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IMPROVING RURAL INSTITUTIONAL FINANCE:

SOME LESSONS

Nimal Fernando'2

ABSTRACT

A summary of the major criticisms of the conventional approach to rural creditis presented. Some lessons
and experiences in developing rural finance are discussed. The need for a broader view and a holostic .
approach, importance of building financial infracture, importance of rural infrastracture and non-financial
policies, importance of institutional building is emphasized. Subsides in building institutional capacity
essential in rural saving mobilizations, roles of private commercial banks, and the need for directed

finance progrommes are briefly outlined.
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INTRODUCTION

In many developing countries government policy
agenda stresses rural development for a variety of
reasons: rural areas are largely underdevelopedin
comparison to urban areas; most of the population
and the poor live in rural areas; rural areas offer
considerable development potential; rural areas
are politically important. Thus the concern for rural
development reflects equity, growth and political
considerations. To achieve the objective of rural
development, governments have offered a multi-
tude of support measures, incentives and assis-
tance. Measures aimed at increasing the flow of
credit to the rural sector, particularly to small
farmers constitute a maior element of such support
in many developing countries. More specifically
such support includes, inter alia, interest rate sub-
sidies on loans to rural economic activities; estab-
lishment and operation of special credit schemes
and institutions; budgetary support for rural credit
activities; refinance facilities for rurai lending op-
erations of financial institutions. Perhaps, there is
no developing country government in Asia, Africa,
or Latin America which has not exiended some
specific suppott for rural credii operations.

inlernaticnal aid agencies, muitilateral lending in-
stitutions, regional development banks and donor
countries have supported in varying degrees de-
veloping country initiatives to improve credit flows

' The views expressed in this paper are entirely those of the
author and do not in any manner reflect the views or policies of
the Asia Development Bank.

2 Project Economist, AG4, Asian Development Bank, P.O. Box
789, MANILA, Phillipines.

to the rural sector. In many cases governments
have initiated special programs or projects with
financial assistance from such external sources.
The nature and scale of the programs have differed
across countries. But most of the programs have
focused on supply of credit.

CRITICISMS OF THE CONVENTIONAL AP-
PROACH

Criticisms of the conventional approach to rural
credit are well known and have been widely dis-
cussed in literature as well as international and
many national fora (von Pischke et al. 1983;
Braveman and Guasch 1893). Hence the paper
does not attempt to detail these approaches. But
to put the subject of the paper in proper perspec-
tives a summary of the major criticisms is pre-
sented.

These criticisms include: the approach has been
too narrow, being confined largely to agricuitural
credit; rural savings have constituted the “forgot-
ten half” of ruraltinance; interestrate subsidies and
varicus other subsidies have undermined develop-
ment of viable rural financial systems by promoting
misatllocation of credit and encouraging defaults;
subsidized credits have bénefitted largely the rich
and very little had reached the small farmers and
the poor; the approach had led to a greater depen-
dency of financial institutions on external sources
of funds including government budgetary support
and hence undermined the institutional viability
and sustainability; the approach has offered strong
incentives for political interference in rural credit
activities with consequent adverse effects on effi-
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ciency of credit institutions and recovery of credit;
the number of farmers reached remained small
and many farmers served are those who could

~even have had access to credit from commercial

sources®.

SHIFT TOWARD A MARKET-BASED FINAN-
CIAL SYSTEM

A major response to the weaknesses in the tradi-
tional approach to agricultural credit has been a
gradual movement towards providing financial
services at market-based or market-approximat-
ing prices. This approach s widely known as Rural
Financial Market (RFM) approach. The RFM
approach emphasizes the need to develop rural
financial markets rather than increase credit sup-
ply and to rely on market interest rates; recognizes
savings mobilization as an integral part of rural
finance; highlights the importance of building vi-
able and sustainable rural financial institutions
(RFls) through market incentives and allowing
private financial institutions to expand rural sector
portfolio on market basis; and advocates elimina-
tion of subsidies for rural finance activities.

There were some changes in the old supply-led
approach to agricultural credit in the 1380s. How-
ever, the changes have not been wide enough to

-replace the old approach. In many countries con--

ventional support meastres aimed at increasing
supply of rural credit seem to continue side by side
with the new initiatives though the relative impor-
tance of the former is gradually decreasing.

Although the RFM approach had gained consider-
able popularity during the last decade, stilt there
seams (o be no congensaus of opinion on how best
the rurai financial system could be improved to
suppont rural development. Disagreements, for
example, exist on moest appropriate interest rate
policy on rural finance?®; subsidization of rural fi-
nance, the need for specialized tinancial institu-

S For more recent émpirical evidenca from Bangladesh and
Nepa! supporting most of thesa assartions, ses Chowdhury
and Garcia (1893).

* For axemple, Desai and Mallar {1893) argue in a recent
publication that market interest rates on rural loans in certain
situations can have considarable adverse effects on mobiliza-
ticn of rural savings and henca the overal prafitability of RFLs.
They pointout thatif an increase in interestrates decreases the
volume of business, it cuts back on the savings the institutions
can accrus from economies of scale, negatively affecting their
profitability.

discussion in general relate to:

tions to cater to rural sector and the need for
targeted credit schemes. The arena of rural fi-
nance policy and practice has cometoacriticaland

. controversial stage where many nationaland inter-

national institutions involved in achieving the ob-
jective of improving the rural financial system have
begun to take a fresh look at their own policies and
strategies.

In the meantime several experimental projects
aimed atimproving rural finance have matured and
scaled-up their operations, the notable examples
being the Grameen Bank (GB) of Bangladesh and
Badan Kredit Kecamatan (BKK) and Kupedes
Scheme in Indonesia®. The Grameen experience
is being replicated in a large number of countries
with financial and technical assistance from do-
nors and multilateralfinancial institutions. Besides
these widely-known programs and projects, alarge
number of small-scale rural finance projects are
being operated in many countries®.

The old approach to rural credit, RFM approach as
well as the other new approaches being tried in a
number of countries offer many useful lessons for
those who are interested in improving rural finan-
cial systems. A major purpose of this paper is to
highlight some of those lessons of relevance to
developing countries. The lessons chosen for the
the ‘approach; -
financial and ruralinfrastructure; financialand non-
financial policies; institutions; prices of financial
products and services; savings mobilization; in-
volvement of private commercial banks; and di-
rected finance pregrams.

LESE0ONS

Hoed for a Broader View and o Holistic Ap-
proach

Experience in a large number of countries shows
thatour view hasto be broadenad from agricuttural

_ creditto rural finance and the appreach from credit .

supply o development of financial markets. This
change has occurred to some extent over the
years, but that is not yet complete. Thers are
several dimensions 1o this broadening.

5.See for an excellent account of these, Yaron (1892); Cn
Grameen Bank, see also, Hossain (1988).

% 8ee The Foundatior for Development Cooperation (1992);
and Hithorst and Gppenoorth (1992).

Papua New Guinea Journal of Agriculture, Forestry and Fisheries

1994, Vol. 37 No. 1 pp 92-103



94

First onthe “concept broadening”. Clearly agricul-
tural credit is only a segment of rural finance. But
evidence suggests that rural non-farm sector is
also of vital importance for broad-based develop-
ment’” and that sector's financial requirements
cannot be ignored. Also, the “forgotten half’ of
rural finance, which is savings, must be made an
integral part of intervention measures inruralfinan-
cial markets. The other type of broadening re-
quired is vertical: given the high degree of socio-
economic heterogeneity in the rural society it ap-
pears that rural finance should not be conceptual-
ized as banking for the “poor”, “marginalized”, or
“small"farmers. The conceptof “finance” isbroader,
cuts across activities and socioeconomic groups;
and compels to direct the focus on financial mar-
kets and relationships between different types of
participants in the markets. Thus, if the approach
is to be broadened from one of segmented to
holistic, the broadening of concept to “rural fi-
nance” becomes a prerequisite.

Second, on the broadening of the approach. The
financial system is an important mechanism by
which an economy mobilizes and allocates re-
sources. For the financial system to do this func-
tion efficiently there must be efficient institutions,
suitable financial instruments and supportive fi-
nancial and non-financial policies (see Appendix
1). Ruralfinancial markets consist of relationships
between buyers and seliers of financial services
and assets of different types in rural communities.
The narrow supply-led approach to credit cannot
cover these important dimensions and hence is
unlikely to lead to financial market development
through which resources may be efficiently mobi-
lized and allocated.

Financial institutions must also diversify their risks
to minimize their overall average risk level. Poten-
tial for such diversification is greater when their
clientele is not confined to the poor or small farm-
ers. Also, institutions that deal exclusively wiih
small lnans and doposits are ofien.unable to mest
costs and produce a profit. Therefore, they cannot
resort to cross-subsidization of activities to any
significant scale, atleast untilthe initial information
and other constraints to expansion of their activi-
ties are removed and their outreach is broadened

7-Seae the significance of rural non-famm activities, Anderson
and Leiserson (1980), and Binswanger (1983).

8 In many developing countries, potential investors in medium
and large scale agroprocessing industries and large holder
farmers in perennial crops experience difficulties in obtaining
loans from formal commercial financial institutions.

to serve an increasing number of small sector
clients. This tends to make such institutions heavily
subsidy-dependent. Further the apparently popu-
lar presumptionthat those who do not belongto the
categories of poor, marginalized or small farmers
do not have problems in having access to formal
sector financial services, does not appear to be
realistic. ®

Financial intermediation is the most important role
of financial markets in development. Financial
intermediaries perform this role by pooling and
reallocating savings. There is considerable poten-
tial for savings mobilization in rural sectors, in part
because everybody in the rural sector is not poor.
Even poor people save and these savings can be
mobilized, pooled and transformed into financial
assets (Von Pischke 1978; Fernando 1991a). Also,
savings mobilization provides multiple benefits to
lenders by enhancing their information base on
existing and potential clients which in turn would
enable them to improve their lending decisions
(Vogel and Burkett 1986).

IMPORTANCE OF BUILDING FINANCIAL IN-
FRASTRUCTURE

In the past many developing countries have at-
tempted to improve agricultural or rural credit flows
through creating institutions or special schemes
that deliver funds. Very little or no attention had
been paid until recently on building financial infra-
structure to support, strengthen and ensure
sustainability of such initiatives. As a result, many
schemes and institutions lacked solid foundations
and have become fragile and unsustainable. A
large number simply ended up as failures. For
example, in Papua New Guinea, the Savings and
Loans Societies (SLSs) were developed in the
1970s without a suitable and adequate financial
infrastructure. This contributed to the failure of
most SLSs. Many small depositors simply “lost”
iheir savings with the demise of the SLSs jn which
they deposited their funds and did not have any
legal protection. it was only recentiy that the policy-
makers of Papua New Guinea attempted to ad-
dress the financial infrastructure issues relating to
the SLSs.

Poorly functioning and underdeveloped financial
infrastructure impedes efficient financial interme-
diation by adding to the risk and cost of transac-
tions while development of such infrastructure
facilitates market based development by reducing
costs and risk and allowing participants in financial
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markets to transact business easily (Khanna et al.
1992). The infrastructure includes: accounting
policies, practices and financial disclosure require-

“ments; prudential regulation and supervision of

financial institutions; legal framework governing
financial transactions and legal procedures for
enforcement of contracts; and dissemination of
financial and legalinformation (Khanna etal. 1992;
World Bank 1989). If rural financial systems are to
be efficient and robust and to expand their cover-
age over time, they must be developed in the
context of a suitable financial infrastructure (see
Appendix 2). It is essential therefore to pay ad-
equate attention on this aspect which underpins
the process of financial development.

IMPORTANCE OF RURAL INFRASTRUCTURE
AND NON-FINANCIAL POLICIES

Another underrated and neglected aspect of rural
financial development is the significance and rel-
evance of rural infrastructure. Such infrastructure
facilities which directly influence economic devel-
opment potential, returns on investments and level
of social development also influence ruralfinancial
development, although their bearing has not been
adequately recognized by many policy-makers in
developing countries. Thisinclude, among others:
farm to market roads; bridges; primary health care

and primary education facilities; and -marketing -

facilities®. Condition of yural roads and bridges
clten will determine whether a loan will be repaid or
not while status of primary health care and educa-
tion facilities may influsnce utilization of loan funds
for the stated purposa.

Ruralfinancialdevelopmentis also intimately linked
with a wida array of non-financial policies. These
include chiefly exchange rate and agricultural pric-
ing and taxation policies. In many daveloping
countries, overvalued exchange rates and admin-
istered farm outpul prices make faming less prof-
itable, farm investments unattractive and farmers
less creditworthy. The macro as well as sectoral
policies contributing to better financial returns on
rural investments will have a far-reaching and
significant effect on sound rural financial market
development. The boltom line significance of
sound non-financial policies is the same as that of
rura! and financial infrastructure: thay contribute

® High dafault rates are citod as a common charactetistic of rural
credit. Itmay be interesting to find out the extent to which poor
rural infrastructure is responsible for the default problem.

towards reduction of costs and risk of financial
transactions.

The effect of better infrastructure and sound poli-
cies is felt on both sides of the financial services
equation: on the demand side they enhance debt
and saving capacity of potential clients and effec-
tive demand for services; on the supply side they
result in reduction of costs and risk of financial
transactions ,enhance incentives to provide ser-
vices on a profitable basis, leads to an expansion
of supply of finance and contribute toward
sustainability of institutions.

Potential viability of rural economic activities is a
key factor in development of viable financial insti-
tutions. If economic activities are unremunerative,
it is unrealistic to expect that there will be bankable
demand for loanable funds, nor will there be con-
siderable potential for mobilizing savings in such a
situation. Financial institutions that are compelled
or required to serve rural sectors that suffer from
severe inadequacies of physical infrastructure or
that are subject to unfavorable price structures are
likely to limit their services to the barest minimum
number of clients or experience large losses and
become fragile. They are unlikely to be able to
build confidence among the rural community as a
permanent element of the financial system and
therefore may notbe able to contribute towards the
process of financial develcpment. Unhealthy insti-
tutions are unlikely to provide services of good
quality.

IMSTITUTICHAL BUILDING 18 IMPORTANT

For a long time the signilicance of institutional
capacity for rural financial market development
was overlocked. Emphasiswas placedonmaking
funds available forlending. Thisis partly why state
departments andproject management offices were
often granied responsibility of dslivering credit to
rural sector and specific targst groups in that
sector. Building suitable institutions and their ca-

- pacily was not a high priorily item in many credit

programs or projects. This is true even when new
institutions were set up for the purpose.

In general, most RFls were created within and
nurtured by a distoried policy environrnent. Many
of the institutions were not market-driven. Hence
the signals and directions transmittad to these
institutions were simply not conducive for crderly
and sound institutional development. Also, such
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new institutions were conceived and used as mere
conduits for delivering credit rather than essential
components of the long term process of rural
financial market development. Often they were
under-funded, under-staffed; their staff was not
given suitable and adequate training; their capacity
to appraise projects and manage delinquent ac-
counts was not developed systematically as a part
of long term human resource and skill develop-
ment process in rural finance. Accounting prac-
tices of the institutions were not developed in a
systematic manner. Managementinformation sys-
tems remained poor. Incentives for innovations
were conspicuously absentin many institutions. In
short, institutional building was considered as an
exercise in creating new institutions, physical
construction of buildings and appointment of new
staff and giving them some training and budgetary
support.

Experience during the last three to four decades
shows that institutional capacity is of vital impor-
tance in the process of rural financial market
development. Many credit programs and projects
have failed, in part, due to the neglect of this
aspect. Rural financial development is a tedious,
complex and long term task. To accomplish this,
a country must have strong financial institutions
with trained staff'®. Recognition of the significance
of this factor is illustrated by the fact that GB which
is frequently cited and widely claimed as a rare
success story in rural finance, spent as much as
10.5percentand 28.1 percent of its administrative
costs for training purposes, respectively in 1987
and 1989 (Yaron 1892, p. 39). Functionally also
training of staff is considered as one of the most
important tasks in GB. Incentives for efficient
operation will have to be combined with capacity to
respond. In the absence of sufficient capacity,
incentives are unlikely to produce desired results.

RFis must have sufficient ability to promote finan-
cial sarvices, efficient system of creditdelivery and
. recovery, suitable eligibility criteria for lending,
stall with adequate skills in cash flow analysis,
project appraisal and managament of delinquent
accounts, efficient systems for deposit mobiiiza-
tion and staff trained in deposit mebilization, end a
management information system which can pro-

'°_According to Hilhorst and Oppenoorth (1992, p. 53) "itis not
uncommon to find people with no training in financial matters,
such as doctors, social workers, priests and agricultural tech-
nicians running the programmes and running them badly. In
these circumstances it is not surprising that the rate of failure
is so high".

duce timely and user friendly information. It is
equally important that these institutions enjoy a
sufficient degree of autonomy in decision making
relating to their day to day activities.

INTEREST RATES DO MATTER

Many developing countries neglected for long the
fact that distortions in interest rates can have
significant adverse effects on the speed, level and
nature of financial development. This was partly a
result of the wrong assumption that agricultural
sector cannot bear market interest rates. While
this assumption has proved to be unrealistic, ex-
perience shows that the level and structure of
interest rates have to be such that they provide
sufficient incentives for the participants in the
markets to operate efficiently. This is particularly
true in the case of lending rates in the rurai sector.

Interest earnings are the principal source of rev-
enue for RFls. When on-lending rates are kept at
artificially low levels with inadequate spreads
through administrative decisions, RFls are forced
to use various rationing devices of funds leading to
political interventions in decision making, distor-
tions, pooroutreach, andsignificantfinancial losses.
Such systems of pricing of loanable funds also
reduce incentives for financial technological inno-
vations which play a major role in rural financial
market development. These problems, to a large
extent, can be addressed by shifting to a market-
based pricing system.

Competition in the financial sector can be ensured
only if the interest rates are market-determined.
Non-price competiticn among suppliers of finan-
cial products and services also dependsto a large
extent on the market-determined interest rates.
Wheninterest rates are simple administrative prices
with no bearing on market movements, for ex-
ample, the quality of financiai services ceases {o
matter because such administered prices do not
tead 1o a competitive bahavior among suppliefs.

The issues relating to deposit rates appear to be
more controversialthanthose relating toonlending
rates. Yet, empirical evidence seems to suggest
that positive real deposit rates can have significant

' Desai and Mellor (1993) refute this contention and argue that
*farmers profer to keep their assets in physical form anyhow
in seed, equipment, livestock, and so fort-so a change in the
rate paid on deposits®. However, there is little empirical
evidence to support their argument.
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favorable effects on rural deposit mobilization™'.

The lesson is that market-based interest rates are

important and they do affect significantly the devel-
'opment of rural financial markets. However, this

does not mean that interest rates alone can pro-
vide a solution to the complex problem of rural
financial market development and they should
abruptly be allowed to be determined by market
forces. The best strategy and the speed with which
to shift from a distorted structure to a market-
based system will have to be worked out depend-
ing on the country situation. The shift needs to be,
in general, gradual.

SUBSIDIES CAN BE USED PRUDENTLY TO
BUILD CAPACITY

The RFM approach to rural financial development
highlights the negative role of subsidies and strongly
argues against subsidies, particularly interest rate
subsidies. Subsidies made available by donors
and governments through budgets and central
banks have in general undermined the financial
viability and self-sustainability of many RFls. Yet,
in the author's personal view, the lesson from
experience in the developing world is not that
subsidies are bad and unnecessary: the lesson is
quite different.

Subsidies, in some form, appear to be essential in
the development of rural financial systems in most
developing countries, if one of the cbjectives is to
expand the outreach to cover buik of the rural
population, particularly low income groups and
various disadvantaged groups such as womenand
those who live in remote areas. Mobiiizing small
deposits and delivering andrecovering smallloans
involve high administrative cosls. A considerable
proportion of these costs relate to social interme-
diation rather than financial intermediation and
arises from the low level of social and human
development of rural population. Hence, a justifi-
caticn exits for subsidization of operational costs of
rural financial intermediariesn.  Justification of

subsidies also depends on the type and the num-

2 Bonnel (1993) defings social intermadiation as "a process of
linking those bayond the frontisr of formal finance with formal
financial institutions and other services that will improve their
welfare and rnake them preductive.”

3 Subsidiss provided to RFIs to cover costs of sducating
borrowers and providing technical assistance to botrowers
may be considered similar to public expenditure on agricultural
extension.

ber of clients served by an institution. Obviously
subsidies are difficult to justify for those institutions
which serve primarily the rich or large farm hold-

ers..

Again to illustrate the point it may be pointed out
that GB’s subsidy dependence was as highas 180
percentin 1987 and 130 per cent in 1989, accord-
ing to Yaron’s (1992) estimations. GB received a
substantial amount of funds from donors and inter-
nationai lending agencies at concessional rates for
on-lending and held much of those fundsin private
banks as long-term high yield term deposits.
Hossain (1988) estimated that if the low-cost funds
from the International Fund for Agricultural Devel-
opment had notbeen available, the average cost of
funds of GB would have risen from 3.6 per cent to
8.5 per centand the cost of operationfrom21.7 per
cent to 26.6 per cent in 1986.

The author believes that GB would not have been
able to serve the clientele it has been serving and
have an extensive outreach without such a high
level of subsidization. Yet this does not mean that
subsidies must be an integral and permanent part
of the rural finance structure. This does not aiso
mean that lending rates must be subsidized. Inthe
case of GB the subsidies were used prudently to
serve an increasing number of low income group
clients, mainly women, while maintaining high re-

. covery rates of loans's.

In the past subsidies produced widely discussed
nagative effects bacause: their purpose was not
clearly speiled-out ; they were given largely to
maintain concessionalinterest rates on loans; thay
were not transparent; RFls receiving the subsidies
weare mostly state-owned and sublect o a great
deal of political interventions which created a vi-
cious circie of subsidies, they werenottirne-bound;
they were not given to right type of institutions and
activities.

' The subsidy dependence is measured as the ratio katwean

“tofal Subsidies (both implicit and axplicit) recsived by a finan-
cial institution and its total estimated annual interestincoms on
the average loanportfolio. The ratio measures the percentage
increasa in the averags onlending interast rate required to
compensats a financial institution for the elimination of subsi-
dies in a given year while keening its return on equity equat to
the appreximata nenconcessional borrowing cost (see for
detalls, Yaron 1992).

@

- As of end of June 1980, GB had €60,000 loans outstandingwith
a total loan voluma of $30 million. its loan collection rate had
been over 95 percent (Yaron 1992; Hossain 1988).
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If subsidies are to be applied in relation to rural
financial development, it is essential to clearly
spell-out the subsidy policy. The policy should,
among other factors, deal with the activities de-
serving subsidization, time-frame of subsidies,
transparency, financing method of subsidies and
how and when effectiveness of utilization of the
subsidies may be assessed. In general available
evidence tends to suggest that the subsidies be
confined to finance start-up costs and institutional
development activities (training, development of
efficient delivery and recovery systems, improve-
ment of information systems etc.,) and must notbe
used to make interest rates cheaper to the final
borrowers partly because for most rural sector
potential clients, availability rather than cost of
credit is more important. This seems to be true
particularly in respect of short term loans irrespec-
tive of the clientele category.

Greater Emphasis on Rural Savings Mobiliza-
tion is Essential

Mobilization of rural savings is an important part of
many successful rural financial institutions. Volun-
tary savings mobilization generates multiple ben-
efits to financial institutions. Vogel and Burkett
(1986, p. 426) note that:

“...lenders that mobilize deposits automatically
obtain information about their depositors as
potential borrowers that can lower transaction
costs and default risks on loans, while borrow-
ers from Fls (financial intermediaries) that mo-
bilize deposits locally feel an increased obliga-
tion to repay loans. Furthermore, deposit mobi-
lization can free Fis from the feast-or-famine
cycle of external funding from governments
andintemationaldonors andthereby strengthen
confidence amongboth depositors and borrow-
ers. Deposit mobilization may, therefore, in-
crease, and loan delinquency and default may
fall, as borrower incentives to repay promptly

They conclude that the performance of lenders
that accept deposits appears to be significantly
better than those that do not in terms of transac-
tions costs for both lenders and borrowers and also
in terms of loan delinquency and default.

Despite the potential benefits, the significance of
voluntary savings mobilization by rural financial
institutions has not been fully recognized and
appreciated by policy-makers in many developing

countries. Asa result many countries have not yet
made much progress in establishing savings asan
essential dimension of their ruralfinancial develop-
mentactivities. When attempts to promote savings
are made they often constitute attempts to graft a
saving component onto an existing institution or a
scheme rather than attempts to make savings an
integral part of the rural finance system.

Savings mobilization efforts, however, should not
lead to hasty attempts to graft savings schemes
into poorly functioning lending institutions. It is
unrealistic to assume that a lending institution that
cannot efficiently allocate its existing resources
wouldfunction more efficiently in mobilizing depos-
its from a large number of people, synchronizing
such resource inflows with credit transactions and
managing their funds profitably. As Von Pischke
(1991, p. 311) points out:

“the damage done by failed deposit takers can
be large and politically awkward, with disas-
trous social consequences. It would be spe-
cially unfortunate for small savers to find that
their savings had disappeared as aresultof bad
bookkeeping, fraud, or poor lending decisions
leading to bad loans and ultimately to the failure
of the institution accepting deposits”

While deposit insurance can protect depositors’
interests, as shown more recently by the US
experience on Savings and Loans Societies, such
insurance can lead to moral hazard problems and
finally may be costly to the society. Thus Von
Pischke {1991, p. 312) concludes:

“The conclusion to be drawn frem recent expe-
rience with failed deposit-takers is that institu-
tional sustainability requires a high quality of
lending and capital adequateto bearthe risks of
intermediation. Thus deposit-taking is not a
panacea for poorly-performing lenders. The
first order of business in improving their perfor-

deposit taking is introduced, capital should be
sufficient to protect the interests of depositors”™.

Animportant aspect relating to rural savings is that
they are influenced by a varisty of factors, not just
the depositinterest rate. The mostcritical determi-
nants of rural savings will have to be identified
carefully and savings promotion strategies be de-
signed accordingly to address those critical fac-
tors and constraints. The standard prescription of
positive real deposit rates is important, but may not

Papua New Guinea Journal of Agriculturs, Forestry and Fisheries

1994,Vol. 37 No. 1 pp 92-103




%%

be sufficient to generate an adequate response in
certain situations where savings are less elastic to
interest rate and more elastic with respect to other

factors such as level of confidence in deposit-

taking institutions, appropriateness of savings in-
struments and the degree to which accessto loans
is enhanced through savings.

While the significance of savings for rural financial
development cannot be denied, it must be recog-
nized that for a variety of reasons it is difficult for
RFls to use rural savings to finance term loans, if
they are to be involved in term lending. This is
particularly true when RFisaretofinance perennial
crop development where gestation period of in-
vestments typically ranges from 3 to 6 years and
negative cash flows are experienced for even a
longer period by final borrowers and to a lesser
extent inregard tofinancing mediumto large-scale
agro-processing industries.

Thelessonto policy-makersis thatiftermloansare
to be expanded, additional funds may have to be
provided to RFls until such time they develop
capacity and generate adequate savings with suit-
able maturity structures for transformation of rela-
tively shorter term liabilities into longer term as-
sets.

PRIVATE COMMERCIAL BANIKS WILL PLAY A
LIMITED ROLE

Historically, govemmentinlerventions in ruralcredit
supply began as a response to marke! failure.
Since private banks were not willing to play an
active role, staie-owned or controlied institutions
were o in piace o filf the gap petwesn demand
and supply of credit. More recently with measures
towards tinancial liberalization, efforts have been
made in saveral countries {e.g., Sri Lanka, Paki-
stan) to involve private commercial banks in rural
finance, particularly in lending to an increasing
number of smali farmers and low income pegple.
However, the response has so far besn generally
poordespite additionalincentives provided insome
cases in ierms of credit guaranises and
concessional funds for on-lending.

The reasons for this poor response is not surpris-
ing. Cost of lending to small farmers and low
income clients still remain high. The administrative
costs of small loans even under best circum-
stances may not be lowerthan 5to6 percentofthe
average annual loan portfolio of a RFI (Yaron
1992, p. 40). Therisk levels of rural lending have

also not come down substantially. Financial liber-
alization in many countries has also generated
relatively more profitable lending areas for private
banks than rural lending and hence they are more
keen to exploit those opportunities. '

Private banks also require marketable collateral to
cover perceived risks of lending to agriculture and
new clients in rural areas. Many rural potential
investors find it difficult to offer such collateral.
Thus they continue to lack access to credit from
those banks.

The issue of collateral is important even in a
liberalized framework within which commercial
banks are free to charge market interest rates on
loans. In theory, interest rate should reflect risk
levels and hence be different when risk levels are
different, assuming all other costs entering the
interest rate calculation remain the same across
borrowers. The banks, however, do not practice
interest rate discrimination among most of its cli-
ents, though the risk levels across borrowers may
be quite different, and, in general, charge a stan-
dardized interest rate for a majority of their loans.
Thus collateral is essential in cases where the
market interest rates are insufficient to compen-
sate for the risks associated with a loan to a
particular borrower (Fernando 1991b). The impli-
cation of this is clear: most of the potential rural
borrowers who lack bankable collatera! may find
themselves excluded even when lenders enjoy
freedom to charge market-determined lending
rates".

Those who argus for & greater rele i rural finance by private
cummencial banks and criticize private commercial banks for
not being active ofien seem 1o ignere that what mattars in
dacisions relaling to allocation of limited rescurces is risk-
adiusted rafative profitability rather than profils per se of
aiternative activities.

7 Ithas baen arguad that this is the casa in Papua New Guinea
where private commarcial banks are fies to set their landing
rates (Femando 1991 b). Ina cass study ofthe Thai rural credit

- system, Slamwala et &l (1983); p. 164} also eporied that ihe
sphere of oparations of commercial banks has basn almost
exciusively in villages where land titles have beeniszuedtothe
tillers.

>

indonasia’s Kupsdes (kupedes means general rural credit)
scheme demonstrates the significance of collateral in expand-
ing the outreach of RFis. At the end of 1989, one rural
househoid in every twelve had a kupedses loan outstanding
and over 60 percent of the borrowers wera able to meet the
collateral requirement by pledging homas and/or house lots to
gain access fo crecit from Kupedas (See Fernando 1591 b).;
Fernando 1991 b),
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Since collateral continues to be a key factor in
improving access to credit for bulk of the rural
people and inducing private commercial banks to
play a dynamic role in rural finance, measures to
address issues relating to collateral must be ac-
corded high priority in rural financial market devel-
opment. The approach in many countries has so
far been largely limited to improving debt recovery
laws and very little emphasis had been placed on
land title improvements and making land a readily
marketable collateral.

‘Group liability’ has been an important and tested
innovation which addresses the issue of rural
people’s lack of ability to offermarketable collateral
to gain access to credit from RFls."®* GB had
effectively used this “social collateral” to deliver
and recover credit. However, ‘group liability’ is not
a universally applicable innovation across coun-
tries and it has limited application across different
economic activities even within a given country.
This method cannot be efficiently used in term
lending as it is in short term lending (Fernando
1991 b, p. 17). Insuch cases, there appears to be
no substitute for marketable collateral.

DIRECTED FINANCE PROGRAMS ARE STILL
NEEDED

In many developing countries, programs have
been designed and implemented to provide credit
to specific target groups for specific activities by
selected institutions. Such programs are com-
monly known as directed credit programs. Disap-
pointing results of most of the directed credit
programs in the past several decades seem io
have contributed to an apparently general view
that such programs are an impediment to the
development of rural financial markets. Although
most directed credit programs in developing coun-
tries have had adverse effects on financial markat
development andfailed, itis notiogicalto conclude
ihat directed .finance programs cannot play. an |
important role in the process of nural financial
market development.® Most such programs failed
due to poor design, poor implementation capacity

of the responsible institutions and due to the dis-
torted policy and economic environment within
which they were created and operated.

The rural sector is highly heterogenous in terms of
economic status and socialdevelopment of people.
The access to information, awareness of opportu-
nities available, familiarity with formal sector pro-
cedures and instruments and ability to make use of
economic opportunities differ considerably among
various socioeconomic categories. Thereare some
categories of people, such as women, small farm-
ers, micro-enterprise operators, who are distinctly
at a disadvantage in responding to market oppor-
tunities. If the development is to be broad-based
and people-centered, such groups cannot be left
on their own. They need specific assistance.
Similarly, the suppliers of financial services due to
lack of information and costs and risk consider-
ations may not respond to the financial require-
ments of such groups. Hence, such groups may
find it difficult to be active participants in an exclu-
sively market-based financial development pro-
cess.

Directed rural financial programs can play an im-
portant role in laying the foundation for integration
of such categories of people into the formal finan-
cial system over time. These programs can, not
only be catalysts but also important extension
mechanisms and human capital development ef-
forts within such groups. However, learning from
the past failures, such finance programs, to be
effective, need to be carefully designed, well ad-
ministered and targeted and must be subject to
regular evaluations.

COMNCLUSION

The conventional supply-led approach to rural
credit had its limitalions and weaknesses and was
inadequate o address the fundamental issues
cencerning rural financial deveioprnant, The cur-
rent poor status of rural financial markets in most
devaloping countites which followed this approach
for over four decades itself is ample svidence to
support that hypothesis. However, many years of

- experience relating to the supply-ted approachina

* See advantages and shortcomings of group lending -Braverman
and Guasch (1993).

2 |In most developing countries directed credits have burdened
financial institutions with nonperforming loans, hindered the
growth of financial savings, promoted financial indiscipline
within financial institutions and among borrowers and inter-
feredwith the financial system'’s efficientoperation, (see World
Bank 1989; 1993).

large number of countries seems to indicate the
needed redirection in rural finance. The RFM ap-
proach and a variety of other new approaches
ranging from widely-known GB, BKK and Kupedes
to many other smaller scale rural finance projects
further enrich our understanding on how to ad-
dress the complex issue of improving rural finance
in developing countries.
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Many lessons can be drawn from the past experi-
ences with rurai credit and finance. These lessons
may be fitted into a coherent framework consisting
of financial and rural infrastructure; financial and

non-financial policies; institutions; market-based

prices and market-responsive practices. Develop-
ment of rural financial systems requires suitable
infrastructure and sound financial and non-finan-
cial policies. These are necessary but not suffi-
cient. Suitable institutionsthat adopt market-based
prices and that respond to market signals are also
essential. It is however becoming increasingly
clearthatthe shifttowards a market-based system
has to be gradual rather than abrupt. This shift
must involve a transitional period during which
subsidies and directed finance programs will con-
tinue to play animportantrole. Yet, subsidies need
to be used prudently toimprove institutional capac-
ity rather than to provide financial services at
concessional prices. Similarly, directed finance
programs must be carefully designed and well-
implemented to address constraints which impede
incorporation of specific target groups into the
mainstream of formal rural finance. There are
however no blue-prints for individual countries.
Each country will have to design its own strategy
depending on country-specific factors bearing on
its rural financial market development.
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