.g, providers of regulated goods and services andployees of regulatory agencies), the average citizen has 
em.
 

in the typical regulatory action. The net 
a small stake


benefits an individual hasat stake in a proposed regulatory change closely condition his or herwillingness to study the pros and cons
or her own resources 
of an issue and to spend his
to support lobbying efforts seeking to influence
theInoutcome.contemporary democracies,


regulation the ostensible purpose of a givenis seldom the purpose that actuates the coalition thatpushed it into law. The true purpose of real-world systems of economicregulation is seldom
long run. 

to promote greater economic efficiency in theLobbying activity seeks primarilypower to redistribute to employ governmentcurrent income and wealth from politically 
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weak to politically powerful sectors. Coalitions form to persuade 
elected politicins to set up and to oversee for their benefit detailed 
systems of economic regulation (Stigler 1971). Legislative processes 
help politicians to disguise and to legitimize beggar-my-neighbor 

holitical activity by special interests. If coalition members were to 
thaw 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 allocation system-may come in 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 politicians and international donors add another dimension 
of pelitical activity. 

Whatever ostensible purposes the domestic sponsors ofan externally 
funded agricultural development bank may profess, an additional 
intention is 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 in the design and execution stages by domestic 
politicians. In response to the funding opportunity, the effective 
domestic majority develops to shape a system of regulations that, 
appearances aside, is meant to frustrate some or all of the goals of 
the external donor. The problem is 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 in political purpose tends also to promote subterfuge 
and corruption in bank operations. No matter how many formal 
bureiucratic safeguards are established to earmark funds for agri
cultural purposes or for smtll farmers in particular, career incentives 
within the bank and opportunities for personal enrichment invariably 
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. 
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Processes of Economic 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." Unlike governmental laws that depend on system ofa 
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 interest rate enriches the borrower 
by an incremental "wedge" equal to the product of the interest-rate 
differential 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-vtiocation program.

Ineligible borrowers recognize that they can gain wealth either by
misrepresenting or transforming the status of their loan request.
Ineligible borrowers are willing to incur substantial amounts of implicit
interest, either to achieve eligibility or to persuade loan institutions 
(perhaps by bribing loan officers) to overlook their ineligibility.
Similarly, lending institutions can improve their balance sheets by
relabeling or recollateraliziig 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 is displaced into the unregulated part.

Credit-allocation programs try to force lenders to act against their 
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 in 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 in program loans, a fringe of 
unsatisfied borrowers harder the borrowersexists. The unsatisfied 
compete for program funds, the more the intended loan subsidy tend.; 
to be converted into elements of implicit interest. 

This is because the eagerness of unsatisfied borrowers allows lenders 
to extract additional value in the form either of bribes to loan officers
(which lead to unlawful evasions of program provisions) or of lawful 
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com
the institution. Nonpecuniaryto

nonpecuniary compensation 
pensation is collected by tightening unregulated features of the loan 

or promises of profitable 
as the degree of credit risk 

contract, such may be usefully
of compensation

ancillary business. Either form 
implicit interest paid by the borrower, the imposition 

asconceived 
of which tends to squeeze marginal borrowers out of the loan market. 

Given enough time, competitive financial markets inevitably trans

system in which market clearing
rates intoform preferential loan a long

variations in Implicit interest. In thl. 
occurs primarily through 


run, competition among borrowers and lenders requires that the sum
 

borrower pays for program funds 
of explicit and implicit interest a 

should rise to the market rate of interest. However, implicit interest 
use. The degree of

from their bestresourcesoften diverts economic 

waste embodied in a particular market-clearing interest combination 

varies principally with the amount of political energy channeled 
are 

into
sointerest 

ways of conveying implicit
the program. Potential can stop them only by 
diverse that further governmental restrictions 

and personalforms of economic 
compromising increasingly higher 

afreedoms. becomes 
credit programs, circumvention 

In some agricultural 
cooperative game played by lenders and borrowers at the expense of 

the external sponsors and the intended beneficiaries of the program. 

nce has a counterpart technique in 
Every technique for lender avoi".
 

the spheie of borrower avoiday ". to misfind it easy
lender connivance, borrowers

Even without ante and the 
both the purpose of their loan rf quests ex 

represent 
effect that loan accommodation has ex post on their economic activities. 

costs, every borrower wants to raise 
of all relevantTaking account 

funds as cheaply as possible. But costs of repackaging the documen
of 

a loan request to conform to the requirements 
tation supporting minor element in funds 

are typcally a program aa credit.allocation for whichpurposes
loan funds are fungible, the 

costs. Because 
demonstrate a need for funds include any expenditures 

borrower can by theinterval coveredduring the time 
he or she plans to make 


loan. Merely by relabeling various features of a proposed loan contract,
 

loans for market sources 
cheap programcan substitute or hera borrower of histhe allocationno effect onwith little orof finance, 


resources to agricultural pursuits Von Pischke (1980) describes several
 

such creative devices for borrower avoidance.
 

It is hard for borrowers skilled or lucky enough to obtain program 

to arbitrage financial and nonag
fur,!s to refrain from using them 

matter how cheaply funds 
opportunities. No 

ricultural investment put them to the 
have been borrowed, an optimizing borrower must 
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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 fu,,-ts. Patterns of corruption in government
subsidy programs are considered extensively by Sanchez and Waters 
(1974).

Over time, the wedge between market rates of interest and the 
explicit loan rate mandated in 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 lean admin
istration must be expected to do so. Hence, the better an agricultural
development bank's systems of incentive payment and infornation 
auditing and the more severe the penalties that a given society imposes 
on corrupt behavior, the more likely it is 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 -rest) from access to program funds. 
Third, they tend to produce - more corrupt society in general and 
a more corrupt bureaucracy in pai 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 is supposed to favor, the 
diversion of a nation's loan business toward a subsidized agricultural
development bank impedes the natural development nf 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 in 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 stiffer penalties on parties guilty of fraud, misrepresentation, 
corruption, or even nonrepaymeni of loan funds. In the process, the 
agrictLtural bank is likely to be restaffed, reorganized, and even 
renamed. 

What makes re-regulation necessary is the unpredictability of the 
precise timing and details of avoidance schemes. Avoidance is in
herently a creative and reactive activity. Regulation inevitably consists 
of rules plus loopholes. The art of avoidance is 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 
is further undermined by differences between regulator and regulatee 
ability to adapt to changes in opportunity sets caused by exogenous 
economic forces such as changeb in inflation rates ard farm technology. 
To satisfy political restraintc, government organizations are often 
suboptimally organized from an economic point of view To please 
regional interests, agencies may be excessively decentralized. This 
makes it hard to transmit head-office priorities effectively to personnel 
in field offices, especially-as in 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 to 
adapt their avoidance activity more quickly and efficiently to exogenous 
shocks than government agencies can adjust preexisting patterns o1' 
regulation. 

Over time, trying to close program loopholes tends to transform 
what may initially have been a simple and narrowly targeted system 
of regulations into a complex and wide-ranging network of governmenl 
interference. But expansion in the control network cannot go on 
forever. Eventually, the social 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 inequity associated with a growing network of 
controls feed political demands for new approaches, both in recipient 
countries and in 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 in the long run, market reactions tend to neutralize political 
power. Regulatees short.circui: regulatory intentions by finding and 
exploiting loopholes and by the simpler expedient of disobeying the 
law. Regulatory avoidance and evasion absorb productire 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 in agricultural regions, 
political schemes that hold down explicit interest rates and focus 
predominantly on :he character of loan recipients and the proposed 
uses of loan proceeds simultaneously inhibit the growth of efficient 
techniques fer diversifying risk and impede the dZvelopment of self
regenerating financial institutions. To increase the flow of rural finance 
pennanently and reliably, 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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balance sheets. Above all, they must avoid interfering with incentives 

for financial intermediaries to diversify risks, to maintain viable rates 

of loan repa ,iaent, 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 

whom and for what purpose? Who accepts
seeks to give 	 what to 
what from whom and under what conditions? An international donor 

economic entitles in developedagency is an intermediary between 
and developing countries It facilitates a flow of ,-edit mixed with 

subsidies that moves from governments, firms, ind citizens in de

veloped countries to agents in the underdeveloped world. Hence, an 

international assistance agency combines functions that in the domestic 
are performed separately by welfare 

economy of a 	developed country 

and financial intermediaries.
bureaucracies 

agencies are 	 pulled by political and
As intermediaries, donor 

on both sides of the credit and subsidy flow.economic interests 
-Simply because they are located in the middle, intermediaries must 

to look for ways
strive to serve conflicting masters. This leads them 

to smooth over political and economic conflicts between donor and 
use of agency funds.recipient conceptions of the intended 

of donor agencies wish to forestall
Understandably, managers 

afrom either side. In the short run,
political action against them 

effects its policies
donor has weak incentives to document the true 

have on developing countries Program descriptions and reviews may 

largely stress donor intentions. This approach may insulate 2sslstance 

agencies and governments in both developed and developing countries 

from political criticism Stress on good intentions may lessen conflicts 

of donor and recipient governments and maskbetween the goals 
effects that, if openly observed, could disturb taxpayers in donor and 

recipient countries alike. 
In developed countries, governments, businesses, and households 

the purposes served by international
have different perspectives on 

one hand, almost all parties are interested in
assistance. On the 
preserving international civil order. To a greater or lesser exlci.L. 'hey 

,.nose
also feel a moral obligation to help individuals and countri.s 

econom'c condition is markedly less advantageous than their ov,n. 

On the other hand, the degree of obligation perceived tends to vary 
a sense

with the extent to which citizens in the donor country feel 

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 political power. The choices made involve a tradeoff between 
directing expansions in 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.
['he balance struck in any particular country at any particular time 
varies with the extent of societal sanctions against political corruption 
and with the political potential of such economic issues as the 
maintenance of civil order, macroeconomic performance, and in
equalities in the distribution of income. 

A New Direction for Assistance Agencies 
Whenever international fuinds 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 may circumvent the priorities of 
donor countries. 

But assistance agencies that are unwilling onto blow the whistle 
recipient-country subterfuge encourage the production of more sub
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terfuge. In turn, hypocrisy in the design of developing-country credit

fosters program-level bureaucratic corruption.
allocation programs 
Rather than demonstrating for citizens of developing eonomies the 

an attitude increases the overall 
benefits of capitalist freedom, such 

degree of government interference in a recipient country's economic 

life. of recipient-country
When hidden, conflicts between the goals 

spread popular disillu
and donor-country taxpayersgovernments 

sionment concerning the usefulness of continued development assii
the goals

Over time, the failure of aid programs to achieve 
tance. 

of donor countries undermines political 
set for them by citizens 
support for providing further assistance As disillusionment leads to 

managers of assistance agencies will be forced to 
cuts in funding, to 
pay close attention to donor-country priorities. They will have 

past programs and to 
direct their staffs to uncover distortions in 


an ability to learn from
 
redesign patterns of assistance that evidence 

past mistakes. To do this, programs to promote rural finance should 

be openly experimental in funding strategy and should focus on the 
that 

self-interest of private players by establishing profit incentives 

encourage complete financial intermediaries to develop in rural areas. 

In particular, assistance agencies should focus on financing promising 
be 

nongovernmental organizations (NGOs). Moreover, they should 

prepared to offer funding in creative ways, not just via direct loans 

and guarantees but also by packaging NGO securities from developing 

countries for resale to institutions and households in donor countries. 

fund that specialized in equity
They might even market a mutual 

investments in developing countries. 

Such a radical reorientation of the role -,!,yed by assistance agencies 

will raise the level of conflict with recV.ent-country governments. 

Local politicians will miss handling the flow of assistance funds, and 
internationalenjoy having their goals unmasked. In

they will not 
forums, they will lobby against having their economic policies mon

itored publicly in terms of standards imposed by foreign donors and 

painful the political infighting may become,
lenders. Still, however 
recipient governments' pressing short-run need for foreign exchange 

should keep the discourse civil. 

Notes 
on Rural Finance 

I am grateful to participants in the April 1981 Workshop 

held at Ohio State University for their helpful criticism of my discussion. 
Richard L. Meyer, Edward J. Ray,

Special thanks go to Dale W Adar-, 
. D. Von Pischke.Edward Shaw, and 
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!.Analytically, the explanation offered by Von Pischke (1980) cioselyresembles the slightly more general dialectical theory presented here. Chapter3 by Bourne and Graham and Chapter 7by Gonzalez-Vega also fit comfortablyinto 

2. 
the dialectical approach.In Chapter 16 Ray summarizes

why financial the economic explanation of how andintermediaries typically combine these particular functions.Khatkhate and Riechel (1980) describe institutional similarities across coun.tries. 
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Agricultural Credit, 

Political Economy, and Patronage 

Harry W. Blair 

is now overwhelming that subsidized agriculturalThe evidence 
credit programs have not been effective in getting credit to the small 

over the past two decades. Indeed,farmer or in promoting equity 
the effects of these programs often have been perverse, in that they 

have tended to further concentrate income away from the rural poor. 

Agrowing body of literature, including several chapters in this volume, 

shows that there is 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 1972-1973 revealed the same pattern 

(summarized in Donald 176. :nap. 8). Robert's study of South India 

in the early decades of this century suggests that, at least in(1979) 

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 is the business and bureaucratic interests 
more pe, unit of money lentof the financial intermediary: It costs 

ones. Other things being equal,to administer small loans than large 
it makes good sense to stress large loans in order to hold down 

lending costs. 
Second, borrowers incur transaction costs for a loan. These include 

the expenses to get to the lender's place of business, the opportunity 
and charges forcosts of work forgone during these visits, bribes, 

loom much largerpaperwork. For small borrowers these costs may 
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 



184 Agricultural Credit, Poltical Economy, and PatronageThe intermediaries' financialcosts too interests and borrowers'often do not attenuate transactiondemand sufficiently,further credit rationing Isneeded. This takes place through the process 
however andnoted by Kane in Chapter 14. Governmentsby regulation rather than by allowing the market to ration by price. 

attempt furthe, rationing
But the market circumvents these regulations by adding what Kaneand Political pressure 
calls ~Implicit interest" in the form of bribes, kickbacks, corruptionSince the wealthier farmers are more able to 
pay this Implicit interest they will get most of the loan money. 

If subsidized interest rates direct agricultural loans
then it should follow that raising those rates to market levels would 

,he rich.cut off the differential 
to 

the theoretical argument 
access erioyed by the wealthy. In addition tothat such a strategy would work, there Is 

empirical evidence from an experiment in rural finance in Bangladesh 
that shows small farmers are willing30 percent and more to pay interest rates of UDon toraising interest rates, in 

formal loars, (Adams 1980).a word, is such The case forwonder why governments do a good one that one mus,credit Programs continue and 
not in fact raise rates. Yet subsidizei

A number of observers 
so do their unfortunate results.the persistence of subsidizedfeel that Politics is the maincredit. reasonThe large forborrowers who gain 

most from cheap credit want to protect that benefit, and at the same 
time Politicians and bureaucratscorruption wantthat the Power andthese programs the fruits ofput into their hands. The result is 
that the programs become Politicized, and the economic environment,problem becomes one 

in the words of Ray (Chapter 16), becomes "multiply distorted"; thefinancial-market of restoring the marketplace and of fosteringsolutions to theBoth large borrowers and 
resource allocation problemblameworthy in this view, for the former are 

the Politicians/bureaucrats 
are seenthe latter are more willing to corrupt and

as

than ready to 'ce corrupted. It is the Politicians
is necessary 

who are most to blame, though; the borrowers are merely doing what
to get their loans, and administrators are just takingon the other hand, are 

advantage of a chance to supplement their meager salaries. Politicians,a buiding c",reersPoliticized credit program gives them 
on the patronage power that
this direction 
or that. Politicians Through steering loans inare able to protect and enlarge theirconstituencies and assemble the necessary support to aspire to hgherCredit programs 
 in this view, must accordingly be "depoliticized."
 

The vested rural interests who use their influence and the government 
officials who are selling that influence must somehow be neutralized, 
and credit access must be put on the unbiased footing that the market 
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would previde. The fact is, however, that scarce things of value cannot 

from the politicalbe depoliticized or removed arena. Any effort to 
solution for 

do 3o is really an attempt to substitute one political 
raised to market"ules.' If interest rates are

another-to change the 
that some will gain (presumably savers 

levels, the new rules will mean 
(large borrowers 

and erstwhile nonborrowers) while others will lose 
not raised is a result in part

and big farmers). That interest rates are 

of the self-serving behavior of officials, politicians, and large borrowers, 

to be sure, but more fundamentallY it results from the nature of the 

political economy of many countries. It is to this topic that I now 

turn. 

of Credit and PatronagePolitical Economy 


programs consistently benefit the rural
 
When agricultural credit 


wealthy rather than the intended target populations and when programs
 

run into viability problems, we tend to view them as failures. But
 

to employ Griffin's approach:more senseit would make 

maximize social orthat governments attempt toRather than assume 
fruitful to assume 

national welfare but fail to do so, it might be more 

that governments have quite different objectives and generally succeed 

in achieving them. Rather than criticizing governments for failing to 

not set out to attain, or offering advice on how 
attain what they did 
to attain a non-goal, it would be instructive if more time were devoted 

1974, 2)
to analyzing what governments actually do and why. (Griffin 

The best way to test this perspective would be to identify the needs 

of the rural population, and
and of various strataof governments 

answer those needs. 
then see how agricultural credit policies might 

The primary need of a low-income country's government (or, more 
2stay in This,

accurately, of the politicians running it) is to power. 

but like many truisms it is often ignored
of course, is a truism, so 

in explanations of people's actions. The major requirement in meeting 

is most easily realized by
that need is stability, and stability in turn 

maintaining the support of those groups who could disrupt it. In the 

take place, maintaining supportd'etat generallycities, where coups 
stu

dealing with the military, the industrial sector, workers, 
means 

urban consumers, and the bureaucracy itself. A 
dents/intellectuals, 
few of these groups are relatively easily coerced into acceptably docile 

behavior (e g., industrial workers and lower-level government workers, 

when organized tend to have little real strength), but most 
who even 

be dealt with in such cavalier fashion. The military
of them cannot 
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must be given large and increasing budgets; industry its subsidies 
and import and tax concessions; the students and intellectuals some 
ideological sops;3 and urban consumers cheap food. 

Coups d'etat do i )t 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 is worked out, in 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 is, 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 in its police to restore order, but precisely 
because outbreaks are relatively rare, only a small constabulary is 
needed. As for the lower strata in the countryside, they generally do 
not have exchange linkages with the central government, because for 
the most part they present little threat to it and have little to offer 
it. 

This picture, of course, is 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 beteen 
officials and the recipients of their largesse. Rather, some policies 
succeed in keeping things relatively stable, and these policies tend 
to be continued over time. Policies like the imposition of low interest 
rates just Eeem to be good for everyone who matters-at least in the 
short run, and the short run is the time frame that those in 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 perspective 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, it 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," in his words. 

kk
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If the only pain involved in imposing higher interest rates were tobe borne by the economically poor and politically weak, we couldrest assured that many governments would find the courage to set
things right. But as is all too clear, it is the rural rich and powerfulwho would have to make the sacrifices, and few governments arewilling to undermine their main si.pport base in the countryside.

Subsidized credit programs, in sum, tend to succeed all too wellin keeping governments in power through political patronage and inmaintaining,'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 in continuing a status quo that does not include much possibility for either equitable
allocation of credit or optimal economic growth.

It should be clear from the discussion thus far that rural financialinstitutions do not stand outside their economic and political envi
ronment but instead are deeply embedded within it. It follows thatthey cannot be changed without regard for their milieu. Accordingly,
it does little good for well-intentioned foreign donors to lecturegovernments on the need to raise interest rates as if it were possible
to do so in a political vacuum. Specifically, a government cannotjust raise interest rates to market levels; low interest rates represent
a subsidy that (whether originally 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 todo one of two other things concomitantly. Either it must somehow
compensate that constituency for the loss of the subsidy, or it must
compensate itself for the loss of that constituency's political support
by building up other bases of support.4 

In other words, a government has three policy choices if it is goingto remove interest-rate subsidies: (1) provide some other form ofpatronage 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 themselves to be in, the third option will
be rejected if there is any possible way to avoid it, and to all butthe most courageous governments even the second course will be'fraught with hazards. The second option is seen as risky, despitewidespread belief that something has to be done for the other rural
constituencies to whatprevent amounts to the third option from
occurring in the long run. But agpin, 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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Donor OptionsAgainst this backdrop, the task Of the donor community is 
wouldtheallo rcpe th ovnomenitys 

First, donors should help recipient governments devise strateges that 
twofold.would allow them to remove interest-rate subsidies without alienating 

the rural dominant classes. Second, donors should work at including 
in these strategies equty-enhanc,,gSlowly, components that would,improve the Position ifevento pursue both 

of the rural Poor. The Point isOptionsWhat might I and 2 at to trybe some the samegovernments time. 
to cease 

of those other strategies that would allowsubsidizing agricultural credit, yet still nurture 
their big farmer constituencies? 
increasing government Deregulating agricultural product prices,might be one procurement prices, or exchange devaluationsanswer. This would benefit the larger farmers who 
produce the most and have the salubrious effect of encouraging themPolitical effects, becauselh:de 

to increase output. But gett,,rd prices right would also have undesirablethere for good credit subsidies~lowprcereason. Urban consumers Polcies aretend to react
prices by rioting, and most governments to high foodare no more eager for urban
food riots than for rural insurrections.6
 

favored 

Another strategy might be to alter investment patterns that 

the city 
have

over the countryside and industry over agriculture.Presumably benefit the most from 

Having the most (and quite often the best) land, large farmers wouldbe compensated for the loss of subsidized credit. But here again, the 

new rural investments and therebyPolicies to be displacedstituency has are there for aits needs, reason.followed and The industrialin if import-substitution conpursuing economic strategiesgrowth areindustry will haveabandoned to be 
subsidized by the countryside. Even if industrial.grwtslowed down, Polcies arecountryside 

or 
the urban sector cannot support the 

over the long run, for there is just too much of the latter 

in most developing countries. Agricultureits own investments in the end;
project activities that the 
m, wll have to support
sortscan of experimentalbe undertaken or pilottheir nature relatively short-term 

with external aid are by
efforts and cannot (except perhaps
 
in a few small and strategic Countriessubstitute for mobilizing resources on which aid might be lavished)A within the agricultural sector itself 

third approach might be to change import controls in order to 

compensate the larger farmers for the loss of subsidized credit. Most 
developing countries have restrictionsWealthy farmers would welcome the chance 

on importingstatus consumer goods.items, particularly to Purchase these highautomobiles electronic items and durable goods like 
or Jeeps.7 Again, however, the currency-exchange 

and 
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import regulations currently in effect have their constituency. The 
industrialists and importers who have licenses to acquire the scarce 
foreign exchange to bring foreign goods into the count! y 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 slightly, easing currency and import restrictions, and 
reallocating some of the budget for subsidizing agricultural credit 
toward subsidizing food for the urban lower and middle classes. There 
would still be losers (e.g., urban manufacturing entrepreneurs who 
would face more competition from impofied goods), but there would 
be even more winners if all these changes could be implemented 
simultaneously. The point here is that a laige number of major 
adjustments would have to be made in a number of key sectors in 
an economy that its own government sees as being very fragile. Even 
in a large country like India with its lorg 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 like raising interest rates affects 
the equilibrium of political alliances and the way patronage is allocated. 
Policy planners in low-income 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 into participatory institutions that include 
those outside the local elite-small farmers, tenants, and the landless. 
It is 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. Emphasis 
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, then
it would be fruitful to administer loans through local institutions in 
which the nondominant classes are allowed soiae role, such as village
councils, cooperatives, and the like Initially these nondominant groups 
may well have little voice in 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 a 
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 is also evidence,
from South Asia (Blair 1982) and elsewhere as well (Korten 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 slim as those of
Bangladesh appear to be, there is good reason tG think that the 
outlook for such longer-term strategies, especially if combined with
credit programs, is a good one (Korten 1980, Chen 1981).

If donors are unsuccessful in eliminating subsidized interest rates 
but can induce recipient governments to modify credit programs
toward longer loan periods and more capital investment in agriculture, 
a focus on participatory inbtitution building still makes sense. The 
poor will not benefit as directly or immediately 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 'ouldgive the poor a more secure base from which to participate in local 
institutions and eventually to gain some voice in managing them. 

The second suggestion is 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 is no guarantee that 
public policies in the rural development field that take these realities 
into account will be successful in achieving both growth and equity
goals, but it 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 issues and to even the appearance of foreign political in
terference with domestic matters. But it 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 is an inelegant and messy business in 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
ricultural credit programs, for example, one may find that it is 
impossible to substitute other benefits like higher prices because big 
farmers have already secured these benefits in addition to low interest 
rates. Or one may find thal virtually any program targeted on the 
rural poor invariably loses over half its impact to corruption. Patterns 
like this can be discouraging. 

In this connection it is worth noting that similar problems are 
present in the public policy process in the advanced countries as 
well: Powerful special-interest lobbies block needed changes, and 
few-if any-policies in the economic spbcre 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 our 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 if they are sensitive 
to political realities and weave those realities into ther recommen
dations. Surely the same is true of the low-income countries -s well. 

It is an old revolutionary saw that one cannot make an omcitrt 
without breaking eggs Perhaps we could change the metaphor to 
observe that just knowing the proper proportions of economic in
predients is not enough to cook an onelet; one must also understand 
how much heat is required and how to apply the cooking oil of 

0V 
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INoteswish to thank Dale W Adams, Joseph Beausoleil, Robert Firestine, and 
Charles Sackrey for their suggestions They areof fact not to blame for any lapses 

or thought in the paper. The views expressed here do not reflect any 
official Position of the Agency for International Development.i. For an analysis at a more general level of the impossibility of depolit.icization strategies, see Schaffer (1980,2. The analysis that 1981).Bangladesh (Blair 

follows Is traced out in1978) more detail elsewhereand India (Blair 1980). For a for
somewhat similaranalysis of the African situation,3. These are see Bates (1981).usually leftist in nature, as in empty promises of socialist 

redistributive policies, but sometimes very conser,,ativ.,India demanding cow protection or as with groups inmanding prohibition communitiesSometimes governments in Islamic countries de.racial claims as wish to appearwell in their efforts to pacify to rupportthe student/intellectualmunityhear instance, as in P1omulgatingjob cor.quotas excluding ethnic Chinesein Southeast Asia.
4. It could be argued that a government would onl,its big-farmer support base by removing be partly alienatngthe credit subsidy, for there are 

other forms of patronage that could be continuedon powerhold that many governments But given the precariouspensatory action probably still would 
see themselves having, some coal.5. The fact that governments be necessary.constituencies for a chance to build support among landless workers, 

are reluctant to sacrifice their big-farmer 
tenantto lower strata with 

farmers, or the like does not prevent regimes from pretending to reach outpropaganda Ploysefforts in the last decade or two 
The history of failed land-reformis ample testimony of the appeal of this6. Particularly In the smaller states of Africa, discontent over food prices
 

has been an especially sensitive issue (Bates 1981, chap. 2) In some countries,

big farmers already have both credit subsidies and high food prices, so the
question of trading 
one benefit for another is 'ot
7. Policies should not be .hanged Possible.to favor big farmerswould be able to import labor-saving machinery like tractors at subsidized 
prices, thereby using the subsidy to displace agricultural laborers, as happened 

so much that they 

in Pakistan in the mid-1960s 
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16 Economic Distortions
and Financial Reforms 

Edward John Ray 

This chapter explores the role of finance and financial deepeningin the promotion of rural development in low-income countries (LICs).
I will argue that it is necessary to understanua the general economicsetting in order to assess the contribution that can be made by ruralfinancial 

markets.Lou interest rates are typically a member of a family of economnicdistortions present in LICs that also include food-price controlsinflation, overvalued exchange rates, trade restrictions, taxes, subsidies'and government investments. These distortionsof government are partly the resultefforts to speed or redirect development. They also
result from political compromises aimed atregime orpolicies. at compensating buying support for the
groups for the adverse effects 
 of other

Distortions in financial markets and other markets are intertwined
Politically and economically; reforms in one can
other. Artificially seriously affect thefor the regime, 
low food prices, for example, buy urban support
but they also reduce
borrow and the incentivereduce farmers' for farmers toincome, capacityform, and ability to repay loans. These low food prices have a major 

to save in financialeffect on the scope, volume, and vitality of financial market a'tivitIesReforms in financial markets can likewise send economic and political
reverberations through other segments of the economy. Higher interest
rates will 
cause those who did receive the benefits of cheap credit,generally the Politically powerful, to grumble. Such higher rates will

also increase the volume of financia, savings at the expense of otherlower-return activities and consumption.Financial markets are often repressed because of distortions in
other segments of the economy or because of political considerations.Reforming financial markets, therefore, almost always requires other 
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economic or political adjustments. The purpose of this chapter is to 

discuss the importance of these other economic adjustments. 
one of four paths in making financialPolicymakers can select 

market reforms. 
I. The most common policy selected is to do little or nothing 

financial Policymakers may employabout distortions in markets 

"second best" arguments to rationalize living with repressed financial 

markets, or they may endorse financial repression because low interest 

rates allow them to allocate political patronage efficiently. 

2. At the other extreme, pohcymakers may make a complete switch 

from an economy with multiple distortions and central directions to 

an economy that is mainly directed by market forces. This was done 

in South Korea in the mid-1960s and in Chile in the mid-1970s. In 

this case reforms in interest-rate policies would be accompanied by 
rates and in trade, monetary, andmajor reforms in foreign-exchange 

fiscal policies. 
policies in financial markets3 Policymakers could opt to reform 

while leaving other distortions in the economy in place. This type 

almost carried out. Repressed financialof partial reform is never 
markets concentrate benefits to a relatively small number of borrowers 

the costs of repressionwho are often politically powerful, whereas 
are highly diffused. 

portion of the4. Policymakers could also opt to reform only a 

financial market, a partial version of the partial reform discussed in 

the preceding paragraph For example, they might choose to have a 
reform only in 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. 
brief review of the role ofMy approach will be to begin with a 

on its potentialfinancial intermediation with particular emphasis 
I will stress the role of financialcontribution to rural development 

use, in providing riskintermediaries in promoting efficient resource 
to both savers and investors, in reducing themanagement services 

wealth, and in making financialconcentration of both income and 
markets less susceptible to political manipulation. 

Next I will turn to a discussion of real and financial market 
many LICs, including trade restrictions, prodistortions found in 

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 is summarized most succinctly in studies of "optimal" 
and Magee (1973)intervention analysis, of which Bhagwati (1968) 
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are representative. Through the use of a simple model, I wll COVereconomic arguments for systematic governent intervention in productand factor markets.Next I will discuss the deficiencies of optimal intervention analysis.
What will emerge will be a real and financial environment with manydistortions that is a representative version of the economic realtie.faced by many LICs Within that environment, we will be able toask what role finance can play in promoting growth and development.My fundamental premiseliberalization should 

is that financial liberalizationbe coordinated but and fiscalalmost never are In part,the discussion of Optimal intervention analysis will clarify the extent 
to which fiscal liberal,,zation and financial-marketincompatib!e with central liberalization areplanning and why reforms that doare often piecemeal. occurShaw wrote thatonce "doing everything almost at seems 

in reform of financial, fiscal and internationai economic policyto 
(1973, 

be optimal strategy for both faster and steadier growth"p 251). If policy recommendationsshould be area sense to be of value thereof why constraints exist on doing everythingonce and of the implications for the development process when onli,
at

partial reform or partial financial reform is possible. 

Financial Intermediation 
This section briefly reviews the role of financial intermediation ingrowth and development when real markets are perfectly competitiveand relied upon to allocate resources and income. Assuming that

transactions are costly, that information is costly and deteriorates in
value as market conditions change, and that the future is uncertain,
a demand for financial intermediation will exist. The fact that trans.
actions are costly will create a demand for money and a demand for
financial 
 brokers to bring borrowers and lenders together.Without access to external financing investors would be forced toself-finance Since there is no reason to expect that access to wealthand investment opportunities are comparably distributed across busi.

nesses, 
a demand for borrowed funds will emerge. Similarly, current
income may or may not correspond to current consumption demands
of individuals. Individual savers would be willing to lend money to 
borrowers for some appropriate rate ofreturn. In short, in the presenceof nonsynchronzation of wealth and investment demand, a demandfor borrowed funds exists. With synchronized incomedesired consumption expenditures, receipts andTransactions costs can 

a supply of loanable funds exists.be reduced in the real sector through the use 

//it
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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-termloans will be small. Clearly, financial brokers play a significant rolein the economy in signaling the allocation of investable funds.To explain how brokers become intermediaries, we must recognizethat the future is uncertain and that individuals differ both in theirassessments of the degree of uncertainty and in their willingness toassume risk. The existence of uncertainty and differencesappraisal and willingness in theto bear risk create a potential market forfinancial intermediaries. Intermediaries profit by providing shortterm, highly secure liabilities to savers in exchange for money thatin turn can be lent to investors for longer periodshigher, risk-adjusted of time for arate of interest. In addition to the servicesprovided by financial brokers, financial intermediaries facilitate theundertaking of long-term and risky investments that would not havetaken place without their services Financial intermediaries broadenthe ability of the economy to allocate resources, particularly in thedirection of longer-term and riskier projects at a minimum cost tosociety.'
In competitive markets there is little justificationmanipulation for politicalof investment funds. Financialefficient. and real markets areWhere competition exists, political attempts to manipulatewho gets loans and who does not through subsidized credit programsmust reduce the efficiency of the allocative process and reduce society'sgrowth and development potential. Inmarkets are not 

most LICs, however, manycompetitive, externalities exist, and central governments do not view their role in the development process as a passiveOne. "Optimal" intervention analysis is one way of assessing theinterrelationships of distortions in an economy. 

Optimal Intervention Analysis

As indicated in the first 
 section, it is necessary to modify thePerfectly competitive model in order to clarify how financial reformsare related to other major policy considerations. My objective is tomodel those characteristics that are critical to an accurate assessmentof the potential for policy reforms in LICs and for their subsequentsuccess or failure. There are 

and 
many reasons why countries imposetariffs manipulate international trade and capital flows,certain producers are subsidized while others are 

why 
Isrationed for some taxed, why creditpotential 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 ofoptimal intervention 
analysis arguments for trade, product-market, and factor-market in
tervention can be used to outline 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 it is 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 is not possible? Why are 
pohcymakers 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 is a price taker in 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 production 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 intervention analysis of 
deteriorating terms of trade for developing countries in world markets 2 
To the extent that the country experiences growth that is biased in 
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 is an 
example of welfare-reducing growth. The home country has experienced
real economic 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 (import substitution), to bias con
sumption in 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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Anumber of arguments have been advanced to justify government 
intervention in product markets. A common one is that production 
ofmodem-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 
to initial employers In effect, generalized job training represents a 
positive exteinality in the production of modern-sector goods. 

The implication for the economy of positive externalities is that 
resources are misallocated from the standpoint of society as a whole. 
There is too much production of traditional-sector goods and too 
little production of modern-sector goods. A tariff could shift production 
to the optimal production po;nt, but it 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, in turn, be 
used to subsidize production of modern-sector goods while maintaining 
free trade. That policy would be optimal in the sense that while it 
compensated for the existing distortion by shifting production it 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 optimal intervention analysis and the fundamental incompatability 
of government credit controls with the emergence and growth of 
efficient financial markets. Ihroughout the discussion in this section, 
I have referred to the dichotom) between the modern sector and the 
traditional sector rather than between agriculture and mapufacturing. 
The point ii that there exist traditional lines and techniques of 
Production in both agriculture and manufacturing that compete for 
resources with modern lines 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 
be forced to rely upon their own judgments regarding expected returns 
and risks from alternative investments. Under these conditions, it is 
likely that individuals faced with two investment opportunities with 
the same frequency distribution of ieturns, but with one in the 
traditional sector and one in the modern sector, will not view those 
in estments as comparable. Individual judgments will be biased toward 
a traditional investment project familiar to the individual and away 
from a new investment 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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biased toward the traditional sector. The situation described is illustrated in Figure 16.1, through the use ofa production transformation 
curve labeled TT.3
 

If there were 
no bias in capital allocation toward the traditionalsector, production would take place at point P., and free-trade exportsof traditional-sector goods in exchange for importable modern-sector
goods at the fixed world price of imports to exports, reflected by theabsolute slope of Pp Cf, would lead to constnmption at point CF onthe highest obtainable welfare indifference curve, H'3H,'3 . The biasaway from modern-sector investments would result in excess capitalgoing to the traditional sector and in an associated differential in therate of return on capital, with the rate of return on homogeneousrapital higher in the modern sector than in the traditional sector

(reflecting an inappropriate risk premium and an underallocation ofcapital to the modern sector). Production would occur alongoperating anlocus interior to the production possibilities frontier, asindicated by the dashed line production locus, and at a point on the
operating locus such as P0, where the world price line intersects theoperating locus from above (Magee 1973). With fixed world prices,production and consumption would be at P0 and C0, respectively,and the level of social welfare achieved would be 4 0H'. A tax or
subsidy program could favor production in the modem sector anda tariff could shift production to point P, on the interior locus, butneither could shift production to the production possibilities curve,
since the capital-market distortion persists.

At best, a tariff could shift production to point Ps and consumptionto point Cr, which would raise the level of social welfare from WoW 0to W, 9"1. A tax or subsidy scheme could be used to shift production
point Ps and consumption to pointto Cs on a higher welfareindifference curve H4',W,. By contrast, a subsidy on capital use inthe modern sector and a tax on capital use in the traditional sector
Could shift production to point P. and-through free trade-con-


Sumption to point CQ on the highest obtainable welfare indifference 
CUrve, W1 "' 3.4
 

To this point the 
 simple perfectly competitive model has beenamended to include trade restri-tions, because domestic producersfail to adapt as quickly to long-run trends in world prices as policymakers could; product taxes and subsidies, because of externalitiesthat can be best perceived and dealt with by policymakers; and taxes
and subsidies on capital use, because financial markets either do notexist anor are inferior means for allocating capital compared togovernment planning. Each form of intervention discussed in thissection is already in use. Often policies of intervention are adopted 
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for reasons that have more to do with who' has political and economic power than for the reasons discussed here. The concern here is toclarify 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 is always
biased toward continuous government intervention 5That bias is notsurprising since the literature itself emerged partly to rationalizeextensive government planning. Government planners do not like the
uncertainty of the future any more than the rest of us do They canbe expected to have a disinclination to watch passively as rapid and
sometimes disastrous economic changes occur within their economies.Their political success or failure turns on an uncertain future thatthey would rather attempt to control than passively observe, so thereis an incentive to look for ways to control or regulate market deF iencies
rather than to correct them 6
 

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 deregulation of, already existing financial markets to improve their ability
to signal the efficient allocation of resources time inover responseto changes in domestic and/or international markets. Even thoughexternalities in production do render market-resource allocation in.efficient, many externalities car. be internalized by redefining propertyrights. Even in the case of generalized job training described earlier,
consideration is rarely given to government subsidies to producers

to cover 
 the costs of noncapturable gcneralized job training thatdiminish to zero as the magnitude of the externality decreases withthe expansion of the modern sector However, our third case, involving
a subsidy on capital use in the modern sector and a tax on capital
use in the traditional sector, is the clearest example of the bias in
the analysis away from market solutions. 

The inappropriate risk premium on capital use in the modem
sector resulted directly from the failure of financial markets to signalefficient capital allocation Yet the optimal solution, rather thaninvolving the deregulation of existing financial markets or the fostering
of financial market development, instead involved more government
control in the form of capital-tax and subsidy programs. Such aninherent bias in favor of controls and regulations over market solutions 
to economic problems, on the part of policymakers themselves, is
important to keep in mind. 
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does take place in LICs it differs 
When government intervention 

thus far in three important ways: It is not 
from the presentation 

is it clear how
always self-financed, and seldom

costless, it is not 
much of which kinds of intervention is called for. I will discuss how 

each of those points relates to the financing pi Dblem. 

With respect to the costs of administering a government credit 

that the institutional infrastructure exists in 
program, it is unlikely 

many developing countries to impose a capital subsidy scheme for 

be financed by capital-use taxes in the 
the modern sector that can 

and subsidies seemSo, even though factor taxestraditional sector 
or cheapest option is to 

optimal, the government may find its only 
financed with production

institute an indirect credit-subsidy scheme 
In addition, it is quite likely that government

taxes or tariff revenues. 
from all sources is insufficient to finance government projects 

revenue 
that case, the printing press will 

including credit programs In be 

to cover government deficits. So the end 
used to produce money 

financing
result is capital credit rationing either mandated without 

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 

Domestic private savings and borrowing
additional import restrictions 

through financial markets are discouraged by the expectation of
 

accelerating inflation and by interest-rate controls, and private foreign
 

capital inflows are discouraged by unstable monetary and fiscal policy.
 

the relative price of iriportables is often dealt
 
Upward pressure on 

The problem
with through the imposition of price controls (Ray 1979) 

has compounded itself Administrative costs of 
facing the planner 

a lack ofsupport programs, coupled with
implementing financial 

finance programs efficientlyrevenue-raising infrastructure to those 

and fully, repress both domestic and foreign private financial activity 

In the country. 
The most serious flaw in the analysis, however, is the presumption 

resources whenthat the government knows how to allocate claims on 
signals. When one

financial markets are not providing the "right" 

recognizes that fragmentation in the financial sector implies that 

have systematic information with which to 
Potential investors no 
appraise numerous potential investments both within and across 

one realizes the magnitude of the allocativesectors of the economy, 

as as
problem facing the policymaker. Yet long government credit 

Programs and financial-market regulations obstruct the development 

markets, planners will be forced to guess how
of private financial 

credit should be allocateo.
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We have now developed a stylized viewdeveloping country that includes 

of our representative
government intervention at everylevel of economic activity and a bias for regulation and/or interventionover market solutions to economic problems Differences in admin.istrative costs of alternative forms of government intervention igiven instance may lead to second- or third-best forms of interventionwhen it does take place 

any 

to 
The absence of an efficient tax infrastructurefinance government programs

mismanagement, will promote monetary and fiscalovervaluation of the currency, heavy official borrowing -broad, and domestic price and interest-rate controls. Finally,as illustrated in the discussion of government-controlled credit programs, government programs and/or regulationsstitutes for market serve as poor sub.solutions to economic problems and play a sig.nificant role in preventing market solutions from developing. It is inthe context of thIs multiply distorted environment thatconsider the role of finance I want toin rural development. 

Financial Reform 
Earlier I indicated that one question to which I hoped to providea tentative answer is. Why are we constrained to consider piecemeal,as opposed to general, reform? Beginning with the stylized structureof our representative developing economy, general refowm wouldembody many, if not all, of the following policies. (1)growth accompanied slower monetaryby higher taxesspending to reduce 

and/or reduced goveinmentdeficits, (2) trade liberalizationdepreciation along with the removal of domestic price controls, and 
and currency

(3) reduced government regulation and control of production andcredit. The respective consequences of these Policies would likely be(1)an increase in short-run unemployment and a redistribution ofcapital gains in favor of creditors in general and financial asset holdersin particular; (2) a general reduction of profits, production, and
employment associated with domestic production of importables,
increase in domestic prices of imported an consumer goods, and stimulation of export-oriented industries along withduction in the nontradable-goods some lines of prosector: and (3) a transfer of profits.jobs, and income away from lines of production previouslyby government regulations favoredand subsidies and a redistribution ofincome away from investors who had Previously received subsidizedgovernment 
credit.In short, general reform, like all economiceconomic change, willwinners createand losers. However,individuals and groups who directly 

the losers will be thosebenefit from existing multiple 
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and politicalmarket distortions. They may be able to dictate whether or not current 

in power, because economic 
will remaingovernment

highly correlated. Sweeping economic reforms of the kind 
power are 

in the economic and/or political self

outlined above are almost never 
a multiple distortedmanaging

interest of policymakers currently 
them to allocate "admin-

Distortions allow 
economic environment 

that serve as political patronage ofistrative profits" of the desirabilityare convincedpolicymakersEven when 
stabilizing prices, and deregulating markets, they 

liberalizing trade to accept credit for ultimate 
not be around

realize that they might 
of net benefits from such 

lags in the perception thesuccesses if the 
quo are very long In addition, 

to the statusreforms relative difficult to 
often very diffuse and therefore 


benefits of reform are with the fact that
 
As suggested earlier, faced 

turn to political profit generally biased in 
the future is uncertair government behavior is 


the direction of taking action, controlling, and regulating rather than
 

of passively waiting for markets to work their magic. So policy reform
 

is almost alw,-ys piecemealI 
to know what financial reforms,
 

we wantthat backdropAgainst 
if any, are possible and desirable and what their consequences would 

problem of not 
and international planners have the 

be. Domestic or failure of a particular reform 
successknowing how to judge the 

not clear in the first place. 
because its probable consequences were 

have pointedand Tendler (1973)
both Eckaus (1973)For example, have several 

credit programs (SFCPs) often 
out that small-farmer to redistributeproduction,efficient agriculturalgoals: to promote 
income and wealth to the poor, and/or to develop economically viable 

Those goals are often incompatible.
financial institutions function well

why SFCPs fail to reasonsobviousThere are two program based on 
First, any wealth-transfer 

as equity programs. and
is subject to manipulation,

rather than competitiondiscretion to corrupt the system. 
are in the best position

wealthier individuals 15 percent of all agri
noted in Chaptcr 10, only

As Gonzalez-Vega formal credithave access to
in Latin America

cultural producers of all producers)3 percentpercent of them (only
markets and 20 In an earlier study Eckaus 
have gotten 80 percent of the total credit 

(1973) noted that SFCP loans generally go to middle-class and upper

class borrowers and that high default rates often presumed to redis

tribute income to the poor are most significant among middle- and 

upper-income borrowers 
That high default rate among niddle- and upper-income borrowers 

for the failure of small.farmer 
reason

is symptomatic of the second 

credit programs to redistribute income to the rural poor-government 

/A
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apathy or, perhaps, complicity. Many SFCPs are externally financed. 
Governments starved for foreign reserves to maintain overvalued 
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" is 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 in the direction of deregulating deposit and 
loan rates in 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 balance~s In a world of mismanaged 
monetary and fisc, nolicy, however, there is a vei y real possibility 
that savings mobiliz tLion will fail not because the rural pool do not 
save but because they are wise enougi not to trust their savings to 
unreliable financial institutions 

Second, to the extent that there are legitimate loan opportunities
in the rura! sector there is a better chance that they will be discovered 
if there are local banks in the rural area Commercial bankers generally 
argue that sdbsidized credit makes it impossible for them to operate 
profitably in rural markets and that rural loans are not as profitable 
as urban loans. They would expect savings mobilized in the rural 
sector to be invested in the urban sector. Trade restrictions, domestic 
price controls, a bias in 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 investors are Yet money lenders find rural customers for 
high-interest loans, and they are not in business to give their money 
away. Even in a multiply distorted environment there will be some 
profitable investments in the rural sector. If there were increased 
incentives to compete for savings in rural areas, commercial banks 
might well find it profitable to h re former informal-market money
lenders as loan officers in their rural branch banks. Although most 
of the mobilized savings would probably continue to flow to gov

-7 
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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 existingresource misallocation. Baker stated the case against SFCPs as amechanism for improved resource-allocative efficiency when he wrote,"Inthe absence of reliable input and product markets, transportation
and communication systems, and a reasonable flow of dependableinformation, no SFCP is likely to be wholly or perhaps even tolerablysatisfactory The SFCP may be peculiarly inappropriate as a vehiclefor widei infratructure reform" (1973, p 44) The peculiarity arisesfrom markets will quickly respond to 

the fact uhat efficient financial 
real market signals regarding resource allocation, but if 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 theywere designed Internationally sponsored programs to provide subsidized loans to agriculture in developing countres represent bada
external policy response to bad domestic policies.

What can external funding agencies do 9 As already suggested, evenin the most distorted economic environment savings-mobilization
programs offer the possibility of facilitating wealth accumulation andliquidity management in the rural sector. Over time, some loanable
funds mobilized in the rural sector are bound to find competitive
investment opportunities in the rural area. External funds could beused to subsidize commercial branch banking in the rural sector onceSFCPs have been eliminated. What I am advocating here is a subsidy

program to accelerate the development of a formerly repressed financial

market. The point 
 is to foster a financial-market solution to theresource-allocation problem and not to substitute government pro
grams for a properly functioning financial sector 

What else can external funding agencies todo promote growthand development in LICs? One inappropriate approach that seemsto be gaining favor is for external agencies to encourage furtherdistortions in financial as well as other rural markets. Long seemsto endorse such a strategy when he observes that "where the conditionsof 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 rlarketing system rather
than the small farmer-may be capable of raising the welfare of smallfarmers at considerably lower costs than a credit program" (1973, p.
85). 
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The notion that the appropriate means of escaping the stagnant
economic conditions induced by 0overnment controls and regulations
is the construction of counterweight programs that are comparably
heavy-handed and repressive of financial markets is contrary to the
spirit of this chapter. Such programs would simply replace thepresumption 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 inputs oroutput 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, eternal agenciesshould begin by supporting savings-mobilization programs or financial 

institution building. To the extent that borrowing countries are willingto liberalize trade and rationalize real and financial markets, they 
are likely to face depressed employment and output conditions andsubstantial 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 
ease the transition to market liberalization rather than to substitute

to 

more controls and regulations for market solutions to resource
allocation problems. 

Notes 
Iam particularly indebted to Dale W Adams, Claudio Gonzalez-Vega, EdwardJ. Kane, Robert C. Vogel, and other participants in the workshop on RuralFinancial Policy, Granville, Ohio, April 16-18, 1981, for direct contributionsto the preparation of this paper and to the author's education regarding
development problems.

1. To this point, I have at most provided a summary of ideas first and bestarticulated by Edward S Shaw (1973) and Ronald I. McKinnon (1973)
2. The necessary and sufficient conditions required to i;lustrate productionfrontiers and welfare indifference curves are available from me upon request.3. The associated algebra is straightforward and available upon request.4. The algebra associated with this general relationship is available upon

request.
5. Two alternative analyses of optimal intervention analysis to deal withlabor-market distortions can be found in Lapan (1976) and Ray (1979).
6. In the same sense that Milton Friedman has been heard to describeprice controls as a cosmetic approach to inflation, "optimal" intervention 
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covers up a given problem but never solves 

invariably compensates for or 

a workshop on economic development Iit 7. A number of years ago at 

to detail policies that developing countries 
Joan Robinson 	 She would onlytried to press 	 rapid economic progress. 

could pursue to promote more 	
Perhaps that is another, 

to have a revolution in manyreformsrespond that first they had 
general economic 

way of saying that 
more dramatic, 

de~eloping countries would require equally sweeping political changes. As a
 

a rather unreliable tool for economic 
policy ,nstrument, revolution has been 	 from one 

it has simply reshuffled political power 
Too oftendevelopment 

collection of special-interest groups to another. 
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Credit and Price Policies
17 

in Philippine Agriculture 

Cristina C. Da'd 

Government economic policies typically undervalue agriculturalproducts in low-income countries (Bale and Lutz 1979). The primaryreason for this has been to keep food and materials prices low topromote industrziazation Input price subsidies, public expenditureson irrigation, investments in research and extension, and concessionarycredit policies are frequently used in attempts to offset adverse effectsof these policies on agriculture producton incentivesCredit policies and programs hive stressed expanding the volumeof formal agricultural loans at low interest rates and have often beenaccompanied by supervision and input price subsidiespremise is that informal The underlyingsources of funds carry high interest ratesthat hinder exp.nsion of agricultural output Officials who favor thesetypes ofcredit policies often have shown little concerneffects they have for the negativeon 
efficiently and far the 

the ability of rural financial markets to performeffect on savers. Theymore ,nequitable have also Ignored theloan distribution resulting from such policies.The performance of credit programs generally has been measured
in 
terms of their impact on agricultural pioduction, investment, andadoption of new technology. A recent evaluation of existing creditresearch, however, emphasized
involved (David 

the serious methodological problemsand Meyer 1980) It concluded that mostcredit-impact studies are descriptive and are more useful in generating 
micro

hypotheses than 
 in rigorously measuring loan impact Only a fewstudies have used econometric and mathematical programming techniques, and they generally
arising have suffered from conceptual problemsfrom the interdependence of productiondecision of farm households, and consumptionthe fungibility of credit, and nonpricecredit rationing by lenders. 

210 
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Aggregate credit-impact studies have similar methodological prob

lems, but empirical results are more consistent in showing that little 
of loans grantedimpact on production, investment, and proportion 

to agriculture can be attributed to credit programs and policies (Herdt 

These results should not be surprising, because
and Gonzales 1981) 
technology and relative prices across commodities and between inputs 

are the primarN determinants of relative profitabilityand outputs 
and resource flow directions 

The purpose of this chapter is to analyze how credit policies in 

related to economic incentives in agriculture and
the Philippines are 

to which cheap credit is an effective way to 
to analyze the extent 
offset various "taxes" on agriculture The first section describes the 

policies affecting growth of the formal agricultural credit system The 

second section presents estimates of the effects of government policies 

the relative prices of agricultural products. In the third and final on 
it is argued that low interest rates do not alter the incentivesection, 


structure facing agriculture or resolve equity problems caused by price
 

policies 

Agricultural Credit Policies 

Credit has been a major agricultural development instrument in 
was passedthe Philippines. In the early 1950s, the Rural Bank Law 

to foster rural private banks, and the Agricultural Credit and Coop
to promoteerative Farmers' Association (ACCFA) was established 

rural cooperative financial insututions There are currently more than 

1,000 rural banks operating in about 60 percent of the municipalities. 

They have become the principal distributors of govei nment-sponsored 
was supposed to develop farm coopsupervised credit. The ACCFA 

eratives providing production and marketing ci edit. Because of default 

problems, it has been reorganized and renamed the Agricultural Credit 

Administration (ACA). It now administers a small supervised-credit 

program for land-reform beneficiaries 
the credit flow to agri-The government's objective of increasing 

culture has been hampered by low-interest-rates policies. Until the 
rates and other financial charges1981 interest-rate reform, interest 

were regulated by the Monetary Board to conform with the 16 percent 

ceiling stipulated by the usury law. During the past decade allowable 

interest rates on formal agricultural credit ranged from 12 to 16 
from 2 to 3 percent, dependingpercent and additional loan charges 

of the loans. Supervisedon the security offeied and other terms 
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 interesthave been rates on agricultural creditlower than the scarcity price of loanablenegative consequences funds, with 

culture, and factor 
on the rate of savings, investments in agri.intensities (International Labour OfficeBecause of rapid inflation, 1974).around 20 percent annually during1970s, interest rates in therecent years have been negative in real terms.This price structure rewarded borrowers and penalized savers It alsocreated excess loan demand that limited the flow of loans to ,griculturalprojects, especially to small farms, wheie costs of transactions andrisks for lenders were inherently highTo increase the supply of agricultural credit, the governmentrequired that a certain proportion of loan portfolios be allocated tocredit for agriculture, much of it through supervised agricultural creditprograms. In 1974, the Mor ary Board directed all lending institutionsto allocate 25 percent of their loanable funds to agriculture, including10 -rcent to agrarian-reform beneficiaries Private commercial banks,however, have strongly resisted this rule They have responded largelyby purchasing qualifying certificates of indebtedness issued by theCentral Bank and other "agricultural" government securities, becauseof the high cost of directly lending to farmersTable 17 1 lists total loans granted during theby the various period 1973-1980special agricultural credit programs (SCPs) Most ofthese programs linked low-interest, noncollateral loansBetween vith extension1973 and 1975. these programs wereprice subsidies Financial also tied to fertilizerinstitutions %ere provided preferential rediscount rates, loan guarantees, and assistance in loan administrationwithin these programs This was financed, in pa.,t, by foreign loans.A major rice-production promotion program, Masagana 99, accounted for almost 80 percent of total loans issued bv SCPs during
the 1973-!980 period 
 Since the initialwas to recover objectivc of(Masagana 99from serious crop losses experiencedwas given to irrigated areas 

in 1973, prioritywhere the potential for rapid expansionof rice production in the short run was greatest Programs afterMasagana 99, although much smaller in scale, attemptedsupervised credit to nonrice, 
to extend 

rainfed areasProblems associated with these programs and policies are now welldocumented (C. David 1979). Over the past two decades growth inagricultural loans has come mainly from the Central Bank rediscountwindow rather than from additional equity capital or savings deposits.This is shown by the increase in
Central Bank, 

the share of borrowings from theas a percent of total resources of rural banks, from 8 
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supervised Agricultural 
Credit Programs
 

Table 	17.1 

in the Philippines, 1973-1980.
 

/
Loans Issue
 
(P million)!!/
ommodity 


Rice
 
1. Masagana 99 


52.
 
Masagana 77 22
 

2. Masaganang Mailsan 
and 

Corn 

vegetable& 


3. Gulayan sa Kalusugan 	 71
Cotton 

4. Cotton Financing Progress 


integrated Agricultural
5. 

Financin7 for Virginia 34
Tobacco 

TobaccOS 


3
TobaccO
6. Rice-Tobacco supervised
Program

Credit 


7. 	Philippine Tobacco
 
Administration (PTA) Farm Tobacco 
 3
 
Credit Assistance Program Tobacco25 2
Cattle 


8. PTA Facility Loans 	 Fish 25
 
9. Bakahang Barangay
Dagat 
10. 	Biyayang 

P5,500
Total 


a/ As 	of December 31. 1980. 
equal to 7.4 pesos.
T3 In 1980 U.S. $1.00 was 


SAs of 1979.
 

Unpublished files, Technical 
Board For Agricultural
 

Sources 
 Credit. 

1975. Low repayment rates have 
1961 	 to 54 percent inpercent in 

plagued almost all supervised-credit programs. This has undermined 
creditintermediaries and further damaged

the viability of financial 
The impact of these programs on pro

discipline among borrowers. 
duction at the farm level as well as at an aggregate level has remained 

unclear. Although Masagana 99 was associated with the rapid increase 
rice production 

In Philippine rice production, the growth trend in 
cannot 

new rice teclnology since the late 1960s 
and adoption of the 

and Gonzales 1981)
be attributed to Masagana 99 (Herdt 

17 2 indicates that 
Despite these government interventions, Table 

loans granted
the real and relative levels of agricultural production 

Since the early 1950s, these loans have 
declined after the late 1960s 


grown in real terms, but most of this growth took place in the 1960s.
 

The real value of the loans in 1979 was still far below that of 1969.
 

value added in agricultural
credit as a percent of netAgricultural from 	27 percentin the country declined

and of total loans granted 
in 1979. 

and 20 percent in 1967 to 19 percent and 11 percent 
not surprising since technology and 

trends are perhapsThese 
sectors and commodities and between inputs 

relative prices across 
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Table 17.2 
 Selected Indicators of Trends 
in Loans Issued
for Agricultural Production by Bank and Non-Bank
Financial Institutions, 1951-1979 

Year 
AgriultralLoans

(P Milion in 
1972 Prices)a 

Arclu~ on-Agricultural 
Value Added 

saPreto 
Total Loans 
Issued 

1951 
1955 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 

1976 
1977 
1978 
1979 

376 
534 

2,757 
3,636 
4,022 
4,461 
4,503 
4,420 
4,582 
5,556 
5,665 
5,794 
4,557 
3,943 
3,424 
2,590 
1,725 
1,718 

982 
1,096 
2,534 
3,378 

13 
17 
14 
19 
21 
24 
25 
23 
24 
27 
25 
22 
22 
21 
20 
19 
22 
21 

13 
16 
13 
19 

40 
24 
20 
22 
20 
20 
19 
19 
19 
20 
16 
16 
15
13 
12 
10 
12 
9 

8 
8 

11 

a/ Refers to loans issued for agricultural production only.
1979 U.S. $1.00 was In
equal to 7.4 pesos.
 
Sources: 
 Unpublished reports by the Technical Board For
Agricultural Credit, Central Bank of the Philippines,
and the National Economic Development Authority.
 

and outputs are the most important determinants of relative profitability and hence direction of resource allocation. Larson and Vogel(1980) and others have argued that the use of cheap credit tocompensate for the effects of policies that turn terms of trade againstfood and agricultural exports will have only limited effectcultural production on agri
rates do 

It is too often overlooked that preferential interestnot affect relative profitability ana that, because credit isfungible, additional liquidity supplied by credit will be allocated tothe most profitable enterprise or to consumption, whichever providesthe greatest utility. 

Price Intervention Policies 
The effects of government policies on economic incentives inagriculture have not received adequate attention in the Philippines. 

P
I 
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activities hasAlso, the relationship between these policies and credi 
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, higher farm income, 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 
affecting relative prices, especially during the past decade. Domestic 
prices also have been influenced by actions of foreign governments, 
such as U.S. sugar quotas and the PL 480 program. 

The impact of economic policies on agricultural incentives can be 
measured by the nominal protection rates (NPRs) and implicit tariffs 
(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.o.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 
LQnverted at official exchange rates, as in NPR or IT, the d.:'rence 
between domestic and border price is 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 is obtained. This takes into 
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.2 Although 
government intervention in the later period was part ofoverall attempts 
to balance economic growth, many pohcie3 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 I od crops, the food staples rice 
and corn have historically been the objects ofdirect price iaerventions. 
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Table 17.3 
 Nominal Protection Rates in Philippine
 
Agriculture, 1955-1980
 

Proportion 
of Value 

Added 

Nominal 
Protection 

RateC(%) 

Proportion 
of Value 
Added 

Nominal 
Protection 

Rate(%) 

Food Crops 

Rice 
Corn 
Other Crops 

.27 

.09 

.13 

4 
2 
0 

.25 

.08 
.18 

-7 
1 
0 

Export Crops 

Sugar 
Copra 
Other Exports 

.09 

.09 

.09 

'60 
- 8 
0 

.09 

.08 

.12 

-23 
-22 
- 4 

Livestock and Poultry 

Livestock 

PoultLy 

Average (Total) 

.11 

.07 

(1.00) 

28 

77 

15 

.13 

.07 

(1.00) 

4 

48 

- 2 

Source: 
 Based on preliminary reports of the project entitled
"The Impact of Economic Policies on Philippine Agricultural Development," Philippine Institute For Development 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, andtubers, were less controlled, except potentially through the tariffstructure. 3 Domestic prices of rice and corn have been generally closeto border prices. In the 1970s average domestic rice prices were belowaverage border prices by 7 percent. In part, this resulted from priceinterventions in 1973-.1975 when the world price of rice and fertilizer 
rose fourfold. 

The National Food Authority is responsible for regulatng food.grain prices to achieve low prices for consumers and adequate priceincentives for producers. It buys grains in the domestic market todefend a farm floor price, but the amount of imports or exports thatare under government monopoly is the main determinant of grainprices. Previous studies had noted that providing stable and low riceprices for urban consumers tended to dominate the objective ofsupporting farm price to raise income of small farmers (Mangahas1972). This was achieved through imports during years of productionshortfalls. After 1975, the domestic rice prices became internationally 
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competitive. Some comme c'.,l rice exports have occurred since 1978 
as a result of the new rice technology and irrigation expansion. Price 
policy for corn, an important upland crop that is 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 maintaining 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 tariff rates 
are relatively hi,,n, up to 100 pe. cent for sonie crops, but fragmentary 
evidence indicates Lhat, except for some fruits and vegetables consumed 
by the very high income families, these relatively high potential 
protection rates ar,. not fully realized Domestic prices for other food 
crops do not seem to be s;gnificantly different from prices in other 
countries, and there are some small exports of fruits, vegetables, and 
coffee. rhus, it was assumed that, in general, prices of other food 
crops have not been affected by the protection system; that is, NPR 
is zero. 

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 limited exports to 60 percent of production were 
instituted in 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 expr.,rt price for the Philippines 
much higher than world prices from 1955 to 1969 and resulted in 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 in 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 in ad valorem terms has represented a tax of about 20 
percent of border price. Although the tax is collected at the miller's 
level, the incidence of the tax is clearly on the farmer. 
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About 20 percent of the revenuessubsidy on from the tax supports the directdomestic consumption of coconutol products. The remainder is supposed to finance development programs in the coconutindustry such as replanting, vertical integration,Research shows that only and scholarshps.a small segment of the coconut industryactually receives the benefits from these programs (V. David 1977).In addition, the gains from the replantingis not known how program are uncertain. Itwll hybrid seeds will performPhilippine conditions. Furthermore, small coconut 

under diverse 
alternative sources of income have been hesitant to 

farmers with few 
of waiting for three years face the prospectto harvest a first crop.short run, the CCSF levies on At least for thevoco production may be considereda tax on the industry. 

Livestock znd Pultry

Livestock applars 
 to offer lower rewardsare more favored than the crop 

than poultry, but bothsector. However, incentives seem tohave declined for both because ofgovernment policy. Average domesticprices of livestock (specifically pork) and poultryand 77 were 28 percentpercent higher than their corresponding border prices priorto the 1970s and slightly higher than those predicted byrates. 4 In t'e 1970s, their tariffpercentage price differences declinedsomewhat lower than the legal tariff rates of 10 percent 
to levels 

for livestockand 70 percent for poultry This may be due to price controls imposedon those products. These controls were accompanied by price controlson mixed feeds and feedgrain and higher imports of cornfeedgrains to provide a and otherleasonable margin for producers during thisperiod. 

Protection of Agriculture and Manufacturing
The direction and rate of resourcenonagriculture are influenced not only by the nom;nal rate ofprotection
on product prices 


flows between agriculture and 
but also by policies on agricultural input pricesand on incentives in the nonagricultural sector The effective protectionrate (EPR) measures the Percentage diffrence between value addedat domestic prices and value added at border pricesimpact of price interventions It takes the

of EPR for agriculture 
on inputs into account. Since estimatesare not available, Tablenominal protection 17.4 compares therate in agriculture to the implicit tariffs paid by

farmers for agricultural inputs and
estimated by Tan (1979).5 

to EPR for manufacturing as 
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Comparinon of Protection Rates in the Agricultural
Table 17.4 

and Manufacturing Sectors, 1970s
 

Nominal
 
Protection
 
Rate (0)
 

Agriculture (Nominal Protection Rates) 	 - 2
 

(Net Nominal Protection Rate) -37 

Agricultural Inputs (Implicit Tariffs)
 

10
FertilizerA/ 


/

Agricultural Chemicalsb	 28
 

46Hand Tractorsb
/ 


Frur-wheel Tractors b / 	 24' 

46Irrigation PumpA/ 

Irrigation Gravity (NIA system)S/ 	 -55
 

Mixed Feedsb
/ 	 33
 

44
Manufacturingdd
/ (Effective protection Rate) 


(Net Effective Protection Rate) 9
 

p/Based on prices of urea, ammonium sulphate, mixed 	fertilizer,
 

and phosphates from 1973 to 1980.
 

/ 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 S. Bhuiyan, "Cost of Different Types of Irrigation Systems
 
in Central Luzon," Department Paper No. 80-10, Dept. of
 
Agriculcural Economics, International Rice Research Institute,
 
Los Banvs, rhilippines, June 1980.
 

d/ Based on esu,;ates by N. Tan, "The Structure of Protection and
 
Resource Flows in the Philippines." In Industrial Promotion
 
Policies in the Phinppines. Edited by R. Bautista and J.
 
Power. ManiL :Pilippine Institute of Development Studies,
 
1979.
 

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 objective of low food prices tends to dominate ag

ricultural-product price pulicy, it seems reasonable to thatassume 

government intei ventions in agricultural input markets would try to 

offset this. However, it is only in gravity irrigation and formal rural 
credit, as will be discussed later, that there appears to be some 

IV 
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government subsidy to producers. Implicit 24 to 46 percent tariffs
for agricultural chemicals, agricultural machinery, and feed mixesreduce the effective protection in agriculture created by legAl tariffs
and indirect sales tax Despite price controls and direct subsidies on
fertilizer, there is still a positive implicit tariff for fertilizer. It appears
that the protection of domestic manufacturing of these agricultural
inputs, which is also indicated by the level of implicit tariff (but is
actually significantly higher for fertilizer because of airect subsidies),
has been an important policy consideration 

The overall magnitude of the bias against agriculture is 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 reatrictions have reduced demand for imports
and thus increased the value of domestic currency For the mid
1970s, Medalla and Power (1979) estimated that the tariff and tax 
system resulted in a 32 percent overvaluation of the peso relative to a balanced free-trade situation. 6 If this is 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 receives a 9 percent net effective protection rate.As a consequenc , of this general pricing policy, agricultural production
is reduced, although for certain commodities such as coconut producs
and sugar the level of domestic consumption may be somewhat higher
than would be expected with no price intervention. The fact that
agriculture survives and indeed grows suggests an inherent comparative
advantage. 

Impact of Credit Policies 
The effective subsidy rate (ESR) is estimated to quantify the impact

of credit policies. ESR expresses the amount of interest-rate subsidyas a percent of net value added in 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 is 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 in interest rates between agricultural and nonagricultural
loans from formal financial institutions are small, at most 2 percent.
Moreover, interest represents only part of the costs of borrowing.
Typically, nonagricultural loans entail lower transactions costs thanagricultural 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 I percent. Even if the 
interest-rate differential is increased by two or three times, it is clear 
that the interest-rate subsidy will not alter sign ificantly the unfavorable 
incentive structure in 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 efficiently perform
financial intermediation It does not provide incentives for mobilizing
financial savings, but does induce an allocation of credit that is based 
on collateral and wealth rather than on productivity of ciedit use,
failing to improve income distribution while not being necessary to 
effect technical change

The impact of the low-interest-rate policy has been generally
regressive. The subsidy is shouldered by the lower-income population
that is, holders of currency. bank deposits, and tax payers-through
inflation, low interest rates on savings, and direct government outlay.
Only about 10 percent of the total implicit interest-rate subsidy is
received by agriculture. Within agriculture, credit allocation is 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
of the value of recent loans in the World Bank mechanization programin 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 percei of the total number of farmers. 

In supervised-credit progranis, only farm operators are usuallyentitled to loans despite the significant numbers of landless households 
in the rural areas. Rice has been emphasized, but rice farmers are 
actual~, better off than average growers of corn, coconuts, tobacco,
and 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 in production
in the short run. Loan limits specified or a per hectare basis mean 
a large loan ceiling for large farms. Perhaps an even more important
dimension of inequity in distribution of the implicit subsidies involved
in these programs was reported by Esguerra (1981) in a recent analysis
of Masagana 99 The study estimated that two-thirds of the implicitsubsidies have been received by participating financial institutions 
as 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 belief that extension would be more effective if tied 

with low-cost credit and vice versa is not cl,'arly verified by empirical 
evidence. In the case of rice, the modern varieties introduced in 1967were adopted on
rainfed farms prior 

67 
to 
percent of irrigated farms and onthe Masagana 99 program. 

45 percent ofrate of adoption increased The fact that thein 1977 cannot be attributed 
to 85 percent and 71 percent, respectively,to the programviewed as a continuation of the adoption process 

but rather should bethere has been little dissemination of new 
In the case of corn

varieties developed in the 
early 19 70s despite the Maisan 77 and Masaganang Maisan programs 
because the new
Extension and development of financial markets are indeed important 

technology apparently did not increase Profitability:components of rural development, but the strategy of linking the two 
has dissipated the efforts of scarceadministration without improving repayment rates in supervised credit 

competent technicians in loan 
programs. 

Concluding RemarksInterest-rate subsidies have not significantly altered the unfavorable 
economic incentives in Philippine agriculture caused by government 
Policies. It is not surprising, therefoie, that loanable funds to agriculture 
in real terms declined
special credit 

have despite governmentprogram, credit quotas andEvenineffective in offsetting penalties from pricing Policies because of the 

higher interest-rate subsidies will befungibility of'credit Additional liquidity will be allocated to activities 
in which marginal profits or utility is highest
as yields 
 Lelative prices as wellenterprises. 

are the major factors determiningprofitable! Cheap credit will not make 
rates of return to mostan unprofitable activityIt is also clear thatworseil credit subsidiesincome distribution through lowbecause interestonly ratesfarmers, receive the bulk of the cheap credit 

a few, typically well-offnot allowed to reflect costs When interest rates areof financial intermediation,Political Power replace profitability wealth and
In contrast, higher produce prices 
as the basis of allocating credit.
would benefit low-incomeThe choice 

more 
of creditPolicies reflects to compensate agricuiltureadministrative for other adverseease, availabilityand loans, and other short-run considerations. of external grants

Although easy to carryCheap-credit policies also 

out, this approach falls to achieve either equity or efficiency objectives.retardfinancial institutions in rural 
the development of viable formalareas. Food self-sufficiency, increasing 

'1/
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exports, and improving income distribution require long-run efforts.These include correcting price distortions in real and financial marketsand making investments in marketing infrastructure, irrigation,search, and extension. re-Cheap creditdisincentives will not overcome productioncaused by low prices and/or low yields. Product pricesand yields are much more powerful, efficient, and equitable tools for
rural development 
 than is cheap credit. 

Notes
 
I wish to acknowledge support for this study from the Rural Financial Market
Project of The Ohio State University, the Philippine Institute for Development
Studies (PIDS), and the Philippine
Research (PCARR) 

Council for Agriculture and Resources
The analyses of price policies draw from the results of
a research project entitled "The Impact of Economic PoliciesAgricultural Development," funded on Philippine
by PIDS and PCARR Dale W Adams,
Douglas H. Graham, John Power, and James Roumasset provided valuable
comments on earlier drafts of this essay 

NPR = X 100; IT -L - I X 100 

where Pt, denotes border price P' - price paid by the user, and Pd"received by domestic producers and importers. Prices are 
- price 

defined at a
comparable point in the marketing chain to ensure that differences between
domestic and border prices are due to government interventions rather than
to real costs

2. Annual differences in nominal protection ratebwere not shown because
they would, in general, be related 
to price fluctuations rather than to policy

changes

3. Tariff protection is redundant for exportable crops ard does not apply
to food grains in 
cases in which only the governmentIt should also can import or export.be noted that tariffs are expecteddomestic price to be eflective in raisingabove border prices onlyImports Since most 

in products that compete withagricultural commodities either are subjected to quantitative trade restrictions or are not significantly traded, price comparisonsha%,, been used to measure NPR instead of legal tariff rates.4. Since international trade in livestock and poultryand confined mainly has been minimalto imports of breeding animals, specialfor restaurants, cuts of meator fats for the mezt-processing industry, border pricesrepresented by average werec if. import unit values in Hong Kong.5. NPRs in agriculture are not expected to be substantially different fromtheir EPRs because the proportion of intermediate inputs to value addedremains relatively small in Philippine agriculture. Moreover, one can expect 

'1~ 
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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 tariff and tax system alone. 
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18 
Overview of New Directions 
for Rural Financial Markets 

Dale W Adams 
Douglas H. Graham 

J. D. Von Pischke 

Ihe authors of the preceding essays are critical of many policiesfound in rural financial markets in low-income countries. They argue
that erroneous assumptions and mistaken policies are responsible formuch of the poor performance in these markets over the past several
decades. Although it is easy to criticize existing programs because 
of their demonstrated weaknesses, it is more difficult to prescribechanges that would remedy these problems Authors of previous
chapters have touched on some of these changes The chapters in 
Pdrt 4 give more detail on new policy directions tha. might help to
substantially improve financial market performance Overall, the au
thors argue for dramatic changes in the way rural financial markets
 
are used to support development In the past, these markets have

been used 
 largely to channel cheap funds from external donors or
 
governments through lenders to farmers 
 The interest of rural savers,

informal lenders, nonfarm rural firms, and the vitality of financial

inIermediaries have 
 been largely ignored in these efforts 

The five chapters in this part present insights into how ruralfinancial markets might be better used These new directions require
that puliymakers place much emphasis on market forces tomore 
allocate services in 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
this new thinking With more appropriate policie, in these markets
it is also likely that healthier financial innovation would emerge. More
of these innovations would result in intermedmaion cost decreases, 

229 
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rather than ploys to evade the intent of regulations.argued that international It is furtherdonors ought to change how th,. intrudeinto these markets. In too many cases foreign assistance has reinforcedincorrect policies, undermined the proce,to farmers, of granting sound loansand deflected rural finan:-al markets from Pro idingsavingsManyservices.policymakers in formalbattle with financial marketsinformal lenders. are geared to domost informal The widely savored assumption thatforms of finance are evil has caused policymakers to

tilt at windmills in their quest to eliminate the "evil" moneylender.Bouman points oat in Chapter 19 that informal financial arrangementsprovide very valuable services toand formal lenders ought to take a 
many rural people. Policymakers
Positive view of informal financeand draw information from these activities that will help to improvethe quality of formal services In most cases, informal lenders providetheir clients with valuable services atthese services very nominal costs. Many ofcannot be providedcircumstances. With appropriate conditions, informal lending should 

by formal lenders under anyexpand with the expansion in the overall economyformal finance. and growth inVogel reports on a highly successfulprogram recently carried out in several 
rural savings-mobihzation 

areas in Peru He forcefullyargues that similar savigs-mobiization efforts ought to be initiatedin other low-income countries and, further, that much
ought to be placed more 
stressthat many 
on savings mobilization in general He points outservices 

more people typically avail themselves of savings-depositthan borrow from formal lenders and that lenders whomobilize a large part of their loanable funds through savings depositsdevelop a large measure of self-discipline. They arepolitical intrusions, tend to have fewer problems with loan recovery 
less prone to(because they are lending local people's money), and generally enhancethe quality of their services.Through Policy directives, many of theavailable in rural formalareas credit servicesof low-incomefarmers. countriesNonfarm rural are restrictedfirms toefforts. Chapter 21 

have been largely ignored in these
research in 

by Kilby, Liedholm, and Meyer points out that
recent a number of low-income countries has shown thatthese nonfarm firms make up a
and 
are often an important 

very large part of the rural economysource of income, goods, and servicesfor the rural poor. One might argue that, if policymakershave a want tolarge impact on the incomes of the rural poor, more headwaycould be made by promoting these nonfarm firms than by trying to 
work with the small farmers. Generally the poorest of the poor in 
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have little or no land. Employment in nonfarm firms is 
rural areas Evenof these households.incomeoften an important part of the 

of
formal lenders filters out to a 

though some liquidity from 
few 

more direct contact among formal lenders and managers 
these firms, use 
of nonfarm firms would be beneficial. Many of these firms could 

additional credit, most ought to be using formal deposit and checking 
that intermediaries 

many could use business advice
facilities, and 
ought to provide. 

systems in low-income countries 
Most of the agricultural credit 

put con
from exitrnal donors, who have 

have received assistance 
into these systems over the past

and moneysiderable time, effort, 
couple of decades. Von Pischke argues for major adjustments in the
 

into these markets putting forth the
 
way international donors enter a some assumed credit need is 
view that basing credit projects on 

that loans ought to be 
poor project foundation. Rather, he stresses 

made on the basis of creditworthiness-that is, on the ability of the 

more attention ought 
borrower to repay. He also argues that much 

a credit project affects the vitality of the inter
to be given to how 
mediary. In most cases, donor credit projects have been justified on 

on borrowers' economic activities. 
the basis of the impact they have 

Von Pischke advocates using the performance of the lender and the 

overall performance of the rural financial markets as the main criteria 

credit project.to judge the worth of a 
Adoption of the changes in policy suggested by the authors in Part 

major departure in the waymean a4 and in previous parts would 
are used to support development. It would 

rural financial markets 
lender, stressing savings-deposit

from the informalmean learning 
the importance of agricultural credit, opening 

sevices, downgrading 
rural financial markets to nonfarm rural firms, creating a more healthy 

environment in rural areas for financial innovation, and making major 

adjustments in the way external donors relate to these markets. Minor 

been done in the past will not
the way things haveadjustments in 

be sufficient to significantly improve the performance ofrural financial 

are correct.
markets, if the authors in this volume 



19 
Informal Saving and 
Credit Arrangements

in Developing Countries: 
Observations from Sri Lanka 

FJ.A. Bouman 

A consensus is growing among researchers that the formal financial 
sector is not effectively serving the rural populace in 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 Pischke(Von 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 of informalclass financial 
intermediaries appears to play important roles in self-help institutions.

This chapter is about informal saving and credit in developing
countries, with special reference to Sri 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 Sri Lanka M. Overheul and B Burgers
studied the cheetu, a rotating savings and credit association (ROSCA)
that is popular throughout the world under various names. M. Boot 
and J. Vel lived in a small village in the mountainous Kandy district
in the island's center and studied the savings, credit, and investment 
behavior of individual families. Discussing daily financial worries
with women, they provided a female point of view, so often unac
cessible to the male observer. 
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Ho% People Save 
policymakers and development planners cherish the myth that
 

spirit of thrift. Recent reports from
 
poor people do not have the show that 

different parts of the globe challenge this, however, and 

poor people can and do save. They deposit money with church groups, 
as reported 

dance societies. ROSCAs, and cultural and age groups, 
finance 

and Cohen (1980). They save with 
by Miracle, Miracle, groups, pilgrimage funds, 

Christmas clubs. tax-payment
companies. their savings to individuals 

or they entrust
and death-aid societies, bankers, pawnsuch as mobilefinancial expertise,noted for their 

like the Chettiars in Southeast 
and moneylendersbrokers, traders, 


Asia (Weerasoria 1973)
 
naturally to households with irregular income flnws. 

Thrift comes brackets,in low-incomeSri Lanka, particularly
Rural families in 

Boot reported how a family 
show an almost passionate desire to save for
 
abstained from using curries with rice meals in an effort to save 

less
at the age of seven or
Children 

an urgent, out-of-village trip 
r arents encouraging

of frugal living through 
are taught the virtues 

part of their daily ration of school biscuits to a 
them to contribute 

a rural-finance seminar for village workers 
savings fund At recent movement in Sri

rurcl-developmentwell-knownof Sarvodaya-a 
Lanka-participants reported remarkably high savings levels. Of the 

25 were males and 16 females, and all were in the 
41 participants, men

The average monthly income of the 
age group of 21 to 35 years 

was 434 rupees (Rps), the equivalent ofUS$20, with no great variations 

only 5 nonsavers among them, of whom 
wereamong salaries. There 

20 reported average savings of 
The remaining4 were unmarried Thepercent of their income. 

per month, equivalent to 26
Rps 112 the lower the wages, the 

varied inversely with salary
savings rate 

The women averaged a monthlyrate.higher the relative savings 

income of Rps 340 (US$17) and recorded an average savings rate of 

Similar high savings levels have been reported elsewhere 
21 percent 
in the Third World (Bouman 1979) 

or in debt claims. Women 
Savings may be held in cash, in goods, 

with little cash earnings have become very adroit at designing savings 
of rice orspoonfulsin foodstuffs, withdrawing

tactics They save may be stored,
The weekly treasure 

sugar from the daily meal 
cheetu fund. For example, 

into cash, or contributed to a 
converted 
at the time when jackfruit is plentiful it is cooked, dried, and stored 

to provide inexpensive meals later in the year. Food is often hoarded 

for months in preparation for an expensive event such as the Sinhalese 
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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 illustration of saving through debt claims is 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 is 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 
worries many savers 

People save for a variety of reasons. Bcause agriculture is a 
seasonal business, rural households generally have irregular income 
flows, and one of their main concerns is 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 ,rotection in times of hardship
(Von Pischke 1978). There are housk holds in Sri Lanka where women 
keep a bit of rice or money handy 'or beggars Others even borrow 
to preserve wealth. This is best demon,rated by the habit ofborrowing 
money to buy rice cheaply now, rather than depleting stores and 
being forced to buy higher-priced rice later. 

Savings aie used for productive investment, consumption, and 
social welfare (e g, old-age security, expenses connected with rites 
of passage, religious festivals, and enhancement of status). It is 
commonly assumed that poor people principally use savings for 
consumption aid social welfare and that high-income earners invest 
their surplus funds in productive activities to increase income and 
hence future consumption This implies that the poor are not interested 
in improving their economic and financial position. Our research in 
Sri Lanka strongly suggests that the rural poor are very interested 
in improving their economic lot. Low and irregular incomes, however, 
make these individuals very sensiti'e to risk. In many cases individuals 
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living in a tiny community are influenced by that community's norms 
and what will beand wise husbandryof what constitutes prudent 

or a wedding
regarded as avarice. Storing food for a social ceremony 

investment and future 
is acceptable. But saving large amounts for an 

jealousy and criticism Indihungry, causesriches, while others go 
visibility of investmeni sand commodities presents particular problems 

To buy a tractor, a cow or a sewing
for households with low income 

aor dig well for irrigation requires
machine oi to build a house a 

a long savings period. This 
considerable ou'.lay of cash, and hence 

for savings behavior. Particularly relevant are the 
has consequences 

individually or in groups and whether
questions of wht,ther to save 

trustee.to keep savings at home or deposit them with a 
But funds

Most people start to save individually, ai home. as 
a- ings for pressing

accumulate the temptation to sacrifice part of thc 
fear of theft and of the claims of prying

daily needs grows The 
time, having too large a treasure in the

relatives also grows After a 
Savers who want to continue to expand

house is no longer convenient 

their savings have to change tactics Several options are open; food,
 

goods, and money may be converted into silver, gold, or ornaments, 

In the case of women, ornaments are commonly regarded
for example 
as personal property that cannot lightly be claimed, even by relatives. 

woman without ornaments
A villager once remarked to Boot that "a 

is 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 easily be converted back into money, they also 
as loan securityenhance status, and they may be pawned 

the custody of a
The saver may also decide to hold funds in 

a cooperative, a post office, or a credit 
trustee. This could be a bank, 

inclined to approach and
union. Howe~er, the rural poor rarely feel 

confide in an institution with which they normally have few dealings. 

Despite attractivw interest rates-commercial barks in Sri Lanka 

offered rural depositors interest rates between 14 and 22 percent in 

for traditional custodians: the shop
1980-there s still a preference 
keeper, paw,,broker, merchai ., and moneylender, the village priest; 

of equal status The cautious saver will spreada teacher, or someone 
savings over several trustees. Lele (1971) reported how Punjabi cul

tivators customarily deposited returns from the sale of farm produce 
and convenience. In 

with commission agents as a matter of safety 
same role in the past. TheseSri Lanka the Chettiars performed the 

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 persoin° of a firm financial standing, the saver buys security. 
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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 is also a safe depository; the cases 
where a treasurer absconds with the money are rar: rurther, a group 
enhances discipline through contractual savings, because participants 
agree to a regular and fixed contribution. Members of a chcetu 
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 in Africa, through joint action, provide members a variety 
ofeconomic benefits, hke a discount on bulk purchases or the exchange 
ofeconomic and market intelligence when traders and similar business 
people band together 

Illustrative examples of group saving in Sri Lanka are the com
modity cheetu and the pilgrimage society In a commodity or article 
cheetu, members make regular, equal deposits to a fund from which 
each, in turn, will receive 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 few rounds prices may go up so much 
that the fund is no longer sufficient to accommodate the last few 
participants Usually the lucky ealy receivers are reluctant to increase 
their contribution to compensate late receivers 

Pilgrimage societies are another group form of savings. It is 
customary for Sri Lankans to visit a holy place during one of the 
religious festivals By making the journey together members of a 
pilgrimage society can bring down the costs of lodgings and bus fare 
But inflation can catch participants by surprise In one case that I 
came across, 42 members of a lub 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 pr~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 is at the core of numerous group-savings schemes. In 
Asia the village rice bank is a common example. Participating 
households contribute rice to a common stock from which loans in 

CL,
 



Informal Saving and Credit Arrangements 237 

kind are made to needy members. After harvest, stocks are replenished. 
1964), and Korea

Rice banks are found in Indonesia, India (Bailey 
In Sri Lanka the rice cheetu is a modified form of

(Kennedy 1977) 

the rice bank Mutual aid frequently becomes the equivalent of an
 

A protective fund is accumulated to insure membersinsurance policy 
a birth,against large expenses connected with rites of passage like 

coming of age, and a wedding or funeral. The most common example 
even the poorest regions of Sri

is the death-aid society, found in 
Lanka. There are two types of such societies. one collects funds only 

the other solicits regular contributions Thewhen a death occurs, 

latter type is more interesting, because some of these societies do
 

left idle betweenstop at merely accumulating funds that arenot 
is scarce, this would be a

burials In a community where capital 
wast, of valuable resources In Poddala, a village in the south of Sri 

Lanka, the monthly fund of the local society used to be partly utilized 

to buy ceremonial paraphernalia that were loaned free of charge to 

But assistance was also given for hospitalization, birth,members' 
and home improvement, and the society even operated its own home 

for the aged Because this welfare-cum-death-ald society had clearly 
shed most of its welfare functionsoverextended itself financially, it 

in 1980 and reverted to a purer form of burial society. 

In other villages accumulated funds have been lent. Burgers and 

found that burial societies in Kurunegalla and KengallaOverheul 
lent money to members for short periods. The society in Kengalla 

werehad 30 members and maintained strict written rules. Meetings 

held weekly and attendance was obligatory. Loans were given against 
a 10 percent interest rate per month;collateral only. Members paid 

was addednonmembers paid 12 percent for loans. IntereJ: income 


to the fund This burial society had gradually, possibly unintentionally,
 

taken on an important lending function.
 
There are in Sri Lanka numerous other, more loosely structured, 

noncommunity-oriented organizations that have safekeeping and lend

ing as their primary aim Their existence clearly indicates that many 

people do have a savings need, apart from the demand for credit 

that is so often emphasized 
and the sameSarnagan and polipeuve are regional names for one 

thing 2 The principal arrangement in 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 

is returned that may or may not include a reward in the form of 
working capital forinterest The organizer often uses the savings as 

his or her own business, but is 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 is made within one 
month. For a longer-term loan 10 percent per month is 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 
receive half as much dividend as the members who did not borrow. 
Total loans may never exceed 50 percent of accumulated savings. 
The organizer admitted that he organized this samagan to acquire 
working capital for his trading business. 

In general, people judge their informal insitutions superior to 
banks; a number of people said that it was impossible to get an 
immediate loan from banks in 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 the funds to nonmembers 
at 20 percent. Moneylending is 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 is by far the most popular type of informal financial institution 
in the country. The basic formula is very simple- Agroup of participants 
make regular contributions to a fund that is 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 chee!u 
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 is 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 is 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 in the 12th month. In this cheetu, however, 11 of the 12 
participants will realize an earlier purchase Each one will benefit in 
this way from the arrangement, except the recipient of the final round. 

\
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saves until he 

ROSCAs combine saving with lending. A member 
she starts to repay a loan 

or she receives the fund, after which he or 
the rotation of the fund is regulated affects the 

in installments. How 

common distrbution 
debtor and creditor positions. The 

respective are order of enlistivient, negotiation, lottery, and auction.alternatives 
The choce is determined by the socioeconomic environment and the 

turns are allotted through
needs and aspirations of members. When need,

factors sucn as seniority, marital status, personal
negotiation 


or social position may be decisive Compassionate or 'calamity cases"
 
considered
 

customarily enjoy priority status, whereas persons who are 


near the end of the cycle.
bad risks are put 

The lottery is the most popular way to determine rotation. Players 
arecycle, when lots 

at the beginning of a 
once, 

drawn. After that the posiions are known, and it is left to the organizerusually meet only 

with the
to collect contributions and distribute these in accordance 

may arrange between
individualsOf course,of the lotteryresult This usually involves some 

themselves to change places or split turns 
out of turn

privilege of receiving the fund 
payment for the 

with one another for 
In the auction cheetu the players compete the 

the collective deposit at each meeting 
weekly contribution

and thereby determine 
a 

Imagine 20 participants and 
order of rotation deposit of Rps 1,000 for 

Each week there is a collective 
of Rps 50 he or she is willing to 

the amount a player states 
sale By bidding, A bid of Rps 200 means that the 

forgo in order to obtain the fund 

bidder is satisfied with collecting only Rps 800 instead of Rps 1,000, 

to be divided among the other particinants. Every 
The onlyleaving Rps 200 the fund may bid 

already received 
fund free ofplayer who has not the first

who always gets
is the president, the fund areexception to obtainbidders 

ThL amounts forgone by 
go as highdiscount charges Bids may 

and administration in aninterest payments that participants500-socase Rps 
as 50 percent-in this do not, Iowever, 

reap handsome rewards. They 
cheetu canauction 

receive the full amount of the bid because the organizer of an auction 

commission before the rebate is distributed. 

ROSCA always deducts a 
are decided at the first 

to place and 
in theCheetu rules vary from place 

the cycle may shareinbidder early
A successfulmeeting 


rebates in subsequent auctions, under other rules the rebate will be 

bid represents an 
A 50 percent

the nonrecipients limil the bidding,shared only by 
sensible president will often 

case, and aextreme 
arguing that high discounts increase the potential for default. Com

also possible.
binations of both auctions and lottery are In agriculturalenvironment.with the econ-Cheetu operations change and backward 

limited potential, in stagnant 
of poor orzones 
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omies, and among low-income groups, the lottery dominates. Auction 
systems make their appearance in rural areas with growth pc:ential 
or with a diversified economy, as exemplified in Sri lanka by the 
Jaffna peninsula, the southern wet zone, and the booming vegetable
producing areas in Nuera Ehya. They are also popular in towns and 
cities and among shopkeepers, traders, merchants, and other business 
people who use the 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 is another dement 
in the auction that the lottery lacks Sri Lankans are notorious 
gamblers; even in rcmote areas I have met cultivators who bet on 
horse races in England' Bidding in an auction introduces the spice 
of speculation and excitement. An enterprising olayer may pretend 
keen interest in the auction when his sole aim is to harass other 
members. The combination of eagerness for a loan and the fear of 
loss of prestige can inflate 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 in every comer of Sri Lanka, and 
membership embraces all strata of society. Even the very poor have 
their clubs with minimal deposits of one or two rupees, a handful 
of rice and sugar, or government-issued food coupons. There are a 
few peculiarities, though. One is the general atmosphere of secrecy 
that surrounds membership. Kennedy (1977), writing about his ex
perience in Korea, attributes this to the dubious official reogutation 
of ROSCAs. Officially, cheetu are also suspect in Sri Lanka, and the 
government has enacted legislation in a vain attempt to control them. 
In India, national legislation is also pending. The secrecy may have 
sources other than fear of official disapproval Individuals appear to 
make an effort to hide the extent of their involvement in cheetu even 
from their friends and relatives. Members do not want to be constantly 
harangued to share their savings with others. Even within families, 
membership is 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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in 
(1962) has put it, had a socializing function. Festive meetings, 

which members discuss community and other-than-financial affairs, 
ers 

are now the exception in Sri Lanka. In most lottery societies pla 

meet only once to draw lots and decide the ranking order In auction 
atmosphere of business 

cheetu, although members still do meet. an 


prevails, with members going their own way after the auction is over.
 

The signs of growing individualization in Sri Lankan society are also
 

noticeable in cheetu.
 
than 40 participants, the 

a cheetu may contain moreAlthough aA small group means 
ideal group size is judged to be 10 to 20 

A larger group increases the size of 
small fund, but faster rotation 

savings, but also increases the chances of failure and 
the collective 

agricultural community, where 
default It is difficult for people in an 


income is irregular, to make regular subscriptions to a savings club.
 
up withincome makes it easier to come

The availability of off-farm 
be 

regular cash deposits. In the rural economy, ROSCAs tend to 

greatly depends on the skill and financial success 

strength of the organizer.
 
small, and their 

Commissions and Default 
carry a small

A cheetu involves little administration. Organizers 

notebook to keep track of both contributions and payouts. Recipients 

are seldom requested to provide collateral, guarantors, or other forms 

This makes the cheetu vulnerable but keeps costs down.
of security 

commissions and default
The important cost items in a ROSCA are 

Although both members and organizers rarely discuss commissions 
some

and frequently deny their existence, most presidents receive 

payment when a member collects his or her fund Payments vary 

between 2 to 5 percent of total contributions In one instance I came 
In a club at Illawakulam,

upon a novel way of extracting a commission 
some members paid their contributions a village near the west coast. 

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. 
for their troubles and responsi-

Commissions reward organizers 
bilities The organizer is responsible for keeping the cheetu alive, 

of default
collecting subscriptions, and pushing slow payers. In cases 

the organizer has the option of accepting the loss, dividing it with 

other players (with their consent), or dissolving the club and risking 

Sri Lanka regular cheetu meetings have 
his or her reputation In 

on in
become rare, and players may have little inkling of what goes 

their club. This is 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, it is reasonable that organizers get a commission. 
Default, in principle, is 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 in parts, 
making several rounds instead of one to remind members of their 
obligations. They defer payment of funds or distribute funds in 
installments, eve-, 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 is 
bound to be I defaulter. With a certain measure of resignation she 
volunteered that the defaulter is too often a relative That would put 
the loss percentage at about 8, if the defaulter is the first recipient 
(although this is 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 commissions 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 in Sri 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 
society. Cheetu membership no longer is confined to the small, 
communal in-group where the members know each other Members 
of a cheetu can be drawn from several villa es, and the auction 
system is increasingly popular This has its implications for cheetu 
strategy, calling for other mechanisms to regulate membership eli
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 is a businessperson with a solid 
financial reputation 3 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 presiding over a 
cheetu, and many members confirmed in interviews that thev -egularly 
borrow from the organizer. One of the attractions of joining a savings 
club is that it 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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to organizestrong incentivesfor their part, have
Business people, It enhances their

of savings schemes.and similar typesROSCAs in the veryseen womengoodwill. I have
reputation and creates 

popular and competitive catering business who, as a service to clients,
 

to stay inorganize ROSCAs 
were expected to extend credit and 

Another category is the shopkeepers who may have to fall 
business 

on cheetu to get customers to pay their bills 
back interest in savings schemes 

a piofessionalOrganizers also have 


because of the opportunity these schemes offer for acquiring working
 
first fund. Othersto draw the are generally entitledcapital They 

arrange with players to collect contributions ahead of schedule, perhaps
 

end of the month They may also use
 
weekly instead of at the 

or to finance private 
members' contributions for short-term lending 

economies 
or a month's respite in capital-scarce

A weekbusiness. lending
survival in the extremely competitive short-term 

may mean in the
10 percent interest, delivered 

Daily loans, carryingmarket. in the atomizedcommonin the exening, are
morning and repaid 
market trade where a bunch of bannas is resold piecemeal, a pineapple 

box of sugar is sold in single lumps. 
is offered for sale in slices, and a 

become quiteSmall payments can 
are commissionsFinally there a time,over several clubs at 
an organizer presidesattractive when 

or when the rotation cycle is very 
when contributions are substantial, 

short. Managing ROSCAs has become a profession that requires skill. 

Unmistakably, there is in Sri Lanka a trend toward professionalization 

The days when such clubs were viewed as an agreeable 
of the job 
pastime are over 

Conclusions 

D!scussions of the role of informal financial intermediaries in low
aby emotion, prejudice, and

usually coloredincome countries are 
lack of facts (Barton 1979). Critics Gften charge that informal financial 

of thepoor. The assumptions
services are too expensive for the 

existence of monopoly profits and the vice-like grip of informal lenders 

their borrowers are part of the rationale for cheap formal credit. 
over 
A fair appraisal of the costs and benefits of infoimal financial service 

One should not expect
a lack of research

is, however, impeded by 

monopoly profits to be terribly important, since there are few barriers 

to entry into informal financial intermediation and competitive forces 

1981). 
aregenerally prevail (Ladman and Torrico 

of informal intermediariesservicesAdmittedly, the financial a choiceare 

between cheap formal and expensive informal credit, they often chooseoften costly, but when rural borrowers presented with 
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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 in formal-sector cultivation loans has 
increased the relative importance of informal credit. 4 A recent survey 
in the Philippines described a similar situation (Presidential Com
mittee 1960). 

Informal financial arrangements accommodate savers, borrowers, 
and lenders in the rural economy. Poor rural households have special 
incentives to save in order to balance uneven flows of income and 
expenditure and to develop lines of credit. Because of the smallness 
of actual savings and the indivisibility of prospective invesments, 
it often takes individuals substantial time to save ciesired amounts. 
Savers who want to shelter idle 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 is 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 entrepreneur regards the 
provision of financial services as a necessary cost element in the 
enterprise, lie or she creates goodw.ll and increases entrepreneurial 
potential by organizing 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 in 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 is 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 in developing economies really have a choice 
between cheap formal and expensive informal lenders? As Gonzalez-
Vega (Chapter 10) and others argue in 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 is 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. 
for small loans, coupled with the risk ofThe repeated demand 

the of administering loans to
lending to agriculture, makes cost 

individuals in a penny economy very high. Formal lenders are sensitive 
to lend in rural areas.to risk and cost and need strong incentives 

One incentive would be to allow them to raise interest rates on loans 

to 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 

make formal lenders more competitive inloan applications would 
termediaries. 

Speedy handling of loan applications, in turn, requires accurate 

credit rating of potential borrowers. One way to gauge someone's 

financial standing is te offer savings-deposit facilities. 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 clientele, thus providing superior infor

mation In contrast to many formal lenders, informal lenders charge 

rates of interest and reduce risk by diversifying intodifferential 
product, input, and processing markets 

The need to assemble accurate information through close personal 

contact is restrictive. It is revealing that in the Philippines and Bolivia 

most informal lenders serve only small numbers of borro--c- (Pres

idential Committee 1980; Ladman and Torrico 1981). Th . also 

the case of Sri Lanka, where a moneylender typically serves only 20 

to 50 borrowers. Likewise, the organization of informal savings and 

credit clubs seldom involves more than 20 participants, indicating 

the managerial limits of group lending. 
of the role of informal finance in development isA reevaluation 

in 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 in providing valuable 

services at a level where cooperatives, banks, and credit unions often 

have to discontinue operations because of low repayment rates, 
Discontinuity in servicesmismanagement, and substantial losses. 

undermines peoples' confidence in public financial insitutions. 

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 

Bi) and the discontinuation ofcampaigns against moneylenders when 

no reliable 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 indebted 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 societies for the rich and the poor, and 
caste differences may also decide membership Ginimellegaha, a southern 
village with only 5,'0 families, has three different burial societies. 

2. Saniagan literally means "company," poli means "interest," and pettye 
means "box." 

3 Other organizers are those w:.3 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 important 
formal financial institution in rural Sri Lanka-fell from an all-time record 
of Rps 365 million in 1977 to Rps 21.1 million in 1979-1980 
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20 
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-interest-rate loans are failing to achieve 
their basic objectives of promoting agricultural output and redistribut
ing income to the rural poor Because credit is fungible, it is virtually 
impossible to promote specific agricultural activities with low-interest 
loans (Von Pischke and Adams 1980), and the main beneficiaries are 
not the rural poor, because the subsidy implicit in low-interest loans 
becomes concentrated in large loans to relatively wealthy farmers. 
Moreover, as Bourne and Graham point out in Chapter 3, financial 
institutions whose main function is 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 voluntar, savings mobilization (Adams 1973).
Nonetheless, rural finance piojects in low-income countries have 
continued to stress low-interest loans for agriculture while neglecting 
savings mobilization in rural areas This bias toward lending is also 
reflected in the liteiature 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 is saved rather 
than consumed. The neglect ofsavings mobilization 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). 
perhaps be explained in 

The neglect of savings mobilization can 
or should not 

part by the often-heard arguments that savings cannot 
It is said that 

be mobilized in rural areas of low-income countries. 

most of the rural population has no margin for saving over consumption 
as 

case, does not respond 	 to incentives such higher
and, in any 
interest rates. It is argued that if financial institutions were encouraged 

would simply be diverted 
to mobilize savings aggressively, savings 

or from rural to urban 	areas, ard 
from one institution to another 

to depositors would drive the institutions 
higher interest payments 

toward bankruptcy or force them to lend outside of rural areas where
 

basic explanation for the 
returns can be obtained A morehigher 

may be that it is inconsistent with 
neglect of savings mobilization 
policies of low-interest-rate lendin, 

main sections. The first 	outlines 
This chapter is divided into two 

four reasons for savings mobilization being an essential part of rural 

some detail the successfulThe second describes infinance policies 
U.S. Agency for International Development and Banco Nacional para 

las Cooperativas (AID-BANCOOP) savings-mobilization project that 
shows that

Peru during 1979-1981. This project
was carried on in 
savings can be mobilized 	in rural areas of low-income countries when 

present. The theoretical arguments in favor 
the proper incentiv,s are 

success of the AID-BAN
of savings mobilization together with the 

as to 
COOP project strongly contradict the arguments already cited 

cannot, be mobilized. Furthermore, the orwhy savings should not, 
under AID-BANCOOP project

experience with credit unions the 

suggests that the desire to 	maintain low-interest lending policies, and 
reason 

not the arguments against savings mobilization, are the main 

for the neglect of savings mobilization. 

Four Arguments in Favor of Savings Mobilization 

Income Redistribution 
important objective of 

More equitable income distribution is an 

rural finance policies. Policies that improve savings opportunities can 

do far more to redistribute income toward the rural poor than projects 

based on low-interest-rate lending. LoA interest rates create an excess 

credit, thereby forcing financial institutions to ration
demand for 

small borrowers without 	traditional collateral who 
credit away from 

risky and costly to serve (Vogel 1979). Such 
are perceived to be 

refusals but also of transactionsonly of loanrationing consists not 
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costs that can easily exceed interest costs for small borrowers (Adamsand Nehman 1979). Even without the perverse concentration ofcreditresulting from low interest rates, anintermediaries-the essential function of financialpooling of resources-brings together relativelysmall amounts from many savers soinvolving economies that relativelyof scale large projectscan be undertaken.nature, financial intermediaries sei ve more savers 

Hence, by their 
have individual deposits that 

than borrowers andare smaller on the average than loans.Policies that focus on improving services for savers, not for borrowers,are thus the route for helping the rural poor.There is a myth, already mentioned, that most of the rural populationhas no savings. If this wereextinct long 
true, the rural poor would have becomeago with the onset of the first emergency, and smallfarmers would have starved while waiting for the next harvest if theyfailed to save some of the previous harvest.than anyone else, The rural poor,must morehave a liquid reserveCredit, usually from to meet emergencies.informal sources,this liquid can sometimesreserve, but supplement

actual credit is available only to thoseor potential savings who have 
someone Even the moneylender willwith notno accumulated lend to
relatives, as 

or potential surplus, and friends andwell as savings and credit societies, usually require theability to reciprocate (Bouman 1979)The most important service that financial institutions canfor rural savers is the opportunity provide
interest rates that are to hold liquid deposits payingpositive in realpoor hold terms Without this, the rurala variety of inflation hedges, many of which earn very low rates of return, and pay an inflation tax onheld for current obligations. The rural nonpoor, 

any cash and deposits 
can on the other hand,often avoid these unfortunate alternativesindustry, or by investing in trade,land, possibly in urban areasalso mentioned earlier, that 

There is another myth,
most of the rural population does not

respond to interest-rate incentives. This view is often based on response
to so-called 
 interest-rate reformsslightly but continue to be negative 

in 
in 

which 
real terms 

interest rates are raised 
rates on deposits are Sometimes interestraised significantly,are but financialexpected institutionsto continue lending at low rates of interest. Theseinstitutions respond quite logically by discouraging deposits. Insteadof convenient locations and hours of operation, rapid service, and aminimum of paper work, they provide the opposite and may imposerelatively high minimum transaction size and balance requirements.High transactions costs can affect savers, as well as borrowers, andmake the prophecy that the rural poor do not save and do not respondself-fulfilling 
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Resource Allocation 
in favor of

Improved resource allocation is the second argument 

savings mobilization. Effective savings mobilization by financial in

from unproductive investments,resources awaytermediaries draws 
the opportunity is provided to make 

especially inflation hedges, as 
and Buserof interest (Vogelearn positive real ratesdeposits that 

be on-lent by financial intermediaries for 
can 

the highest rate of return (Shaw 1973;1976) These resources 
those activities that promise 

1973) Some arguments frequently heard against savings
McKinnon 

actually help to clarify the ways in which effective 
mobilization can 

improve resource allocation It is said that 
cansavings mobilization or one type ofby one institution

aggressive savings mobilization no 
institution will only divert deposits from other institutions with 

gain to society. However, this neglects the gain to savers, who would
 

not have moved their deposits without being better off, and the fact
 

that the financial institutions earning the highest risk-adjusted returns 

on funds entrusted to them will be able to compete most effectively 

for savings 
It is also argued that no additional savings will be generated because 

more of their incomes in response
the rural population will not save 

to higher interest rates or other improvements in 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 
consumer 

whether savings allocated to inflation hedges, such as 

durables, should be counted as saving or as consumption. Regardless 
an open question

is saved out of income, which is
of whether more can 
both empirically and theoretically, effective savings mobilization 

deploy the stock of assets of the rural population in more productive 

ways. 
Arguments for savings mobilization are sometimes resisted by the 

higher interest rates for depositors will force rural 
assertion that 
financial institutions to lend outside of rural areas and outside priority 

sectors in order to obtain higher returns. But because credit is fungible, 

higher returns, often at a 
these resources are already flowing toward 

of credit controls. 
higher cost to society from the circumventing 

not only impose unnecessarycredit allocationAttempts to control 


costs on society but also rob policymakers of important information.
 

use mask the flow of resources away
Incentives to misreport credit 

ofthe importancepolicymakersfrom priority sectors, hiding from 
in rural areas (Larson

removing the distortions that depress returns 


and Vogel 1980).
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FinancialInstitutions 

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 institutions 
deal with clients 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 responsibility for 
loan recovery when they know that resource,, come from neighbors 
rather than from some distant government agency or international 
donor. Financial institutions that mobilize sax ings effectively from a 
variety of sectors are also likely to have i 'ontinual flow of resources 
available for lending, whereas those that nLglect savings mobilization 
are inevitably subject to the feast-or-famine cycle of government and 
donor projects Belief in the future availability 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 is that 
financial institutions are likely to have little interest in savings 
mobilization or loan recovery when cheap funds are available through 
government loans, central bank rediscounts, or loans from international 
donors. It is largely ignored that the volume of resources that can 
be obtained through effective programs of savings mobilization and 
loan recovery is potentially far greater th,n the most optimistic 
estimates of the amount of subsidized loans and giants available from 
governments and international donors (Adams 1978) Emphasis on 
savings mobilization is also incompatible with programs of low
interest-rate lending because financial ,nstitutions cannot be expected 
to mobilize savings and on-lend them at intere,,t rates that cover 
neither interest payments to depositors nor administrative costs. It 
has sometimes been alleged that government officials use subsidized 
lending as a means to distribute patronage (Ladman and Tinnermeier 
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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to encourage rather than
incentives

should also find accompanying 
retard savings mobilization. 

Savings Mobilization Project
The AID-BANCOOP 

Agency for International Development (AID) 
In mid-19 79 the U S 

initiated a small two-year project in Peru supported by a US$500,000 

grant to the Banco Nacional para las Cooperativas (BANCOOP), half 
The technical 

and half for technical assistance. 

for a credit fund 

new BANCOOP offices in
 
assistance included support for opening 

the creation of 
the two target areas of Huancayo and Tingo Maria, 

within
to provide technical assistancedivisionBANCOOPa new adviserin the target areas, and an 

BANCOOP and to cooperatives was 
to work with BANCOOP. Assistance with savings mobilization 


not only to BANCOOP itself but also through BAN
to be directed The credit fund andareas.
COOP to credit unions in the two target 

some of the technical assistance were designed to support BANCOOP's 

rural lending activities, but the following discussion focuses primarily 

mobilization. on the experience with savings 

BANCOOP is not a bank under Peruvian law, but performs most 
loans.deposits and makingasbanking functions such receiving 

Its directors are elected by
second-level cooperativeBANCOOP is a 

the cooperatives that have become members by making capital con
not only

BANCOOP. Nevertheless, BANCOOP deals 
tributions to 
with its member cooperatives, but also with nonmember cooperatives, 

individual members of cooperatives, and the general public. BAN-

AID to be the focus of the project for two 
was selected byCOOP a policy of high 

main reasons- (1) BANCOOP was already following 
the limits imposed by 

on loans and deposits within
interest rates suc-
Peruvian regulations, and (2) BANCOOP had been reasonably 

urban-based operation and was interested in expanding 
cessful as an 

In order to understand the very adverse environment 
in rural areas. 
in which BANCOOP initiated savings-mobilization activities, it is 

useful to discuss first the recent experience of credit unions in Peru. 

After years of impressive growth, Peruvian credit unions began to 

result of a dramatic upsurge of 
falter in the mid-1970 s, largely as a 


inflation and the failure of credit unions to adjust their interest rates.
 
of inflation in Peru 

From the early 1950s through 1973 the rate 

10 peic.nt per year, but accelerated to over 30 
averaged less than 

and later climbed to 50 
in 1976 and 1977 over 

Percent per year 
rigidly controlled by the 

mid-19 76 intercst rates were
Percent. Until 

on savings deposits, 7 percent
Bank at 5 percentPeruvian Central 

on time deposits, and 12 percent on short-term loans. These interest
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rate ceilings were raised somewhat in 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 
commissions, compensating balances, and other devices. Early in 
1981 interest-rate ceilings were again raised significantly, to 50 5 
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 1 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 in interest-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 interest rates on loans 
are far below the rate of inflation, it means that borrowers have to 
pay back in real terms much less than the amount borrowed On the 
other hand, members have little or no incentive to save with their 
credit unions, because the purchasing power of deposits is rapidly 
eroded by inflation when adequate interest rates are not paid Members 
who make capital contributions to their 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 experienced 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 point in repaying 
old loans when the prospects for obtaining new loans were bleak. In 
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addition, many credit unions experienced substantial operating deficits 

as stagnant interest income failed to keep pace with inflating operating 

those that grew in nominal terms saw the purchasing 
costs, and even 

after the mid-1970s. 
power of their capital dramatically reduced 

Savings Mobih:afion by BANCOOP 
activities in the two 

BANCOOP initiated its savings-mobilization 
economic environment. In

this adversein late 1979 intarget areas 

addition to having experienced rapid inflation, the Peruvian economy
 

had shown no real growth in several years, and BANCOOP also faced
 

financial institutions, in
competition from

potentially formidable 
as shown in Table 20.1, by

banks. Nevertheless,cluding commercial 

mid-1980 each of the BANCOOP target offices had already mobilized
 

far more than the overall mid-1981 goal of US$150,000.' The growth
 

in time and savings deposits. whether deflated to real soles or converted 

the end of the project and spread to 
to dollars, continued beyond 

areas. By October 1981, these 
B ,NCOOP offices outside the taiget 

to more than US$1 million for the Huancayo
deposits were equal 

than US$5 million for all of 
and Tingo Maria offices and more 

of savings mobilization, beginning in Huan-
The successBANCOOP of BAN

cayo and TinLo Maria, has changed the financial structure 

savings deposits have substantially surpassed
COOP, as time and 

Furthermore, according to figures from the 
demand-deposit balances 

superintendent of banks, deposits at BANCOOP grew far more rapidly 
orthan deposits at commercial banks other 

during 1980 and 1981 

financial institutions 
The change in BANCOOP's financial structure has not always been 

in the early stages ofofficials. Especiallywelcomed by BANCOOP 
to inexpensiveofficials wanted mobilize

the project, BANCOOP 
capital contributions from

demand deposits and resources through 

member cooperatives, rather than through time and savings deposits,
 

of mo
requiring substantial interest payments. However, the hope 

in the case of 
bilizing low-cost resources proved to be illusory. As 

credit unions, members make capital contributions to request loans, 

so BANCOOP found that capital contributions increased loan demand 

of resources available for lending Demand 
more than the supply 

of for lending,a stable source funds
deposits have not provided 

have been large relative to balances,
because inflows and outflows 
nor have they been low cost, because of the clerical expenses involved. 

spite of managers' initial reluctance, time and savings deposits
In 

source of funds for BANCOOP, and the cost 
have become the main 

far surpassed by the interest
deposits has beenof mobilizing these 


earned on the resulting loans.
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November 


December 


1980
 

January 


July 


December 


1981 


January 


July 


October 


Source: 


t, 

Table 20.1 	 BANCOOP's Selected Month-End Deposits Balances
 
(Thousands of Current U.S. Dollars)
 

Tingo Maria 	Office
 Total BANCOOP Huancayo Office 

Time Demand Savings Time


Time Demand Savings
Demand Savings 

Deposits Deposits Deposits Deposits Deposits Deposits Deposits 

Deposits Deposits
 

58 27 28
 
625 258 274 60 8 	 9 


9 92 95 47
 
926 306 329 77 18 


22 172 108 63
 
991 322 .358 66 21 


291 135 216 101
 
1,583 793 835 219 109 


286' 122-
 345 106
 
1,746 - 1,216- 1,113 136 164 


254 106 
 311 122
 
1.578- 1,203 1,129 114 162 


140
 
1,627 2,151 1,553 101 252 	 140 166 487 


155 '314- 602 177
 
2.419 3,314 2,141 89 263 


BANCOOP unpublished reports.
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Analysis of the BANCOOP experience clarifies certain factors that 

appear to be crucial for successful savings mobilization. First is the 

rates on time and savings deposits, the
payment of high interest 
maximum permitted under Peruvian regulations, in order to compete 

away fromwith other financial institutions and to draw resources 
However, regulated interest ratesinflation hedges and cash hoards 

to be negative in real terms throughout 1979 
on deposits continued 
and 1980 and thus were not as effective an incentive as they might 

The rapid growth of time and savings deposits at BANhave been 
COOP during 1981, especially relative to demand deposits, may be 

to the substantial increase in interest-rate ceilings at therelated 

beginning of 1981.
 

Confidence of depositors in a financial institution and good service 

other factors that are crucial for successfulfor these depositors are 
In the quality of service for depositors, BANsavings mobilization. 

COOP has usually, but not always, compared quite favorably to other 

financial institutions, especially commercial banks Good service and, 

to some extent, depositor confidence depend on employee performance, 

which in turn depends on employee morale and appropriate incentives. 

BANCOOP's savings campaigns, to be described, have usually involved 

specific incentives for employees tied to the amount of time and 

savings deposits mobilized. 
in serves much more heavilyBANCOOP's office Huancayo a 

populated area than the office in Tingo Maria opened several months 

earlier than the latter office. But as shown by the data in Table 20.1, 

thc Tingo Maria office mobilized substantial amounts of Lime and 

in late 1979 and early 1980, especially during thesavings deposits 
first savings campaign, whereas the Huancayo office mobilized almost 

was found that attempts by a membernothing until March 1980. It 
from Huancayo to intervene inof BANCOOP's board of directors 

of that office had led to a high rate ofthe day-to-day operations 
turnover in managers and other key personnel during most of 1979. 

This, in turn, harmed employee morale and reduced public confidence 

in the Huancayo office. In addition, the incentives used in 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 

of those that were crucial to BANCOOP's success. Indiscussed 
addition to 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 instant photographs for those 
and free cameraswho deposited small amounts. a raffle of 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 ofschool supplies 
and bicycles, free school supplies 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 in 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 is 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 is 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 initial 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 
Preliminary 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,, g 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 C,'m
paign, which focused on color televisions and other elec,-ica) appli
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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and occupationoffice,BANCOOPthe relevant 

(Burkett 1981).? Perhaps the most interesting of these characteristicssex, distance from 

is occupation. According to the 1972 Peruvian census, the population 

of the provinces served by the Huancayo office is 35 percent rural, 

are
 

For the province served by ,he T,,go Maria office, the figures
and 42 percent of those economically active are engaged in agriculture. 

67 percent rural and 66 percent engaged in agriculture The occupations 
in thethese differencesholders reflectdepositof the BANCOOP serves a broad range of
 

underlying population. The Huancayo office 
the Tingo Maria
whereasfew farmers, in theoccupations, but relatively 

In addition, balancesfarmers.servesoffice predominantly be larger than those of other
 

savings accounts of farmers tend to 
to be reasonably
seems so that BANCOOPgroups,occupational 

successful in reaching the rural population for which the project was 

designed. Furthermore, according to figures from the superintendent
 
are less
savings accounts

in BANCOOP'sthe balancesof banks, 

highly concentrated in large accotnts than is the case for commecial
 

banks. 
a random sample 

were carried out with 
In addition, interviews 

of 85 BANCOOP savings-deposit holders at the Huancayo office and 

acontrol group of 85 individuals who were not BANCOOP depositors 

of BANCOOP depositors corresponded 
The sample(Poyo 1981). 4 

quite closely to the universe of BANCOOP depositors in the char

acteristics mentioned above, and the control group turned out to be 

quite similar to the BANCOOP sample in economic status and other 

saving by BANCOOP 
The main reason given for 

characteristics 
depositors, and by those in the control group who stated that they 

had savings, was for possible emergencies. Other reasons were much 

less important but included future investments, the ability to obtain 

a loan more easily, future consumption, and earning interest, in that 

order of importance. asked why they chose a particular 
When those interviewed were 

financial institution, the main differences were not between BANCOOP 

depostors and nondepositors, but rather between individuals who 
not. For credit

were members of credit unions and those who were 
was clearlya loanof obtainingthe possibilityunion members, 

predominant, followed by confidence in the institution, with almost 
creditwere not 

any other factor.5 Those who 
no weight given to weight on good service, 

or more,much,
union members placed as 

location, hours, and interest payments. Promotional campaigns were 

not indicated to be important, but elsewhere BANCOOP depositors 

stated that radio. television, and newspapers were the primary means 

through which they came to know of BANCOOP. Such publicity is 

t
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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 interviews also collected interesting information about sources 
of savings deposits From the arguments against savings mobilization 
and the view that deposits in different financial institutions are close 
substitutes, it 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 if 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 in 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. Unde- thc :rnpact of inflation BANCOOP 
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 mobilization has allowed 
BANCOOP to expand its lending to cooperatives and to the agri
cultural sector in real terms since the beginning of the project. However, 
uncertainties surrounding the continuing rapid inflation in 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 in continuing excess demand. With well-known and con
veniently located clients demanding all the funds that Bk.NCOOP is 
mobilizing, there is 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-BANCOO? project technical assistance has been 
available from BANCOOP to help credit unions in 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 in the target areas had raised their 
interest rates. One of these changed its 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

1979). The other, however, quickly(Gadwayinterest-rate policies 
to the maximum permitted under Central 

raised its interest rates 
credit unions subsequently received some 

Bank regulations. These 
technical assistance with savings mobilization from BANCOOP and 

of savings that was 
together mobilized approximately the amount 

established as the project goal for all credit unions in the two target 

areas. 
Each of the other three credit unions finally raised its interest rates 

but in each case it was too little and too late to be 
during 1980, 

effective for mobilizing savings under the project. One credit union
 

loans because of operatingto raise interest rates onwas convinced 
interest rates sufficiently to 

losses, but the importance of raising 


compete with othcr financial instiLUtions ior savings was not rec

rates to the inaximum permitted on time

ognized. A second raised 

little publicity to these changes
and savings deposits, but gave so 


that several employees of the credit union were unaware of the change.
 

Both of these credit unions also experienced considerable turmoil in 

early 1981 resulting in major changes in management The last credit 

any changes in interest rates until almost the
union did not make 
end of 1980, and the increases finally made were trivial. Such 

BANCOOP's lending performance and in savings
shortcomings in 

by credit unions gave these aspects of the project a
mobilization 
mediocre rating in the official evaluation, in contrast to the outstanding 

grade for savings mobilization by BANCOOP (Adams and Larson 

1981). 

Conclusions 
can suc-The AID-BANCOOP project shows clearly that savings 

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 
were 

to high interest rates and other elements of good service that 
to sectors in the targetprovided. Lending by BANCOOP priority 

newly mobilized areas also increased, but some of BANCOOP's 
resources undoubtedly flowed toward higher rates of return in other 

sectors and areas because of the distartions that have tended to keep 

returns low in Peruvian agriculture. 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 importance of the fourth argument, that savings mobilization 
provides appropriate incentives and discipline for rural financial 
markets and institutions, 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 credl -union loans 
than most other members and may use the rhetoric of coperativism 
to keep interest rates low on loans for their personal bene!it. 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 Ex
perience with governmer.t 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 it is 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 BN-
COOP officials visited credit unions in 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 compeition for savings from the credit unions, 
but rather that the scarce technical-assistance resources that BAN

rv
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to the credit unions would thereby be lost toCOOP might devote 

B.iNCOOP itself. 
In spite of the problems encountered with credit unions under the 

project, or more generally in Peru and other low-
AID-BANCOOP 

appear to have considerable
income countries, these institutions 

They be as natural
potential to serve the rural poor can seen a 

outgrowth of indigenous savings and credit societies, and they possess 

important advantages in information about their members as 
some 
both savers and borrowers Unfortunately, little attention has been 

paid to understanding the incentives that govern the behavior of such 

projects incentives that will 
institutions or to incorporating into 


encourage efl'eciive savings mobilizatton The four arguments in favor
 

of savings mobilization and the experience of BANCOOP show that
 

and should be mobilized in the rural areas of

voluntary savings can 

of the credit unions indicatesThe experiencelow-income countries 

not only some of the difficulties in implementing successful savings

to financial institutions
mobilization projects but also what happens 

The challenge for government agenciesthat fail to mobilize savings 
available inand international donors is to supplement the resources 

rural areas of low-income countries in ways that take incentives into 

rather than retard effective savingsaccount and thereby encourage 

mobilization.
 

Notes 

Financial support from AID Washington and Peru and the collaboration of 
Paul severalGeorge Wohanka, Jeffrey Poyo, John Gadway, Burkett, and 

BANCOOP and AID officials have been essential for this paper. I am also 

indebted to many individuals for insights into finance in developing countries, 
Bouman, Claudio Gonzalez-Vega, Edward

especially to Dale WAdams, F J.A 
Shaw, and many of the participants in The Ohio State University rural

none of these individuals or institutions is re
finance program. However, 

sponsible for the views expressed or errors remaining in this paper.
 

I. For two reasons this is a conservative measure of the amount of savings 

First, it entirely omits savings deposited but subsequently withmobilized 
drawvn. Serond. it is calculated in dollars at the exchange rate for each month, 

rather than when the savings were mobilized The exchange rate moved from 

250 soles per dollar in late 1979 to almost 500 in late 1981 
2 Time deposits are not yet included in the analysis because data frora 

the Huancayo office were incomplete. 
have been useful to have asked BANCOOP depositors for3 It would 

more information. However. such questioning was kept to a minimum because 

i could have reduced the effectiveness of savings mobilization by the 

A1
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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 illegal coca production in the area. In Huancayo, the nonresponse 
rate was quite low Nonresponses resulted not from refusals to answer, but 
rather from the inability 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 SpringReview 
of Small Farmer Credit represented an ambitious attempt to sum
marize theory and empirical evidence about rural financeI Never
theless, the nonfarm sector is only rarely mentioned in any of the 
papers presented in 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 in the much
researched area of rural financial markets, where the fungihility of 
finance implies that nonfai m actvities are an integral part of household 
financial analysis, yet, for lack of a comprehensive set of household 
accounts, these activities are usually ignored by researchers and 
policymakers. 

There are several reasons why the provision of working capital to 
small nonfarm enterprises in rural areas may be important First, in 
a number of sur-eys a shortage of working capital is reported by 
entrepreneurs as their first- or second-most pressing problem.2 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 

266 
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with launching relatively ldrge "modem" enterprises, have responded 
in 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 3 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 inasmuch as working
capital loans are self-liquidating when geared to actLal or prospective 
production orders 

Nonfarm Rural Enterprises 

Most microeconomic reseaich deals with a single enterprise or 
group of enterprises. Typically, specialists in agricultural finance 
assume that the only commercial activity of the borrower's household 
is 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 is 
presented in Figure 21 1 A household of Type A is the one most 
frequently considered in farm management analysis. It ,s assumed 
that 100 percent of the pioductive time is spent in year-round farming 
activities. Type D is the one assumed by the small-industry specialist: 
The sole commercial activity is 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 specialization changes with 
the season. Types E and F parallel B and C in the simultaneous or 
sequential mix of commercial enterprises, but here both activities 
are nonfarm. 

A number of studie , 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 is a secondary 
occupation, reveal that Ibr 13 countries from 14 to 49 percent of the 
rural labor force is engaged in 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 
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Figure 21.1 Commercial Production and Time Allocation in Rural House. 
holds 

24 to 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 householi enterprises have far-reachin' inplications 
for the allocation of labor and capital. Indeed, in a low-income, high
risk environment the flexibility of the rural household is a major 
strength vis- .vis the specialized large-scale producers in the urban 
sector.' With respect to cur immediate concern, multiple sources of 

V 
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First,
cash receipts affect the working-capital situation in two ways. 

with an enterprise is 
the demand for external finance ascociated 

the household's other cash
affected by its synchronization with 

generating activities In contrast to specialized households (Type A 

and D), it is virtually certain that two or more simultaneous enterprises 

(Type B and E) will have 	 nonidentical time patterns of cash flow 

cross finance. This complementary effect,
and hence provide internal 

or may not holdto external borrowing, maywhich reduces recourse 
for Types C and F. Furthermore, with mixed enterprises, households 

are likely to be subject to less yeai-to-year income variation and thus 

when they do borrow.be less risky customers 

Rural Industry and Working Capital 

of working capital focuses on a subgroup of
Our examination 

nonfarm activities for which there is a reasonable degree of structural 
manis rural industry, which includeshomogeneity. This subg oup 

As noted earlier, these enterprise,
ufacturing, processing, dnd 	repair 

very small, account for a substantial share
the majority of which are 
of rural nonfarm employment 

small industry by economists,' much of
The sizable literature on 

which is applicable to rural small-scale industry, covers numerous 
is usuallyaspects of small manufacturing vettures, working capital 

oi"this omssion is an orientationnot among these. The explanation 
fixed assets, aid donors' interest inby academic economists toward 

lending schemes with high foreign-exchange components, and a paucity 
survey by Kenn'.tt (1979) revealedof requisite statistics A recent 

that systematic data on the level and composition of working capital 

then only for firms engaging 10 or are available only for India and 
more people. 

firm's investment in short-term assets. TheseWorking capitai is a 
consist of cash arid short-term securities, accounts receivable, and 

inventories. Inveatories, sometimes referred to as physical working 

capital, comprise raw materials, v,,rk in progress, and finished goods. 

firm's assets are labeledIn accounting terminology the short-term 

gross working capital or total current assets, this is contrasted with 
assets less total currentnet working capital, which is total current 

in this paper is gross woikingliabilities. The concept we employ 

capital, and we pay particular attention to inventories 

The level and composition of working capital is subject to wide 

variation. Evidence indicates that such variation is related to level 
to type of enterprise within anof development, to industry group, 

to the individual enterprise. Althoughindustry group, and finally, 

http:Kenn'.tt
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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 it 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. 6 

What accounts for these variations in working-capital composition, 
particularly inventory9 In the next section we examine this issue 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. 

I. 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 is 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 its inventory component, is related 
to the uncertainty of expected sales. In developing countries the 
situation is 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 in 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 issuance of licenses to the 
politically influential, delayed payment for sales to government agen
cies, and delays in issuing 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 
i- 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 capital. 

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 illiquid, 
low-income economies, substantial working-capital savings are achiev
able by altering institutional arrangements, particalarly with respect 
to the marketing period 7 

5. The quantity 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 is fixed irrespective of 
size and-more importantly-the seller gives price discounts for bulk 
purchases, it will pay the firm to hold larger raw-material inventories. 

6. The quantity of working capital demanded will vary inversely 
with managerial efficiency. Since gross profits are a major source of 
cash, anything that reduces profits has the potential to increase demand 
for working capital Production inadequacies, 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 entrepreneur, 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 in reduced sales 
revenues. If a firm's search for additional working capital derives 
from any of these intenal caises, then, ceteris paribus, receipt of 
loans or raw materials on credit will undermine the natural pressure 
for corrective action and result in 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 are 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 costs, 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, is overwhelmingly obtained from such internal 
sources as personal savings, gifts, and informal loans from friends 
and relatives. 9 The second internal source, the firm's "free cash flow" 
of depreciation and profit not committed to servicing debt, is 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 Haiti. 
However, although internal cash flow is the most important source 
o&working capital, it should be recalled that because of fungibility 
there are often substantial "leakages" to other household enterprises, 
financial investments, or consumption As with potential managerial 
inefficiency, 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 is credit from the customer. One form 
of customer credit is 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 in firms 
manufacturing ready-r.ade garments, knitting, furniture, artistic han
dicrafts, aid footwear.'0 More widespread is the practice of having 
the retail customer supply the producer with either 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 
intermcidiation is limited. The customer provides resources and re
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lower price. Theceives in return implicit interest in the form of a 

producer avoids the risk inherent in producing for inventory. For 

communities where income and tastes are stable, it is a very efficient 

economic innovation 
of working capital is accounts payableA sec,,'id external source 

to suppliers. Normally this service is reserved for customers with 

well-established businesses and good payment records; it is provided 

without collateral, but the implicit interest rate is high. Supplier credit 
areas is quite common. For smaller ruralto large firms in urban 

isunits, typically employing one to three workers, supplier credit 

rare. 
source of working capital.Commercial banks are a third external 

Survey data from Sierra Leone, Haiti, and Jamaica indicate that 

commercial banks provide only 1-2 percent of the initial financing 
units and 0-8 percent for expansion. Thisfor rural manufacturing 

very limited participation of commercial banks isdue to the collateral 

requirements and transaction costs facing the borrower and to the 

h;,,h cost- and risks associated with such loans, as perceived by the 

bank. 
The final source of external credit is the curb, or informal, financial 

market In more than 10 countries of which the authors have personal 

knowledge, there is no significant use of the curb market by small 
the market receives a vastmanufacturing enterprises.12 Yet curb 

amount of attention, unfortunately more exhortatory than investigative 

innature. In most cases recourse to moneylenders occurs at infrequent 

intervals for small loans for a few days in response to emergencies. 
150 percent, reliance on the curb marketAt interest rates of 50 to 

alone is out of the question given the generally moderate profit rates 

in maaufacturing. 
How much working capital each source is willirg to provide is 

and income, the opportunity cost of itsdetermined by its assets 
funds, the interest rate on working capital, administrative costs, and 

with such loans. In most cases, the cheapestthe risks associated 
source of working capital is the enterprise's uwn cash flow. This stems 

accurate knowledgefrom the absence of administrative cots and an 

of risk. On the other hand, the ease of redirecting cash flow from 
to another means that this internal sourceone household enterprise 
sensitive to alternative yields among the

of liquidity is far more 
for other sources.various household activities than is the case 

For external sources of funds, on the other hand, transaction costs 

become more important elements in the cost of funds. Administrative 

costs of lending to small firms are typically high. Costs of recording 
constant regardless of theand disbursing the loan tend to be fairly 

http:enterprises.12
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loan size. Information costs required to ascertain risk tend to be
high for loans to small firms, owing to the heterogeneity of these 
enterprises and their general lack of financial records.' 3 The risk
premium is also likely to be an important ingredient in 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" lbr financial institutions are high
in this area is that it is dfficult and expensive t3 obtain the information 
needed to screen the Food borrowers from the "lemons" (Akerlof
1980). Since most formal lenders are not allowed to vary interest 
rates by risk of borrower and since potentially good borrowers are 
often indistinguishable from "bad" borrowers, potentially 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 insisting on full collateral and by dealing
only with known borrowers. Indeed, in 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 
know 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 empirical support exists to verify hypotheses about the 

determinants of demand for working capital? Data are scarce, but 
some informaton 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 weeky over 
a 12-month period about their sales, output, costs, profit, inventories, 
and fixed capital. 5 

The earlier discussion, combined fromwith the data the Sierra 
Leone survey, enables us to formulate 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, 

http:1982).14
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the dependent variable is the enterprise's total inventory, since data 

are either missing 

on the firm's other components of working capital 

or incomplete. The available variables expected to explain inventory 
versus 

are sales, economic profits, location (rural urban), and type 

of industry group (e.g.. carpentry, baking, tailoring). The intere'-1 rate, 

however, is not included as an independent variable since it is assumed 

interest-rate structure. 
same underlying

that all producers face the to inventory levels. 
to be positively related 

Sales would be expected are usually believed to
model, 


Inventories, following Whitin's (1953) 
alternative spec

root of sales, although 
be a function of the square to reflect

Economic profit. defined 
ifications have been formulated that a marginal firm 

the shadow price of all inputs and thus ensure 

would have a zero rate of profit, would be expected to have a negative
 

relation to inventory levels. Profits provide a reflection of managerial
 
require less
 

would be expected to 
Well-run enterprises toefficiency. is also hypothesized

run ones Locationpoorly to carryinventory than 
affect inventory levels. Rural enterprises would be expected 

more 

a higher inventory than those in urban locations because of the 
of the more labor

and becauseof transportfrequent availabilit 
of their production. Finally, the particular charac

intensive nature 
teristics of the specific industry, such as the length of its production 

and marketing period, will vary from industry to industry and thus 

lead to differing inventory requirements. 
was specihed as 

The regression model investigate 

(21.1)
INV -a + b\/ + c(P) + d(R) 

+ e(C) + f(B) + g(T)'4 E 

a is a constant, S is sales entered in 

where INV is inventory level, 

terms of its square root. P is eco,-amic profits, R is a dummy variable 
(i.e., locality 

if the enterprise is located in a rural area 
equal to one 

C i. a dummy variable equal to 

size less than 20,000 inhabitants), todummy variable equal 
if the enterprise is carpentry, B is a 

one dummy variable equal to one 
one if the enterprise is baking. T is a 

term. The results,error 
if the enterprise is tailoring, and E is the 

based on 138 small-scale manufacturing enterprises that reported the 

wererequired data. 
4.6R + 256C - 62B - 19T 

- .095P +
-242.2 + I0.5S (64)INV = (108) (137)

(.021) (61)
(78.2) (1.4) (21.2) 

.51; sig p < .01. The standard errors are in parentheses. 
where R2 = 
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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 important 
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 hnt.-r 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 1 percent level. Thus, our contention seems to be 
confirmed that managerial shortcomings, for which economic profits 
is 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, r,'ted a positive tconomic profit, are presented 
in Table 21.1. 

The location coeffi,.ient, on the other hand, was not found to be 
stitistically significant. Although rural enterprises appeared to possess 
higher mean inventory-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 into account. 

Finally, the results of our analysis indicate that there are some 
significant variations in inventory levels by industry group. Specifically, 
the carpentry coefficient is positive and statistically significant at the 
10 percent 1evel. 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 statwitcally 
significant, although in Table 21 1 mean values for the invencory-to
sales ratio appear to vary from one enterpi ise group to another. 
Finally, it should be noted that the rn.a;n inventory-to-sales ratios for 
the product groups in Sierra Leone were quite similar 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 difficalt to 
generalize about the financing of these firms. In some cases, demand 
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TABLE 21.1
 

Average inventory/Annual Sales 
Ratios for Small-Scale
 

Enterprise Types by Economic 
profitability and Location,
 

Sierra Leone, 1974
 

Location
Economic Profit 
Urban Rur% Al 

Industry Positive Negat ye 


.027
.026
.029
.031

Tailoring .024 (n-38) (n-27) (n-65)


(n-34) (n-31) 


.031 
 .023
.022
.038
Gara Dyeing .017 5) 1) (n-6)
(n, 4) (nu 2) (no (n 

.114.148
.099
.339
.074
Carpentry (n- 9) (no 4) (n-13)
(null) (n- 2) 


.042
.038 .045.060
Blacksmith .030 (n 6) (n-lO)
(n 6) (n- 4) 'n- 4) 


.015
.020 

Baking .013 .020 

4) 9) (n- 4) (n-13)
 
.0!3 


(no 9) (n- (n-

.312 .203
.116 

Other 0 

(n-21) (null) (n-32)
.203 


(n 0) (n-32) 


.078
.114
.056
.036
Total .114 
(nu13g)(n-64) (n;75) (n-86) (no53) 


for the Sierra Leonedata collectedComputed from survey 1976).Sources 
industry study (Liedholm and Chuta 

small scale 

issues predominate; in others, it is supply issues. Nevertheless, several 

policy recommendations emerge. 
rural enterprises

Some of the short-run cap;tal problems facing 
for working

are traceable to demand copstraints. Effective demand 

low because the activity is not economically viable 
ca ,ital may be 

as our analysis points 
or because particular enterprises may suffer, 

Indeed, effectivesuch as poor management.Out, from disabilities 
demand is frequently lower than the entrepreneur's perceived demand 

for working capital because of other problems (e.g., managerial failures, 

raw-materiai bottlenecks). These often are misinterpreted as a working

capital shortage 
limited evidence available from countries with ad-

However, the 
Sierra Leone, indicates that a significantasequate profit data, such 

viable and thus capable ofactivities arefraction of rural nonfarm 
for working capital. An exper

generating a strong effective demand 
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imental credit program in 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 in 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 in 
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.16 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 (Stiglitz and Weiss 1981). As a 
result, lenders might still use a credit-rationing system in which good 
,orrowers could be driven out by the improperly screened "lemons." 

Consequently, 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 f,om the specious 
demand that only serves to temporarily sustain a fatally ill 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. 7 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 loan should improve if 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 it took some time for these procedures to have an 

IV%
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by half in 
probably responsible for reducing arrears 

effect, they werea Philippine small-scale enterprise project (Anderson 1981). 
and improved infor

of experience
With lenders' -:cumulaticii shouldnonfarm enterprises

of lending to rural
mation, the risks 

and loan officers' judgments will improve 
decline. Loan appraisers' 
with an increase in knowledge of specific trades and with the experience 

institutions, however, 
they gain by lending to this sector. Lending 

are not going to willingly engage in this "learning by doing" process 
be reduced. 

cost (principally high default rates) can 
unless its high 	 mechanism. one such cost-absorbingscheme isA loan-guarantee 

vould be more willing to provide unsecured short-

Commercial banks 


rural enterprises if the guaranteed portion of the loan 
term loans to 

were reasonably high and if all screening costs above those incurred
 

for standard loans could be shifted to 	the guarantor jj help ensure
 

to learning, m,,e banks should
 
that the guarantee subsidy is confined 

over time, to 
be given an incentive, such as a declining guarantee 

normal commercial relationship.
" 

amove new borrowers into 

The rural nonfarm sector will berefit from the removal of distortions 
of fungibility,

in rural financial markets. Because 
and constraints 

for farm enterprises currently supports 
some borrowing supposedly 

use of rural credit 
nonfarm activities. easily allocateConstraints placed on the 

can more so that rural households
should be removed 
their finarcial resources toward tses where they perceive the highest 

Credit controls that attempt to pi,.'vent leakage of funds to 
return. 	 and lower the value of 

uses have only limited success
unapproved 	 the cost of financialwhile increasingto borrowerthe loan the 
intermediation. Correspondingly, constraints should also be removed 

enlending to nonfarm 
that prevent specialized farm lenders 	 from 

enterprisesnonfarmnature of ruralThe heterogeneousterprises. 
are flexible and tailored to the local 

requires financial services that 
are integrated, decentral

level. Consequently. financial markets 	that 
needed before many of the 

ized, and relatively unfettered will be 


financial requirements of these rural nonfarm enterprises can be met.
 
greater long-termenterprises will derive far

Indeed, rural nonfarm 
social benefits from the development of sound rural 

economic and 
financial marlets than the)' would from subsidized credit programs 

and from specialized lending institutions designed to help only a few 

enterprises. 

Notes 
Devel-
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1. See Donald (1976) for a summary on this review.
 
". In Haiti, for example, lack of working capital 
was the most important

problem perceived by the entrepreneurs (Haggblade, Delay, and Pitman 1979).
In Jamaica, lack of cash was the second-most-important constra.nt mentioned
by entrepreneurs interviewed in a recent study (Fisseha and Davies 1981).

3. In the United States, for example, data from the 1970s show that the
ratio of working capital 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 in rural households. 

5. The post-World War II study of small-scale industry in developing
economies commenced in India in 1953. During thL 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
Institute and the Ford Foundation. The focus was on "modem" small industry
of relatively large scale, with a policy orientation toward intensive assistance 
to selectee, firms An overview of this tradition can be found in 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 is on the lower end of the size distribution, 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 still virtually all designed on the Indianare 

model.
 

6. These figures were derived from survey data collected by the 1974 
Sierra Leone small-enterprise project (see Liedholm and Chuta 1976 for 
details).

7. A Kenyan example is illustrative. 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 is given 28
days from delivery to pay If in each case raw material cost is 40 percent
of sales, other variable cost 30 percent, and a 320-day working year is
assumed, the working capital ratios (WC) are as follows 

WCA = (.4(4/10) + .70 + (0)] sales 
= 2.7% of annual sales 320-10 

WCB - (.4(56/14) + .70 + 28/14(.4 + .3)] 320 14 (214) 
- 16.1% of annual sales 

http:constra.nt
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8. In Haiti, for example, entrepreneurs reported that more than 50 percent 

of the formal loans they received took longer than three months to process 

Pitman 1979).
(Haggblade, Defay, and 

percent of the original ca,-italization of 
9. These sources represented 18 

94 percent in 
firms in Sierra Leone (Liedholm and Chua 1976), 

surveyed in Haiti (Haggblade,
1981), and 91 percent

Jamaica (Fisseha and Davies 
to these countries are from 

1979) Further references
Defay. and Pitman 

these sources can also be
 

reported that subcontracting(1981)10. In Thailand, Mead 


found in the production of ready-made garments, silk, wood carvings, furniture,
 

and metal bowls. 
fishnets. knitting, lacquerware, 


Ii. We have no information on the volume of credit extended to customers,
 

we know a significant fraction of producers do extend some credit.
 
although reported granting loans, 

of the sample entrepreneurs
In Haiti, 70 percent 


to 3- percent in Jamaica.
compared for the initial
firms used moneylenders

In Haiti 0.9 percent of the12. 
purchase of equipment and raw materials, for expansion investment the figure 

0.9 percent and 3.9 
Leone initial reliance was

In Sierra 


percent for expansion
 
was 17 percent 

In the Philippines, for example, administrative costs for a given value 
13. 

were six times those for larger enterprises (Saito 
of small-enterprise lending found that it could cost 

1981) In Jamaica, Wilson (1981)
and Villanueva 
the Small Enterprise Development Corporation as much as J$1,300 to process 

a J$500 loan application' loans can be quite high. 
rates on small-enterprise14. Moeover, default 

In Jamaica, for example, 40 percent of the loans by the Small Business Loan
 

Board were deemed uncollectable (Wilson 1981), in Kenya up to 45 percent
 

However, low default rates on small
default rates were reported (Kilby 1981) 

1977)
 
enterprises loan programs have been reported in Ghana (Steel 


and Chuta 1976. 
15 For more details, see Liedholm 

in Anderson (1981).
on the discussionThis section relies16 in India. Data from 

The Tandon report (1975) established such norms 
17 in Table 21.1, may enable as reported

small rural enterprise surveys, such 
for nonfarm enterprises in other countries. 

to be establishednormssuch 
for a more extensive discussion of the mechanism. 

18. See Kilby (1981) 
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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 in assistance of this type by the Inter-
American Development Bank in 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 mac 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 identification, preparation, and ap
praisal prior to implementation (Baum 1978). Identification and the 
early stages of project preparation generally involve two major con
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Table 22.1 Hypothetical Agricultural Budget
 

Without With Calcula-

Project Project tion
 

5 10 +
1. Produce (tons) 


2. Produce consumed on the farm (tons) 2 2 

3. Marketed produce (tons) 3 8
 

4. Farmgate price per ton ($) 400 400 X
 

5. Total farm cash receipts ($) 1,200 3,200
 

6. Purchased inputs ($) 200 1,000 

7. Nt Benefit Before Financings/($) 1,000 2,200 = 

B. Loan receipts ($) - 900 + 

9. Debt service ($) - 1,080 -

U10. Net Benefit After Financings
/ C) 1,000 2,020 


"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 idc.itification 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 in farm income, and rates of return to real resources 
Purchased with loans Identification of intended project beneficiaries 
may be done in 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 identification is affiliation. Members 
of a cooperative or some officially organized village unit may be 
identified as potential loan applicants 

Farm budgets are an important agricultural-credit design tool 
(Brown 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 
incorporates annual figures for each year of the investment's economic 
life.) 
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Credit is generally accorded an important role in financing technical
packages or innovations provided under projects. The proportion offarm investment cost that is financed by project funds is frequently80 percent or more. Since farmers are generally assumed to be poor 
or to have insufficient liquidity, high levels of loan financing are 
common. 

Repayment terms are also derived from the farm budget. In theassumptions used in Table 22 1, for example, loan size ($900 in line
8) is 90 percent of the costs of inputs ($1,000 in line 6). In thissimple example the loan is for seasonal inputs, repayable with a 20percent interest charge at the end of the season ($1,080 is shown as
debt service in line 9). There appears to be ample space in this
budget for these repayment terms because the incremental (i.e., "withproject" less "without project") net benefit before financing is $1,200(i.e., $2,200-$1,000), which is much greater than the $180 net cost 
of borrowing (i.e., $1,080-$900).

The most interesting feature of this method of determining loansize aiid credit terms is 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 predictand because their distribution is not considered important in calculating a representative rate of return. In other words, no allowance
is specifically conventional budgetsmade in faim to accommodate 
variations in price or yields.


This approach, outlined here 
 in simplified form, is accompanied
by problems cited in the critical literature on credit projects Lowlevels 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 is that specialized farm-credit institutions are often
poorly managed (Roberts 1978) This results from emphasis ontechnological rather than financial factors in project design: Credit
projects are typically oriented toward extension of agrcultural technologies 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 bytarget-group farmers. It may also result from relatively large averageloan size, which within the lender's budget limitations obviouslyrestricts the number of borrowers. Also, as Gonzalez-Vega argued in
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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1981). 
new business (Von Pischke and others 

developingdevote to 

In addition, the costs of institutional credit are considerably greater 

rates charged (Adams and Nehman 

than suggested by the interest 

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,
 
it be 

of these problems, how would 
In view

and misunderstood. 
possible to design more effective means of intervening in the operation 

of rural financial markets? The approach to be outlined can alleviate 

many of the present problems while stimulating rural financial markets.
 

to ascertain the repayment

first is 

it consists of three stages. The 
to adopt measuressecond is 

of intended borrowers. The 
capacity 
that build confidence among borrowers and lenders. The third is to 

design intervention to create debt capacity. If the reorientation toward 

these three stages is not feasible, partial application of this approach, 

of the steps, should still be useful. Im
one or two aapplying only incrementally, through

could occur
in project designprovement 

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, 
repaymentFocusing on 

a lender's perspective.
because it reflects services, such 

capacity also permits identification of other financial 
and thatfor borrowersbe usefulthat wouldsavings deposits,as 

would also expand the role of finance in development. Three steps 

may be used to ascertain repayment capacity in the with-project case. 

normal-year uncommitted cash flow of 

The first is to quantify the flow for 
is to adjust uncommitted cash 

the borrower. The second third is to quantify 
on the borrower's liquidity. The 

senior claims flow. on the borrower's cash 
the impact of possible adversity 

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 in Table 22.1. Uncommitted cash flow is defined 

net benefit beforeis thewhichcapacity,repaymentas minimum on the borrower. Senior claims 

financing adjusted for senior claims important 
financial obligations that the borrower regards as more 

of these claimsare loan. Examples
of the prospectivethan repayment 
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Table 22.2 
 Alternative Agricultural Budget
 

Without 
 Pro ect
Project 
 ear Ba 
 ear
 
A. Produce (tons) 
 5 10 
 5
 
B. Produce consumed 
on the farm
 

(tons) 
 2 2 2 
C. Marketed pLoduce (tons) 
 3 
 8 3-

D. Farmgate price per ton ($) 400 
 400 
 550
 
E. Total farm cash receipts ( ) 1,200 
 3,200 1,650
 
F. Purchased inputs ($) 200 
 1000 
 900
 
G. Net Benefit Before Financing($) 1,000 
 2,200 
 750
 

rt
H. Senior claims ($) 500 600
600 

I. Minimum repayment dapacity.u
Uncommitted caah flow (M) 
 500 1,600 
 150
 
3. Loan receipts (f) 


125
 
K. Debt service ($) 


150
 

are purchases of food and fuel, taxes, school fees, expenditures foremergencies, and important social ceremonies. Farmer behavior theworld over confirms that claims by informal lenders also often rankahead of those of formal credit institutions. In the example given inTable 22.2, senior claims are expected to be greater with the projectthan without the project because the farm family's level of incomeis higher; consequently its consumption and possibly its obligationsto members of the extended family and to the community may be 
greater.

Determining senior claims requires judgment and imposes additional information costs on lenders. Difficulties involved in quantifyingsenior claims cannot be lightly dismissed, but are not insurmountable.Estimates of senior claims are essentially no more difficult to make
than are estimates of certain other variables currently used in project
design. In fact, competent lenders with experience in an area are ableto give rough estimates for all of the items contained in the adjustedagricultural budget found in Table 22.2. If the lenders are notcompetent, project design should address this deficiency or use alternative, nonfinancial means of achieving project objectives.Adjustment for adversity should reflect reasonable expectationsabout the risks facing borrowers. Projection of bad-year results is notfundamentally different from estimation of normal-year performance. 

,(
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Further knowledge is required, however, to identify a range of probable 

most probable outcome. 
outcomes rather than just the normal 

way of precisely identifying the 
There is no scientific ,s aobvious starting pointansituation, althoughexpected adverse 

Some may prefer to measure it in 
of expected resultsdistribution of yields and prices, whereas others 

of standard deviationsterms In a small-holder dairy credit 
argue for different measures.would 

project, for example, loans might be given to farmers for the purpose 

of two improved cows, plus fencing and 
of assisting their purchase 

watering facilities. In this case. adjustment for adversity could begin 

with attempts to answer the question: What if one or both cows die? 

100 of the-;e loans and has several years 
Once the lender has made be fairlythat question willthe answerof lending experience, to 

one
 
obvious. The probabilities will be known in rough terms (e.g., 


in six that a cow dies within 12 months of purchase by the borrower),
 
stock losses


of farmers suffering accidential 
and the characteristics and conditions canterms

be identified. At this point, lending 
thecan 

the lending institution has accommodated 
be redefined When 
probability of accidental mortality, it can go on to consider the impacts 

factored into a lender's strategy,
Once these areof calving intervals 

use of different stock-feeding regimes, milk prices, 
availability and 
or marketing arrangements may become interesting to credit decision 

in fact, be based largely on 
for adversity can,

makers. Adjustment 
the lender is willing to assume the risks of 

the extent to which 
borrowers' inability to repay, which will determine the prudent credit 

can offer.limits that the lender 
In the example given in Table 22.2, production is expected to fall 

price is expected to increase from 
from 10 5 tons, whereas theto 
$400 to $550 per ton, reflecting an overall fall in agricultural output. 

in the adverse situation because the 
Input cost (line F) is reduced 

use of labor, bags, and transport is less as a iesult of a smali harvest. 

The bottom linc in Table 22.2, after adjustments for adversity and 

senior claims, shows the minimum repayment capacity of the pro

or bad-the borrower
In all years-good, normal,

spective borrower 
less than $150 available for the repayment 

is expected to have not 
a loan of $125 could be offered 

on this observationof a loan Based of this loan would
charge. Repayment20 percent interestwith a 

the bad year. $150 adjusted uncommitted cash flow in 
absorb all the borrower's 

This illustration shows that the repayment capacity of the farmer 

terms are specified using 
in bad years is greatly reduced. If credit 

for senior claims, 
normal-year assumptions and without allowances 

obligations in 
be able to meet debt-servicing

the farmer may not 
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situations that may reasonably be expected to occur. This can embarrass the farmer and jeopardize the liquidity of the lender. In manycases the adjustments for adversity and senior claims leave only avery small amount of liquidity for debt servicing, as shown in Table22.2. When the bottom line of the exercise is very small, credit maynot be an appropriate way to assist the farmer. This concern leadsto consideration of alternative means of assisting farmers, as well asof ways to make the financial arrangements for unsatisfactory projectparticipation by farmers more flexible. From this perspective, thebottom line from the analysis is a starting point for project design. 
Building Confidence 

Confidence is fundamental to finance. The absence of confidenceincreases information costs and other transaction costs. Businesslikebehavior engenders confidence, reduces risk, and lowers transactioncosts. Without confidence, private credit markets could not operat-.In donor-supported credit projects, however, the question ofconfidenceamong borrowers and lendeis using project funds is generally notdirectly addressed. It is apparently assumed that project componentssupporting the lender and extension services will produce confidence.Given the performance of man) projects, however, where extensionservices do not appear to be very effective and where lenders' thinlystretched management is swamped byimportant. Special the project, confidence isattention to how credit projects can create ordestroy confidence among the various parties involved is needed whenfinancial markets are force-fed.Certain arrangements between debtors and creditors in projectsmay encourage cheating (Von Pischke and others 1981). High levels
of financing that burden farmers' debt-servicing capacity tempt borrowers not to repay on time. Low interest rates and lax loan administration may tempt the farmer to obtain more credit than willbe used for project purposes. Also, given the technological bias ofproject design, borrowers may be forced to accept an entire technical
package in order to receive a loan, when they 
use only a portion ofthe package. Incomplete adoption may be rational risk avoidance bythe farmer, but it poses problems for projects founded on optimisticassumptions about farmer adoption rates and yields.Political fanfare surrounding the introduction of a project mayalso work against good debtor-credit relationships by drawing politicsinto credit allocation. Poverty or loyalty to certain factions may bestresbed over indicators of repayment capacity in the loan-allocationprocess. This may tempt farmers to believe that the credit programis tranitory arid that political changes will cause it to disappear. 
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This short-ran perspective weakens the incentive to establish a good 

repayment record. The farmer suspects that the government will some 

time again want to use credit to increase food production or the rate 

and that loan default will 
improved technology

of adoption of an 
access to future loans. 

not result in denied
probably

There are several questions that should be asked at the early stages
of

of strengthening the integrity 
of project design for the purpose 

The first is: What services will produce
 

debtor-credit relationships. 


a continuing series of transactions that will build relationships between
 

In certain credit projects, for example, the
 

borrowers and lenders? once each year to make
 

farmer is expected to visit the lenders' office 


annual loan payment. This limited relationship is not conducive
thean 
to building a good understanding of the borrower's business on 

on the part of the 
of the lender's expectations 

part of the lender or offer a stronger
more frequentlyare usedServices thatborrower. 

potential for building strong relationships. They can also increase the 

fa good credit rating. severalvalue .
on savings accounts, for example, may occur 

Transactions may be extremely
services, likewise, 

a year. Money-transfer usually have checkingtimrs farmers do notareasimportant i where 

accounts. Needs for transfers may arise because of the nature of the 

extended family, with certain members working in towns and other 

members remaining on the farm. Deposit-account and money-transfer
finalmost loans have a 

be used at any time, whereas 
services can provider of deposit and 

a 
due date. A reasonable expectation by 

on their books 
accounts will remain 

a considerable length of time and that these and money-transfer 
for of use, providing 
transfer services isthat deposit 

and frequency
have a certain volumeservices business.
 

opportunities for the development of new 


A second question is: What is the commercial value to the lender 
and potentialabout borrowers

and timely informationof accurate 
borrowers? Relevant information is required to provide useful financial 

services. Deposit accounts and transfer service3 generate such infor

a financial record for the 

mation-histories of transactions provide 
rate of accumulation of deposits

the level and
lender. For example, 


provide some indication of the volume of funds that the lender might
 

or the borrowef might mobilize for loan repaymei t. The timing 
tap farmer's seasonal production

over theand withdrawalsof deposits 
cycle may suggest when loan due dates could conveniently be wcheduied. 

to provide the long
sense of history, credit projects fal 

Without a that is essential it'and lenderto both borrower
term perspective 

building confidence.
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The third question is: 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 is viewed as a bottom-up process, the role 
of savings becomes more important, 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 appropriate. Credit unions, with opportunities for 
member participation in management and loan decision making, 
would be preferred to bureaucratic government credit agencies. 

Creating Debt Capacity 
Debt capacity is borrowing power. It is created by the estimated 

future payment capacity of the loan applicant and is equal to the 
amount of credit this capacity can command in financial markets. 
Creation of debt capacity is a project objective under the approach 
recommended here. It isa valid objective because minimum repayment 
capacity of target-group farmers is 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 uncommitted 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 frilities and improvements in storage 
techniques permit increased control over the timing and prices at 
which produce is sold and inputs are purchased. 

Likewise, price-policy reforms may create additional debt capacity. 
Commodity prices kept low to subsidize consumers, for example, 
keep farm incomes and repayment capacity low. Input price policy 
is also important Minimum 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 often 

'1
 



Improving Donor Intervention. in Rural Finance 293 

have an important impact on the minimum repayment capacity of 
and monopoly inputthe borrower. Monopsony buyers of produce 

supply arrangements may work against farmers. In addition, contract 
often overlooked in credit-project design.law and enforcement are 

Poor loan repayment by borrowers weakens the effectiveness of contract 

law in rural areas, raising lending and borrowing costs Land tenure 

is also a fundamental determinant of repayment capacity. Security 

of tenure appears essential to credit relationships for reasons of lender 

risk aversion and because tenure relationships influence the operator's 

incentive to invest. 
Farmer education, extension services, and training for extension 

asagents can create debt capacity by reducing risk to the borrower 

well as by providing reassurance to lenders that the technical basis 

for a borrower's operation is sound. Collective guarantees and ag
organizations maygregation of repayment capacity through farmer 

also enhance debt capacity (von Stockhausen 1979). 

Institutional measures within rural financial markets can ultimately 

increase farmer debt capacity. Better accounting and controls in farm 
their efficiency, makingcredit institutions should help to increase 

them more interested in developing new business. Decentralization 

of decision making accompanied by increased accountability of loan 
termsofficers may expand farmer access to credit and make loan 

and conditions more responsive to local situations. Upgrading the 

skills of people working in financial intermediaries may also create 

instances increased remuneration for staffdebt capacity. In certain 
of government-owned lenders may be necessary to reduce staff turnover 

and contribute to efficient operations. 

IncreasingFarmerDebt Capacity 

There are financial measures and innovations 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. 
of financial markets should beLengthening the term structure 

especially beneficial to agriculture. In many countries, uncertainty, 

and variable rates of inflation, low-interest-rate policies, andhigh 
gaps in legal systems and enforcement practices discourage long-term 

This works against farmers in general, becausefinancial contracts 
returns from many investments in agriculture have long gestation 

periods. Land reclamation, drainage, irrigation, pasture development, 

tree crops, terracing, and other-capital improvements frequently have 

cash flows that are not capable of quickly reproducing the initial 
/1\ 
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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 is 
the fundamental requirement for long time horizons in financial 
markets. Donors have been very active in providing medium- and 
long-term fuihds to help overcome this problem. 

Expanding the services of intermediaries 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 stan-up periods while loan applications are 
being reviewed and funds ar2 being disbursed, but taen contact 
declines markedly as interactions are limited to periodic 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 in 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 clients' re
lationships with the institution. 

Flexible lending and repayment terms increase the debt capacity 
of borrowers To return to the example in 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 in 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 is 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 is 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 

"'7
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basis. These rules of thumb minimize lenders' costs of dealing with 
as these are 

large numbers of small farmers. Cost-saving efforts such 
low, because 

to lenders when interest rates are 
especially attractive form of lending,costs. Thislender's transactionsthey reduce the 
however, is 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 limits may in fact be too hgh for certain borrowers to 

handle adecuate!y. 
difficult in government credit insti-

Obtaining flexibility is often on 
tutions without systems of decentralized decision making based 

of their borrowers' operations. Flexibility 
loan officers' knowledge 

may also be difficult in lending agencies that do not mobilize deposits
 

and 
on budgeted funds. Inflexible systems limit borrowers' 

but rely within credit decisions, consistent
officers' participationlocal loan 

top-down approaches to development. 
debt capacity of target 

Local resource mobilization increases the 

groups because the lender providing deposit services to rural people 
pertheir financial behavior, 

has valuable information concerning 
of the re

mitting responsive lending. The multi-service dimension 
behavior by both the

for businesslikeincentiveslationship builds 
lender and the borrower. Funds mobilized provide a borrowing base 

funds for the lender.supply of loanablefor the depositor and a 

Intervening to Create Debt Capacity 
with the

with "credit needs" rather than 
A misplaced concern emphasisexcessive

of rural financial markets has led to 
operation 

to increase the supply of loanable funds. The 
on external assistance 

outlined here would diminish this emphasis 
debt-capacity approach 
and provide donors with more opportunities to improve the operation 

of rural financial markets in general. Designing rural financial market 

to create debt capacity would greatly change donor inter
projects of many means ofone

First, credit would be viewed as
vention. the

but not as a tool for working against 
stimulating investment, Neither would credit 
basic economic signals perceived by farmers 

returns 
be used to promote technologies with attractive normal-year 

but with risks beyond the capacity of average borrowers to manage 

in bad years.effectively 
to promote institutional viability

it would be importantSecond, 
in rural financial markets because viable institutions are more capable 

Institutional are moribund intermediaries
of serving farmers than 

is measured in financial terms, and 
in the financial sectorviability 

the financial health of intermediaries should be of paramount concern. 



296 Improving Donor Intervention in Rural Finance 

This has too often been ignored in 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 improve the 
process. In traditional projects the amount of credit delivered is of 
primary importance Under the debt-capacity approach a number of 
other variabk s-such as costs of delivery, real interest rates, the 
service mix of institutions, and the return to investment3 in the 
financial sector-would be viewed as indicators of thc vitality of the 
process of financial intermediation. 

Finally, the debt-capacity approach views rural financial markets 
as a sector. The function of this sector is to develop and exploit rural 
debt capacity. Thus, debt capacity created constitutes a useful proxy 
for development. 

Notes 
Views expressed in this chapter are those of the author. They should not be 
attributed to the World Bank, its 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. 

References 

Adams, Dale W. "Agricultural Credit in Latin America: A Critical Review 
of External Funding Policy." American JournalofAgriculturalEconomics 
53(1971):163-172. 

Adams, D. W, and G. I. Nehman. "Borrowing Costs and the Demand for 
Rural Credit." Journal of Development Studies 15(1979):165-176.

Baum, Warren C. "The Project Cycle." Finance and Development 
15(1978):10-17.

Brown, Maxwell L. FarmBudgets:From FarmIncomeAnalysis to Agricultural
ProjectAnalysis Baltimore and London- Johns Hopkins University Press, 
1979. 

Datey, C. D. "The Financial Cost of Agricultural Credit: A Case Study of 
Indian Experience." World Bank Staff Working Paper no. 296, Washington,
D.C., 1978. 



297 
Improving Donor Intervention inRural Finance 

LevelMeyer, "Measunng the 	 Farm 
David, Cristina C., and Richard L. 

Impact of Agricultural Loans." In Borrowers and Lenders: Rural Financial 

Markets and Institutions in Developing Countries, edited by John Howell. 

1980.
London- Overseas Development Institute, 	 lemondiale sur 

"Discours d'ouverture-ConferenceDell'Amore, Giordano en developpement."
credit a l'intention des 	agriculteurs dans les pays 

Finafrica Bulletin 3(1976) 3-13. 

Gittinger, J Price EcononicAnal'ysis of4griculturalProjects Rev. ed. Course 

Economic Development Institute of the World 
Note 32 Washington. D C 

Johns Hopkins University Press, 
Bank, 1981 (Originally 	 published by 


1973)
Baltimore and London, 	
Development Without Credit." Agricultural Ad-

Howse, C J."Agricultural 

ministration 1(1974) 259-262 

Annual Report 1980. Washington, D.C.:
 
Inter-American Development Bank 


Inter-American Development Bank, 1981. 
Paper no. 32.
Yeoman OccasionalH The Chettar and theKratoska, P 


Singapore Institute of Southeast Asian Studies, 1975
 
Early Stages of Agricultural

Credit Policy in the
Penny, D. H "Farm 

American Journal of .igriculturalEconomics 12(1968).32-45.
Development 

Roberts, R A J."Personnel Deficiencies in Agricultural Banking Systems in 

Savings and Development 2(1978).20-,,2.
Developing Countries" 

Sanderatne, Nimal "An Analytical Approach to Small Farmer Loan Defaults" 

Savings and Development 2(1978) 290-304 
Creditof Specialized Farm

"The Political EconomyVon Pischke, J D 
World Bank Staff Working Paper 

Institutions in Low-Income Countries" 

no 446, Washington, D C, 1981 
and the Design and"Fungibility

Von Pischke, J D, and Dale W Adams 


Evaluation 
 of Agricultural Credit Projects" American Journal of Agri

cultural Economics 62(1980).719-726 
3 Credit Guarantees as an Instrument for Self-help in 

von Stockhausen. 
Bonn- Friedrch-Ebert-Stiftung, 1979 

Developing Countries 	 D.C.:Washington,
World Bank Agricultural Credit Sector Policy Paper 


World Bank. 1975.
 
World Bank, 1981.Washington, D.C'Annual Report 1981 

Youngjohns, B J "Cooperatives and Credit-A Reexamination." In Borrowers 

and Lenders- Rural Financial Markets and Institutions in Developing 

London: Overseas Development In
by John Howell.Countries, edited 


stitute, 1980.
 



23 
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), anad they are critical of 
the way these markets are used in low-income countries. They argue
that the achievements of most agricultural credit programs fall far 
short of goals set by promoters, that these programs also cause other 
undesirable and often unanticipated results, and that cheap-credit 
programs have undermined rural development efforts. It is increasingly 
apparent that many of the current programs and policies in these 
markets cause inefficient 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 is that 
wholesale reforms in traditional agricultural credit policies are needed. 
We present in the following discussion an agenda of issues that might 
be considered in carrying out these reforms. 

Problem Diagnosis 
Before discussing treatment, it is useful to summarize the reasons 

for the problems that permeate many RFMs. These problems are 
confusing because the issues 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 unique 
to a country or institution. Even though managerial shortcomings do 
explain some poor performance, RFM problems in most low-income 
countries have at least seven universal causes. The first of these results 
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nature of credit: that it is 
from misconceptions about the essential be tightly controlled by

and that its use can a productive input, 

policymakers. Instead, credit should be viewed as a claim on resources. 

highly fungible, and it is very difficult to control 
These claims are 
their use. 

Traditional assumptions that form an inappropriate foundation for 

are a second cause of problems. Much 
credit projects and policies 

of the discussion in the preceding chapters has challenged conventional 

wisdom: Not all farmers can productively use additional formal loans, 

many new techniques are adopted without loans, new techniques will 

not be adopted in an adverse product-pricing environment (even with 

if given the incentive and opportunity
loans), rural people will save 

to do so, small farmers do not need low interest rates to induce them
 

not need supervision to make wise
 
use loans, many farmers doto cannot long survive if their 

and financial intermediariesdecisions, 
is also apparent that informal expenses It revenues do not cover 

lenders usually provide valuable services and that policies aimed at 

are wasteful Erroneous assumptions block efforts 
their destruction 
to reform RFMs. 

Damaging policies in RFMs are the third major source of problems. 

rates head the list. Other policies
Ubiquitous concessionary interest 


include insufficient emphasis on mobilizing voluntary financial savings,
 

rural activities, and too little 
too little lending to nonagricultural 

financial intermediary. Policies that 
emphasis on the viability of tih-

to help the poor and ofist adverse price policies through 
attempt further concentrate 
cheap credit fragment rural financial markets, 

incomes, add to resources-allocation inefficiencies, and undermine the 

ability of RFMs to contribute to development. 

General economic policies also diminish the ability of RFMs to 
of problems.

perform their developmental role and are a fourth source 

Certain policies keep agricultural prices low. Others may discourage 

investment in research and infrastructure, keeping yields low. Policies 

returns farmers and other entre
that have these impacts reduce the 

the number of
rural investments. This reduces 

preneurs get from 
who can realize high returns from the use of 

potential borrowers 
loans and also reduces rural savings capacities. If returns to agriculture 

are repressed, agricultural lenders and mobilizers of voluntary savings 

will also be repressed.in rural areas 
A fifth reason for RFM problems can be found in confused research 

traditional assumptions,
and evaluation. Much research, biased by 

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 

P
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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 political 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 in the form of projects. These projects are often aimed 
at a target group like small farmers or target :nputs like iertilzer. 
The project typically involves an increase in the amount of funds 
available to the intermediary to service 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, between 
the agricultural lender and the international donor In this situation, 
scarce managerial time in these banks is 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 
mobihzers 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 mobilize 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,,vide 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 
are so serious,out in this volume

The RFM problems pointed 
so deeply rooted, that minor adjustments may not 

and their causes 
more efficiently or equitably. In many 

make them perform much 

countries it will be difficult to realize significant RFM improvements 

without major reforms: changes in the lnds of informaion that are 

collected about RFM activities, changes in policies that affect financial
 

market performance, changes in the makeup of institutions providing
 
the ways donor 

in rural areas, and changes in 
financial services 

agencies intract with these markets.
 

Reforms will not be possible unless policympkers take a fresh look 

markets in rural development and carefully 
at the role of financial a rec
test traditional assumptions. Useful reorientation will include 

can have substantial negative, 
ognition that financial intermediation financialon rural development;
as well as positive, impacts that 

mostly decent people; and that most farmers in 
areintermediaries 

low-income countries are clever and can quickly learn to benefit from 

financial intermediation. The present overriding concern over borrower 
problemsto lender behavior, because 

must be redirectedbehavior pressingmore 
on the supply side of financial transactions are much 

Supply problems are also much 
than are those on the demand side 

susceptible to policy adjustments. Designers of reforms should 
more 
recognize that financial instruments are highly fungible, that it is very 

aand that market forces have 
costly to try to control their use, 

on resources, regardless
the allocation of claims

powerful impact on 
or objectives.

of the policymaker's philosophical orientation 

Reforms in Information 

Information that clearly shows how RFMs work, documents results 

of RFM problems is required to 
of policies, and identifies causes 

Assembling and distributing appropriate in
alter borrower views. 

formation is an important part of the reform process; in many cases
 

this should be the first step. Better information should lead to better 

financial intermediaries.
policies and better-managed 

are commonly found in and 
Four traditional types of information 

by the interare regularly assembled
about RFMs. Three of these 

of loan apthe creditworthiness
mediary: information to establish 

plicants, accounting information about the loan, and data required 

by the donor or government to show how funds are used. The fourth 
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type of information, often collected by someone other than theintermediary, measures the impact on borrower activities that isattributed to Thisloans. information is used to justify a credit 
program, policy, or project.

Several major problems arise with this traditional information.
First, there is often too much of it. Large amounts of information are collected via farm plans, lengthy loan applications, and farmerinterviews. Little of this information, however, is used in decisionmaking by the borrower, the lender, the government, or the donor agency. Second, much of the traditional information collected cannotbe used to adequately address credit-impact or credit-demand issues.For example, it is often assumed that a formal loan is the only sourceof borrower liquidity, that the loan purpose specified in the applicationis the only use of liquidity by the household, and that changes inborrower liquidity use are directly correlated with the justificationgiven for the loan in the application. Despite the best of intentions, 

cause and effect is very difficult to establish with these data.Third, much of the information that is available is "soft." Thisresults from an emphasis on the quantity of information gatheredrather than on its quality Form filling by officials who do not havedirect responsibility for making credit decisions, and who may notfeel personally involved in the decision process, can easily producelax acceptance of approximations and uninformed guesses. Datagathering may also occur without effective quality control. Centralizeddecision making in many formal lending institutions, complicated bypolitical intrusions, can compromise the integrity of the information
 
process.


Fourth, even though large amounts of relatively weak information
about borrowers are collected, there are insufficient data in usableform on the performance of the financial intermediary. Few intermediaries, for example, have information on 
their costs of servicingvarious types of clients or have a clear picture of loan-repayment
status and data on what costs they impose on those who attempt touse their services Even fewer intermediaries do benefit-cost analysison the mounds of information collected, and many are not in aposition 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 relativelyweak information about borrowers-the demand side-and gives fartoo little attention to information that is vital to understanding the
behavior of intermediaries-the supply side. This distorted information reflects the traditional questions that have been asked about 
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RFMs. Data describing the overall performance ofRFMs are frequently 

scant and not very useful for addressing issues of policy. Information 

most useful for policy decisions-often not assembled-includes formal 

agricultural credit stocks and flows, the term structure of agricultural 
and

loans, loan-repayment performance measures, loan-size distri

on the nominal and real rates 
butions. Information is also needed 

savings mobilized by
the amount of voluntary financialof interest, 


RFMs, and interregional and intersectoral flows of financial claims.
 
the changesbe particularly interested in 

Policymakers should also 
time in the ratios of agricultural credit to total credit and the 

over 
ratios of agricultural credit to the value of agricultural production. 

Even the best information does not distribute itself. Most govern
assemble 

professionalsments need to establish 
information 
an office in 

and 
the 

train 
central bank to 

to use 
and distribute this new 
and interpret these data effectively. Conferences, workshops, and
 

be very effective ways of introducing more meaningful

seminars can 

analysis of RFM performance.
 

Policy Reforms 
argued that incorrect policies,

Throughout this book it has been 
are

both within and outside rural financial markets, a major factor 
these policies is very

in the markets' poor performance Changing 

high on the reform agenda. The policy change that stands head and 

shoulders above others in terms of need is interest-rate adjustments. 

Concessionary interest-rate policies combined with substantial amounts 

of inflation have resulted in negative real rates of interest in RFMs 

the past decade Effects of theseoverin most low-income countries 
in these markets. For 

rates of interest are apparentnegative real 
cheap loans in the hands of 

lenders often concentrateexample, 

relatively few people, and the rich, not the poor, benefit from cheap
 

rates also force lenders to rely on government
credit. Low interest 
or donor money for loanable funds and make it 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 

factor in improving the performance of RFMs. 
a very important 

of interest also allow the financial intermediary
Positive real rates 

for savers. Savings mobili
to offer much more attractive incentives 

by changes in rediscount facilities in 
should be reinforcedzation 

cannot be expected to mobilize 
central banks, as intermediarifs 

if they can get funds at low rates 
voluntary savings aggressively 

in reserve requirements that dis
through rediscounts. Adjustments 
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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 it 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 in product prices or yields cannot be offset 
by cheap-credit policies, which simply further disirort the economic 
environment. Finally, there is a high opportunity cost to society in 
using scarce resources for ineffective credit projects Investment in 
research and related infrastructure, for example, affects the rate of 
return to farning in a way that cheap credit cannot. 

Reforms in InsttutUonal Development 
Many of the specialized agricultural lenders created by governments 

and donor agencies in the last several decades suffer from poor design.
These institutions have been heavily dependent government andon 
donors for their loanable funds Put another way, their ofsources 
funds have been highly specialized and subject to political decisions. 
On the asset side, these institutions have been forced to concentrate 
their portfolios in very narrow target groups small farmers, livestock 
producers, rice farmers, or long-term borrowers. Many of these 
intermediaries are not allowed to diversify their 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. Specializatioi. in both assets and liabilities 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 clientele group served If a strong dose of inflation strikes,
lenders with mostly fixed-interest-rate, long-term loans in their port
folios suffer large amounts of erosion in 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 



An Agenda for Reform ofRural Financial Markets 305 
financial institutions ought to expand access toservices in rural areas and make 

loan and deposit 
more people creditworthy. 

Donor Reforms 
Donor activities in RFMs have achievedassistance some objectives. Donorhas increased the amounts of formal agriculturaland the number of institutions providing loans to 

credit 
farmers and oftrained people to staff these credit agencies. Donors have also fundedmuch of the research and evaluation done on RFMs, financed a largepart of the experimentation that has gone onthe past in these markets over30 years, and helped spread the word about what works,what does not work, and why things do not work better.Despite these accomplishments, donor activities too oftenrather than improve the performance worsen

of RFMs Several reforms inthe ways donors relate to these markets mightimprovements lead to substantialShifting emphasis from credit projects to RFM sectorloans is one possibility for reform Donors and host countries currentlyspend too much time and effort preparing credit projects Any countrycan increase the amount of local
diverting part of any increase in 

currency a,,ailable in RFMs by
money supply toaid in this area that use; donoris largely balance-of-payment support Aside fromthe additional foreign exchange, the maincredit project is 

impact of an agriculturalon the policies it reinforces or the policies it helpsto change Policy impact, not volume of funds, is the most importantfeature of th'e interaction of donors with agriculturalA second credit systems.reform, closely related to shifts fromlending, is revision project to sectorof criteria used
credit activities. Traditional 

to measure the performance ofcredit projects are largely justified bywhat happens at the borrower level. A shift to a sector focus would
require that RFM performance criteria be substituted for farm-level
measures. 
Instead of trying to document how many additional
of product were produced tonswith loans, attention would be placed onmeasures of institutional efficiency and savings mobilization. A credit
project should not be counted as a success if it undermines the vitality
of the lenders, if it is associated with an overall decline in thepurchasing power of the RFM loan portfolio, or if it helps to reinforcepolicies that make the RFM even more dependent on outside funding.A third reform involves changes in the way donors try to influencepolicy changes Policy adjustments should be seen as the outcome ofa process rather than merely event that happens whenan a loan isnegotiated. Changing interest rates and agricultural price policies haveimplications for the entire economy and may requiregovernment a good deal ofcourage. Those who are damaged by changes advocated 
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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 supporting detailed 
RFM sector assessments that involve original research, local tech
nicians, and dissemination of information to local policymakers.
Donor agencies have felt it 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, it might
be worthwhile for donors also to emphasize training in policy analysis.

A fourth reform involves the employees of donor agencies. Because 
most of a donor's activ,. s are expressed in projects, many of the
employees in donor agenc es project officers.are Although a dlior 
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 as;ist 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 financial markets in low-income countries, that many
of the causes for these problems have been identified, and that 
treatments for these ills are in hand Effective reform requires major
changes in the way rural financial markets are used in rural devel
opment. Dramatic adjustments in the sources of loanable funds used
by formal lenders lie at the heart of these changes RFMs would
perform much better if they mobilized a large part of their funds
from voluntary rural savers. Money froa donors and governments
is a very poor substitute for funds that are locally mobilized. Savings
mobilization would help reduce repayme.t 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 
,avers. 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 is 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 Eliminating the chronic, widespread 
excess demand for cheap credit will be a key element in inducing 

lenders to innovate 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 institutions9 We feel that adjustments in 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 clients would want loans. The price of loans, largely 

represented in interest 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 in 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 in 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 policies 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 in rural financial markets 
much more tractable and that will enhance the prospects for more 
efficient and equitable rural development. 
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