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Introduction

Rapid deveiopment in Asia has increasingly attracted worldwide
attention, and has been especially 1mpressive because 1t occurred
under a variety of political regimes, was accompanied by modest
inflation, and its fruits have been relatively equitably'spread.
Asia‘'s growth stands 1n marked contrast to econamic stagnation or
decline in many African countries, the turmoil that domirates Middle-
Eastern countries, and the uneven economic performance 1n Latin
American. Creativity, organizational ability, and hard work explain
part of Asi1a’'s growth, but 1n addition, a significant part of this
exceptional pertormance has been due to policies that are growth-
proroting. Folicies that strangle agricul ture-—food price controls,
overvalued exchange racves, and lack of investment in agricultural
technology and infrastructure—-—have been less common in Asia than in
other regions. Many policies have benef:ted agricultu?e dirvectly or
indirectly, and, as a result, rural development also has been
impressive in the region. As1an cases can be cited to support the
view that most countries must have & healthy agriculture before other
parts of the economy grow rapidly.

Eecause of the impressive overall economic growth, and the

differences in the performance of tinancial markets within the region,



important lessons can be learned by studying ns1a s rural tinancial
markets (RFMs). Five distinctive features ot RFMs in Azia will be
highlighted in the following discussion: (1) the substantial amount of
research that has been done on problems of RFMs in Asia compared to
other regions: (2) the tremendous diversity that i1s found in Asi1an
RFMe:; (7)) the large amount of i1nnovation and change that 1s occurring
in these martets; (4) the emphasis placed on rural savings
mob:lization 1n some of the most successful RFMs; and (5) the ability
of RFMs 11 Asia to szerve large numbers of borrowers and savers of
small amounts. Arter discussing these distinctive features, I draw
conclusions about what can be learned from RFMs 1n Asia. I open with
a brief overview of the contributions of tinancial intermediation to

development as a backdrop for my presentation.

‘unctilions of Finangcial Markets

While poorly understood, the normal functions of unmolested
financial martets are simple. [herr primary contribution 1s to
1ntermedlats among swrplus ond Jeficit firms or households (units). A
UnN1t may have resources that ewceen 1ts attractive 1ntra=tirm
investment or consumption oppor tinlties. (In ecoromic jargan, the
W1t faces low mErglnal returne o 1nvestments or low marginal utitlity
fromn additional current cansumption). Financi1al i1ntermediation allows
the swrplus f1rn or household to earn a higher rate ot return on 1ts
eucesees or to postpone consumption until additional goods would viel.dl
more vatistacktion. As Gonzalers -Vega has pointed out, when surplus

untts voluntarily deposit money with a +i1nancial intermediary, they

are avoiding lower return 1nvestment and consumption alternatives



within their own unit. They would be forced to use these low—return
alternatives i+ financial intermediation was not available. 1t 1s
often overlooked that most firms and househalds are surplus units tor
at least short periods of time, while other units, even in the poorest
society, have surpluses for longer periods (Von Fischke, 1978). This
means that a properly functioning financial market can cserve a large
number of inhabitants by providing extensive and attractive deposit
services.

At the same time, financiél i1ntermediaries can use the claims-—
on-resources mobilizecd from surplus units to issue loans to a smaller
number of creditworthy deficit households or firms. Especially in
dynamic economies, and even in those that are relatively static, there
are large numbers 0f units that are unable to capitalize on high
return invectment options or attractive cansumption alternatives. (In
economic jargan, these units are facing a binding liquidity constraint
in their consumption oOr investment activities). Loans allow deficit
units to increase production or consumption ard to boost income or
current satisfaction. Financial intermediation transfers claims—on~-
resources from surplus to deticit unite, and the spending of these
claims, in turn, transfers resources from surplus to deficit units.
EBoth savers ar d baorrowers gain from the process, even after
intermediaries withhold a emall percentage of the transactions for
their service. Compared to parter, or where financial markets are€
fragmented, society also realizes more efficient resource use and
increased output when financial system are well integrated.

A secondary contribution o+ financial intermediation is allowlng

iimite to more efficiently manage uncertainty. This 18 particularly
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important for farmers. Because of vagaries of the weather, pests, and
governments farmers commonly experience wlde wwlngs 1n prices
received, crop vylelds, and i1ncaomes. To survive, they must adjust to
these risks by holding surplus crops, livestoc-, gonld, money, or other
forms of savings-—-including deposits--that can bhe easily liquidated.
Unutilized credit reserves with family, friends, and intermediaries
are also important ways to manage uncertainty. To be useful 1n risk
management a fir.ancial system nust offer a large number of people
convenient deposit services and also be tlexible enough to provide a
large number of creditworthy pecple access to loans.

In addition to the resource allocation and rish management roles
that fi1mancial 1ntermediaries normaily play, governments and donors
regularly distort financiral markets th ougn loan targeting: to speed
development 1n a yilven area, to help a certain group of people, or to
boost a particular activity (Savay and others, Fry). Folicymakers
also mani1pulate crea:t programs to comoenscte individuals for the
etfects of natural disasters or +or oter government poclicies that
advereel s atfect a target group = 1nccae.

Numer ous gover nnments aleo attempt to reallocate 1ncome and assets
to target groups tnrough oredit prograns and use cheap credit and
timid loan recovery to allovate pol ot tal patronage. Some financial
martets are mauled near—to-death hy amairous policymakers, politicirans,
and donors. These acti1ons tragment ti1iancial markets and seriously
undermine their normal functions. These i1ntrusions also cause savings
mobilication to atrophy and overload finmancial markets with data about

targetea loans that crowds out useful information (Adams and others).
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Literature on RFMs in As1a

Many publications are available on rural financial markets 1N
Asia (see References) and the volume and quelity ot this literature 15
quite distinctive compared to what is found in other Third World
reglions. For several decades the RFMs in Taiwan, Japan, and South
torea have been extensively described and diagnosed, al though
relati1vely few of the resulting publications are 1n English. Numersous
recent publications on RFMs have resulted from eftorts by the Asl an
Froductivity Organization (AFD) , FAD and the Asian and Facific
Regional Agricultural Credit Pssociation (AFRACA) , ceveral government
and donor aqgencies, and researchers. There are 1n excess of 1,500
publications that treat RFMs 1N India alone (Grewal). Even relatively
poor countries csuch as hHangladesh have a rapidly increasing list of
publications on rural finance (Esguerra, Bangladesh Bank) . The
Technical Eoard on Agrlcultural Credit (TEBAD) has also produced a
large number of encellent publications that detail REM prablems and
progress 1n the Fhalippines. Recent publications by AFRACA and the
world Bank provide additional fascinating insights 1nto rural credit-
savinygs operations in the Fecples’ Republic of China (FRLY . The
amount uof literature on EEMe in ludonesia, Thailand, Nepal, Sri1 Lanka,
and Fekistan 1s also eutensive (ADRD .

Most of this literature is descriptive and provides information on
numbers and amounts of agr1cu1tural loans made by specific lenders or
by entire formal RFMs (AID, AF0, AFRACA) . The past several years
inrtreasing numbers of publications describing savings depasit
activities have also appeared. Overall, this growing literature shows

that a number ot countries in Asia have recently rapi1dly expanded both



the nominal and real amounts of formal agricultural credit. Rur-al
savings mobilization in Taiwan, the PRC, South korea, and Japan has
also been reported to be impressive. During the 1970s [ndonesia,
Thailand, and Fakistan were among the leaders in terms o+ percentage
1ncreases 1n volume of formal agricultural losns. Despite overall
rapid 1ncreaces 1n the volume of these loans 1n most Asian, there has
likely been a decrease 1n the real value of tormal agricultural loans
during the last +ew years in at least three countries: the
Fhilippines, Sri Lanba, and Vietnam. Fublications on India show that,
1n addition to a suhstantial increase 1n the volume of formal
agricul tural lnans, there has been an even more dramatic i1ncrease 1n
the number of rural barnk branches since the ecerly 1970s. Less
dramatic, but 1mportant, 1ncreases 1n the numbers of formal financial
outlets have recently occurrred 1n the Fhilippines and ERanagl adesh
(Meyer and Esguerrad.

fAinother sizable part ot this lite-ature tocuses on the uses made
ot loans and the demand for credit: measwing the 1mpact ot loans at
the borrower level, evaluating the averall FE%UltS.D+ a credit program

or policy, or estimating lo«n demand. Credit 1mpact studies have been

particularly prominent in lndia. Some attention has also been given
to thesse 1cesues 1n the Fhilippines, Indonesia, lhaitland. and
Bang!l adesh. Much lese ettentirun has been given to evaluating the

sowces ot finencial services and describing and explaining lender
bebhavior. There has also heen little research done on how government
financial market policies, overall economic policies, and donor

agencilies affect RFMs.
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A small, but interesting, body of literature has einerged on
informal rural finance in Asia. This 1ncludes pleces on rotating
savings and cred:t assocrations in Vietnam, Gra Lanta, South torea,
Indonesia, and India. Additional Papers on 1nformal lenders in
Malaysia, India, and the Philippines describe the operations of a
variety of i1nformal rural lenders. It is lnteresting to note that
informal lenders are given a more positive interpretation 1n the
literature than is heard 1n lay discussions 1n the region, especially
In Southern As)a.

As an aside, I am 1mpressed by the differences 1n views about the
informal lenders that one finds 1n Asia. In most of East Asia very
little 15 said about 1nformal lenders ang usury., In the Fhilippines
and 1n West and Saouth Asia policymakers are preoccupled witn replacing
informal lenders. Eecause ot the lack ot caretul research on the
BCoOnomics of 1nformal lending and on the transactions cost of
borrowing from tormal and i1nformal Ssources, 1t 1= 1mpossible to sor t
myth from reality 1n emotion-charged discussions about 1ntormal
lender s, I am uncomtortable with arguments--like those about
moneylenders-—-~that Ster eot ,pe groups o+ People and present a few
horror stories to male & general point. Discussions ot informal
lenders are laced with anecdotes about i1nterest rates that go as high
as 4490 percent pPer year, and ewvi|] moneylenders who talke away the 1and
of the borrower. There 15 very little 1nformation available that
shows the average borrowing cost on 1ntormal loans, documents the
average opportunity costs of funds handled by 1ntarmal lenders, and
details valuable services that i1nformal lenders provide (exception..

are Singh, Harriss, Fouman, and Harton). Most dirscussions of 1nfarmal



lenders have ethnical and racial undertones that [ +1nd distasteful.
Clearly, more objective reszearch is badly needed 1n Asia on the
economics, rather than the ethics, of informal lending.

Several other topics have recei1ved recent attention 1n the
literature: loan recovery problems, and deposit mabilization. Some
studies show that several Asian countries have chronic loan recovery
problems, while lenders 1n other countries regularly recover a very
high proportion of their farm loans. There 1€ no accord or. the
primary causes of loan default. Some argue that the problems lie
mainly with borrowers who are toc poor to repay—-or that detaulters
have had bad luck and are unable to repay. At the same time, others
argue that lender shortcomings reduce loan.reuovery. Sti1ll others
argue that l|oans are part of a grants system 1n which neither
borrower, lender, or the government 15 serious about loan repayment.
Rkesearch on deposi1t mobilization provides equally ambivalent results.
Some of the litercture stresses the paucity ot deposit mobilization
due to the poverty of rural people, while other studies report large
amouwnts of savings mobillized and emphasize the i1mportance of the
incentives and opportunities to save as determinants of savings
behavior (Ong and others, Lee and others).

I am encouraged that a large amount of usz=eful research and
writing 1s being done on RFMs 1n Asia. It reflects the rapidly
increasing capacity of Asians to ask and answer important questions
about rural +inance. It may also result from the presence of a
relatively high proportion cf successful RFMs that can politically
withstand analysis and reporting. In some countries agricul tural

credit programs perform so poorly that researchers are afraid to



report that, "the king is wearing no clothes. The volume of
literature on RFMs in Asia 15 1ncreasing to the point where
consideration might be g:ven to additional synthesis publications,

multi-country analysis, and some discussion of overall reseai-ch design

to male research results more useful to policymakrers.

Diversity
The Jiterature &aiso shows a greater diversity in rural financial
mar kots among countries around the arc +rom Japan to Fakistan than 18
found 1n other regions of the world. Three types of diversity stand
out: major differences 1n the sources of rural financial services,

diveirsity in pertormance of rural financial markets, and diversity in

the policy instruments used i1n RFMs.

Institutional Sources

A large variety ot tormal and 1nformal sources of financial
cervices can be tound 10 Asla. In some countries (lndonesia, BEhutan,
Burma, Bangladesh, and MNepal) informal loans bulb large in rural

L

areas. In other countries the rapid growth 1n supply ot formal loans

has been accompanied by growth 1n intormal financial services 1n rural

areas (Taiwan). In other countries, rapld expansions in formal loans
have pruobably caused & reduction 1n the volume of informal loans, at
least for a while (Fhilippines and Sri1 Lanka). My guess is that every

possible torm of informal finance 1s found 1n some part ot Asi1a. The
diversity in informal finance reflect the creativity of Asians, the
heterogeneity in financial needs that exist, and a reluctance by

farmers to use formal loans.



The institutional make up of formal sources ot rural finance is
also diverse across Asila. Farmers' associablons or cooperatives
dominate formal rural financial activities i1n South kKorea, Japan,
Taiwan, and The FRC. Various types of cooperatives &lso provide
lesser proportions of financial services to rural people 1n marny other
countries 1n the region. My 1mpression, however, is that cooperatives
have declined in their importance as sources af financial services in
many Asian countries during the past 20 years. Fakistan, India, Sri
Lanta, and Fangladesh, for e:xample, have recently stressed
agricultural lending through bants. Much ot the cooperative credit
system in the Fhilippines has largely disappeared and been replaced by
loane from rural private bants and gaovernment owned banks. In at
least India and Indoresia there are also a large number ot semi-formal
financial 1nseti1tutions that provide important and extensive financial
services 1n rural arsas (Gonzalez-Yega, Navar). In several countries
the private sector plavs a large role 1in providing formal financial
services in rural areas (The Fhilippines and Malaysial, while 1n other
countries most +ormal credit comes +trom government owned

intermedlaries (Vietnam, Burma and lhailand).

Fertormance

There is a broad range 1n the performance of RFMs in Asia. Some
of the world’'s strongecst rural financial markets are there along with
several ot the wealbest. Also, csome ot the most sophisticated and
comprehensive rural fi1nancial systems are located there (Japan,
Taiwan, and South torea) along with the most rudimentary (Burma,

Ehutan, and Nepal). [t 15 useful to use five criteria when measuring



the overall performance of RFMs: (1) the number and proportion ot
rural people who have regular access to fourmal loan and depocs1 t
services. 2 The amount and distribution of transactions costs
involved in fimancial intermediation. (Z) The extent to which
finarcial intermediaries are self sustaining and generate enough
revenues to cover their operating costs, loscses due to defaults, and
capital erosion due to i1nflation. (4) l.oan recovery performance.
And, (5) the extent to which RFMs are able to mobilize funds 1n rural
areas.

Eecause most res=arch in Asia has measured credit impact or has
concentrated on credit projects, only fragmentary information on these
five overall criteria 12 available. It appears, however, that formal
RFMs 1n Taiwan, South torea, and the FRC provide lending and deposit
services to a larger propoertien of the rural inhabitants than do
formal RFMs in Nepal, bBEurma, Indones:ia, and Fakistan.

Acz1de trom Indie, Bangladesh, and the Fhilippines, there has been
very littla research dore on transactions costs 1n RFMe 1n A=sia. THie
Indian research, along with more extensive research deone elsewhere on
this tupic, show that Jender loan transcctions costs often ecewd
interest charges, wsp=ci1ally when small and new borrowers are
1invol ved. This rescarch also =shows that somo lenders ration lcans by
shifting part of their normal loan trancactions costs to non—preter red
borrowers. Additional 1ntormation or transzactions costs and the s
distribution among the participants in +1nanci1dl 1ntermediration woel d
clarity the extent to which financial intermediaries coaver their costs
anc¢ meintain the purchasing power ot thoir loan portfolioce. Cle Ly,

more research is needed on transactions costs in Asia.



There 1s more information available on lovan recovery performance
than on any of the other criteria. While the usetfulmness of =ome of
this information is diminished by weak measures of loan recovery or by
problems of unreported loan refinancing, clear patterns do emerge tram
this information. Several countries have chronic loan recovery
problems, while other countries have few problems. lThose countries
that have low crop prices and yilelds in agr.culture tend to have more
loan recovery problems than do thnoee countries that have hi1gh
agricultural yields and attractive crop prices. Alsc, those countries
that distort financial marlets 1 attempts to target loans, to
transfer i1ncome to certain groupsz, or who use these markets to
allocate poulitrcal patronage alen tend to have serious loan recovery
problems.

AS w1ll be discussed more 1n detail later, there is a great deal
of difference amorg countries in the emphasis placed on mobilizing
voluntary savings 1n RFMs, In several countries (Taiwan and Japan)
rural savinge deposits encead the volume of formal agricultural loans
made 1n the countr.,. As bato hhas pornted out, voluntary rural favings
made a sizable conmtribution to the garly financinng of the non-
agricultural sector i1n Japarn. In other countrres relatively {few
voluntary savings are mobtize 11 rural areos and most of the funds

for agricultural lending vaome t:om governments or dorors.

Folicies
A wide range ot gover nment decisions atffect RFMs. The diversity
and number of these policies are too great to capture here. I'11

only comment briefly on two types ot policies: those that at+fect the



yields and prices in agriculture, and those armed at altering lendor
behavior.

It is clear that RFMs worhk better whern farmers get relatively
high vyields and prices. It is easier for intermediaries to mobilize
savings and find creditworthy borrowers when agriculture 1s growlng
vigorously. The stronga2st RFMs 1n Asi1a are 1n those countries with
relatively high agricultural prices, relatively large governmnent
investments 1n rural infrastructure, and with high agricultural
vields. Excellent natural endowments of soil, climate, and water
reinforce positive government policies. Correct policies, however,
appear to be more 1mportant than natural endowment: witness the
prosperous farmers 1n South Forea with modest natural resources
compared to the low productivity of farmers with far superior
resources 1n the Mahong Delta. The recent dramatic i1ncreases 1n
agricultural output in the FRC also demenstrate how sensitive
agricultural prosperity is to government policies. It is typircal for
governments that abuse or 1gnore agricuwlture to also distort RFMs 1n
attempts to right other wrongs. lhese distortions in RFMs are largely
1neffective 1n oftsetting the low prices and yields that farmers
receive, and the losses from the damage done to the ability of the
RFMs to carey out their normal finotions are subslantial (David).

£ variety of policies are used by governments and donors 1n
attemptes to alter hehavior or financral 1ntermediaries. Folicies 1n
India and Bangladesh, fur example, are aimed at forcing banks to open
more rural branches. A numper of countries i1n the region, 1ncluding
Thailand and the Fhilippines, require banks to lend a certain

percentage of their loans to agriculture or to rural target groups. A
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number of countries in the region also use preferential rediscount
lines in central banks %o sti1mul ate targeted lending. Most countries
impose some limits on the interest rates that can be char ged on tormal
lopans and paid on financial depos:its. These range from attempts to
charge zero i1nterest ratee on loans 1n Fabistan to very few interest
rate restrictions on reqular credit lines in the Fhilippines. Same
countries have had relatively intlesibkle nomiral interest rates tIndi1a
and the FRC), while obther countries have been aguick to change these
nominal rates (Inconesia, South kForea, and Taiwan). Some governments
also reward or penalize Imtermadiary Jsehavior tinrough reserve
requlrement adjustments. In addition, governmants and donors channel
targeted funds 10%to REMs as a way of altering iender behavior.

Why this tremendous cdivers,ty in the structure, performance, and
policies 10 AS1A, and what can bz learned trom it? In large part the

structures ot rkMe are diverse 117 As1a because the cultures and

socleties are diver s, It s does not mean that tittle can be learned
from looti1nyg acroses countries to¢ common patterns. Many people become
contused by siressing the Gl fderences 10 the 1nstitutions that provide

financial servicee Lo riceal people and searching for some unl que

tnstitution. Instead, [ feel primary pmphasl e should be placed on the
pertornance of the +inanciel 1nter medi aries, and on how VAr1ous tvypes
ot policies affect thig pertormance. This may lead to generalizations

that are applicable acros:s & large number of countries.

Innovation and Chanqge

There is more innovation and change going on in RFMs in Asla than

can be found in other parts of the Third World. This includes ma jor



ad justments such as the deregulation ot interest rates 1n the
Fhilippines, the reorientation of the FRC = RFMs fraom serving large
production units to catering to small units, and thes reverse 1n
Vietnam. While these major changes make the headlines, 1 am even more
impressed with the large number of small, often isclated, financial
1nnovations 1n As1a. it 15 a veritable bubbling caldron ot riew 1deas
whose diversity and complexity can only be touched wupon here.

Financial 1ntermediaries create two types of innovations: those
that dilute the effect of, or evade the 1ntent of, some regulation of
policy that adversely attects the intermediary; and inventions that
reduce the coots of existing services or allow the intermediary to
provide new services. The +1rst class of innovations contribute
little o the well-being of a country. witlle the cost-reducing
innovatione are vital for any modern £conomy. | see +ar more of the
latter type of innovationg 1n AsSld. Many Credit programs 1n Asia, tar
grample, het @ experiment2d with various torms ot group loans 1in
sttempts to lower transact:ion:zs costs and improve loan collection (e.g.
Thailand, Nepal and the Fhilippines!. Numerous projects have also
wzed mobile banks as a methoos of = tending financial services 1nto
remote areas (Bangladesh and Fabistan). Banls 1n several couniries
tave opened pawnshops o 1ssued pawsbanls with pictures and Lorrowlng
records as ways to speed securing small loans (lIndonesia, 9ri1 Lanhka,
and Fabkistan).

A number of countries have experimented with loan, crop, and
deposit 1nsurance as wWays of improving the gquality and quantity ot
rural financial services (India, Japan, and the Fhilipplines)..

Several bankz have also experimented with use ot {tow-cost rural
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branches—--barefoot bankers--as ways Ot Dringliy TUrmas baieis s
services to the poor (Sri Larmka and Fahkistan). Other banke have set
up small branches in urban central markets to serve the tinancial
needs of agricultural merchants (The Fhilippines), or e tended
agricultural loans through informal lenders (Malaysia)d. [ am atso
1mpress-d with 1arovations 1n Bangladesh that have allowsd & quasls
bant (Grameen EBank) to extend a largye number ot 10ans to low-lnoome
women, and with a Aumber ot projects 1n the reyion that are
euperimenting with savings mobilization schemes.

AFO and FAU/AFRACAH have done & commendeble job ot assembling and
reporting informaticon on come of these 1nnovations and changes. It
would be useful 1t Lhese efrorts were continued and expanded.
Carefully—done case studies ot sSOME 0f the mast prominent types ot RFM
innovations could be very wseful to those who are gearching tor ways
ta extend and 1mprove RFMs. Those of us wha work 1 the sl al
sciences might emulaete the e perience ot phystioal screntists who burld
seed-banks 1n 1nternationet psearct centers. The "seeds" ot the

soclral science are 1dez= and fangeal tons.

i

Gavings Mobrlizatian

I

Most ot the ftorinel REFE L Low 1ncomne countries outside Neia rely
on governments 0 dJanors to supply the malori by ot the +unds lent 10
rural areas. rhe main & ceplions= heling the (hiveluntary savings
mobilized by cooper atlves theoigh shar @ purchases required to recelve
loans, and several pural bants an Latlin smeriea that have recently
experi1mented Wwith sevings mobrlisation (Feru and the Dominican
Republic). In contrast, RFMs an sever al Asian countries mobi1lize

ruratl voluntary deposits 1n encess 0f agricultaral lending newds
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{(Taiwan and South Korea), while RFMs 1n several other countries
mobilize a substantial part of the money lent to agriculture (FRC,
Bangladesh and India). Overall, the atti1tude toward mobilizing
voluntary savings in Asia is much more positive than elsewhere 1n the
world.

In part, the superior savings mobilization performance ot FFMs 1n
As:a has been due to the previously mentiorned growth 1n rural incomes
in many of these countries (Ong and others, and Lee and others). he
widespread use of attractive lncentives and opportunities to save in
financial form, however, have also been 1mportant elements 1n this
success story. The fact that 1ntlation has been les: zevere 1n most
As1an counties than olscwhere 10 the Third World has al fowed many
savers to realize posltive real rates G interest on thelr deposits 1r
Asla. Many rural Jepositors 1n Laton Aaerica, Africa and 1n the
Middle East, 1n cont ast, have recs:ved nagative real rates of
interest. Where 1nfiation has been a problen 117 fis1a (Talwan, t b
Flitlippines, lruone<: a, and South bora., governmente have al lowed
higher nominal rates of 1nterest on dep =1l ble. Formal tinancial
intermediaries in Asra also otfer therr depositors akbroader range ot
savings 1nstruments than 1s found ] wee er e.

My guess 18 that seawtngs mobiliZef ton NAas also been more
prominent 1n Asla than elseuher e Lecads - lecs emphasts has been placec
there on try:ng to lead various developnent efforts with massi /e
amounte of cheap credit. Targeled govermment or donor money i
wsually ted 1nto RFMe tnrough coneesssenary rediscount windows 1n
central banks. These tacilities provide ultimete lenders viith large

amounts of loanable funds at interest rates tnat are lower than
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intermediaries must pay to mobilize voluntary savings depositis.
ConLecsstonary radiscount facilities provide 1ntermediaries power tul
incentilves to 1gnaore saving<as moblilization. Folicymalers ortoen
overlooh the fact that a normally tunctioning BHEFM will provide
cervices to a much large number of savers than borrowers. When RFMe
are drawn 1nto patronal relari1orshins with central bambs and
governments or donor s, through entenslve wuse cf rediscount facilities,
they are also encouraged to i1gnere the needs of surplus units 1n rural
Areas. This 15 particalarly damaging to low 1ncome tirms and
households, since they often have few alternatives to hold small
amounts ot surplus, other than 1n accounts with financial
1ntermedlaries.

Using the pertormance criteria mentioned earlier, my 1mpression
i that those RFMs 1n Agia that pertorm well <re tinose that alsco
emphas:ze savings mobirlization (Mever). Not only go RFMs that
mob:lize large amounts ot deposits provide « valucble service to a
much 1erger number ot rural pewple than those REFMs that do not, but
they alszo appear to have a mach larger mea+=rue Ot 1ndependence from
corrosive political pressur s, 1t 1= much more difticult for politics
to intrude 1nto the lendindg process 1f few ot the tunds lent are
provided by the government. ihis, 1n turn, usually results 1n tewer

lgan recovery problems.

Smali Borrowers and bavers

The most distinctive feature of KFMe 1n #s1a& has been thelr
ability to serve a +ai1rly large numbers of borrowers and =savers ot

small amcunts, and tc often make a profit doing so. Formal



intermediaries in most of the rest of the flhird World shy trom lending
to borrowers of small amounts and seldom attempt to otter attractive
deposit services to savers of small amounts. 1n many cases
intermediaries may actively discourage new borrowers and barrowers ot
emall amounts by imposing relatively large loan transactinns costs on
nonpreterred borrowers. At the same time the 1ntermedlary may also
discourage depositores of small amcunts by setting large minlmum-—
balance requirements, sharply limiting the hours when tunds can be
wlthdrawn, and paying low—--even negative--real rates of 1nterest on
small accounts. Understanding why many RKRFMz in Asi1a have succeeded 1n
helping the rural poor, while REMs 1n other countries have largely
failed 1n this tast, provides a deeper understanding ot the woriings
of Finane.w!l martcts.

1 part, RFMs better serve the rural pour 1n Asia because
borrowers and depositors of small amounts mate up a large part of the
rural population; poor people are the only-game—-1n-town 1n many araas!
st the zame time, there are a number 0f countries or regions outsice
As1a where the rural poor are a large part ot the population, vet they
have limited access to formal financlal services (e.g. Bolivia, Haiti,
and Northeast BErazil). Some have argued that these reglronal
differences are largely due to cultural facturs: e.g. that Asians will
save while others won t, that Asians repay locans while others don't,
and that Asians know how to use loans more wieely. While cultural
factors aftect all behavior, the ability of RFMe in As:ia to ser»= the
poor 1= largely due to the application of proagricultural policres. As
mentioned earlier, governments 1n Asia have generally adopted policies

that resulted in relatively high yields, prices, and 1ncomes 1N



agricul ture. This, in turn, has created a trreadly based demand for
financial services 1n rural areas, and allowed many financial
intermediaries to realize economies of scale and scope.

Folicies directly aimed at rural tinanciral 1ntermediaries 1n some
Asi1an countries have also been conducive to tre development of
dependable +lows of credit and deposit services for low 1ncome neople.
Those guvernments that have <irocsed Lalanced develcpment at RfMs,
grvenrn little emphesic to targeting loans, averded uwsing RFMs as income
transtfer mechanisms, limited their wse of conce551qnary redi: scount
tacilities out of central bani s, ang allowed 1ntermediaries to pay and
charge positive resl rates Of 1nterest generally have RtMs that do the
best jJob of cerving the rural oo,

One must be careful here to note the difterence between paolicies
that result 1n transitory credfit prodrams tor the rural poor and

policires that help develop KFMs that provide sustalned tinancial

services to this group. Few people gain much from the opportunity to
obtain one cheap loan o~ to not repey a sinmgle loan. liltewise, 1t 19
of little benetit toy a person to be able to meie a single deposi1t or
withdrawal trom & gavings account. On the otter handg, 1t 15 of great
value to an 1nd:vidual to have a deperndable and sustalned relationship
Wwith & fipancial 1ntermedi ary that allows borrowing and depositing,
depending on the varying needs o0f the 1ndividual ., 'ransitor'y credit
projects tor the rural poor, such as cccurred 1n %1 Lanta 1n the late
19705, grve politicians shart run edvantages and make the news
headlines, but leave the tinancial system less able and willing to

provide sustained services tmn this group. Faradomxically, the rural

poor are harmed 1n the long run by cheap credit projects that are



pstensibly implemented for their benefit! They are harmed because
cheap credit undermines the ability of the +i1nancial intermediary to
sustain quality financial services, provides the financial
intermediaries with the lowest returns on those very activities that
are most expensive tao carry out (new and emall loans), and discouragecs
intermediaries from offering attractive deposit services for the rural
poor.

Fecausr RFMs in Asia are less fragmented by repressive policies
than is true 1n most of the rest of the third world, they do a more
e{ficient job of i1ntermediating between surplus and deticit units,
This, in turn, results 1n additional output ang 1ncome 1N rural areas
over what would occur 14+ frnanci1al martets were more repressed. Much
0f thi1s addit:onal output occurs 1n smali farms end small non—-farm
rural enterprises, and enhances the sdartional output and 1ncome
stimul ated by other general economic policies 1n Aslia tuavorable to

agricul ture. Thus, 1ntegrated financial marlets lead to sti1ll turther

strengthening of the process of financial i1ntermediation.

Conclusians and_Implilications

I come away from a review of the literaturg on RFMs 1n Asia with
tour Strong 1mpre=s10NsS. First, f1nancLal markets are vital 1in
supporting development, but are largely 1rnetfective when used to lead
development afforts. Froduct prices and ylelds are far more important
in determining producer behavior than are interest rates and tae
availability of formal loans: at the same time interest rate
regulations and other government regulations strongly and advercsely

influencing intermediary behavior. 1 am also convinced that
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concessionary credit pragrames, under any political reqgrme, will always
inflict more harm than good on the rural poor. Fenefits +rom
financial i1ntermediation are always proportional to access to the
services they pravide. Access, In turn, 1s highly correlated with
political power, 1ncome, and assets uwned.. Thus, 1ncame transfers
through fi1nancial markets always have a regressive eftect on 1ncome
distributions and asset ownNnersnip. In agcition, 1ncome transfer
Programs usually leave financiral intermediaries wealer and Jess able
to carry out their normal and 1mportant functions.

Second, 1 am persuaded that government policies and donar
activities are 1mportant in explaining success DF fairlure 1n RFMs.
RFMe do not wort wel) 1f Qovernments abuse agr-iculture tnrough !ow
farm prices andg lack of itnvestmentes in rural 1nfrastructure. RFMs
work even more poorly 1f governmente and donnrs abuse financial
1ntermediation thr ough cancessionary rediscount lines, cheap credit
polic.es., heavy uwse of 'oan targeting, and political meddling 110 the
determinaticon of who shauld recelve loans.

Third, T am convinced that FFMs work mor . etficiently . and
Certalnly more equitably, when both lending and savings mobilization
Aare emphasized. Httractive and readiiy available savings depoesrt
services will benefi1t far maore of the rural poor than will transitory
cheap-vredit programs.

Fourth, | am also i1mpressed by the excellent work that AFQ and
FAO/AFRACA ars doing 1n lmpraving communication among countries in
Asia on 1ssues of rural +inance. because of the diversity and changes
that are cccurring, international agencies have an excellent

opportumity to continue to facilitate and coordinate communications,



training, and evaluation 1n the area ot RFMs. Fortunately, these
activities nmeaed not i1nvolve large amounts ot money. I suygest that
irternational agenciles tocus on mal iny contributions 1n three areaes:
(1) encourage the collection of literature aon RFMs 1n Asi1a 1n at least
one cenitral library. This might 1nclude periodic 1ssuing of
assac1ated bibliographies, and & Newsletter that brietly reports on
some of the most 1nteresting literature. pERAaLA 15 already aning some
of this. QAY) Encour age addictional case stuaires on KF policies and
projects that succeeded or falled. Agasn, AFRALA has done some
excellent work 1n this area on loarn recovery and savings mobilization.
(3) Encourage more communication &and coordination on 1ssues ot
research and evaluation 1n the area of rural finance. While extensive
research 15 being dorne 1n the region on this topic, some ot 1t would
be more useful to policymaters 1f 1t were diagnostic and less
descraiptive. A few regronal workshops +or researchers to share their
results and learn aboul new technigques might also yvield substantial
ben=tlts.

Acla 1S a unldgue laboratory tor thuse of us 1nterested 1N
e.plaining the pertormance of rural tinancial maribets. While +tai1lures
in BFMs are abundant around the world, success stories are scarce and
are largely tound 10 Msla. .Because the process ot financlai
intermediation 15 simple and essentialiv the same, regardless ot the
culture wnere conducted, much can be learned from the Asian succenss

stories that 13 usetul tor policymabers 1n other regions who want

their RFMs to perform well.
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