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RURAL FINANCE

Gerhard Coetzee*

1. INTRODUCTION

Rurd financid intermediation faces severd chdlenges, including, shortcomings and
gydemic wesknesses of rurd financid markets, urban biased policies and poorly
desgned interventions not based on the redities of rurd maketls. Agang this
background the purpose of this chapter is to provide an overview of some concepts of
financd theory, the hisory of conventiond gpproaches in rurd financid markets
informal finance, the role of savings mobilisation and a discusson on the new approach
to rurd financid makets. The am is to present the building blocks essentid to the
undergtanding of rurd financid markets  The roles of information, transaction costs and
measurement of success are emphasised.

2. FINANCIAL THEORY AND FINANCIAL MARKETS

21 INTRODUCTION

Information plays a centrd rolein financid markets. Information, risk and transaction
cods are insgparable dementsin financid markets. Indeed, the level of transaction
codtsis the determinant of the existence of amarket. The key conceptud dements
with which to andyse financid transactions are coincidental with those guiding the
andyss of inditutions. The New Ingtitutiona Economics gpproach which has
transaction costs as a point of departure and acknowledges imperfect informationand
bounded rationdity will be applied in the firg section. This gpproach to economics
chdlenges the dominant role ascribed to the market in the past ten years (and regjects
certain very redrictive assumptions in the notion of the market that are centrd to the
neo-classca paradigm). It argues that, given the circumstances, neither the state nor
the market isinvariably the best way in which to organise the provison of goods and
sarvices (Harriss et al, 1995). This gpproach is echoed in a World Devel opment
Report (World Bank, 1997) entitled “ The Sate in a changing world” where the
concept of “the smart state” is mooted.

Thefirg section will address financid markets and certain theoretic consderations
will beintroduced. The centra role of transaction costs and information will be
sudied, including concepts like asymmetric information, adverse sdection and mord
hazard. The reationship between the different actorsin financid marketswill be
explained with the principa-agent approach. This gpproach concentrates more on the
supply side of these markets. On the demand side, the behaviour of firms? will be

! Standard Bank Chair in Rural and Agriculturd Fnance a the University of Pretoria.

2 The term firm is used in a generd context throughout this chapter. The mgority of firms will lie
somewhere between the two extreme cases, i.e, the conventiond firm and the household firm. The
conventiond firm indicates the enterprise in a pure form, while the household firm combines business
and household decisons. Work by Aryeetey (1991) showed tha financid transactions and decisons
are gmilar in these two versons of the firm. The term firm used in ths study will indicate an entity
lying somewhere on the continuum between a conventiona and a household firm.



highlighted by introducing the pecking order gpproach. These goproaches are
introduced to provide atheoretica understanding of what we find in practice,

2.2 FINANCE AND FINANCIAL MARKETS: THEORETICAL BASIS

The am of the discussion in this section isto synthesise and contextudise the uses of
conceptslike, inter alia, rurd financid markets, and informa and formd financid
intermediiaries. It will further provide abass for smplifying financid transactions to
the actions of intermediaries, borrowers, lenders and savers. The ultimate function of
financid marketsis to increase the financid resources available to the economy and

to enable amore efficient use of those resources. Thisindicates that financid mearkets
fadilitete financid intermediation and management in order to stimulate and

acce erate the process of economic growth (Popid, 1990). Economic theory, until
recently, did not link financid services adequatdly to long term growth®. Schumpeter
(quoted by World Bank, 1992) argued, early in the century, thet financid
intermediaries are essentid for economic growth.  Schumpeter published his theory of
economic development in 1911 (Dorfman, 1991), changing the theory of economic
development and capitd accumulation away from draightforward increasesin the
stock of capitd to concentrating on innovation as the engine of growth. He added one
important component, thet of invesmentsin deveoping and exploiting innovetion

being largdly financed by an expanson of bank credit. This highlighted the role of
banks, and implicitly thet of financid markets, in the process of economic growth.

Although this emphasis on the role of finance in economic development is ascribed to
Schumpeter earlier economigts have aso discussaed the importance of financid
inditutions. Adam Smith (according to Hankel, 1990) dedicated atention to the
banksin England and Scotland in his book Wealth of Nations. As Adam Smith sated
it himsdlf, “nothing functions without money”. Thus economic history has taken up
the subject of the role of money and finandid indtitutionsin the devel opment process,
dbat without any systematic theory.

Clarity on the rale of finance in economic development was enhanced by studies of
Edward Shaw and Roland McKinnon who chdlenged the Keynesian growth models
that ignored finance (Fry, 1988). These two economigts coined the terms “financid
deepening” and “financid represson”. McKinnon (1973) argued that financid
represson fogters dudism in developing countries and is responsible for greeter
incomeinequdity and less than optimd investment efficiency. McKinnon and Shaw
produced atheoretica basis for financia development that has been formdised and
extended by others (Fry, 1988). The policy implications of these modds are that
economic growth can be increased by abolishing inditutiond interest rate cellings and
other redtrictions on the functioning of financid markets to ensure that the financid
system operates competitively under conditions of free entry.

3 Chandavarkar (1992) is of the opinion that we are ill undear on how to assess the true
significance of finance. Questions that till éude us are: is finance a follower of the red sector, or is it
a sector in its own right? Wha are the possble interrdationships between finance and development?
Is financid liberdisation an unambiguous policy recipe?  Chandarvarkar concludes his article by

stating that there il isarich agendafor research that needs attention.



Two recent developments in theoreticdl literature are of importance to answering the
question on the contribution of financia services to economic growth. Thework of
Levine (1996) and King and Levine (1993) show condusively thet finance mekes a
substantid contribution to economic growth. They argue the case for the contribution
of financid intermediation and subgtantiate it with empirical evidence. These authors
a0 refer to the drategic role of finance in the new endogenous theories of economic
growth.

Another concept that needs further clarification isthat of rura financia markets. By
induding the spatia concept in this term, the transactions by financid intermediaries
in rurd aress are highlighted. The financid market till refers to the broader concept
outlined earlier. Thisemphasson rurd is not specificaly atended to in the literature
(see Von Pischke, 1991; Gonzdez-Vega, 1990). Urban bias, indicating the
concentration of forma financia activities in urban areas, may be a contributing
factor to thisemphasison rurd. For the purposes of this sudy rurd financid markets
incorporate those financid activitiesin financid markets where people in rurd aress
arethe dients of the intermediaries. It follows that the concept of the frontier (Von
Pischke, 1991) dso gppliesin rurd financid markets. However, the spatia concept
of rurd does not provide aclear definition of rurd financid markets. Itistrue that
many intermediaries, on both sdes of the frontier, can act in rurd and urban markets.
Gonzdez-Vega (1990) argues that markets (and financid markets) in developing
countries are not charadterised by asingle, large, integrated market, but rather by a
collection of smdler, fragmented markets. Each of these segments, semi-isolated
regiond and loca markets, faces congraints on efficient resource dlocation and
productivity growth. Thus, in developing countries, there are numerous locd markets
for most goods and services and their comparative Sze depends on the level of
transaction costs in each market (Y otopoulous & Horo, 1992, Gonzalez-Vega, 1990).

The extent of fragmentation is thus a consequence of the magnitude of actud and
potentia transaction cogts. High transaction cogts are, inter alia, caused by poor
infrastructure and communication servicesin remote rurd aress. It dso can result
from the absence of alegd framework that can enforce contracts. The land tenure
system in aremote rurd area may offer no opportunity to serve as collatera and that
will aso increase transaction codts. Artificid market fragmentation aso contributes
to high transaction cogts. Artificid fragmentation results from government actions,
which am to address perceived market fallures® with policy insruments. Often the
wrong ingrument is chosen and additiond digtortions arise adding to the dreedy high
transaction cods that exist in a gpecific market. The concept “rurd financid markets’
conveysabundle of possible causes, mainly based on leve of transaction codts, why
the dients in those markets cannot fredy access financia sarvices like their
counterpartsin more developed markets, eg. in the urban setting. Yadav et al (1992)

* The more common casss of market failure such as market power (monopoly), externdities, failure of
collective action, etc. are not the typicad falures that lead to maket intervention in financid markets.
Just because some congtituency or group does not receive credit does not necessarily conditute market
falure. The principd defining festure of market failure in financid markets is of course asymmetric
information. Is the fact that someone who wants a loan but is unable to get one, evidence of market
falure? No, only if that person is creditworthy, will repay the loan (no contract enforcement problems)
and cover whatever cods the lender has to incur to overcome the information problem. There are many
people who are not creditworthy, whose absence from credit markets does not congtitute market failure.
To the extent that there are creditworthy people who are rationed out of credit markets when they can
and would repay their obligations, but it is to costly for lenders to find this out, then we have market

failure.



seeformd aswel asinforma intermediaries as segments of the rurd financid
market, and argue fragmentation in thisway.

For the purposes of this chapter we follow the approach of Von Pischke (1991) and
Meyer et al (1992). They prefer to use the dl-indusve term “financid markets’.
They differentiate between intermediaries who have contact only with other
intermediaries, and those who ded with the find dients i.e, the borrowers and
savers. Intermediaries that only have contact with other intermediaries will not
feature in this book except where they are an integrd part of the discusson. We
differentiate between the two sdes of afrontier. The frontier differentiates between
the forma and the informal sections of the financid market. “Inside the financid
frontier, formad intermediaries such as commercia banks, sock markets, credit
unions, consumer finance corporations, investment banks and insurance companies
make up the financid sector. They operate under government charters, are subject to
government supervison and reporting requirements, and are restricted by usury laws
and by limitations on the types of servicesthey may offer” (Von Pischke, 1991:1).
Thefinancid intermediaries indde this frontier tend to be formaly organised,
dructured and hierarchical, are perceived to be impersond and offer a greet variety of
sarvices. Further characteridtics of transactionsingde the frontier are the
technologicaly advanced level d executing financid transactions and the wide
availability of credit.

Financid transactions beyond the frontier of forma finance are persondised and
smdl and often involve smultaneous exchanges of cash and goods and services (Von
Pischke, 1991). The mgority of participants outsde the frontier are smdl-scale
farmers and businesses and members of low -income households. Savings beyond the
frontier are not deposited in modern financia ingtitutions, but held in cash or often
converted into assets such aslivestock and businessinventory. These savings can be
converted into cash rdatively quickly and easly. Another method of holding savings
beyond the frontier isin the form of loansto friends and relatives under terms and
conditions that indude reciprocal assistance upon demand. Credit transactions
beyond the frontier are usudly face to face dedings between borrower and lender.
These transactions are mostly short-term and involve smal amounts. They are
regulated by custom, the negotiation skills of the parties and competition among
borrowers and lenders. Credit beyond the frontier can however be scarce and
expensve and is often dosdy rdated to sodid ties, carrying no or low interest.

In addition to the forma and informa sectors Meyer et al (1992) mention athird
dimenson. i.e, the semi-forma market. These markets usudly fdl outside the
purview of the formd banking authorities. They mogtly function in the form of sdif -
help groups and are often owned by their members. The semi-forma sector isaso
characterised by a high involvement of non-government organisations (NGOs) and
community based organisations (CBOs). Table 1.1 provides an example of the
components of the financid sector, as they will be used in this Sudy.



Table2.1: Componentsof the Financial Sector

Formal (within thefrontier) Semi-formal Informal (outside thefrontier)
Regiond and Nationd Central Agriculturd Coops. Commund Clubs
Banks, Treasury and other Credit Unions Mutual Aid Associations
regulatory bodies Banques Populaires Rotating Savings and Credit

Integrated Devel opment Prgects Asociations (ROSCAS)
Finandd Intermediaries Village Baks Moneylenders
=  Commercid Banks Sdf-help Groups Money keepersmobile bankers
=  Devdopment Banks Savings Clubs Input suppliers
= Savings Banks Store ownersmerchants
=  Pogd Savings Trader-lenders
= Co-operative Banks Farmer-lenders
= Unit Rurd Banks Friends
=  Finance Corporations Neighbours

Reatives/Family

Capital Markets

Note: Based on surveysin Africa; Source: Meyer etal (1992).

In the 1960s, and epecidly in developing countries, financid markets were
essentialy seen astools to tap funds for government use, or to use to direct credit to
priority sectors. However, this view changed, mostly based on the impact past
policies had on the dlocative efficiency of financid markets. These markets are now
incressingly viewed as important in their own right for the mobilisation of resources,
for the efficient dlocation of credit, and for the pooling, pricing and trading of risk
(Roe, 1990). Risk assuchisacentrd ingredient of financid markets due to the time
dement involved in financid market transactions’. This brings us to the concepts of
risk and transaction cogts, which play an important role in finendd intermediation.

2.2.1 Transaction costs

Transaction cods are crucid when explaining the role of finance. In financid markets
transaction cogts arise from the contracts between actorsin these markets. In
economic terms, transaction costs arise from the transfer of ownership (Niehans,
1987). Maingtream economists neglected the theory of transaction costs until after the
Second World War. In the 1960s thinking on transaction costs was revived with the
redlisation that market failures had transaction cogt origins (Williamson, 1985).
Economigts from both the neo-dassica and the new indtitutiona school Sarted to
publish on this phenomenon (Griffin, 1991). The neo-dassicad school mainly sees
transaction cogts within the context of a market failure, whereas the new indtitutiona
economigts areinclined to see transaction costs as an integrd part of the market

(Chaves, 1994).

5

Financid marketsin essence are about managing risk (1993).

Von Pischke remarked a a seminar tha finance is secondary to risk in financid markets.




Coase, in 1932°, posed the issue of economic organisation in comparative inditutiona
terms. He argued thet firms often supplant markets as the principle means of
economic organisation and that transaction costs would be the decisve variable in
deciding whether transactions will be organised in afirm (hierarchicaly) or between
autonomousfirms (acrossamarket). In order to be able to take such adecison, it
should be possible to determine transaction costs. Kenneth Arrow (1951) observed
that “market failure is not absolute, it is better to consider abroader category, thet of
transaction cogts, which in generd impede and in particular cases block the formation
of markets ... (transaction costs are) ... the costs of running the economic system”.

The post-war market falure literature served further to highlight the importance of
information, itsdigtribution amongst economic agents and the problems with
assmilating or obtaining information (Williamson, 1985). Arrow (1951) observed

thet the needs for equilibrium and disequilibrium economics differ consderably.
Traditiond economics emphasises the price system as source of information, which is
correct should we be at equilibrium. However, in conditions of disequilibrium, a
premium is paid for acquiring informeation from sources other than prices and
quantities.

Let'sturn to transaction cogtsin financid markets. In the earlier discusson on rurd
financia markets afew causes of high transaction costs were identified. What then is
the result of high transaction cogts? It follows that the higher the transaction costs the
lower the volume of transactionsin a given market. In amarket with extremely high
transaction costs, no exchange could take place and one could say that the market
therefore does not exist (Niehans, 1987). Transaction cogts are the key to
understanding of intermediation and of the structure of markets.

Transaction cogts are defined by Meyer and Cuevas (1990) as the cost of transferring
resources between markets or between participantsin the same market. In the finance
fidd transaction cogts refer to the resources required to trandfer (lend, borrow or save)
one monetary unit of currency from a saver to aborrower, and recover that unit after a
certain time period. Transaction cogtsinclude non-financia cogts. Unlike
transactions in some other markets (Meyer & Cuevas, 1990) financid transactions

6 Coase (1992) in his acceptance speech of the Alfred Nobd Memorid Prize in Economic Sciences
sad the following: “1 found the answer by the summer of 1932. It was to redise tha there were costs
of using the pricing mechanism. What are he prices has to be discovered. There are negotigtions to be
undertaken, contracts to be drawn up, inspections to be done, arrangements to be made, and so on.
These costs have become known as transaction codts.  Ther existence implies that methods of co-
ordination dterndtive to the market, which are themsdves costlly and in various ways imperfect may
nonethdess be preferable to relying on the pricing mechanism, the only method of co-ordination
normally analysed by economists. It was the avoidance of he cost of carrying out transactions that
could explain the existence of the firm in which the dlocaion of factors came about as a result of
adminigtrative decisions”

" On the issue of the estimation of transaction costs in economic analysis Griffin (1991) remarked:
“Because a proper andyss incorporating transaction costs has never been peformed to investigate the
global efficiency of a progpective indtitution, the applicability of such terms is highly questionable in
al but conceptua work.” This is a view on an aggregated approach to assessing transaction costs.
Examples do exi¢ however where transaction costs were assessed a the micro-economic levd (Adams
& Nehman, 1979).

8 Benston and Smith (1976) argue that transaction costs are the “raison dére’ of financia
intermediaries.



adwaysinvolve somerisk because of the time lgpse before the contract is completed.
Fnancid transaction cogtsinclude non-financid cogsfor dl participantsin the
market, whether they be depositors, borrowers or financid intermediaries. The leve
and digtribution of these costs amongst the participants in amarket are influenced by
changesin technology, changesin consumer preferences, financid regulations, and
ability to fulfil collatera requirements, enforcesbility of contracts and by the internd
efficiencies of financid indtitutions. Meyer and Cuevas (1990) crested asmple
framework with which to conceptualise these costs (see figure 2.2).

In the figure d represents the deposit interest paid by the financia intermediary to the
depoditor, i represents the lending rate charged to borrowers. The cogtsincurred by
depogitors to obtain information on the financid intermediiary, to vist the financid
intermediary and to compare intermediaries, and findly to perform account
transactions (e.g. deposits and withdrawals) are represented by G. It follows thet the
net return to depositors should be equd tod - . The cost of borrowersin terms of
negotiaion, viststo theintermediaries and in generd dl cogtsto obtain loans are
represented by c,. Meyer and Cuevas (1990) make the observation that for both
borrowers and depositors, opportunity costs of time could contribute sgnificantly to
Ccsand cp.

Figure2.1: Financial Transaction Costs (M eyer & Cuevas, 1990)

d- ¢ SAVERS INVESTORS / BORROWERS
(SURPLUYS) (DEFICIT)
G| d il G
FINANCIAL
Cu INTERMEDIARY C
(N)
d+cn+qg+N=i

Nortfinancid costs incurred by financid intermediaries may be grouped as those
cogts incurred to mobilise deposits, G, and cogtsincurred in the process of lending, .
Cogts to mobilise deposits can include dl cogs like labour, capitd and materids used
anywhere in the process of handling deposits, eg. the cost of condtruction of a
gpecific branch building of abank to serve as adepository branch would be accredited
to ¢ Similarly, lending cods refer to cogts associated with loan processing,
dishursement, monitoring, recovery, obtaining information on potentid dients and
assessing the vdidity of collatera offered. The interest rate, i, charged on loans,
represents the income earned by the financid intermediary to cover al costs
asciated with the activities of the intermediary, i.e. interest rate paid on depodits,
cogts of mobilisng funds, costs of lending and anet surplus (N) or profit (or net
shortage or loss). In addition to the above cogts, the dement of risk of default, or the
risk of granting the wrong borrower (high potentia to default, or someone that will
invest in risky ventures) aloan, as embodied in default, aso increases the mentioned
cost dements. It isdifficult to estimate the potential of default, especidly a afirst
contact between an intermediary and a dient, and financid intermediaries follow



diverse and usudly undisclosed procedures to account for it. These procedures
complicate the estimation of transaction cogts of financid intermediaries.

The graphicd representation and explanation (in figure 2.1) of intermediation costs
(transaction cogts) serves three purposes. It indicates clearly that al partiesto
financid transactions incur transaction cogts, it shows that transaction costs comprise
far more than adminidrative codts, and ladtly it highlights the impact of uncertainty on
the leve of transaction costs, modtly on that of the financid intermediary.

2.2.2 Asymmetric infor mation, adver se selection and moral hazard

In the preceding discusson alot of reference has been made to information and
uncertainty or ris. Llanto (1989) argues that loan transactions are more complicated
than transactions in most other markets. In agoods market the task and objectives are
reldivey smple: sdl the goods and the transaction is terminated on receipt of
payment. Inafinancid merket, aloan transaction requires far more. Informeation
about the abilities and character of the borrower isneeded. Neither the viability of the
intended project, nor the creditworthiness and the management abilities of the
borrower are known to the finencid intermediary. The borrower on the other hand,
has far more information on his intended action and creditworthiness than the lender.
Thisisthe Stuation of asymmetric information (Stiglitz & Weiss, 1981).

Economic theory, in gaing conditions for Pareto-optimdity, impliatly (or explicitly)
assumes that dl economic agents have the same informeation about economic
vaiables Podlewaite (1987) remarks thet this does not exclude uncertainty, asthe
conditions for Pareto-optimdity will so hold, should dl agents have the same degree
of uncertainty. If the assumption of symmetric information is violated, the outcome
could not necessarily be regarded as Pareto efficient. In this Situation we are
confronted with asymmetric information and varying degrees of uncertainty,
depending on the quality and level of information on which agents act in the market.
The concept of asymmetric informetion has provided the economist with new ingght
into the reasons for market fallures (Postlewaite, 1987).

Without the information on prospective borrowers ability to invest loaned funds, or
ther creditworthiness, a Situation may arise where alender may choose arisky
borrower. Dueto thislack of information the particular characteristics of borrowers
are unknown to lenders. Thisis referred to as adver se selection. The now classcd
explanation of this phenomenon was in George Akerlof’s paper, The mar ket for
lemons (1970). Akerlof used the market for used cars as example. He explained a
Stuation where the sdllers of cars have more information on the qudity of the car than
the buyers. Thisleads to the problem of adverse sdlection based on the assessment
(information) of buyers of the carsfor sde. Stiglitz and Weiss (1981) further applied
this idea to explain credit rationing. In their argument they considered the banks as
the uninformed buyersin Akerlof's example, and the borrowers assume the role of the
informed sHlers. Samwallaet al (1990) argue thet the adverse selection example of

® Numerous definitions exist for risk and uncertainty, the most prevalent being that risk involves the
possibility of dternative outcomes with the probability for each outcome known while in the case of
uncertainty the probability of different outcomes is not known. In this study risk and uncertainty will
be usad interchangeably depicting uncertainty of outcome.



Siglitz and Weiss may be true for formd financid intermediariesin rura aress, but it
may be less gpplicable to the informa sector (argued on the basis of surveysdonein
Thalland). Theinformetion problem is modtly less of a condraint to informa lenders
asthey operate in specific villages or areas and have more information on their
clients. In their Stuation amodd that assumes near perfect information for the
sdection of clients may be more gppropriate. We will return to thisargument in a
later section.

Another consequence of asymmetric information is the problem of moral hazard.
Mord hazard may be defined as actions of economic agentsin maximising their own
utility to the detriment of others. Mora hazard therefore refers to the possibility that
individuas who are in debt will change the effort thet they put into making the project
successful and/or the type of project they undertake, for example by changing the
riskiness of the project (Bedey, 1992). Stiglitz and Weiss (1981) argue thet interest
rate increases lead borrowers to opt for more risky projects and this resultsin lenders
having riskier loan portfolios. Higher interest rates attract riskier borrowers that may
leed to increased default due to mora hazard. The reection from lendersiis quite often
to ration credit rather than to increase interet rates.

These circumstances where a borrower actsin a Situation of mord hazard more often
arise from changesin circumstances efter the initia agreement was reached. In many
ingtances mord hazard appears before the contract, especialy where the system
provides disincentives to repay, where contracts are not enforced and where poor
monitoring takes place. The borrower with sdf maximisng intentions will therefore
reed this Stuation as one in which wilful default will not be punished, hence the
actions of the borrower.

2.2.3 Principal -agent relationships

The discussed theoretic consderations now lead us to complete the picture by
atending to the principa agent gpproach. The problems of asymmetricinformation,
uncertainty, adverse selection and mora hazard dl contribute to the principa-agent
problem. Stiglitz (1987) describesthe bass asfollows  “(The principa-agent
problem) ... isconcerned with how oneindividud, the principd (say an employer),
can design a compensation system (a contract) which motivates another individud,
(hisagent - say the employee), to act in the principd'sinterests” The principa-agent
problem arises when there isimperfect information. Thus, due to asymmetric
informetion, the principa does not know whether the agent undertook the action the
principal himsaf would have undertaken, in the way the principad would have
executed the action. The principak-agent problem focuses soecificaly on Stuations
where an individua's actions can neither be observed nor perfectly inferred on the
bias of observable variables. Numerous examples exist of principalagent situations.
The areas of credit and insurance are mogtly used to illugtrate this concefd. In credit
relaionships, oneindividua gives another some resource (money) in return for a
promise to return that money & alater date. Aslong asthereisa probability of
default, which can be affected by the actions of the borrower, there is a potentid
mord hazard problem and it follows a principd-agent problem (provided thet the
lender cannot perfectly monitor the actions of the borrower, which is usudly the
case).



2.2.4 Pecking order theory

The above mentioned concepts concentrate on the rdlationship between the lender and
borrower, but mostly with emphasis on the lender and the transaction cods of the
lender. However, the leve of transaction costs of the lender will directly influence
the borrower, asthe lender will try to recoup his costs through the interest rete
levelled. The borrower on the other hand will dso try to decrease higher own
transaction cogts. Furthermore, the borrower will, based on perceived transaction
cogts associated with a pecific lender, choose among sources of finance.

Myers (1984) contrasts two views on portfolio sdection (or capita gructure): the
ddtic trade-off hypothesis and the pecking order gpproach. According to the Satic
trade-off hypothess, afirm will set atarget debt-to-vaue ratio and thengradudly
advance towards the target. The optima debt retio is determined in turn by the costs
and bendfits of borrowing. The firm is supposed to subgtitute debt for equity, or
equity for debt, until the vaue of the firm is maximised (Cuevas, 1992). According to
the pecking order theory firms have a preference for internd finance and follow the
“sefety firs” principle (Baydas, 1993). Thefirst source of financing afirm will
choose according to the pecking order theory isits own cash (in the form of savingsor
retained earnings). If externd finance is required the firm will first choose those
financing options thet will exert the leest outside influence on decison meking in the
firm and ownership of the firm (Myers, 1984). Thus equity finarcing will be last
resort borrowing. Myers (1984) dso shows that predictions based on asymmetric
information are cons stent with the central issues of the pecking order theory. Here,
the manager's better knowledge of the firm compared with that of potentid outsde
investors, which resultsin different vauations of the firm's stock, condtitutesthe
information asymmetry. The role asymmetric information playsin the pecking order
theory is conastent with the emphasisin this sudy on the impact of informeation
availability on transaction costs. For this reason this gpproach, rather than the static
trade-off hypothess will be used in this study.

Cuevas (1992) argues that the concept of hierarchica preference between externd and
own finanding bridges an important gap usualy present in financial market research.

It follows from the pecking order theory that profitable, efficient firmswill borrow
relatively less than other firms (less profitable and efficient), since they will finance
thar investment expenditures with retained earnings. This aso supports the
observation of risk aversveness of rural households and their concomitant financing
profile. Numerous surveys of rurd financid markets showed that most firms finance
their invesmentsand activities with own funds (Adams & Fitchett, 1992; Coetzee,
1988). If outsde sources are used, the firgt choice isfrom informa financia
intermediaries, with forma finance secondary. It follows that agenerdisation of the
pecking order theory indicaes that those firms seeking outside finance, and from
forma sources, may be the more risky clients (less efficient firms) and thus we have a
gtuation of adverse selection.

2.3 DISCUSSION OF THE THEORETICAL CONCEPTS

The centrd theme of the theoreticd discussion is the important role thet transaction
cogsplay in rurd financid markets Various economigts, notably Stiglitz and Weiss



(2981%), have moddled most of the discussions of asymmetric information, adverse
sdection and mord hazard. The implications of these modds were that due to the
problems of asymmetric information and the resultant adverse sdlection, some form of
credit rationing is norma behaviour for lendersin rurd financid markets. Credit
rationing can come in two forms i.e, rationing in the form of providing less credit to
aborrower than was gpplied for and providing credit to asmdler number of
borrowers. As asymmetric information leads to higher transaction codts, fewer
transactions are the result. Implied is dso a Stuation of mord hazard, as higher
transaction cogts result in higher interest rates. At higher interest rates the more
daring borrowers are willing to take up loans. This meansthat the risk aversive
clients (and mostly more efficient firms - a la pecking order theory) will not take up
loans. This creates the Situation, according to Stiglitzs models, thet it makes senseto
subsdise interest rates, asthelessrisky borrowerswill then enter the market.

Samwadla et al (1990) take adifferent viewpoint. They argue that in the case of the
village level moneylender one can assume in the mgority of transactions aStuation

of near perfect information, especialy compared to the Stuation of the formd
intermediary where asymmetric information gpplies. Why near perfect information?
They argue that the village levdl moneylender is such anintegra part of the village
anditssodid dructure that it follows that he/she will have more information on

clients regarding production activities, character, other sources of income and
creditworthiness than outsde intermediaries. In these Stuaionsit follows thet less
chance for adverse sdection and mora hazard exists. Udry (1990) confirms this view
in an article that addresses the issue of incomplete markets and imperfect information
in the context of credit marketsin rurd Northern Nigeria He found thet in these rurd
villages credit transactions take advantage of the free flow of information within the
communities. Information asymmetries between barrower and lender were perceived
to be unimportant, and their indtitutiona consequences - the use of collaterd and
interlinked contracts- are dosent. Credit transactions play adirect rolein risk pooling
among households through the use of contracts in which the repayment owed by the
borrower depends on the redlisation of random production shocks by both the
borrower and the lender.

Until recently, Stiglitzs modes were of avery setic neture. They did not dlow for
the Stuation in which lendersincreased their leve of information on borrowers
through repeated contacts, thus a Stuation of decreasing asymmetric information.
However, Hoff and Stiglitz (1992), sarted paving the way to more dynamic
moddling and accepting the fragmentation of rurd credit markets between informal
and forma lenders based on the difference in transaction costs based on the different
levels of information available to these intermediaries. The basic premise of
asymmetric information does not aways hold true. Samwalla et al (1990)
congtructed amodd for informa intermediaries where they follow the argument of
near perfect information, thus not the asymmetric informeation route.

The Stiglitz modd’ s suggestion to subsidise interest rates to draw less risky dients
into the portfolio takes the information problem as a given and argues for a subsdy to
compensate for this through subsidised interest rates. The contrast hereis that they
generdly do not address the chalenge to create innovative new lending technologes

1 See o gudiesby Stiglitz & Weiss, 1981; Hoff & Stiglitz, 1992.



to reduce the information and contract enforcement problems directly. They dso
ignore the negative impact that subsdised interest rates can have on borrower
behaviour in the form of mord hazard behaviour as will beillusrated in later

sections. Theimportant dement is emphasised that the building of ardationship
between borrower and lender decreases asymmedric information, adverse selection
and mord hazard problems and thus leads to a decrease in transaction costs over time.
This rdationship in essence follows on improved information flows.

The information problem in rurd financid markets dso impectson thedient. Itis
clear in the case of saversthat corrupt inditutions can impact negatively on their
asts. Thiswill be addressed in alater section. In the case of the borrower and the
impact of unacceptable behaviour of the indtitution on him the following example

may be given. Dueto alack of information flow to the borrower unfair practices may
be gpplied by the lender in the form of overpricing, extremdy high additiond fees and
unfair contracts. Another example may be the compilation of acontract in aforeign
language (for the borrower) which may impact negatively on informetion flows. The
most emationd discussion on rurd finance issues normaly evolves around interest
rate levels. The notion implied and put forward by Stiglitz and Weiss (1981) that
credit rationing through increasing interest rates results in risky behaviour, therefore
subsdisng interest rates may involve “better” clients warrants some attention.
Subsidised interest rates (mutated price Sgnals) dso serve as an incentive for people
to enter certain markets. In section three it will be argued thet the powerful (in terms
of wedth and politica power) grab most of the volume of subsidised credit, thus dso
diverting flows from the intended target group.

2.4 CONCLUSION

The objective of this section was to serve as an introduction to some concepts that
will be gpplied later in the chapter. Thisis nat an attempt at an exhaustive discussion
of information economics. It israther adiscussion of some sdlected topics.
Transaction costs are of crucid importance in the functioning of financia markets.
Information is extremedy important when establishing the leve of transaction codts.
Grasping these concepts contribute to our understanding of financid markets,

3. THE CONVENTIONAL APPROACH

3.1 CONVENTIONAL CREDIT PROGRAMMES

Following on the introduction of some of the theoreticad conceptsin section 2, the
conventiona gpproach to financia intervention will be discussed in this section. The
conventiond assumptions will be gated. These assumptions are the underlying points
of departure on which the conventiond credit programmes were structured. It will be
shown that the assumptions on which these programmes and policy frameworks were
based were incorrect. Thisis done by studying the objectives of these programmes,
how success was measured and what the results were. Lessons of experience will be
synthesised.



3.2 CONVENTIONAL ASSUMPTIONS

The two basic assumptions on which the conventiona credit programmes were based
highlight the two mgor differences between these programmes and the new view on
finandid intermediation in rurd finencid markets. The first assumption was that
smdl farmers (and by implication rura people) were too poor to engagein
meaningful production. Ther circumstances are so dire that any form of capita
accumuletion is out of their reach (Seibel, 1986). Furthermore, because of their
inability to over recover in investments and productive activities, and because of a
lack of employment opportunities, the rurd people are too poor to save. These
programmes were initiated and these assumptions construed when Lewis stwo-sector
model was quite popular. There was therefore no consideration of an dterndiveto
farming in the rural aress. 1t was dso during the same period that Colin Clark and
Smon Kuznets (quoted by Dorfman, 1991) formulated their view on the declining
role of agriculture in economies over time with development. The target areasfor
these conventiond credit programmes were underdevel oped third world countries,
and it follows that their agriculturd sectors were the mgjor employers and
contributorsto gross geographic production. Therefore these assumptions had
credibility for the governments of both indudtridised countries (the suppliers of
finance) and developing countries. 1t was argued thet mgor inflows of fundsinto the
agriculturd sector were a necessary requirement for development. The poor inthe
rurd arees were the mgor targets. Under colonid adminigtrations, and especidly in
Africa, the settler farmers received mogt attention from government in the form of
invesment in agriculturé®. The post-colonid governments therefore switched their
dtention to the traditiond farmers. In anumber of countries mgor land reform
actionsweretypica of thisperiod. Farmsof colonid farmers were in many instances
expropriated and smd| farmers were resettled.

The centra role of governments as implementers and financiers of these programmes,
and of government inditutions, wastypica of the influence of the Keynesian views of
thethirtiesand forties. Economic planning was an enticing instrument for the
governments of the day (McKinnon, 1973). The post Second World War success of
the Marshd| plan was further fuel on thefire for large scale investment programmes
in developing countries (Vink, 1986). These favourable conditions for government
intervention found a promising indrument in credit programmes during especidly the
post Second World War period. These programmes were seen as the instrument that
would solve low productivity in rurd areas and concomitantly the poverty problem.
Cheap credit programmes were dso compensation to the smal farmersfor policies
that advantaged the urban population.

3.3POLICY DIRECTIONSBASED ON THESE ASSUMPTIONS

The basic policy on credit programmes was chegp credit to the poor. The basic
missng dement typicd of these policies was a savings component. Colonid
governments started chegp credit programmes, but the target population of these

1 In Zimbabwe and South Africa messures to support commercid farmers, and which excluded

traditiond farmers, included subsdised credit, exclusve marketing services and exclusve access to
land (Binsvanger et al, 1993:11). In Zimbabwe, exclusve access to high potentid land wes dso
included (Weiner, et al 1985).



programmes was the large-scae farmers that were producing for the market of the
mother country (Schaefer-Kehnert & Von Pischke, 1986). Credit was drictly
dlocated to farmers that could produce commercidly on alarge scde. Thiswas even
more reason for the post-colonid governments of newly independent countriesto
target the poor small farmersthat had no access to credit during colonid government.

Subgdised credit was initidly seen as the basic motivation for smal farmersto

produce. But another problem emerged: how to structure these chegp credit
progranmes. Exiging examples were studied and the experts were canvassed in the
indugtridised countries. For example, apopular modd in the USA wasthe “Farmer

and Home Adminidration”** (Bathrick, 1981). This supervised credit programme was
replicated in saverd developing countries. Examplestar programmesin developing
countries were usudly taken from the donor country. VVon Pischke et al (1983)
remarked that it was quite strange that even after years of experience (and failures) the
replication of programmes and indtitutions in developed countries were il taking

place.

In the next sections some specific characteristics of disbursement e ements of
conventiond credit programmes are discussed.  The arguments put forward by the
supporters of the conventiond approach will be assessed. Adams (1992a) referred to
the conventiona approach as the “ credit project” or “credit as an input” gpproach.
The supporters of this gpproach therefore saw credit as the same type of input in the
production process as fertiliser and pesticides (for small farmers) and materids (for
smdl manufacturers).

3.4 INTEREST RATES

The most common characterigtic of conventiond credit programmes was the
subsdisation of interest rates. The two base assumptions underlying the conventiona
gpproach both emphasised the poverty of smdl farmers and rurd people. A number
of arguments are usudly put forward to mativate the subgdisation of interest rates.
We will discuss these arguments as well asther counterparts. Theirony of the
subsdisation of interest rates isthat it usudly contributes to more expensive loans to
the borrowers who are the targets of the cheap credit policy.

What is meant by the term “chegp credit”? In generd it refersto interest rates being
subsidised to aleve lower than the market rate (those charged to business or
households in the more developed formd financid markets). These rates are usudly
too low for lenders to be able to cover loan transaction costs and are more often than
not, lower then the rate of inflation. They are mogtly inflexible and do not change
with changes in the market interest rate.

34.1 Theusury argument

This argument has the moneylender as target and villain. Based on religious bdliefs
(as echoed by the Bible, the Koran and the Tamud) the charging of interest rates is
condemned. Numerous empirica sources date the high levels of interest rates

2 Aswell asthis programme's predecessor “Farm Security Administration”.



charged by moneylendersin al parts of the world (see Adams & Fitchett, 1992).
Therefore the supporters of this argument have ample evidence of high rates and the
necessary emotiond support for their arguments. What is often ignored, is that
informd lenders do not regularly recaive returns that are far beyond their codts, as
shown by empirical findingsin developed countries (Adams, 1984). Opportunity
cogts of funds out of nortlending activities are usudly high for these informd lenders
who are often these fellow farmers or businessmen with surplus funds (savings).
They are dso exposed to the vagaries of nature in their enterprises, therefore the high
opportunity cogs. If dl the cogts of borrowing are included (i.e. interest rates plus
transaction cost) Adams and Nehman (1979) found that chegp forma loans are
sometimes even more codly to borrowers than informa high interest loans. Informd
lenders have far more information on their clients than formd lenders and therefore
lower transaction costs.

The cdculation of these high rates aso contributes to the problems. How do you
compare arate of 10 per cent per month (eg. asmal businessman with stock turnover
period of one month) with aloan to asmdl farmer at lower interest rate for afull
production season (e.g. one year)? One of the essentid characterigtics of the
arguments in favour of chegp rates due to the usurious nature of the informd lender, is
the non-existence of convincing evidence of exploitation.

3.4.2 High income countries charge low rates

In this argument the interest rates of developed countries are used as basis for
comparison. The supporters of this argument ignore the effed of inflation and do not
compare the red interest rate of the two countries. Also, this argument stems from
the 1930s, when interest rates in America fluctuated between two and seven per cent.
Countrieswith ahighly developed financid market and low rates of inflation are
compared with countries with rudimentary and segmented financid markets with high
rates of inflation. The provison of chegp credit in high inflation developing countries
resultsin negative red interest rates charged to farmers. It dso impliesthat thereisa
net trandfer to the farmers. In Zimbabwe the difference between nomind rates on
deposits and the inflation rate was 84 per cent in 1984 (Mittendorf, 1987).

3.4.3 Financial intermediariesreceive cheap funds

Fnancid intermediaries cregied by governments and donors to implement the chesp
credit programmes receive their funds from governments and donors at no interest or
very low interest rate. As Adams (1984) argues, “ . . . another nonrargument.” This
argument comfortably ignores the opportunity costs of these funds, the exchange rate
risks of foreign borrowed money and most important, the cost of loansto smdl
farmers. This codt (transaction cogts) includes the cost of 1oan default (seetable 3.1
for anindication of default rates of conventiond credit programmes) and
adminidration cods (eg. sdaries of personnd, writing materias, buildings, vehides)
(Saito & Villanueva, 1981:631). For formd sector smdl farmer loans, transaction
cods of 245 times the interest rate (in thisinstance 12 per cent) have been recorded
(Cuevas & Graham, 1986). One of the biggest problems of conventiond programmes
isdefault. Repayment rates as low as 2 per cent have been recorded (Due, 1979). It



will be very difficult for any kind of inditution to cover these cogts with income from
subsdised interest rates.

3.4.4 Lender viability

A spexific example of the impact of deregulation of interest rates on the viability of
American Savings and Loans Associations is aso extendedto atempt an argument
againg interest rate reformsin developing countries (Adams, 1984). Theargument in
the case of Savings and Loans Associations was as follows. Mogt of these
ascidions have a subgtantia segment of their portfoliostied up inlong term
mortgages at fixed rates below current market rates. By deregulating interest rates
they will be forced to pay higher deposit rates in order to be able to compete for
deposits with the other financid inditutions. This may force these assodiationsinto
insolvency.

This argument cannot be extended to financid intermediaries in developing countries,
epecidly those that provide loansin chegp credit programmes. The mgority of ther
loans are short-term ingruments, e.g. for a production season. Furthermore, they do
not provide deposit facilities. And, we have dreedy argued thet a these low rates
they are unable to cover thelr cods.

3.4.5 Farmer behaviour

Farmers are generdly regarded asrationd decisornrmakers. Schultz (1964) argued
that conventiond farmers are, given their congtraints, efficient alocators of resources.
Economigts like Falcon, Mdlor, Ruttan and Timmer have mede it dear that
agricultura development is important, that new technologies, price incentives and
supporting infragtructure are its primary determinants. The work of these economists
convinced mog policy makers that farmers respond to production incentives (Adams
& Higurashi, 1987).

However, as soon as credit is involved, the supporters of chegp credit would like usto
believe that farmers are not rationd decison-makers. They see credit as necessary to
induce farmers to make productive investments and to use new technology. They see
it asaway for governments to share the risks of investment by farmers. Thisconcern
with cheegp credit may mask the fact that perhaps the proponents of the chegp credit
programmes are asking farmers to invest where the perceived returns are low.

A further argument lies with the expensive nature of cheap credit, if transaction cogts
areincluded in the caculation, for mogt amdl farmers. Ahmed (1989) found that
transaction cogts for obtaining loans from forma sources are sometimes so high thet
borrowers prefer informa loans with higher interest rates. Large numbers of rurd
borrowers use informa sources of credit frequently, which implies that many
borrowers would not be sengtive to higher rates on forma loans. But, the higher
interest rates should be accompanied by more efficient services resulting in lower
transaction codts.



3.4.6 Incometransfer mechanism

This argument atempts to prove that chegp credit is an income digtribution
indrument. Thus providing smdl farmers with chegp credit will increase thar
incomes, and it will dso compensate the smdl farmers for discriminatory fiscd and
agriculturd pricing policies (Dondd, 1976; World Bank, 1975). There are three ways
in which chesgp credit may contribute to increased incomes for smdl farmers: the
potentia increase in income through access to additiond fundsto inves; trandfersto
the borrower in negative red interest rate Stuaions and by not repaying aloan. Itis
quite clear that asmall farmer can only redise “these advantages’ (Adams, 1984) by
having access to chegp credit.

In the firgt option the question should be asked: What potentid is therein the
conventiona farming enterprise to increase income, solely by an infusion of credit?
Thus no attention to other condtraints. In a Situation where farmers indeed get low
prices for their produce due to agriculturd pricing policies, what motivation will there
be to increase output? In the second option, afarmer can only benefit if he/she
recaivesthe loan. Let'suse Brazil asapractica example (Adams & Meyer, 1982).
Formd loanstargeted to smdl farmersin Brazil (for the period 1970 to 1980) were
equd to 50 per cent of dl smdl farmer credit in the developing world over the same
period. During this period red rates plummeted from O to -30 per cent. Thetotal
transfer in purchasing power amounted to nearly $13 billion. Ironicaly, only 14 per
cent of Brazilian farmers benefited by this. Of dl farmers, 10 per cent (those with
more than 100 ha of land) received nearly 70 per cent of the totd formd agricultura
loans It isobvious that the mgority of farmers, especidly the poor, did not receive
loans and could not benefit by thisincome transfer. This pattern is echoed in other
deve oping countries (Gonzalez-Vega, 1983). The preceding argument dso holds true
for the third option mentioned.

Anather effect of low interest ratesis that they force intermediaries, the few that
provide depogit facilities, to pay low rates on deposits (usudly negativein red terms).
Poor households save smdl amounts. They are not in the pogition to accumulate
enough savingsto invest it in lumpy invesments like land or cattle. Thus chesp credit
hurts that ssgment of the population which it is supposed to support (Adams, 1934).

3.4.7 Interest rates and inflation

Raisng interest rates would add to inflation. This argument is based on the indlusion
of interest rates in the cdculaion of inflation indices. Another avenue, it isargued, is
thet rasing interest rates will increase the cost of production, result in higher food
prices, and will thus increase inflation. The underlying problem with these arguments
isthat they turn the causdity between interest rates and inflation around. Normally,
expectations of higher inflation influence interest rates in a deregulated interest rate
environment. For higher interest rates to impact on inflation, rates should be
continuoudy incressed. A onetimeincrease will in direct terms have aonetime
impact on the inflation rate, as inflation is an ongoing process (Adams, 1934).

Furthermore, arisein interest rates could have a very positive dampening effect on
inflation through the deposit Sde of the market. Pogtive red interest rates on savings



accounts may atract more depodits and this can influence the growth of the money
supply, with concomitant influence on inflation. The case of Tawan in the 1950s and
60sisagood, but extreme, examplein thisregard (Irvine & Emery, 1983). In order
to counter rampant inflation and an over-supply of money the Taiwanese government
introduced deposit rates of more than 100 per cent per year in 1950. Over time they
decreased the rate and changed the deposit period from one month to Sx months.
During the 1950s the proportion of depodits of total money supply rose from 3 per
cent to a high of 50 per cent, stabilising a about 30 per cent at the beginning of the
60s. This assiged the government to provide a stable fisca environment and to bring
the inflation rate under control. An additiona benefit concomitant to raising interest
ratesto red levesisthat savings being more attractive than immediate consumption
enables rurd familiesto rdly more on sdf-financing than credit.

3.4.8 The second-best argument

“The 'second best’ argument is the Galiath of the justifications for chegp agricultura
credit” (Adams, 1984). This argument sems from the redisation that the rural sector
is pendised in many ways by government policies. Thisranges from agricultura
pricing policies favouring the consumer,” overvaued exchange rates, taxes on farm
inputs, taxing agriculturd produce by levies to finance control (marketing) boards and
agricultura organisations (across the board while only sdected farmers benefit from
this) to under-investment in infrastructure and servicesin rurd areas. Cheagp
agriculturd credit is therefore seen as away to offset the adverse production and
equity effect of these policies

We have argued earlier that very little of targeted credit land with the group targeted.
The Brazilian example discussed isacase in point. Thusdl farmers suffer from
adverse policies but only afew, usudly the larger scae farmers, bendfit by subsidised
credit. Another effect, ignoring the adverse didtribution of chegp credit, is the impact
of fungibility of money™. Because of fungibility thereis no direct rdaionship
between the cost of the loan and the willingness of the borrower to use more of an
input thet is taxed, or to use more of an input to produce a good which istaxed. “A
poor investment continues to be a poor investment even though the investor has
accessto chegp credit!” (Adams, 1984).

3.5TRANSACTION COSTS

It is evident from the preceding discussion on the conventiona credit programmes

that the concept of transaction costs was not among the chief considerations for those
supporting this gpproach. Accessfor smdl farmers (without conventiona collaterd)
to forma credit sourcesis congrained in many ways. They haveto travel adistance,
more than once, to gpply for loans. They have to wait in queues. They have to wait
for long periods before they receive the loan, often too late for the planting season.
For forma lenders transaction cogts are mainly high because of the lack of

B In South Africa the situation adso aises between smal fames and commerdid farmers, where

commercid famers are favoured through agriculturd pricing policiess The smal farmers, who mostly
are deficit producers (or net consumers), have to pay higher prices for buying additiond staples (over
and above what they produce) (Van Zyl & Coetzee, 1990).

 Thiswill be discussed in more detail in alater section.



information on progpective dients and the implied risk. They have to make an effort
for numerous applications for smal loans to get information on creditworthiness of
clients, to assess offered collaterd, to ensure repayment and follow up default. They
try to pass these cogts to the borrower, not by increesing interest rates, but by making
loans even more inaccessible through red tape. A study in Bangladesh, for example,
has shown that the average cost of aloan smaller than 1000 Takas varied between 146
per cent and 169 per cent in the forma market, while it varied from 57 to 86 per cent
inthe informal market. Only for loans above this amount were effective loan costs
chegper for credit from forma markets (Ahmed, 1989). It isevident why smadll
farmers who need smdll loan amounts favour the informal sector as a source.

Even though cheap credit programmes are usudly targeted a the poor, lenders dmost
inevitably favour borrowers who apply for larger loans and have more acceptable
collaterd to offer. This meansthat they have lower transaction codts per loan, but the
target group receives a decreasing credit proportion. The effect of high transaction
costs and low interest income causes an under recovery on operations. The only way
these indtitutions can survive, is by injections of funds from government and donors.
The effect one would expect from the activities of the formal sector in rurd financid
marketsisthat it will degpen the market and lower transaction codts (and integrate
rural and urban financid markets). Chegp credit programmes cregte quite an opposite
effect. They increase transaction cogtsin the market, fragment the rurd market even
more in forma and informa segments and by increasing transaction costs decrease
the number of transactionstaking place. Therefore it decreases access to financid
sarvicesfor the mgority of rurd people (Von FAischke, 1991).

Very oftenin rurd financid markets some of the causes of high transaction costs are
exactly the same influences that prohibit the smadl farmer from making certain
invesments. For example, in an areawhere a chegp credit programmeis launched,
and not particularly successful, other congraints than credit may exist. These
condraints include shortage of infrastructure impacting on shortage of transport
fadlities, lack of communication fadilities, lack of farmer support servicesin generd.
Transaction costs are aso increased by these congraints. Poor flows of information
increase transaction cogts. Low productivity of agriculture and lack of positive
returns on investment opportunity increase the default rate of borrowers, aswel as
transaction cogts.

Adams and Higurashi (1987) differentiate between normd and impaosed transaction
cods. Normd transaction cogsin rurd financia markets (asindicated by high
interest rates charged by informal lerders) tend to decrease as the rurd financid
market gets more developed and information flows more fredy. Thus norma
transaction costs decline per unit (Iloan) asrurd financid markets expand and redise
more economies of scae and scope. Chegp credit programmes, as argued eatlier,
increase transaction costs and counter rurd financia market development. Loan
targeting is one of the more frequent insruments used by forma indtitutionsin high
transaction cost Stuations.



3.6 LOAN TARGETING

Loan targeting is a broad term used here to indicate sdlective credit policies. Fry
(1988) defines selective credit policies as those policies designed to channd credit to
priority sectors, groups or regions, at subsidised rates of interest. There are Sx maor
categories of sdlective credit mechanisms, namely subsidised loan ratesfor priority
sectors, differentia rediscount rates, direct budgetary subsidies, credit floors, credit
celings and the proliferation of specidised financid inditutions

Thefirg method - subsidised |oan rates for priority sectors — will be discussad in this
section. It is however difficult to force non-government financed financid inditutions
(like commercid banks) to lend a below market rates to the priority sectors. The
second mechanism, differentia rediscount rates, is one way to overcome this problem.
Here the government compensates financid inditutions for lending at subsdised rates
to priority borrowers. Thus the government in fact provides the biggest percentage of
priority credit indirectly. This method was considered in the South African
Department of Agriculture as an dternative to direct capitd subsidiesfrom
government to farmers (Agriculturd Credit Board, 1993). The third method of
sdlective credit policiesis direct budgetary subsidies. The government in South
Africato finance the commercid farming sector commonly used this method. The
fourth method is credit floors. The government sets minimum proportions of the
lending portfalio of finandia indtitutions that must be lent to a priority sector. Credit
ceilings condtitute the fifth method. Thisinvolves the setting of credit ceilingson
non-priority sector lending, thus the opposite of credit floors. Thefind method isto
use specidisad financid inditutions to channe large sums from the public sector to
the priority sectors. In South Africathe Land and Agricultura Bank, the Agricultura
Credit Board, the Development Bank of Southern Africa, the Smdl Business
Deveopment Corporation, the Industrid Development Corporation, homeland
agriculturd banks and development corporations are dl examples of this method
gpplied.

The methods mentioned above suffer from internd incondstencies (Fry, 1988). Inthe
first place, they attempt to encaurage lower yielding invesments through interest rate
subsdies, whereas higher-yidding investments are not subsdised. Thisis contrary to
the normd functioning of financid markets, i.e., the dlocation of investment fundsto
the highest yidding investments. Theimmediate counter argument isthat private and
socid returns are not the same. Thus the sdlective credit policy can encourage
invesments with high socid returns even if private returns are relively low.
Higtoricdly the record is not so pure. Avallable evidence seems unclear as to whether
planners identified investments with high socid but low privete returns. Development
plansin most countries seem to have favoured (through import licences and selective
credit policies) invesments with relaively low sodid returns and high domestic
resource codts (Fry, 1988). Secondly, another inconsstency liesin the inverson of
deposit and loan interest rates. The fungibility of money causes that borrowing takes
place a priority loan rates for the expressintention of building up depostsyidding a
higher return®. Examples of this behaviour exist for Indonesia, Korea, Pakistan (Fry,

B Many a gtudent loan from commercid banks has been squandered on the stock market - and some
sudents could even repay their loan, praised for their handling of financid matters, and granted an
evenhigger loan the following year!



1988) and Brazil (Graham, 1992). The third inconsstency of sdective credit policies
isthat if they are successful they normally reduce the demand for labour by distorting
factor prices. “Negetive red interest rates for priority borrowers give an
extreordinary price sgna. The message is that this priority credit isnot just afree
good, but actudly has negative vaue like rubbish. The result isto encourage highly
capitd intensve production techniques....” (Fry, 1988). Khatri et al (1995) in
caculating atota factor productivity index for South African agriculture indicate the
reverse in capitdisation trends after the demise of negative red interest ratesin South
Africa Ladly, selective credit policies distort Sgnasto private sector inditutiona
lenders. Normally, the tendency for these intermediaries would be to lend at the
market-clearing rate, and if that does not happen to decrease the rate (thus subsidised
rateswill have last priority). If they areforced to do it the other way round, with
compensation, we have showed that the high levels of transaction costs, associated
with subsdised lending, may jeopardise their sustainability.

The ironic redity of sdective credit policies is that the target group more often than
not receives less of the subddised credit over time. The Brazilian example has been
cted ealier, Gonzaez-Vega (1984) was regponsble for naming this phenomenon
“The Iron Law of Interest Rate Redrictions” We return to the example cited by Fry
(1988), that of interest rate cellings. The impogdtion of an interest rate caling results
in an over-demand for funds a the lower set interest rate. It dso impacts on the level
of depogt rates that can be pad by intemediaies The common reection of
intermediaries is to ration credit. At the low interest rate they struggle to recover
cods. By adding the component of targeting to a specific group (eg. smdl
entrepreneurs) they are faced with numerous requests for smdl loans.  Transaction
cods increese, and in many indances are higher than the recovery possble through
the subddised interest rate  Because intermediaries draw fewer deposts, they
experience a drop in ther totd portfolio of assats. Thus they are increasingly rdiant
on the public sector as a source of funds.

Intermediiaries use three varigbles, the sze of the loan, the interest rate charged and
non-interest terms of the loan contract, to structure lending to borrowers with different
levels of implied transaction cogts (Gonzaez-Vega, 1984). As soon as interest
restrictions are in place, lenders are | eft with the remaining two variables to agust
according to transaction codts profiles of borrowers. This leads to excessve loan
portfolio concentration in terms of the Iron Law. The two premises underlying
sective credit policies are thet planners know best what investments should be
undertaken, and secondly, thet targeted programmes will ensure that the specific
targeted investments are undertaken. We have provided arguments againg the first
premise and partidly againg the second.

3.7 FUNGIBILITY AND THE MEASUREMENT OF SUCCESS

Thelron Law daesthat the bulk of the targeted finance will go to alessrisky group.
There is therefore, no guarantee that the chosen investment opportunity of the
programmeisbeing invested in. A further important characteristic of money dso
impacts negaively on the targeting of spedific investments, that of fungibility’®. The

1« Fungibility is the interchangesbility of units of money ... it is a prime characterigtic of modern

money” (Von Pischke & Adams, 1983).



conventiona gpproach discussed in this section sees credit as just another input in the
production process. However, credit in the farmer's hand looks exactly like any other
unit of money held by the farmer. Thus the farmer does not necessrily dign the
dlocation of money with the intentions of the planner who decided on asubsidised
credit scheme (subgtitution by the farmer). The farmer will alocate where he/she will
receive the highest return. That may be in education for the children, transport,
busnessor farming. 1t follows thet the fungibility of money poses a serious problem
for the evaluation of credit programmes. Even loansin kind are fungible, aslong asa
secondary market exigts for the inputs received in kind.

Von Rischke and Adams (1983) refer to “additiondity, subgtitution, and diverson” as
termsthat explain the difficulty of evauation because of fungibility. Additiondity
refers to the before and after evauation. Did the project add anything that would not
have hagppened in any case? How can one prove that with many other variables
around they could just as easily explain the added vaue? How does one know
whether the farmer would not have dlocated funds for a specific investment without
accessto subsidised funds? At government level, the case of aLatin American
country can be cited (Von Pischke & Adams, 1983). In adonor funded programme a
tota of $95 million was loaned to this government (framn 1960 to 1978) for an
agricultura development programme with clearly stated objectives. One objective
was to increase the term Structure and volume of agriculturd loans. After
implementation a positive evauation report on the project was submitted. But smdl
farmers continued to express problems with a shortage of agriculturad credit. Another
eva uation was commissioned, thistime with different criteriafor success. Over the
period during which the project was implemented the proportion of government funds
alocated to agriculture was more or less equd to the loan. Thus no additiond
funding from the government. At the same time other sectors received increased
budgetary dlocations (in red terms) from the government, e.g. defence, non
agricultura development and generd expenses. Evauation of the programme
indicated that the volume and term structure of agriculturd loans stayed the same or
decreased - aclear case of fungibility and the demondtration of the concept of
diverson of funds a government level. Thelron Law of Interest Rate Redtrictions,
fungibility and inconsstencies of targeting policies point to the futility of such an
approach.

3.8 LOAN RECOVERY

A common characterigtic of subsidised credit programmes is high default retes
(Graham, 1992). Table 3.1 shows arange of loan default ratesin developing
countries. A nagging question keeps regppearing when high default rates of cheap
credit programmes are discussed - why these high rates? Graham (1992) seesthis
phenomenon in the light of an entitlement perception of rurd farmers towards
government financed credit programmes.

Furthermore, the lack of repayment management by these programmes dso
contributes to thisfactor. The suppliers of these funds are often donorsfrom
developed countries, and in practice it will imply that the donor will have to prosecute
individud farmers. This naotion seems obvioudy impracticd. The pecking order
gpproach may shed some light. Although the mgority of surveysin rurd aress
indicate that mogt rurd families source the mgority of finance from own funds, thus



the “sefety firgt” principle, evidence from South Africa (Coetzee, 1993) indicates that
farmers took up public financed credit en masse Thismay imply that the farmers
perceive this source of funds to be a safe source, in terms of not losing control over
thelr enterprise in Stuations of defaullt.

Table3.1: Percentageloan delinquency ratesin developing countries

Country | Ingtitution |  Arrearstoportfolio | ArrearsRate”
Africa
Ethiopia CADU 50
Ghana ADB 55
Kenya GMR 25 33
Nigeria WSACC 52 80
Tanzania NDCA 28 50
Asia
Bangladesh AB 43 76
Korea NAFC 7 15
Philippines Rurd Banks 25 24
Si Lanka New Credit Scheme 50 41
Latin America and the Caribbean
Balivia Agricultura Bank 1 68
El Sdvador ABC 37 81
Jamaica 31 10

* Arrears rae is equd to 100 minus the repayment rate.  The normd problems with
rescheduling of loans and criteria for default impact on the accuracy of this edimate.

Source: Fry (1988).

Quite often due to the divergence of funds because of credit retioning, the larger scde
farmers with strong paliticd ties are involved in a pure rent seeking exercise when
they get access to these chegp funds. Also, aslocd savings do not contribute to the
portfolio of financid intermediaries in chegp credit programmes, no emotiond ties
exig between locd people and the fate of the intermediary. Altogether arecipe for
wilful default, and acdassca case of mord hazard.

3.9 SAVINGS MOBILISATION

Asin the case of transaction cogts, savings mobilisation is a glaring omisson from
chegp credit programmes. Vogd and Burkett (1986) see savings mohilisation asthe
“forgotten hdf of rurd finance” Thisis primarily because of the assumption thet
rurd people are too poor to save. Experience in the informd financid sector shows
the opposite. Savings mobilisation does matter and rural people do save. But, even if
intermediiaries of chegp credit programmes provided deposit-teking fadlities, they
would not have been able to compete on an equa bass with other intermediaries.
Low interest rate policies negate paying podtive red depodt rates. Savings
mohilisation and its advantages will be discussed in more depth in the next section.

3.10 INTERMEDIARIES

Chegp credit programmes are totally borrower orientated. Measures of success of
these programmes concentrate on how many farmerstook up loans, but failed to give
any atention to the financid intermediaries that provided these loans. In aStuation
of under recovery of cogts due to high transaction costs and low interest rates, chegp




credit programmes are notorious for financidly ruining intermediaries. These
intermediaries have no other source of funds than governments and donors. Savings
mobilisation would have contributed to the information base of these intermediaries
on their assessment of possible dients. It dso would have given loca people astake
in the intermediary, and a higher mativation to repay loans. Thusthe impact of little
and imperfect information and alack of psychologica collaterd addsto the
transaction cogts of the intermediaries.

The deficiencies inherent in the cheap credit programmes impacted directly on the
viahility of the intermediaries. A common type of intermediary used in these
programmes isthe agricultura development bank. “The landscape of Sub-Saharan
Africais littered with the skeletons of development banks done in by supply-led credit
schemes’ (Graham, 1992). In addition to the reasons cited, these banks could not
protect themsalves from the erason of inflation. This, together with ther inahility to
collect loans, forced them into adownward spird of oblivion. High transaction costs,
lack of other sources of funds and high default rates dl contributed to lower and lower
levels of lending. Donor agencies aso abandoned them as their inditutiona
wesknesses became more evident (Gonzalez-Vega, 1989).

In addition to the range of condraints facing these inditutions they were dso prone to
the impact of covariant risk. An inditution that serves one sector (for example
agriculture) in a gpecific geographic areawhere al farmers will be exposed to the
same wesether risk (or other risks not under the control of farmers) may face mass
default where these calamities occur. Thisimplies that Single sector indtitutions,
serving aspecific geographic areaare not |eft with any insruments with which to
mitigate risk. No spatid or sectord gpread of risk is possble. Thiswas one of the
wesk pointsin the structuring of these indtitutions, which crestes the perception thet
they were designed to fall.

3.11 PROGRAMMES FOR SMALL ENTERPRISES

Following on theinitid emphasis of agriculturd credit through chegp credit
programmes, the next target chosen was amdl enterprise financing. When initid
results of these programmes proved to be both encouraging (in terms of the perceived
number of people reached) and discouraging (in terms of high defaults) the emphasis
shifted to smdll enterprise progranmes"”. Thisincreased interest in small enterprise
funding is dso because of late recognition that agriculture does not provide for the

full subsistence of rurd people (Adams & Von Pischke, 1992). In South Africa
agriculture contributes not more than 30 per cent to small farmers household income,
and on average less than 10 per cent (Coetzee, 1988). The early effortsin financing
amd|l enterprises resembled the conventiond gpproach to agriculturd financing. Thus
loans dominated these programmes (Meyer & Nagargan, 1989). It was therefore no
surprise when theinitid results from these programmes resembled those of the farmer
credit programmes.  Rurd small enterprise funding programmes were not as popular
asthoseinitiated in the urban areas of developing countries. The arealin which these
programmes were initisted did however not matter in the policy gpproaches followed.

Y Smal enterprise refers to smal business, small manufacturers, small agri-business, etc.

depicts enterprises that use mostly family labour and that employ less than 5 permanent labourers.
Although a this stage we are differentiating between small business and agriculture we will present an
agument later where smdl enteprise will be seen a encompasing agriculture, trading and

manufacturing.



3.12 RURAL FINANCIAL MARKETS

Ignoring risk and transaction costs dso impliesignoring the role of rurd financid
markets. Adams (1992a) argues that the different opinions about the proper measure
of success (for the conventiona and new approachesto financia programmes) sem
largdy from the different viewpoints on the gppropriate role of rurd financid

merkets. Supporters of the project view of credit see loans as an effective mechanism
for the trandfer of subsidies to selected target groups, or as an effective tool for
promoting activities. Supporters of the market performance view (the new approach),
on the other hand, gtress the role finance plays in resource alocation.

To teke aview on how markets should be used, Adams and Meyer (1989) argue that
the problems associated with the project view of credit resulted from an over-reliance
onfinencid markets to meet development gods. “Numerous well-meaning policy
makers inadvertently . . . wrecked (financid markets) . . . by imposing tasks on these
markets that are not suited to their inherent capabilities . . . Attemptsto use financid
markets to transfer subsidies and to target loans are not benign when it comesto the
well-being and behaviour of these markets’ (Adams, 1992a). Adamsand Meyer
(1989) concluded that employing rurd financid marketsto trandfer subsidiesresults
in inequitable dstribution of incomes and assets, that targeted loans had little effect

on borrower behaviour and that |oan targeting and subsidies damaged the gbility of
financid markets to assst with improving the efficiency of resource dlocation.

Stated differently, financia markets facilitate the connection between surplus and
deficit units and decrease the cost of making contact and of exchange between these
units (transaction cogts), thus financial markets assst and facilitate the redllocation of
resources.

Asthe conventiond gpproaches ignored al but borrowers, no attention was given to
the impact these programmes had on rurd financid markets. Notwithstanding the
inflow of funds at very low interest rates, the informa sector of rurd financid
markets continued functioning. Aryeetey (1993) remarked that contrary to
expectations the informa economy in Ghana continued to grow, even in periods
during which the forma economy grew steadily. The conventiond intervention in

rurd financid markets therefore did not address the redl condtraints of rurd people.
Access to credit, deposit services and other financid services at low transaction costs
are more important than large inflows of chegp credit/high transaction cost funds.

3.13 CONCLUSION

Theemphassin the conventiona approach was on supply-led subsidised credit to
targeted sectors and clients. Thisin essence countered the efficient operation of rura
financid markets through the mechanism of high transaction costs. Although these
programmes are referred to as conventiond, they are il being implemented, and
notably soin Africa. The attention of internationd research indtitutions on financing
of smdl enterprises and farmers turned to Africa very recently. Thorough research
and surveysin rurd areas were notably absent from the literature for the period in
which the conventional programmes were initiated. Thisimplies that mogt of these
programmes were implemented based on perceptions of the decision-makers of



circumstances in the target countries. A vast body of research accumulated in this
field during the past thirty years. The outcome of conventiond programmes and
research results highlighted crucid deficiencies in these programmes.  The concept of
transaction costs and their role in financid markets, too, were issues that were only
addressed in the last three decades. Thus the inherent wesknesses of the conventiona
gpproach have been exposed. Severd researchers concentrated on the informal
sector. The question was often posed: How isit possible that conventiond credit
programmes faled while the informa sector kept operating, and in some aress
thrived, notwithstanding the negative impact the forma programmes had on rurd
financid markets? In the next section the informa sector will be discussed. Thiswill
add to the background provided by the discussion of the theoretica concepts and the
conventiond gpproach. This background is necessary asabuilding block in
atempting to provide principles that should be adhered to in looking & new views on
intermediation in rurd finencdd markets

4. INFORMAL FINANCE AND SAVINGSMOBILISATION
4.1 INTRODUCTION

Informd financid activities are common throughout the world.  Although the
perception exigs that informa activities only take place due to the unavailability of
formd financid services, informd financid arrangements even exigt in formd
finandid intermediaries- between staff members (Von Pischke, 1991)*°. The
existence of these activities sgnas aneed by those that take part in them, for types of
services not supplied by formd intermediaries. Unavailability of formd
intermediaries should be ated in terms of access. There are two motivetions for
informal finance: Frdly, an autonomous system and secondly, a system operating in
moderation in reaction to the formd financid sector. In some ingtances the formal
intermediaries do not serve certain remote aress. 1n other instances they do serve
these areas but access to the formd intermediaries isimpossble dueto high
transaction costs or to incomplete range of services provided. Furthermore, many
poor people perceive formd inditutions as inaccessble, mainly dueto alack of
information on how these intermediaries operate (Delancey, 1992). Until the late
70s, research done specificaly on informd financid activities was notably absent
from rurd financid market sudies (Adams & Fitchett, 1992). Perceptions on the
informa sector were dominated by the concept of usurious moneylendersthat exploit
poor rurd people. Not only is the moneylender but one of the intermediariesin the
informa financid sector, but exploitative actions of moneylenders are nat the norm.

The mogt puzzling characteristic of the informa sector was however the ahility of
these arrangements to withstand the circumstances thet ruined numerous forma
intermediaries (Meyer & Nagargan, 1991). Another characteridtic isthe ability to
withstand the impact of flows of subsdised credit into rurd financid markets.
Although one of the god's of cheap credit programmes was to increase the supply of
funds, and thus to decrease the high interest rates charged by moneylenders, the
opposite often happened. In areas where chegp credit programmes were
implemented, interest rates of moneylenders often rose and the incidence of

18 \/on Pischke reported on the informad financia activities of staff members of the IMF.



transactions by the moneylendersincreased. This may seem contrary to the laws of
supply and demand. However, due to the high transaction costs of formal
programmes, the targeting of 1oans and other maadies of these programmes, the
supply of fundsto the poor did not redly change. In fact, the supply of fundsto the
rich increased and these chegp credit programmes did not compete with the
moneylender, they competed with other forma intermediaries active in thefield. The
result is that in many way's these programmes decreased both the linking and
efficiency of the financid markets and the activities of the forma sector in these
areas.

Theinforma financid sector is not without congraints. In most countries
fragmented, unintegrated markets have not been postively influenced by informal
activities. No sgnificant integration has been achieved, for example. Informa
activities are rather characterised by their existence in fairly smdl isolated geographic
aess. Mogly smal amounts change hands, whether saved or borrowed. Saving in
many instances could be described as money keeping rather than saving, asinterest is
quite often not part of the transaction. Intermediation, in its definition as the act of
serving as a conduit for transactions with concomitant credit creation, is not dways
gpplicablein the case of informd intermediariesin rurd aress.

The regt of this section on informd finance will ded with the actorsin informal
markets. Transadion cods risk and information aswell as collateral arrangementsin
informa markets will be discussed. Savings activities play an important rolein
informa finance and a discusson on savings will therefore form part of this section.
Congraints of informa finance will be highlighted. Lessonsfor formd intermediaries
will be derived from this discussion.

4.2.1 Who arethe suppliers of financial servicesin informal finance?

Family and friends

A range of different intermediariesis active in informal finance. The borrower of
today may be the lender of tomorrow, depending on returnsto invesment. The
mgority of transactions are between family and friends, normaly at very low or no
interest rates. However, these transactions aways involve reciproca obligations. “I
helped you in time of need, and | trugt that you will hep mewhen | need it.” These
reciproca transactions contribute to the management of risk by rurd households.
When households from the same area face a covariant risk a shartage of funds for
borrowing arises. It is during these times that most rurd people turn to moneylenders.

The moneylender

The villain in most mativations for chegp credit programmes was often the
moneylender. Accounts of high interest ratesled to arguments of exploitation.
Moneylenders usudly lend out of their own sources to amosily congstent group of
borrowers (Timberg & Aiyar, 1984). Moneylenders provide smd| loans quickly and
for short periods. They have comprehensive, dmost perfect, infametion on the
creditworthiness of their dients, based on long term relaionships they have with
them. A continuum of moneylenders exigts, ranging from those doing it permanently
to those that enter the market from time to time.



Merchants/traders

Merchants quite often supply goods on a credit bass. This can happen in the context
where awholesder provides goods on aline of credit to retallers and retailers provide
goods on credit to the dlients. The provison of credit is not the main activity of
merchants and therefore a small number of dients usudly benefit fromit. In most
instances these are clients who are well-known to the merchant and who have a past
record of repaying debts. The mgority of clients purchase goods on a cash basis.
Economies of scope is the main mativation for merchants to provide purchases on
credit (Adams, 1992b). These credit transactions dso seem to increase with
increesing commercidisation.

Pawnbrokers

Pawnshops are aworld-wide phenomenon. These financiers aremore common in
urban aress. They work on acollaterd bass. A dient offers an article as collaterd
and receives aloan based on the vaue of the article. These loans are for short
periods. By repaying the loan the client retrieves the article presented for collaterd.

If adient falsto repay the loan by the due date, the pawnshop has theright to sdll the
collaterd to retrieve the money lent. Loan Szestend to be less than the value of the
article presented for collaterd. Only articles with a secondary market vaue will be
accepted as collaterd. The pawnbroker redlises hisincome from interest and over-
recovery on itemsthat have to be sold. Adams (1992b) reports that most pawnbrokers
prefer clientsto redeem loans that contribute to alonger rdaionship with dients.
Because of the collateral arrangements pawnbrokers usudly need no information on
their dients. Theinterest rate charged and the large margin when sdlling collaterd
articles cover transaction costs.

Loan brokers

Loan brokerage covers sarvices provided to formd and informd financiers. With
informd financiers the loan broker brings together borrowers and lendersin the
market. Usudly the borrowers cannot access other lenders (e.g. formal lenders).
Interest rates in these cases are usudly high. These brokers provide information on
the potentid borrower to the lender. The lender thus pays the broker for information
that will lower histransaction cogts. The sarvice provided to the borrower is the effort
of finding alender willing to engage in atransaction.

Landlords

Thisvariant of aninforma financier is getting less common as continued land reform
takes place. Thelandowner used to provide the tenant with credit for production
inputs. Repayment was organised in terms of physical goods or cash. These loans
ensured the landlord of labour and entrepreneurid kills. 1t dso ensured that hisland
was used productively. Thisistherefore aform of linked contract. In Stuations
where the productive use of land is the collaterd the landlord Situation could aso be
goplied. Normadly the collaterd is the use of the land (of the borrower) for acertain

period.



Rotating Savings and Credit Associations (ROSCAYS)

The ROSCA can be defined as* an association formed upon a core of participants
who agree to make regular contributions to a fund which is given in whole or in part
to each contributor in rotation” (Ardener, quoted by Schrieder & Cuevas, 1992). The
ROSCA isa popular group finendd activity known thraughout theworld. Although

it ismogtly described in developing country context, it is sure to be found in any
community (in different forms), thus aso in developed countries. In Africait is quite
common (Mirade et al, 1980). A member of the ROSCA getting the contribution
early onisin therole of borrower, while receiving contributions at the end of the
cycleismore like saving. The ROSCA has severd variants through Africaand the
South African verson is caled a“ Stokve”.

Three didtinctive characteristics of ROSCAS contributing to their popularity should be
highlighted (Von Pischke, 199238). ROSCAs are very flexible inditutions. They can
be gpplied in diverse socid circumstances, have diverse group characterisicsand in
diverse countries (in both rurd and urban settings). They result in low transaction
cogs and pogitively influence term sructures of finance. ROSCAs dso minimise
risksfor the participants. Lagtly, they minimise influence from non-membersin the
financid affairs of members However, thisistrue for mogt activities on collective
basis. When amember receives a pay-out and does not purchase something quickly,
the funds are subject to dlaims from family members.

Savings groups

Savings groups or clubs are apopular group savings activity in developing aress. A
group will usudly be formed with a common objective. Funds are deposited on ether
aregular or irregular base with agroup leeder. The group leader usudly depositsthe
fundsin abank. Where banks are uravailable money guards are paid to keep the
funds. The objective of savings groups can be quite varied. Adams (1992b)
differentiates between those who save for specific individua purposes and those who
save for commund purposes. An example of the latter may be saving for the building
of aschool, adinic, or theingdlation of atap. Some groups even invest collectively
in abusness which could be run by the group, or by an gopointed maneger. Savings
groups aso provide amutua motivation to save, which members could find difficult
to do individually.

Mutual funds/ burial societies. Another verson of the savings group isthe burid
society. Thisisvery popular in somerurd aress of South Africa (Coetzee, 1993). In
agudy it wasfound that more than 90 per cent of respondents belonged to a burid
society. People, usudly from the same community, to cover codts of burid of
membersin event of deeth form these socigties. These are unique variations of burid

insurance, as not only the contributing member is covered, but dso dl members of his
household.

Money guards'money keepers

In areas where deposit facilities are scarce money keepers more often play an
important role. Money kegpers guard the savings of individuas or groups for
Specified periods of time a asmal fee. Aryeetey (1993) explained the example of a



money keeper providing a service to market women in Ghana. The money keeper
meakes rounds of the market on adaily bass. The market women will deposit very
gmdl amounts daily and withdraw this amount at the end of the month, or if urgently
needed. In the Ghana example the money keeper kegps one day's contribution of a
market woman as the fee to kegp the money for amonth. Money is given to money
keepersfor avariety of reasons. 1t may hdlp the saver to accumulate funds and make
it more difficult to spend it, asit iswith someone dse. It kegps money out of the
grasp of hushands, wives and other family members. Shipton (1992) reportsthat in
The Gambiait is common to have a box made up by a carpenter that cannot be
opened by the owner. The only way to get the money isto bresk the box.

Labour groups

These groups, described by Shipton (1992), play an important role in collective
activitiesin rurd villages. The sports clubs and burid societies are derivatives of this
group concept. In The Gambiathey are usudly organised to earn an income through
sdling the group's Iabour. These groups are mostly wdl organised and have a
hierarchy of positionsand an dected leader. Sports clubs treditiondly have a
president and controlling committee. In the labour groups, cdled “Kafo” in The
Gambia, money is saved for collective uses, which may indude providing loansto
members. Some of these groups provide labour and financing of community projects.

4.2.2 Information and transaction costs

The mog tdling difference between forma and informa financid activities liesin the
area of transaction costs. The mogt important influence on transaction codsis the
leve of information that you have on prospective clients. All markets are
characterised by externd and internd risks. Externd risks in the informal sector of
rurd financid markets impact equaly on mogt of the actorsin the market. Internd
risks are where the red differencelies. Informd financid indtitutions are able to
survive due to the high leve of information thet the informa ingtitutions have on
borrowers (and depositors). How do they obtain thisinformation? Lenders and
providers of other finandid servicesin the informa milieu obtain thisinformation
because of dose proximity to dients and knowledge of their activities and the fact
that most of them have along-term rdaionship with their dients. Clients therefore
have the chance to build a creditworthiness record. They further use specific
mechanisms as subditutes for collaterd, i.e. peer monitoring and interlinked loan
contracts. Therefore, mord hazard and adverse selection problems, which can occur
under asymmetric information, are not as prominent in informd asin formd financad
markets. Samwadlaet al (1993) date that the gpplication of asymmetric information
modds in the case of informa marketsis mideading. They argue that perfect
information modeds are more applicable in informa markets.

Therigid collaterd requirements of formd financiers are not gpplicable in informa
markets. Informd financiers adjust to the Stuations of their dients. They use
innovative gpproaches to subdtitute for collaterd. The group gpproach isonein which
peer monitoring isexercised. In transactions among family and friends, familia and
friendship tiesare used as collaterd. Interlinked contracts are dso used. An example
of the latter isthe custom of pledging the praductive vaue of land as collaterd. Thus
on default the lender can use the land for a pre-specified period. In thisway theland



market and the financid market arelinked. Another exampleiswhere afarmer hasto
<l his harvest through alender (obtained credit from a processing firm) (Ladmen et
al, 1992). Inthisway the financid market and the market for agriculturd produce
processing are linked.

4.2.3 Savings mobilisation

From the discussion of the different actorsin the informa sde of rurd financid
marketsit is evident that savings play an important role. Thereisafar higher demand
for savings or depodit taking facilities than for credit among poor rurd people. The
willingness of rurd people to pay inditutions to kegp depodtsis an illudration of the
important role of savings. The mgority of rurd people finance ther activities out of
savings Where formd indiitutions are available rurd people use them intensively.
The popularity of postd savings and later on commercid banks as depost teking
inditutions, has been illustrated by numerous surveys. In areas wheretherisk of high
inflation exigts people invest in physicd assets, like jewelery, implements and
livestock. These people activdly monitor their investment, which is evident from the
behaviour of cattle owners, when livestock prices Sart to decrease. Lyne and
Ortmann (1991) remarked that an immediate pattern of liquidation of assetsis
obsarvable in these circumstances.

The activities of groupsinvolved in savings and credit are strengthened by the
knowledge of group membersthat their savings are involved. Thisisan important
collatera substitute and one which has mainly been ignored by the formd credit
programmesin rurd areas. Contrary to earlier beliefsit isdso evident thet the
mgority of rurd people are involved in some kind of savings exercise, whether it is
through formd or informa intermediaries, or even hoarding, aslong asthey can
accumulate funds. Not only do saverstry and protect funds accumulated from the
demands of family members, they aso protect their savings from themsalves. The
use of moneylenders and an unopenable box (in The Gambia) is evidence of this
They therefore put a high premium on saving.

4.3 SAVINGS SIDE OF MARKETS

One common characterigtic of conventiond credit programmes was the absence of any
importance atached to savings mobilisation and itsrole in rurd financid markets. As
the conventiond programmes were totaly credit orientated and based on assumptions
that emphasised the inability of rura people to generate financid flows, this should
come as no surprise. Empirica results from studies conducted over the last 40 odd years
have, however, highlighted the severe consequences of ignoring savings. Furthermore,
uneven flows of funds from governments (and sometimes a termination of government
assigance) to specidised credit inditutions (the creations of the conventiond gpproach
that soldly concentrated on supply driven chegp credit programmes) moved these
inditutions to recondder their sance on deposit mobilisation. Deposit mobilisation was
increesingly congdered as a potentidly important source of funds (Meyer, 1989).

4.3.1 Saving in context



Saving is both an action undertaken by individuas and an outcome for the economy as
awhole. Wewill concentrate on saving by individuds, rather than the aggregate
savings of acountry™. One should dso differentiate between saving and hoarding
(Chick, 1987). Hoarding provides no finance, whereas saving isimplicitly equivdent to
providing finance (asis credit). The role of savings in economic development has two
interpretationsin economic literature (Deston, 1993). One school sees saving asthe
maingoring of economic development, without which thereis no economic growth.
The other sees saving and growth as being ultimately independent, e.g. the Solow
Modd (Deaton, 1993). Franco Modigliani followed the arguments presented in the
Solow Modd and concluded that growth generates saving and not the other way round.
Although interesting, this chicken and egg argument could be left here for the time
being, as the more important question should be addressed: Why do people save?

Desaton (1993) found thet even in developed countries mogt households savelittleand
accumulate few assets”. In the United States more than 30 per cent of households do
not have any financid assets, with the median vaue of financid assets equd to
goproximatdy $1 000. In developing countries, one would assume that the same holds
true. Thisindeed was the assumption of the conventiona gpproachesto rurd finance.
However, experience proved differently. Although households in developing countries
would not necessarily save with the objective to accumulate, they will typcdly hold
some assets for precautionary purposes (Deaton, 1993; see Makgetla, 1995, for the
same evidence for South Africa). Thistype of saving is cdled buffer sock saving.
This gpproach implies that there will be a congtant ratio of assetsto income, o that
savings rate will rise with growth, but with small effect. Moddling on the beds of
buffer stock saving showed that a two-point increase in the growth rate might increase
the saving rate by half aper cent of income. Thisis quite low, compared to life cycle
savings modds (a la Modigliani) which predict afour to Sx per cent increese. The
buffer sock modds are dso consstent with amodest positive interest eadticity of
saving. However, these people are primarily driven by precautionary and insurance
moatives, rather than by the expected yidld. Liquidity therefore isthe objective, rather
than return. Examples are cited where rurd people even save at negative rates of
interest (Deaton, 1993) or pay people to guard their money (Aryestey, 1993; Shipton,
1992).

Thisview chdlenges some implicit assumptions about saving. If yied isnot the
motivation, other issues now become more important, e.g. access to deposit facilities, an
inditution large (or organised) enough to spread risk over more people (compared to a
savings club in one village where dl members are subject to the same risk), sufficient
liquidity and immediate access to persond deposits. If life cycle modds are studied
more closly it is not clear whether these models cauld be smoathly transferred to
deveoping countries. 1N many poor countries people need not provide for retiremert,
asthe cugtom isthat their children look after the dderly. Deaton (1993) concluded that

¥ The savings activities and choices of individuds and families ae one st of fundamentd

determinants of nationd savings. The savings of the corporate sector (retained earnings) and the
government add to the rest of nationd savings. Government seems to have the mogt influence on nationa
savings through its policies and own savings behaviour.

% Gersovitz (1988) and Deston (1990) both discuss the numerous problems with data on saving. They
argue that the worgt problem with data on saving is that saving itself is not measured directly. It is aways
cdculated as the reddud between two large magnitudes, esch itsdf messured with eror.  Household
surveys are frequently inconsistent with nationa aggregates, and usually understate saving.



enough evidence exigts thet the life cycle mode of saving is not gpplicable in most
developing countries and that enough empirica work has been executed to indicate thet
the saving to growth story is more applicable than the reverse.

4.3.2 Saving and interest rates

An important consequence of the kuffer sock modd is the questioning of the
correlation between level of interest rates and increases / decreases in savings.
Schrieder and Heidhues (1991) postively sate that “postive red interest rates clearly
afect the form in which financid agents save’. However, they dso sate that the
interegt rate paid influences the individud's affinity to switch from in-kind to financia
savings. Deston (1993) argues that the response of saving to interest ratesissmdl. He
Sates that poor people are concerned to protect their living Sandards againg disaster,
and not much with the rate of return. Rich people, who are accumulaing anyway, will
dlocate their portfolios in response to expected reative rates of return on different
assets. They are, however, unlikdly to change their consumption in responseto a
genad increesein rates. The Ohio State University empirical work in this regard
(GonzdezVega, 1993) is explained to be in support of this argument, but not because
of higher interest rates, but due to switching or portfolio redlocation towards superior
assets, mainly due to the new availahility of these insruments. Deston (1993) therefore
agrees with the Ohio State University findings, but not entirdly with their motivation.

On the importance of the avallability of savings services, agreement is obvious.

Meyer (1989) argues that three factors contribute to the explanation why conventiona
programmes did not indude savings mohilisation.  Firgly, the assumption of the poor
rural househdd created the impression that poor people cannot save. Secondly, dueto
subsidised lending rates attractive savings rates could not be offered, and hence, no
incentive for saving was offered. Thirdly, large amounts of donor money were
available to financiers, therefore no incentive existed to mobilise their own sources of

finance. The second reason, if tested againgt the arguments of Degton (1993) now needs
to be questioned. It seemsthat the fact that low rates were offered is no conclusive
reason for not providing saving services. Due to the fact that these sarvices werein
principle not provided, no access to saving services existed. Subsidised credit by itsdlf
therefore did not preclude savings mobilisation.

4.3.3 Saving and financial ingtitutions

The conventiond role of the finendd intermediary is thet of mobilisng savings and
extending credit. The conventiond supply lending strategy ignored the savings aspects
of intermediaries and demoted intermediaries to credit agencies. Specidised
agiculturd credit inditutions, therefore, hed to survive despite under recovery of cogs
and inability to generate or mohiliseown funds. A surerecipefor falure. Including
savings in ther funds mobilisation certainly benefits the financid inditution in severd
ways.

Meyer (1989) cites the following benefits

» Theseemingly chegp funds obtained from donor and aid agencies dways come with
enough red tape and rules to ensure that the extension of these funds will be



extremdy codly to the inditution. Finandd inditutions usudly have to follow
regulaions pertaining to the Sze and type of loans, the amount to lend each
borrower, disbursement and repayment schedules and decision rules. When lenders
mohilise their own resources, they can develop loan programmes that are more
location specific and can be more flexible in their operationd activities. In thisway
they can address the demand for financid services as expressed by their clientele
and not as described by adonor in another country. Ladtly, ingtitutions dependent
on budget votes as a source of income may find these votes turning againg them if
their borrowers lose political clout, or if government changes, or in times of
economic hardship in acountry. It istherefore wise to diversfy the funds
gengration portfalio.

» Economies of scope seem to be in operation where financia inditutions broaden
their range of sarvices. Firdly, the same front-line staff could be used and secondly
more information of potentid credit dients can beobtained should those dients
have a savings record with the inditution.

» Borrowing money from an indtitution thet takes depogts from friends, family and
neighbours (and even from the borrower him/hersdf) means that default on loans
will directly influerce the community, and not a donor agency or taxpayers of
another country. Furthermore, if the indtitution extends loans from deposited funds,
and not from some far away donor agency, more care is taken with the screening of
goplicants and default management. Meyer (1989) mentioned empirica studies that
indicate thet loan collection efforts are more important than farming income, in
explaining loan repayment. The decisonrmeaking character of a depositor
contralled inditution differs markedly from that d aborrower dominated ingtitution
(Chaves, 1994).

» More cohesive groups can be formed through group saving schemes. Informal
group saving schemes are well known amongst rurd people right across the world.
By building on this knowledge, finandd inditutions can provide access to financia
services to groups by starting with savingsfirgt. The wel-known Grameen Bank
operatesinthisway. Sover (1991) indicated that it is extremdy difficult to form
groups atificidly for interacting with financid inditutions. Groups generdly
evolve by themsalves and are extremely flexible in accommodeting the particular
needs of the group members and the group itsdlf. Starting a group with joint
savings, brings better cohesion than a group sarting soldly to get credit.

»  Saving contributes to the aleviaion of the collaterd problemin rurd financia
markets in developing countries. Saving schemes dlow rurd people to improve
ther creditworthiness through the accumulation of financid assets. Thisis
important because most samdl farmers, especidly in Sub-Saharan Africa, lack land
title deeds for loan security purposes (Schrieder & Heidhues, 1991). Saving
therefore is one vehicle through which rurd people can build a capitd base.
Examples of schemes exigt where loans are only extended if the borrower has a
track record in acompulsory savings scheme (Mauri, 1983).

» It should be noted that for savings-fird inditutions, the management of voluntary
savings leads to better discipline in the overdl management of the loan portfolio.

However, some disadvantages or areas of concern should aso be noted:
» A compulsory saving scheme merely increases the effective cogt of loans and

reduces the sze of the loan.
» Itisimportant to highlight the cogt of managing alarge number of small-savings



accounts: bookkeeping and documentation of daily deposits and withdrawas
reguire a good information management system.

» Therisksof managing larger savings or deposit accounts whose withdrawals can
introduce great ingtability an the ligbility sde of theindtitution are dso an
important issue.

4.3.4 The potential for mobilising rural deposits

Theredisation that saving playsamgor role in rurd aressis based on both empirica
evidence and the gpplication of economic theary. One could question the basison
which the earlier assumption that rurd people are too poor to save was made.

Empirica evidence on rura savings was scarce, but the theory was available. However,
enough empiricd evidence exigs today to findly prove thet the origind assumption
wasincorrect. Severd reasons exist for doubting the origina assumption (Meyer,
1989).

Frdly, dl households save. Whether in smdl amounts, for short periods or in diverse
forms (ranging from financid formsto saving in terms of production kept for later use),
the point is they save (Adams & Cavaned, 1992; Shipton, 1992; Coetzee, 1988; Saibd,
1986; Bouman, 1984; Von Pischke, 1983; Mirade et al, 1980). The savingsdecisonin
the rurd household aso lacked prqoer research and explanation. Recently afew
researchers (Low, 1986; Nakgima, 1986) succeeded in presenting integrated household
decison-making modes, which provided a better understanding of the savings decison
in the household. In these models the farming or business firm and the activities of the
household areintegrated. Thus, decisons on consumption, savings, production and
invesment are mede for dl the activities of the household in household context. These
entities ¢and in a complex reaionship. Decisons on saving are made within the
context of what should be dlocated to consumption and production, the existence of
saving insruments, the return on savings (note the disagreement between researcherson
thisissue). The motivation to save rests more on liquidity as atarget than on life cyde
motivations. Table 4.1 indicates savings propengties of rurd peoplein certain Asan
countries. Savings propengties are therefore quite high in rurd aress asindicated in
table4.1. Locd studes (Spio, 1995; Coetzee, 1988; Cross 1986) dso cdculated
propenstiesto save, ranging from 0.12 - 0.26, in rurd aress.

Table4.1: Average propensity to savein some Asian countries”

Country Observation period Average propensity to save
L owest Highest
Taiwan 1960- 1974 0.19 0.31
Japan 1950- 1973 0.10 0.22
Korea 1962- 1974 0.15 0.33
Punjab (India) 1966- 1970 0.14 0.34

¥ Average propensity to save s caculated by dividing savings by income.

Source: Adams, 1978

Secandly, rurd households are heterogeneous in that households of different income
levels co-exigt next to each other. Some households may experience surpluses while
others experience deficits. The mgority of informa credit relationshipsin rurd aress
originate from this Stuation. Farmersthat produce surpluses become lenders (away to
save). Savings mobilisation dso provides an opportunity for rurd financid inditutions
to act asred intermediaries. The mgority of these indtitutions operate in ssgmented




locd markets. This again provides an opportunity for risk pooling for indtitutions thet
are able to operate over loca borders. Rurd aress differ in terms of income generation
capacity. Where ingtitutions cover severd rurd aressin terms of operations funds can
be channdled from surplus areas to shortage areas. Thisis dso true for non-financia
saving mechanisms. Thereis, for example, agrain sorage system in Burkina Faso
(Coetzee, 1992) where surplus producers store grain at depots. (They receivea
certificate certifying the mass and price of stored grain). These depots are netiondly
linked and move grain from surplus to shortage aress. Furthermore, like rurd
households, rurdl areas are heterogeneous. Progressive rurd aress (those with thriving
economies and people) have far better savings and investment ratios than urban areas
on average (Meyer, 1989).

4.4 CONCLUSION

Sections two to four serve as background to the rest of this study by illugtrating the
theoreticd gpproaches that are now used by policy analystsin looking &t financiad
markets. The discussion on the traditiond gpproach and informd finance was
presented a0 to indicate the underlying different points of departure in the
conventiond formd and informd finandid activities Thisdiscussion highlighted
issues that will assg in discussing the new views of rurd financid marketsin the
following sections. Although the traditiona gpproach has met with little success, it
represents one way of intervention by the public sector in rurd financid markets. The
new gpproach is likewise another way of intervention in these markets by the public
sector. The basic quegtion that must till be answered is: Should the public sector
intervenein rurd financid markets a al? Different opinions exigt, based on different
views of rurd financid markets. One school of thought says the public sector should
have a hands-off gpproach to rurd financid markets. Thisviewpoint is motivated by
the remarkable ahility of the informal financia sector to survive and to serve awide
range of customers. This gpproach is called benign neglect (Meyer & Nagargan,
1991) and isds0 areaction to the inability of governments to intervene effectively in
finandd markets (through past programmes).

A second viewpoint is that the public sector should intervene. Thisis motivated by
the lack of integration in financid markets and the fact that in developing countries
we are faced with severe market fragmentation. Some people evenreturnto the
exploitative moneylender argument, based on more recent information echoing the
exploitative sde of the moneylender. Another argument is that development and
growth of the economy rely on an efficient financid sector, which provides awide
range of financid sarvices. Although the informa market is efficient, itisdso
limited. It isactivein fragmented markets and over time it has not evolved into a
developed financid market with the concomitant range of services. Government
intervention is needed to bring about development through the integration of markets.
This approach therefore concentrates on the congtraints experienced with informd
finance, and the mogt widdly proposed solutions usudly include regulaion and
upavison of these inditutions.

Thethird viewpoint is acombination of benign neglect and regulation and
supervison. This gpproach indudes the imitetion of the strong points of informda
finance by formd financid intermediaries. It involves the application of group



goproaches. Some NGOs have dreaedy implemented this gpproach with remarkable
success. The Grameen Bank aso favours a group gpproach and imitates some of the
srengths of informd finance (Von Pischke, 1991; Yunus, 1982). These srengths of
informal finance usudly refer to the comparative advantage of informd financiersin
terms of access to information and collaterd subdtitutes. With this gpproach the
linking of forma and informal financiersis promoted, transaction codts are decreased,
and financid markets become more efficient. However, few examples exist where
this has been the gpproach over along term. Mot of the NGOs and the Grameen
Bank receive injections of donor funds that cover alot of the overheads. Buit this
gpproach seemsto concentrate on the strong points of different financiers and thus has
the chance of being very effective in the longer run. These viewpoints will be
discussd further in the following sections. Therole of the public sector in financid
marketswill dso be addressed.

5. SUSTAINABLE INTERMEDIATION - FACT OR FALLACY?

5.1INTRODUCTION

In reaction to the failures of the conventiond or supply-led gpproach to rurd credit
programmes, new guiddines for conddering interventions in rurd financid services
ganed prominence. The Spring Review of Agriculturd Credit (Dondd, 1974)
emphassed the fallure of the different programmes being implemented right across the
world. After these programmes were considered and failure in many was
acknowledged, the atention turned to new approaches. The concept “new approach”
needs clarification. The conventiona approach was based on the view that economic
activity may be afollower of financid services. The new gpproach does not cdlam the
opposite. The new gppraech is far more cautionary, is based on lessons of experience
rather than uninformed assumptions, and has been implemented in many guises
However, certain base principles are centra to the new approach.

Theterm “new” may in many indances, create the impresson of anew innovative
recipe to speed up the development of rurd financid markets, in order to improve
access to financid servicesin those areas overnight. The “new” of the new approach is,
however, are-emphasis of well-known facets of financid intermediation, rather than a
panaceafor overnight success. The proponents of the new approach question the base
assumptions of the conventiona gpproach, aswell asthe way in which success was
measured. The increasing interest in and role of infarmation in finendd markets has
been particularly important in reveding the wesk points of the conventiona gpproach.

Credit programmes were a0, in mogt ingances, gpplied to non-finendd problems

(Von Pischke, 1992b). A more integrated goproach was under consideration.
Questions were raised with regard to the success of reaching target groups, and the lack
of differentiation of development gpproaches with respect to different target groups.
Savings emerged as the “forgotten hdf” of financid services.

Theinitid emphassin the new approach was on the well -documented failures of the
conventiond approach, and thusit took on areactionary character. However, the
development of studies on the role of information, the renewed interest in informal
financid activities, the percaived “failure’ of the new gpproach to result in en masse



creation of accessto financid services for the rurd poor and persisting problemsin sae
supported inditutions (athough mogt of these were il locked into the conventiond
gpproach), resulted in an expangion of thinking under the guise of the new gpproach.
Severd questions have now been added to those raised in the mid seventies. Earlier, the
reactive gpproach departed from the premise that indtitutions metter, that the market
must play itsrightful role, thet the government is“bad”’ dueto its interventionist atitude
and that much could be learned from informal sector activities due to their ability to
survive the ondaught of forces unleashed in the name df the conventiona approach.

This section unfolds againg the background of emphasis on the dements of the new
gpproach, without trying to argue that it providesthe find answers. This sudy, and
gpecificdly this section, should be seen as part of the journey and not as the destination.
The objective isto identify arange of issues and the current thinking on these issues, to
inform policy mekers and practitioners of the present discussons on rurd finance. This
is againg the background of the discussion in section two (on theoretica concepts),
section three (the conventiona gpproach) and section four (informa finance and
savings mobilisation). These identified issues will direct the discussion to issues
pertinent to South Africa, which forms the second part of this Sudy. Inevitably arange
of questions will remain unanswered and a range of new questions will be generated.

The discussion will gart with the role of informetion, and will then discuss interest
rates, savings mobilisation and transaction cogts. Collatera issues and incentive
systems will dso be consdered. It will further emphasise the role of indtitutions, and
will specificaly concentrate on the indtitutional products of the conventiond gpproach.
Risk, supervison and legidation will aso recaive attention. The emphedsin the last
section will be on the measurement of success and failure.

52 INFORMATION

Access to information is consdered to be a key aspect in lowering the cost of
transactions. It follows that in the new approach opportunities to increase information
flows should be pursued. Each firm, whether it isan individud or the organisation

could decrease transaction costs consderably if it had accessto better information. This
implies efforts to increaseinformation flows. A bank, for example, may save
condderable codsif it provides enough information on products and requirements to
prospective dients, to ensure that a dient deciding to formaly apply for aservice has
enough information to do the initid screening on hisher own. It will only benfit the
dient if he/sheisin apogdtion to provide adequate information to the bank to promote
efficient screening and decison making.

The cogt of obtaining adequete levels of information to ensure that transactions will teke
place prohibits the spontaneous devel opment and integration of financid marketsin

rurd aress of developing countries. This has resulted in disillusonment regarding any
possible role for the commercid financid sector in these areas. Thus, too much
emphasis on ate intervention in the conventiona gpproach led to an overemphasison
the market, which aso did not prove to be the complete answer.

The gtructuring of indtitutions and the success of branch networks are in alarge way
reliant on information flows. The conventiona gpproach of structuring decison
making around seniority and therefore normaly centrdising it around top management



in organisations, has often resulted in costly decisons (lvancevich & Matteson, 1996).
The concept of making decisons where the information exists is put forward here. It
follows that it dso implies a decentrdisation of decison making, which will impact on
the structure of financid organisations.

53 INTEREST RATES

Contrary to the interest rate subsidisation policy followed in the conventiond gpproach,
the new gpproach advocates market-related interest rates. The converse of arguments
put forward in section three to argue for subsidised ratesistrue here. The interest rate
dscusson must be the most emotiond of al aspects relating to access to financiad
sarvices. Thisisnormdly the entry point of policy discussonson rurd finance. The
gpproach supported in this Sudy is thet a market rate is a reldive concept in areas where
there are saverdy segmented and undevel oped markets.

In a system dominated by depositors rather than lenders, the gpproach would be to
structure interest rates to the benefit of depositors (Poyo et al, 1993).  This means that
the inditution would levy interest rates to borrowers in such away that it will maximise
income for deposgitors. In a borrower-dominated ingtitution, borrowers will benefit by
lower lending rates. In an areaof high competition rateswill have alow deviation
around the market median. In decentralised financia systems, like the village banks of
the Northwest Province in South Africa (Strauss Commisson, 1996a), where
borrowers are dso members and therefore owners of the ingtitution, rates will be levied
in away that does not negaively affect membership and the sustainability of the
organisation. The point is that the characteristics of the inditution and the market it
operatesin may impact on what is meant by a“market” rete.

Market rates therefore need to be put in context, with respect to both the specific market
and theincidence of indtitutionsin that market. Asargued in section three, the
supporters of the conventiond gpproach emphasised interest rate levelsin most
discussions. However, even thelow raies in the supply-led programmes did not result
inincreased accessto loans. Accessto financid servicesis emphasised in the new
goproach. Firdly, it is recognised that the mgority of the poor are depositors rather
than borrowers. Market rates therefore benefit the mgority of rurd dwellers.
Secondly, it has been shown that smal farmers and rurd entrepreneurs did not benefit
from conventiond programmes, as those with lobbying power and the ability to
monopolise the chegp programmes hijacked thetargeted programmes. Thusa
subsdised interest rate is an incentive for those with power to grab the funds. Once
again the redl target group does not enjoy access.



5.4 SAVINGS IN RURAL FINANCIAL MARKETS

In the previous section the link between savings facilities and credit was discussed.
Thisis one of the mgor differences between the conventiond gpproach and the new
goproach. In the conventiond approach savings mobilisation was not consdered, based
on the underlying assumption that rurd people are too poor to save. The exclusion of
savings fadilities resulted in severd disadvantagesto rurd financid markets. Another
way to gateit, isto view the benefits of theinclusion of savingsin interventionsin rurd
financid markets (Meyer, 1989).

Economies of scope seem to be in operation where financid indtitutions broaden their
range of services. In thefirgt place the same front-line saff can be used and secondly
more information about potentia credit dients can be obtained, should thoese clients
have a savings record with the inditution. Borrowing money from an inditution which
takes depogts from friends, family and neighbours (and even from the borrower
him/hersdf) means that default on loans will directly influence the community, and not
adonor agency or tax payers of another country. If the indtitution extends loans from
deposited funds, and not from some far away donor agency, more care is taken with the
screening of gpplicants and default management. Meyer (1989) mentioned enrpiricd
dudies that indicate thet oan collection efforts are more important than farming income
in explaining loan repayment. The decison-making character of adepositor controlled
inditution differs markedly from thet of a borrower dominated ingtitution (Chaves,
1994).

More cohesve groups can be formed through group saving schemes. Informa group
saving schemes are wdll known amongst rurd people right acrossthe world. By
building on this knowledge, financid indtitutions can provide access to finencid
services to groups by sarting with savings firgt (see discusson on savingsfirgt
approaches a the end of the section). The Grameen Bank operatesin thisway (Y unus,
1982). Sover (1991) indicated thet it is extremdy difficult to form groups atificidly

for interacting with finencid inditutions. Groups generdly evolve by themsdves and
are extremdy flexible in accommodating the particular needs of the group members and
the group itsdf. By garting a group with joint savings, better conesionispossblethan
when the group starts solely to access group credit.

Saving services contribute to the dleviaion of the collaterd problem in rurd financiad
markets in developing countries. Saving schemes dlow rurd people to improve their
credtworthiness through the accumulation of financid asssts. Thisis important
because most smdl farmers, especidly in Sub-Saharan Africa, lack land title deeds for
loan security purposes (Schrieder & Heldhues, 1991). Saving therefore is one vehicle
through which rurd people can build a capital base. Examples of schemes exist where
loans are only extended if the borrower has atrack record in a compulsory savings
scheme (Hulme & Modey, 1996; Mauri, 1983).

The argument is followed that the disadvantages of savings mobilisation by rurd
finance indiitutions are outweighed by the advantages. However, disadvantages cannot
beignored. Transaction cods are high where smal amounts are frequently deposited
and withdrawn. The integrity of the agentsinvolves serious risks, which dso cogts the
depositor money. Oneway of solving thisisnat to rely only on the credit Sdeto
generate fundsin an ingtitution, but to charge fees per transaction. Asargued inthe



previous section, the mgority of the rurd poor save even at a negative red rate of
interest. Their mativation may not be to accumulate but to ensure liquid funds.
Observation of the Motswedi Village Bank in the Northwest Province (Coetzee, 1997),
that charges R1 per transaction, shows that the same dient may visit the bank more then
once dally to withdraw small amounts. These dients are willing to pay transaction fees,
asthey view the carrying of large amounts of cash astoo risky in view of the crime
leve in the pedific sdtting. Their motivations to make use of these facilitiesare to
ensure safekeeping of their funds, and to keep them liquid.

55 TRANSACTION COSTS

Ahmed (1989) found that transaction cogts for obtaining loans from forma sources are
sometimes so high that borrowers prefer informal [oans with higher interest rates.
Coetzee (1988) showed the difference between variables that can serve as a proxy for
the difference in transaction costs between forma and informal sources (see table 5.1).
Informa sources in this survey werefamily and friends, traders, moneylendersand

input suppliers

The difference between the averages represented in table 5.1 serve as an indication of
the different levels of transaction costs for both borrowers and lendersin informa and
formd financia transactions. These South African results echo patterns found
esawhere.

Transaction costs and interest retes are the most important variables in caculating the
ability of lendersto recover cogts and thus to Say in business. Chegp credit policiesin
conventiond credit programmes mede it impossible for mogt inditutions to recover
lending cogts, so that these inditutions either went out of business or needed frequent
re-cgpitdisation from public sources. Chegp credit policies linked with targeting of
loans to the poor resulted in many smdl, risky loans with resultant high transaction
codts per unit. Oneway inditutionstry to survive, isto dlocate a segment of their loan
book to less risky farmers through larger loans, which resultsin lower transaction costs
per loan. Over time the target group gets less of the funds intended for thent.

Table5.1: Variablesreated to differencesin transaction costs between formal and informal
sour ces of finance

Variable Unit Formal Informal
Distance to source km 40 34
Number of visitsto obtain aloan visits 6.4 31
Applicaion time days 60 8
Form of pay-out

Cash % 19 95

Kind % 81 5
Interest rates (per annum) % 12 16
Loans where deposit was requested % 36 11
Size of loans Rand 1952 446

Source: Adapted from Coetzee, 1988. Based on survey work in Mpumaanga.

What isthelevd of transaction codtsin rurd financid markets? Christodoulou et al
(1993) surveyed transaction costs of non-government indtitutionsin South Africaand

2 Seetheearlier noteon Gonzaez-Vegas (1983) Iron Law of Interest Rate Redtrictions.




found they varied from 16 to 20 per cent of the loan amount. Mogt of their examples
however were from urban basad ingtitutions that could have resulted in an under
edimation of transaction costs compared to rurd circumstances. Meyer and Cuevas
(1990) cited the following reasons for high transaction costs: degree of development
and maturity of the financid system, the nature and extent of transport and
communication fadilities available, and the efficiency of legd systems. The nature and
extent of financid regulations aso affect intermediation costs and subsdisation of
interest rates for targeted borrowers raised the costs for non-targeted sectors.

Ingtitutions operating in rurd financia markets can decrease transaction costsin severd
ways. Meyer and Cuevas (1990) mention the following possibilities Mot importart,
the economic environment - saverd types of improvements are possible such as
improved communication and trangportation systems (note the importance of
information systems for the screening of progpective dients); improved marketing
information services to farmers and improved agricultura production based on the
availability of sufficient support servicesto farmers (Singini & Van Rooyen, 1993).
These will result in fewer risky farmer dients and thus aless risky environment for
financid transactions. Transaction cogts can aso be decreased by improved banking
regulations®; reduction of risks; diversfication of sarvices provided by financid
ingitutions, expanding the banking networ k; group based schemes, improved internd
operations, and linking informa finance with forma finance.

The bottom line is that transaction costs are one of the crucid variablesin any
inditution and any financid market. The codt of information, risk and inefficiency is
reflected in transaction cost levels.

5.6 COLLATERAL ISSUES

Conventiona methods of collatera do not succeed in broadening accessto loan
products in rurd financid markets. The mgority of rura borrowers cannot provide
collateral required for secured lending, asthey do not have the assets. This means that
lenders have to resort to unsecured lending, that is, in the conventiona sense.
Unsecured lending depends on the lender's detailed knowledge about the borrower’s
ability to honour the loan contract (Yaron et al, 1996). The essence of unsecured
lending is access to information on the borrower. It is often more expensve to
accumulate gppropriate information than to resort to securitised lending. Thisis
epecidly true for formd inditutions operating in rurd arees. These indtitutions
normally do not have the gppropriate information on potentid clients and therefore
revert to conventiond collaterd requirements, mogtly in the form of physical assats, and
preferably in theform of land (with atitle deed).

In addition to unsecured lending (by relying on adequate information about the dient)
lenders dso make use of collaterd subgtitutes. The group gpproach is agood example
of acollaterd subgtitute. Linking different markets may aso serve as collaterd
subgtitute. For example, the sugar millsin South Africa provide inputsto their smdll
millerswho ddliver caneto them. They subtract the amount paid from the proceeds of

Z  One example of lega condraints on financial indtitutions is the redtricting nature of the South

African Banking Act which controls the provision of depost teking to such an extent that only established
and largeformal indtitutions are legally entitled to provide this service.



the farmer’s cane ddliveries. Yaron et al (1996) Ste severd examples of subdtitutes,
one being the custom to follow non-paying debtors dressed in ydlow canary suits
(“Canarios’ of CogdtaRica) to publicly humiliate them.

Thelack of collaterd itsdf is aso aggravated in many countries by the inadequate
inditutionad and legd framework (Bedey, 1992). Thus contracts cannot be enforced
and even where collaterd is pledged the asset cannot be transferred to the lender on
borrower default (Migot Adholla et al, 1991). Thisis one of the disadvantages of using
physical assetsas collaterd. It isonly an efficient measure where there are efficient
legd systems and where legd contracts are enforced. The stability of markets and
minimum interference of the government in economic activities are dso important. In
instances where land was used as collateral and land prices decrease suddenly one often
finds collateral values decreasing rapidly, changing secured |oans to unsecured loans
overnight. Where many finandid inditutionstry to cal up collatera in these instances
it may impact on further decreasesin overdl land prices and therefore increasesin
unsecured lending.

It ssems thet information is the essentid conventiona collaterd subgtitute. Indtitutions
would therefore benefit by investing in innovetive ways to ensure better information
flows, rather than to rely on conventiond collateral measuresonly. Thisdsotiesin
with the concepts of emulating informd financid activities (group approaches) or
linking informd and formal activitiesin the market.

57INCENTIVE SYSTEMS

It is now widdy recognised that a successful rurd finance ddlivery sysem will provide
some of the incentives for successful rurd development. Financid intermediaries
should therefore provide a system incorporating not only incentives, but also pendties
to usersin order to influence the way in which rura people use financid services
Users must receive gppropriate market sgnds, i.e. principdly in the form of postive
redl interest rates. Therurd financid system should aso be designed to provide
incentives to public and private sector inditutions, as wdl asinditutions from civil
society, to behave in ways thet further the aims of economic development. This
includes incentives as well as pendties for the gaff of rurd financid ingtitutions who
need to ensure that they meet the needs of dl rurd people.

Incentives are rdlevant for al actorsin the market. In the conventiond approach
subsdisad interest rates provided incentives for powerful actorsin the market to
divert the flows of funds from the target dlientele, the smdl farmers. In thisingtance,
the incentive (subsidised credit) had unintended consequences and resulted in grants
to therich. Pogtive interest rates serve as anincentive for borrowers to be more
efficient; negative rates do not (Von Pischke, 1991).

Incentives should have positive outcomes, for example, one incentive used isthe
discount on interest rates after full on time repayment. Hulme and Modey (1996)
argue that one way of providing the borrower the “benefit” of subsdised rates without
the disadvantages, isto provide the subsidised rates in the way of arebate after full
repayment of aloan. They lig arange of incentives and the inditutions in which they
are gpplied (see table 5.2).



Table5.2: |llustrative range of incentives based on a survey of 12 ingtitutions
Incentive type Used by per centage of ingtitutions surveyed
Intensive supervison 58
Peer group monitoring 67
Borrower rebates 17
Agency staff incentives 42
Progressivelending 58
Compulsory savings 75
Source: Adapted from Hulme and Modey, 1996.

Incentives at the client level should aso be supported by measures that ensure
appropriate behaviour by the staff of the financia institutions. Incentives to ensure
good dient behaviour should thus link with incentives thet ensure that staff would
emphasise those activities of clients which contribute to efficient ingtitutions.
Providing abonus for reaching dlient volumes may be efficient in terms of reaching
the target numbers of clients, but provides no assurance on the quality of the book.
Saff incentives linked to repayment rates and savings mobilisation emphasises those
variable contributions to sustainable indtitutions. Combined with incentives to
decrease transaction cogts these can be an effective combination of positive
incentives.

5.8 INSTITUTIONSAND THE NEW APPROACH

Fnancid intermediation for banks and dientsis more difficult and codtly in rurd than
in urban areas because of three inescgpable rurd characteristics (Coetzee et al, 1996):

» Spatid disperson and the associated high informeation and transaction codts,

» pedidisation of rurd areasin afew economic activities linked directly or
indirectly to agriculture, which exposesrurd dlientsto the vagaries of nature and
leads to covariance of ther incomes, and

» Seasondity of production with its accompanying sharp and opposite fluctuations
in the demand for credit and deposit services

If arurd bank operatedin a sngle smdl area such as a group of villages, it would be
able to reduce the information and transaction cost problems associated with spetid
disperson sharply. However, covariance and seasondity would force it to operate
with alargereserveraio. A high reserve retio requires large intermediaion margins
to make such rurd banking profitable. Rurd financid ingtitutions use three ways to
reduce the impact of covariance and seasondity on reserve requirements. Firdly, they
diversfy their dient base and loan portfolio out of agriculture into agro-processing
and other rurd non-farm enterprises. Secondly, they link their operations to the urban
economy through financia markets or by integrating the rurd operationsinto a branch
network that indudes urban locations. Thirdly, they set up inter-regiond risk pooling
mechanismsvia networks or federations of individud rurd financid inditutions.

But interregiond links, whether through branch banking, federations, or other risk
poaling devices, Hill face specid difficulties in supervising and monitoring operations
of anindividud rura branch or office. These difficulties are associated with the
distance and fluctuations in branch performance that are induced by seasondity and
covariance. Rescheduling of the debt of rurd dients within a particular zoneis



occasondly required in order to tie them over years of bad crops or bad prices. This
leads to opportunities for dients to collude againg asingle local inditution, a branch,
or an entire systemn, which further increases the supervision problem.

Specidisad farm credit inditutions, the mechaniams of the conventiond supply-led
gpproach to rurd credit, are especidly poorly adapted to the difficulties associated
with rurd finance. They typicdly do not diversfy their dient base and portfolio
inddetherurd aress. They usudly are not integrated into larger ingtitutions with
urban operations and have limited urban diversfication and risk pooling
opportunities. Even with inter-regiond risk pooling they remain vulnerable to mgor
droughts affecting an entire country or to international commodity price dumps.

“Why are specidised farm credit ingtitutions founded in low-income countries, and
why do they frequently flounder?’ were questions posed by VVon Pischke (1978).
Added to these inherent difficulties associated with specidised farm credit,
inditutions have often been used by states as conduits for carrying out agriculturd
and socid palicies, such as compensating the farm sector for excessive taxation of
agriculture and urban bias. This hasled to alack of autonomy. It isthislack of
autonomy that has crippled these indtitutions rather than state ownership per se. In
effect, financid markets were used to dlocate subsdies, rather than fulfil their role of
efficient dlocators of finance (Adams, 1992). Because government has pursued
socid and agriculturd policy objectives via rurd finandid inditutions, these
indtitutions have been particularly vulnerable to collusion by their paliticaly

organised clients.  Using specidised financid inditutions to compensate farm sectors
or pursue socid objectives has mostly been futile. All the participantsin the
agricultura sector suffer from bad policies, bad prices or bed wegther, however only a
minority of better off clients have accessto credit and therefore received

“compensation”.

5.8.1 The pendulum swung

Theredisation of this state of affairs necessitated are-look a the way rurd financid
markets are gpproached. This arted with the publication of the USAID sponsored
Soring Review of Agriculturd Credit Programmes (Dondd, 1976). In the period
following the mid seventies the donor agencies tended to ignore the specidised farm
credit inditutions that they had created as part of their earlier effort to throw money a
development problems. The market was rediscovered and these inditutions, being
upply-led in nature, obvioudy did not meet the requirements of the so-caled new
approach to rurd finance. In the new gpproach afew basic rules changed:

»  Savings were seen as important: 1t was redised that most poor people did not
make use of credit and saved in some liquid form to serve as areserve to be
gpplied for consumption smoothing due to income shocks.

» Transaction cogs were given more atention and the redisation dawned thet the
frictionless market of the neo-classical school is somewhat removed from redlity.

»  Information flows and risks inherent in asymmetric information Stuations were
highlighted.

» Inditutions mattered as sustainable sarvices to poor dlients wereimpossible
without sustainable indtitutions. This unlocked research on al aspects of
inditutiond sugtainahility.



» Fnancid markets were treated as markets and not as conduits anymore

Unfortunately, in the mad rush towards the market the specidised credit inditutions
were sddined. Recently, the redisation dawned that in countries with awesk private
sector these were the only indtitutions providing servicesin rurd aress, dbeatwithina
skewed policy framework. Even where the private sector has a more prominent
presence, it il isnot willing to provide services on abroad basisin rurd aress. The
atention is now shifting back to these indtitutions, however not yet in the case of the
mgor development finance indtitutions such as the World Bank.

5.8.2 Restructuring of specialised credit ingtitutions

The latest gpproach on apossible role for specidised credit inditutions can be
illustrated with the following discussion drawn from the work of Graham (1995)%.
Attempts to restructure credit indtitutions must recognise the high socid costs and rent
seeking behaviour of many of these inditutions - qudities that characterised the
performance that left many of them insolvent in the 1980s. Any restructuring plans
should recognise that ingtitutions that specidise in farm finance are frequently
candidates for failure Snce they do not diversfy risk in their portfolios (thus high
incidence of covariant risk). Hence any reform of agriculturd development banks
must accept the fact that they should be less agriculturdly oriented than in the past.

Much of what follows didtils the experience gained in reformed sate banksin South
East Asa(Yaonet al, 1996, Yaon, 1992). “Banksfail because of bad policies, poor
banking practices and wesk indiitutiond frameworks’ (Sheng, 1996). This Satement
was made regarding commercid banksin developing countries. If we add to these
reasons dl the additiond alments of state agriculturd banks, it is clear that
restructuring becomes a formidable task. The question is how to reorganise these
inditutions so that they do not fal prey to the same vices that largely destroyed their
ussfulness as financid inditutions in the pagt. Restructuring should attend to the
following (Strauss Commisson, 1996a; Graham, 1995)):

> Role of government, clarity of role and functions, and political commitment
Experience shows that government israrely successful when it tries to engage directly
in financid markets. However, government should provide an environment that is
conducive to the development of financid markets and set the operationd framework
for financid inditutions that use public funds. Day to day politicd interferenceis
detrimenta. Politica support and objectives must rather be embodied in the
inditution’s purpose and policies. Operaiond autonomy is then the only gpproach that
can be consdered.

» Autonomy and governance

Thisimplies protection againg palitica intruson, which in turn requires a Board of
Directorsin which no government officid is the chairperson, on which no dected
officids should serve, and where members drawn from the private sector carry more
weight than those drawn from the public sector.

% The rest of this section is drawn from the work of Graham (1995). Graham and Von Pischke (1995)
were of thefirst researchers to question these extremes in approaches to rura financial markets.



> Flexibility

Asdifferent circumstances prevail in different countries and even within countries
indtitutions should be alowed the flexibility to focus on loca circumstances, provided
that they do so within a coherent framework.

» Minimising systemic (DFS) and institutional (individual DFI) risk

The prudent management of systemic risk requires that financia indtitutions manage
diversfied portfolios. The gability of the development finance system dependson
development finance indtitutions spreading risk across dfferent types of clients,
different sectors and/or different geographic arees. The high potentia for covariant
risk, especidly where inditutions are locked into serving one sector (for example
agriculture), should be mitigated by diversfying portfolios.

Sound management information systems are criticd to minimisng inditutiond risk.
DHFsmug have accurate, timey and rdigble financid information to be ableto plan
and measure performance and impact under various sectord conditions and in dynamic
financid markets and to take early, appropriate corrective actions. To the extent that
DHF's make use of public resources, they need to comply with and report on the basis of
gpecific gandards, codes of conduct, disclosure and informeation requirements.

» Mobilising financial resour ces

Commercid principles are essentid to the financia and fiscd soundness of a

deve opment finance system. Innovetive approaches to the mobilisation of fundsto
enaure less reliance on government contributions are needed.  This could be achieved,
for example, by an indtitution thet has a strong deposit base, offering a wide range of
deposit fadilities throughout its branch network. The matching of financia instruments
on the mobilisation and gpplication Sde is part of asound approach.

» Capitalisation

Initid re-capitdisation should be done by the government (if necessary), with additions
to capitd limited to retained earnings and sdles of shares to the public. The ingtitution’s
charter should spedify its minimum capitd retio (for example for afinancid inditution).

> Allocation of resources

DH s should preferably function on the basis of pinpointed financia market failures and
should design and use appropriate rigesharing arrangements to maximise private sector
finandid involvement. They need to devdop innovative financid mechanismsto
address neglected or emerging markets (for example, the venture capita market).

» Loan policy

Interest rate policies should be designed so that the DFI does not crowd out private
sector involvement. An emphasis on portfolio diversfication is appropriate, especidly
in rurd areas, where non-farm rura enterprises should be regarded as just as important
asfarming enterprises, in order to decrease risk exposure. Explicit targeting should be
avoided. Commercid short-term overdraft facilities should be incorporated into the loan
portfolio to balance mediumterm lending, aong with remunerative government
treasury hills up to a specified portion of its financia assets This gives theinditution
the means to manage both risk and liquidity.



> Saffin

A DH requ?resan efficent employment policy of creating the right potentid capacity,
where no government interference is dlowed in terms of placements and termination of
employment, within acceptable nationa norms and rules  as espoused by the national
labour legidation.

» Decentralisation and incentive measur es

Branches should be smdl. Decentrdised decison-miking should prevall a branch
level. Performance based remuneration and rdated bonus schemes should prevail for
branch managers and reevant loan eva uation and collection personnd, based on
criteria such as the number and volume of loans, loan recovery, and deposit
mohilisation. Bonus schemes should only be triggered after meeting ahigh loan
recovery sandard. Transfer pricing incentives would be required to reward deposit
mobilisation beyond that used to fund locd loans. DH's should furthermore provide the
gopropriate incentives and pendties to dign the behaviour of their users with market
sgndsand principdly red interest rates. Client-responsivenessis dso closdy rdaed to
incentives and pendties.

» Transparency

State-owned indtitutions, especidly financid inditutions, should be a the forefront of
disclosure. Accountability should indlude quarterly and independently audited annua
reports issued to the public, specifying financid conditions truly and fairly. Reports
should include baance sheets, income statements, source-and-gpplication of funds
statements, and additiond tables showing the ageing of loan arrears by loan type, write-
offs, resarves and the market vaue of the investment portfolio. Income should be
redised only in cash rather than including accruds. Expenses should include accruds.
Mog importantly, subsidy dependence indexes should be carried out yearly and must
figure prominently in al annua reports. Price differentials between market prices and
the pricing policy of the indtitution should be induded in reports

Large exposures and large defaulters should be listed by name and not afforded the con-
fidentidity thet is gppropriate for private banks and their dients. Likewise, loansto
directors, officers, saff and family members should be disclosed.

Specidised government supported inditutions should dearly differentiate between
those activities they execute as an agent for government and for which government
should pay them, and those activities on which they should achieve full cost recovery.

» Co-ordination

Experience suggests that the mogt efficient development impact is generdly achieved
where development investment occurs within a coherent and economically sustaingble
framework. This requires linkages between aspects like marketing and production and
between investments in, for example, physicad and socid infrastructure. It dso requires
co-ordination between different state supported and owned indtitutions to ensure that no
duplication of efforts and subgdies exist and that programmes are being executed
comprehensvely.

» Donor support (external)

Donations (where received) should generdly not be used to fund loans, but rather to
build up human capita to manage credit risk intdligently. Important hereisthe
implementation of a management information system that permits the tracking of loans



on aweekly basis. Thustraining, technica assstance and judicious support for
computerisation are gppropriate. Some of the inditution's own funds should be
committed to these endeavours as wdll, to ensure continued investment in maregement
information systems upon donor withdrawa. Support should aso not be directed at
indtitutions, but at asector. Therefore the same assstance should be possible through
other inditutions serving the same dients.

If such an indtitution performed well, it could offer through its extensve rurd branch
network arange of depost and savings services for the poor (as legitimate a demand
asfor loans) far better than many NGO programmes (Graham & Von Pischke, 1995).
Moreover portfolio diversfication and extengve branching would dleviate the
covariant risk associated with Ste specific unit banks or limited resch NGOs. These
inditutions can serve an agricultura dientde that isrardy induded in NGO
portfolios. Reformed state-owned banks should be in a good postion to sarve the
input suppliers and output buyers a the wholesdle levd who play such an important
role in lending downstream to micro-entrepreneurs. In short, these banks could
positively shape the market environment within which micro-enterprises operate. In
the end reformed rurd development banks and NGOs (as wdl as other financia
sarvice providers) could complement each other inrurd aress.

These reformed indtitutions would clearly not expand asrapidly asin their heyday of
irrespongble portfolio growth. However, it isimportant thet agricultural producers be
relieved of any price pendisation and indeed benefit from well-designed government
investments in humean capita formation, agricultura research and related support
services. Otherwise there will be an unfortunate tendency for policy makersto resort
to subsdised credit through development banks as a convenient subdtitute for their
failure to provide these services. In short, athrest will dways exist for donors and the
government to re-colonise these indtitutions with targeted loan programs and a
political agenda, however, thisislesslikely in countries with intelligent agriculturd
support services and appropriate price policies (Graham, 1995).

59LEGISLATION, REGULATION AND SUPERVISION

In most developing countries inadequate legd structures result in decreased transactions
and inefficient market operation. Thisis especidly true with respect to legidation
regarding financid transactions. Direct and indirect legidation makesit difficult for
lenders and borrowersto interact, especialy between the forma and informa sector
(Yaron et al, 1996). The chdlengein terms of legidation, regulation and supervison is
how to bring about good indtitutions. Successful inditutions will lower transaction
cogts and increase efficiency in economic exchange. They are based on dearly defined
property rights and uncomplicated contract enforcement. This, inturn, isonly possble
if the correct information is avalldde and the legd system isamiable. Thustwo tests
are evident: are property rights secured, and is the rule of law enforced (Beghin &
Fafchamps, 1994). In essence we arelooking at clarity in terms of benefits of
programmes and enforceshility of the law related to these programmes.

Infinancid markets lenders and savers need recourse to the law. Lenders need a
system in which clams againgt property can be created, established and enforced
(Yaron et al, 1996). The more efficient this process, the more willing lenderswill beto
enter into contracts with borrowers. In many ingtances smdlholdersarenotina



position to provide collaerd in the form of property. Here other methods of collaterd
need to be investigated (See section 5.6 for adiscusson on collatera subgtitutes). Legd
reforms to ensure that lenders have efficient recourse to law benefit dl other
transactions, not only financid transactions.

In the new approach savings mechanisms are emphasised. The rediscovery of the
“forgotten haf” of rurd financid markets necessitates that legidation that protects
depogtors be investigated. This aso opens up the whole notion of the regularisation of
non-standard banks. In many countries specific legidation is drafted to accommodate
non-standard banks. For example, in severd countries including America and Canada,
specific legidation caters for credit unions (Sheng, 1996). The guiddine emanating

from the discusson is that consumer protection isimportant, though not a such aleve
thet it dampens the functions of the financial market. The chdlenge thereforeis how to
dructure legidation to protect and facilitate the functioning of the market and facilitate
entry into the market.

510 RISK

In section 5.8 reference was made to the risk inherent in the whole devel opment finance
system and within specific ingtitutions. Devel opment finance systent” risks impacts on
al deveopment finance ingtitutions. The inditution specific risk is of more importance
for this part of the discusson. While the most visble dimension of banking isthe
intermediation of funds, the intermediiation of risk isthe mogt invisble activity taking
place a the sametime. Intermediation between depositors and borrowers cannot take
place without a s multaneous intermediation of risk (Von Pischke, 1992h).

If an agricultura bank was operating in a specific, smal geographic location it would
be able to reduce information and transaction cost problems normally associated with
spatid disperson. However, covariance and seasondity would force it to operate with
alargeresarveratio. Rurd financid ingtitutions can take various measures to reduce
the impact of covariance and seasondity on reserve requirements by:

» diversfying their dient base and loan portfolio out of agriculture into agro-
processing and other rurd non-farm enterprises,

» linking ther operations to an urban financid market by integrating the rurd
operdions into abranch network which includes urban locations;

» setting upinterregond risk pooling networks, thus spreading the risk over wider
geographic aress.

In the process of restructuring conventiona agricultura banks these options should be

considered.

5.11 FINANCIAL TECHNOLOGIES

In essence the experience under the new gpproach can be classified into projects or
programmes that use savings firgt or credit first approaches and those that provide
sarvicesto individuas or to groups (or to both). Thered test for efficient Srategiesis

# The system that the government of a country dructures to solve market and government falure (see
chapter seven for amore detailed discussion).



whether a correct assessment of prevailing circumstancesin the project arealeadsto the
goplication of the gppropriate financid technology. In this section short overviews will

be provided on the savings firgt, credit first and group gpproaches. An understanding of
these approachesis essentid when gpplying policies differentiated according to the
circumstances in pecific settings.

5.11.1 Savingsfirst approach

The savingsfirg dtrategy indicates that afinancid intermediary provides savings
fedilities before engaging in loan activities. Thefirst observation isthat any
intermediary using this srategy grows much more dowly than one using a credit first
drategy (Graham & Von Pischke, 1995). Severd variants of the savings and credit
co-operative (or group based) venture serve as examples of inditutions following this
gpproach, indluding savings and credit associations, credit unions, co-operative banks,
and in amuch more informa version, savings clubs and burid societies (Coetzee,
1988).

Graham and VVon Pischke (1995) argue that the savingsfirgt srategy istime
consuming in thet quite Sometime is spent in initiating these activities. However,
village leve activities benefit from awedlth of information on members and potential
members. Earlier we dso argued that poor rud people have severd incentivesto
save and that savings propengtiesin rurd areas are normdly relatively high (seethe
discusson in section 5.4). Group based savings activities may, therefore, take longer
to build volume when garting at the village leve, but the inditutiond baseis
normaly strong and sustaineble.

The problems inherent in credit first strategies (See next section) centre on issues of
mora hazard and principa agent problems. These problems are very uncommon in
savings firg srategies, though they do occur. Hard earned money deposited in
savings accounts have often vanished among the management or saff of financid
inditutions. These problems are not common in member managed and operated
village basad settings

Some other disadvantages are present in savings firgt strategies (Schmidt & Zeitinger,
1995). Firdlly, it can be costly and demanding to manage alarge number of deposit
accounts, epecidly the high turnover of accounts without fixed maturities for smdl
savers. Oneway to decrease these costs is not to try and recover purely on the
differentid between return on deposits at commercid banksfor the inditution and
whet depositors earn (in the beginning phase), or the oread between interest income
on loans and interest paid on depositsin later phases. Charging a fee for each
transaction can generate income. In the village banksin South Africathisis common
practice (Coetzee, 1997). Secondly, depogtors are a greet risk in inditutions thet are
not capable d managing their funds carefully. Emphasis should be on garting smdl
and being member driven. Graham and VVon Pischke (1995) argue that where these
inditutions increase in Size to numerous members, eech with asmal account, it is not
in the interest d any one small group of saversto incur the transaction costs of
organising thensdves to monitor the management of the ingtitution. This problem has
manifesed itsdf from time to time in credit unions in which the one-person-one-vote
ownership principle, regardless of the ownership of shares or depodts held, weakens
the vigilance of the widespread ownership base (Chaves, 1994). In short, there are



trade-offs between the virtues and the costs and limitations of the savingsfirgt path to
inditutional development. However, experience indicates thet if these indtitutions
operate with high member involvement and the ability to reach second and even third
tier organisation, they can become formidable financid inditutions. One exampleis
the German co-operative banking system, which grew over aperiod of 100 yearsto
2600 co-operative banks which have 19500 outlets and formidable assets and are
organised at the second and third tier leve (DGRV, 1996).

Asagenerd rule, asavingsfirs gpproach is preferable to other gpproachesin order to
encourage sdf-rdiance and to lead people to become more independent (Genttil,

1993). Thisshould not be adogmetic rule, however. In certain circumstances (for
example aprevailing dimate of distrust where there were earlier faluresin the
financid system and people logt savings) and for certain socia categories and spatia
settings (the red destitute and poor, especialy women in this category) thereis every
judtification for starting with credit or providing both credit and savings services. The
lesson isthat dogmatic rules lead to the gpplication of inappropriate modelsin certain

seitings
5.11.2 Credit first approach

Credit-first srategies are common in NGO and specidised credit inditutions. These
programmes are mostly funded by outside donors and governments. Credit-first
programmes expand much more rapidly than savings-first asthey avoid thetime-
consuming task of first mobiligng loca savings (lending is funded externdly) and
frequently employ group loans as part of their lending technology, thus multiplying
the dientele (Graham & Von Pischke, 1995).

In contrast to savings first Strategies credit first Srategies are riddled with mora
hazard problems. These indtitutions are mogtly financed and operated by externa
agents without the benefit of adequate local informeation flows. They cannot usethe
locd socid dructure to monitor clients. Historicaly (as was argued in section three)
mgor default Stuations arose in these indtitutions due to the cold money/warm money
syndrome™ (Gerttil, 1993).

Programmes addressed mord hazard by designing contracts that reduce opportunistic
or irrespongble borrower behaviour (Graham & Von Pischke, 1995). This has been
done typicdly in three ways using locd agents, employing locd people asloan
officersand using a group based drategy. In the case of loca agents and employing
local people asloan officers the ingtitution would want to ensure thet their
remuneration and incentive packages are structuredin away that will decrease mord
hazard amongst the staff (or agents).

5.11.3 Group approach

% “Wam money comes from the famers themselves, is controlled by them and seen by them as
desarving careful  husbandry...cold maney is money from the dae or foreign financiers, which can
therefore be used for unauthorised purposes or need not be repaid.  Defaulting on cold money loans is
considered a cunning thing to do and is not frowned upon by other farmers’ (Gentil, 1993).



Group gpproaches are based on informa group based financid inditutions and have
been popularised by the Grameen Bank in Bangladesh (Y unus, 1992). Groups are
essentialy utilised to decrease information problems and decrease transaction cogts of
rurd financid intermediation (Huppi & Feder, 1990). Decreasing information
problems a so decreases the incidence of mord hazard. 1t follows that the group
gpproach was favoured in credit-first Srategies. Group gpproaches are dso gpplied as
acollatera subdtitute, once again based on the flow and availability of information in
the group.

There is wide difference of opinion on the rlevance of group gpproaches versus
individua approaches. In developing countries these two kinds of lending
arangements have amixed record. Thisis epecidly truein Africa. Graham and Von
Pischke (1995) summarise the following lessonsin this regard:

»  Group lending in the Grameen Bank was built on astrong investment in group
formation and subgtantia invesment in recruiting committed and well-trained
gaff before lending began. None of these human capitd investments have been
grong in African programmes. One of the more important obstacles in the
African programmesisthe very high cost of scarce trained personnel compared to
Bangladesh where an ample supply of low cost university graduates has been
available for the Grameen programme from the beginning.

» Migration ismoreprevaent in rurd Africa, cregting more ungtable groups,
particularly those with mae members.

»  Weekly or fortnightly repayment schedules are established to generate frequent
mestings for the interaction and discipline reguired to maintain group cohesion
and regular repayments. This does not aways fit into the cash flow patterns of
agriculture. Hence groups made up of farmersin the African programme
encounter difficulties. Therisk of cash flow interruption istoo high asfarm
groups suffer from covariant risk and the transaction cogts of managing apatidly
more digpersed dientde are dso high. Group lending programmes built on micro-
enterprise activity in towns have generaly been more successtul.

» Joint solidarity hasits limits. Once membersin a group have made up for the
shortfdl of their deinquent members on two or three occasions the group
collgpses on the next default. Intra-group solidarity has been compromised
frequently by free riding behaviour. Given the high prestige dderly women enjoy
in African villages, it is next to impossible for younger women in the group to
deny them group membership or exercise peer pressure or threaten group sanction,
againg these economicaly inective ederly members who dedlay or refuse to repay
their debts. It only takes two or three episodes of this free riding behaviour to
destroy the group.

» A common misconception of Grameen replicationsin Africaliesin the confusion
with joint ligbility thet isincorrectly associated with the Bank’ s indtitutiond
design. The Grameen Bank uses group solidarity principlesto sdect, shape and
train groups of five dients; however, it merdy uses the group as avehide to meke
individud loans. Moreover, in the event of individud borrower ddinquency,
contrary to conventiona wisdom, group ligbility is not triggered to draw the other
membersinto covering this shortfal. Instead, a contingency fund, built up through
an extra charge on each loan, is used for this purpose. In many of the African
programmes such as in Burkina Faso, however, the other members of the group
areimmediately expected to make up for the ddinquent borrower’ s payment. This



leeds to acrimonious reaionships anong members and their families. Instead of
group solidarity, this leads to sporadic peer pressure with problematic results,

» The practice of holding other groupsin avillage (i.e., a sector) respongible for the
failure of addinquent group is followed in many programmes, expanding the
group solidarity concept into a broader neighbourhood or village sector solidarity
drategy. This has frequently proven counterproductive as groups who are current
on their loans resst covering for delinquent groups with whom they may fed little
solidarity. When this occurs programme directors cut off the credit flowsto
groups current in their payments to induce them to make up for ddinquent groups.
Thisonly trigger wholesde ddinquency, atestament to the law of unintended, but
highly predictable consequences, from the perverse incentives built into this
particuar group lending indtitutiona design.

Huppi and Feder (1990; Sover, 1991) indicate that successful group lending schemes
are difficult to replicate due to the area.and group specific characteristics of each
group. Graham and VVon Pischke (1995) refer to the least documented and leest
known “black box” of group lending, thet is the nature of the group dynamicswithin
these programmes. How does one operationdly define and empiricaly measure such
important but dippery concepts as group homogeneity, group solidarity and, inthe
absence of group solidarity, peer pressure? Answers to these questions could
contribute to better indtitutional design and the measurement of programme
performance for group lending programmes.

5.12 DECENTRALISED FINANCIAL SYSTEM S

The specidised farm credit indtitutions of the past were mostly operated out of the head
office and limited branches, thusin a centrdised way. After the obviousfailure of these
inditutions to reach rurd areas and provide access to financia servicesfor rurd people
anew inditutional form made its gppearance. Thisis the decentradised financid system
characterised by its independence from government programmes, smadl Sze, doseness
to end borrowers and a bottom-up gpproach to develop pyramid shaped structures
(Kabore, 1993). Decentrdised financid systems, whether they arein the form of the
German Raffeisen Co-operative Banking Network, the Credit Union Movemernt, the
Grameen Bank systems or groups, or whether they seek to correspond as closdly as
possble to traditiond grassroots organisations, are generaly found to accommodate
two concepts which are agood combination of development and banking thinking
(Humbert, 1993).

The essentid characteridtic of red decentralised sysemsisthat they are co-operativein
nature. Their members own them and they grow out of necessity rather than grand
desgn. The concept “decentraised finance” comes in many guises, as argued earlier.
In addition to those examples the role of NGOs at village leved could dso be construed
as a decentrdised gpproach. However, very few NGOs succeeded in reaching an
essentid requirement of the decentralised gpproach, i.e. being owned by loca people
and being able to replicate and eventudly combine actions in a secand tier organisation.
Many researchers (Strauss Commission 1996a, 1996b; Ellsasser & Nguyen, 1995;
Schmidt & Zeitinger, 1995) have documented the poor record of NGOs in generd in
rurd financid markets (with singular exceptions). Decentrdised financial servicesare
highlighted as a specific dtrategy to increase access to rurd financia services The



concept of saf-empowerment isa the heart of informd finance, dthough informa
sysems are in many instances locked in specific spatid settings™. | n the decentralised
finance concept externd facilitation and assistance are accepted. Interna control and
operaions are nonetheless non-negatiable principles. The am isto build networks of
sf-help organisations, and where possible link these to the forma sector (if an efficient
forma sector exigts). This concept isnot new and is being applied in other settings
(Tendler & Freedheim, 1994)..

5.13MEASUREMENT OF SUCCESS

The conventiona gpproach had a centra theme of trying to influence decision-meking
of smdl farmers by providing chegp credit. It follows that the measurement of success
in the conventiona gpproach was based on the number of farmers that were reached
with credit. In the conventiond gpproach measurement programmes logt interest after
thisstage. Thus no emphass was placed on repayment and providing continuous
sarvicesto dients. Asargued earlier, the new gpproach emphassesinditutiona
sudtainability and development impect. Inditutiond sustainability dso servesasa
proxy for clients accessto services. Thus asuccessful inditution should indicate
continued accessto financid sarvicesto clients. Thisis not entirdy true, as sustainable
inditutions do not necessarily imply thet the intended clients have access to the services
of theinditutions. Thusthe dud emphasis on sugtainability and outreech.

Sudtainability and outreach can be measured by gpplying the range of measures as
illustrated in table 5.3.

Table5.3: Indicatorsfor measuring efficiency in rural financial institutions.

Outreach indicators Productivity indicators Profitability indicators (%)
Number of branches % loansin arrears Return on assets
(volume)
First year of operation L oang/staff Interest earned/aver. Portfolio
Nonfinancia services Volume lent/staff Grossfinancid margin
Deposit accounts Loang/loan officer Non-int. expenses/Ave. portfolio
Average deposit size Volume lent/loan officer Accounting profit index
Number of loans outstanding Typical deposit rate
Averageloansize Typicd loanrate
Agricultura loans outstanding Subsidy Dependence Index
Average agricultura loan size Implied average loan rate

Source: Strauss Commission, 1996a.

Theindicators in table 5.3 covers outreach aspects and links outreach and
sustainability. It dso highlights the concept of subsdy dependence, which is
embodied in the gpplication of the Subsidy Dependence Index (SDI) (Yaron, 1992).
Thiswill be discussed in detail below.

5.13.1 Sustainability and the Subsidy Dependence | ndex’

The SDI concept ams to provide an objective assessment and measurement of a
pecidisad credit inditution’s financia performance. This involves taking account of

% \on Pischke (1991) mentions examples of informa systems that provide services across country

borders.
%" This section draws on the work execuited for the Strauss Commission (1996) by Jacob Y aron.



the tota cost of operating a development finance inditution (DF1), including the

actud value of al subsdiesreceived. Subgdies are caculated both in economic and
financid terms. Thisin essence makesiit a unique measurement as very few (if any)
of these measurements incorporate both financid and economic indicators. Itis
important to note that the SDI measures inflows of dl subgdiesinto the organisation,
but does not in any way make a judgement on the gpplication of subsdies. The SDI is
not the only measurement of sugtainability, however, it incorporates most other
measures and it identifies subsdy flows both in economic and finencid terms
(Graham & Von Pischke, 1995).

Asan andyticd toal, the SDI assdsin placing the totd amount of subsidies recaived
by aDFl in the context of its activity level as represented by the stbsdy received,
measured againg the interest earned on the loans extended to its targeted clientde. 1t
can dso be gpplied to measure a DH'’ s subsidy dependence over time, thereby using
the SDI methodology as a planning and monitoring tool. Ancther gpplicationisasa
comparison between the subsidy dependence of different DFIs providing Smilar
savicesto largdy the same clientele.

The SDI calculation

The SDI isaratio that measures the percentage increase required in the average
lending rate to compensate a DFI for the dimination of dl subsdiesin agiven year,
while keeping its return on equity equd to the market reference depost rate. The
index assumes that an increase in the lending rate is the only change to be made to
compensate for the lossof subsidies.

The annud subsdy received by a development finance inditution is defined as:
S=A(MmCc)+{(Exm)- P} +K

where;

S =  theannud subsdy recaved by the inditution;

A =  theconcessond borrowed funds outstanding (annud average);

m =  intered rate the ingtitution would be assumed to pay for borrowed funds
if access to borrowed concessond funds were diminated (generaly
market reference deposit interest rates, adjusted to reserve requirements
and the adminidrative cost of mollisng and sarvicing these deposits);

c =  weghted average annud concessiond rate of interest actualy paid by
the indtitution on its average concessiond borrowed funds outstanding;

E =  average annud equity;

P =  reported annua profit before tax (adjusted, when necessary, for loan
loss provisons, inflation, etc.); and

K =  thesum of dl other annua subsidies received by the indtitution (such as

partid or complete coverage of the indtitutions operationd costs by the
date).

Thesubsdy dependence index is then cdculated asfollows

SDI = S(LPxi),

where:
DI
LP
I

subsdy dependence index of the indtitution;
average annud outstanding loan portfalio of the DH;
weighted average on-lending interest earned on the DFI’ s loan portfolio.



A SDI of zero meansthat the DFI has achieved financid sdlf-sustainability. A SDI of
100% indicates thet a doubling of the prevailing average lending rate is required if
subsidies are to be diminated. A negative SDI indicates that a DFI has nat only
achieved finandd sugtainability, but thet its annua profits exceed the total annua
vaue of the subgdies. It dso impliesthat the DF could have lowered its average
lending rate while smultaneoudy diminaing any subsdies recaived in the same yeer.

Attention is drawn to the fallowing interrdaionships, ceteris paribus (seetable 5.4
for more examples):

» Thelargest most obvious impact on the SDI is caused by changes in the annud
average lending rate.

» A changein the concessiond borrowing rate will not affect thefind SDI, dthough
certain components of the SDI formulawill change.

» Anincreasein the market interest rate will result in an increase of the SDI.

» If theamount of voluntary savings and deposts increase rdatively to totd
borrowed funds, while totd liabilities remain unchanged, the SDI will be expected
to decrease. Thiswill only materidiseif the average cost of such voluntary
savings and depodits (inclusive of adminigration cogts) is lower than the market
interest rate.

» Astheannud provison for loan loss increases, the subsidy dependence of aDH
asoincreases.

Much of the conventiona financid reporting used in assessing DFI financid
performance typicaly focuses on the prafitability of the intermediary involved, as
reflected in financid profitability ratios such as return on eguity (ROE) and return on
asts (ROA). Rardly, however, is supplementary information provided on the value
of implicit and explicit subsidies received by the DH. Thereis no routine,
standardised methodology thet requires the assessment and measurement of subsidy
dependence or changesthat occur over time. However, much of aDFI’ s presented
“prafit” could often not have been obtained without significant subsdisation.

The ROE can yidd excdlent information for the assessment of profit maximisng
financid intermediaries, but may be mideading information when used for aDH. A
concessond borrowing rate, which significantly influences the ROE, is determined
through apolitica decision making pracess externa to the DFI, rather than through
market forces. The ROE ratio can therefore not be relied upon as a measurement of a
DH’sfinancd performance. The ROA has smilar deficiencies and limitations.
Borrowing cogts of a subsidised DFl are arbitrarily determined by externd forces, and
therefore distort the redl return on assets if the subsidies were to be taken into account.
Since the two ratios are based on the same concept and differ only inthe DFI’s
gearing ratio, the ROA is equaly ingppropriate for the measuring and monitoring of
performance of a subsdised development finance ingtitution.

The SDI method overcomes the shortcomings of conventiona accounting methods. It
fadilitates the evauation of the subsidy implied in concessond borrowing, the
opportunity cost of equity and other subsidies that are not eesily gleaned from
financid statements. The SDI can dso be used as an ingrument for monitoring a
DF’s progress toward subsidy independence, for comparing smilar DFIs and for cost



benefit analysis. The SDI therefore serves as atool to be used as part of an evaduation

of aDFl in the context of its costs and development impact. Findly, the SDI isonly

as accurate as the data used to computeit.

Table 5.4: Sensitivity of SDI to critical parameters

Parameter changed ® Conces- Market Voluntary Admini- Annual
sond rate | interest depositsasa strative costs average
© rate (m) share of total (dc) on-lending
SDI component affected borrowed funds int. rate(t)
- @ iy T (*%) g @
Numerator (S & i 4 4 I
Denominator (LP) & & & & @
A(m-9 v i [ =) =N
E*m & i) & o &
Gross subsidies Y ) Y < &
Profit (p) Iy S [ @ @
DI o i [ Iy Iy

Notes (*) = increese, ¥ = decrease, and <> = no changeleffect. The above dgns for the partid
derivetives of the SDI with respect to key variables do not reflect the effect of changes in P on average
annua equity and thus on the E*m component of the SDI formula Taking into account these indirect
effects results in qualitative changes for some derivatives, but only modest quantitative effects on the
(**) Subject to a gtuation in which the average (financid
and adminigtrative) cost of voluntary deposits is lower than the market rate (m), which indcaes the

SDI, particulaly where m is relatively low.

margina cost of mobilising voluntary deposits.
Source: Strauss Commission, 1996a, based on the work of Y aron, 1995.

The provison of nonHfinancid services by a DF requires specid attention when
measuring the SDI. NonHfinancia services are often rendered as an integra part of
advancing credit, without charging for the service. The DFI often lacks appropriate
cogt accounting systems capable of reflecting the cogtsincurred in providing these
savices. The DH'’ sinability to achieve financid vigbility isaso often blamed onthe
necessity of providing such services a no charge. The economic vaue of free services
isdifficult to assess. Also, costs associated with the non-financia services can be
reedily ascertained. This can dso substantidly assst in improving efficency and
refocusing resources and ultimately improving the management of DFIs.

The SDI method has the following advantages (Y aron, 1992):

» It revedswhether or not aDH isfinancidly saf-suganing.

> If not sAf-sudtaining, the cogt of keeping it afloat is quantified.

» Vduesfor the SDI cdculation can be compared across DFIs, especidly where
DFsare engaged in lending to asmilar dientde.

» Padt trends and future projections can be calculated, providing management ard
policy makers with a vauable planning and evauetion indicator.

However, the method dso has a number of limitations (Y aron, 1992):

» The SDI isnot agenerd equilibrium andysis. For example, the effect on market
rates of a DFI’s entry into the market for depogitsis not consdered.

» A subsdy dependent DF need not be unsugtainable. Government or other
agencies may be willing and able to subgdise it indefinitely.

» Podtive SDI vaues provide no dear guidance as to whether the subsidies should
be removed, because the SDI measures the costs but not the benefits generated by
aDFI.




5.13.2 Outreach

Outreach isin essence measured by assessing the type of dlientele served, assessing the
variety of services and looking at the spread of services. Contrary to the measurement
of sdf-sugtainability thet combines financid and economical measurements, outreach is
aphysica messure asillugtrated in table 5.3. The measurement of outreach therefore
concentrates on the variables as depicted in table 5.5 (Yaron et al, 1996; Otero &
Rhyne, 1994).

Table5.5: Primary assessment criteria to measur e self-sustainability and outreach to tar get clients

Primary assessment criteria

Sdf-sugtainability Outreach to target clients
Composite Index: SDI Hybrid Index:
Measure subsidiesreceived againgt interest Evaluates outreach & quality of services offered.
earned by RFI
Examples of subsidies Examples of Indicators
Interest rate subsidy on concessiondly " Market penetration
borrowed funds - Number and annud growth of saving and loan
Opportunity cost of equity accounts
Other, induding: - Vdueand the annud growth rate of theloan
- Resarvereguirement exemptions portfolio and deposits
Free equipment provided by - Number of branches and staff
government/donors " Rdaiveincomelevd
Freetraining for staff provided by - Vdueof averageloan and range of loan amounts
government/donor - Percentage of rurd clients
Government assumption of foreign - Percentage of women clients
exchange loans " Quality of services
Transaction costs to clients
Fexibility and suitability of services
Distribution network

Source: Yaronetal, 1997.

5.13.3 Discussion of measur ement

Sdf-sustainability and outreach are objectives to be strived for by rurd finance
inditutions, but arein away ssemingly contradictory. Increasing outreach increases
transaction costs in terms of physica origins of cost; however, it decreases the cost of
information. The challenge is to increase access through emphasising outreach, while
a the same time preventing a negetive impact on the sustaingbility of the
organisation. Inaway overdl efficiency of the organisation can only be reeched by
the joint achievement of these two objectives.

Asistruefor dl markets, financid markets are dow to develop and arange of

externd factors may impact negatively or pogtively on theinditution. These can
include an efficient trangport system and infrastructure, communication services and
infragtructure, profitable participation in the market through production, trade or
sarvices, traning and non-financid support services. 1t follows that the smultaneous
achievement of these two objectivesisto be strived for. Magahan (quoted by Yaron et
al, 1996) illudrates the relationship and the effect of over emphasisng one aspect in
figure 5.3. Most past interventions resulted in reaching the lower left quadrant (figure



5.3). The objective of the anadysis and gpproach presented in this section isto explain
what steps should be taken to move towards the top right hand sSide quadrant.

Figure5.3: Optimising performance (Source: Yaron et al, 1996)

High sudtainability
Sustainable finandid | |[Sustainable  financia
SErVices with low| | |services that reach the
outreach to target dients target clients
Low outreach < »  High outreach
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finendd services with | |finencid services that
low outreech to thg | [reechthetarget clients

v

Low sudainability
The measurements discussed in this section are modtly physicd in nature. It is not
difficult to count the number of branches, cdculate the outstanding loan portfolio and
assess how many women clients are reached. What is missing, is those varigbles that
could indicate the impact of financiad services on poverty reduction, improved
production, empowerment of women, improvement of food security at the household
levdl and ensuring that broad development objectives are met.  Impact studies are
mogtly questioned as the data on which they are based is questioned. It is however
argued that accessto financia services can improve the Situation of the poor (Zdler et
al, 1997; Hulme & Modey, 1996). It istherefore necessary to expand the measurement
of outreach to include more than just the physica measures. Measurement of success
should dso consder whether financid inditutions are impacting on the poor (the so
cdled unbankable). Therefore Zdler et al (1997) adso argue that measurement
technigues should concentrate not only on the indtitutions, but dso on the dients (see
table 5.6 for effects of credit on wdlfare). In the padt, impact sudies weregeneraly
frowned upon due to data problems and the lack of gppropriate methodology (or
gopropriate gpplication of methodology).

Manfred Zdler of the Internationd Food Policy Research Inditute has done path
bresking work in this regard in recent years (Zdller et al, 1997). He showed that access
to financid services does make a difference for the poor. More research is therefore
necessary on the measurement of the impact of financid programmes on these
variables. These aspects reflect the building Hocks of the new approach and show thet it
isgill being moulded. 1t follows that gpproaches to the structuring of finance
programmes should take on amore differentiated profile. In thisregard Zdller et al
(1997) emphesse the development of innovetive savings schemes for the poor, and
demand-orientated credit services, giving attention to the cost of credit operations,
collaterd drategiesfor lending to the poor and inditution building of financid

inditutions within afood security perspective. Differentiated gpproachesto rurd

finance programmes will be discussed in more detall in sections seven, eight and nine.

Table5.6: Effectsof credit on welfare: A summary of findings



Indicators of Observed impact of credit programmes

wdfare Bangladesh Came China Ghana Mada Malawi | Nepd Pakistan
outcomes roon gascar
Household *) *) *) ? *) *)
income level
Technology *) ) ™)
adoption

Total food *) *) ) ™) *)
expenditure

Totd cdorie *) ? *) ?*° *) *) ®
intake

Nutritional ? ? Mixed® @)
status of
children

Consumption G )
variability

(+) or (-) indicate positive or negative impact statisticaly significant at the 10 per cent level. (?) meansthat
the effect was not significantly significant. Blank cells mean that the impact was not analysed in that country.
# No significant effect on calorie intake was found, note that 75 per cent of these households aready met at
least 80 per cent of total calorie requirements. b Regressions were run separately for each mgjor type of credit
programme. One credit programme showed positive effects on pre-schooler height for age. Theresultsfor
two other programmes were not significant. Source: Zdller etal, 1997.

5.14 CONCLUSION

In the introduction to this section the new gpproach was qudified and it was
emphasised that thisis not a panaceafor success. When indtitutions are measured in
terms of outreach and self-sugtainability, very few meet the requirements Sated in this
section. However, those that can be consdered successful meet most of the basic
requirements discussed. A further characterigtic of a successful rurd financid
inditution, irrepective of the form the inditution takes, isthat it is shgped according to
the demand for servic es expressed by clients and the characteristics relevant to the
specific dlient group and area serviced. When discussing messurement techniques we
found that outreach measures should be extended to ascertain whether the client was
reached, and what the impact of access to financia services was on the welfare of the
dient. Thishasto do with information flows and the shgping of Srategies and
structures based on thisinformation. It further clearly shows that one policy cannot
address the financia demands of dl the categories of rurd people aswdl as categories
of rurd poor. It calsfor differentiation of policy, gppropriate drategies, no blanket
gpproaches and improved information flows.




