Public Disclosure Authorized

Public Disclosure Authorized

Policy Research
WORKING PAPERS

Agricultural Policies

il

Agriculture and Rural Development
Deoartment
The World Bank
March 1992
WPS 875

Rural Finance
in Developing Countries

Jacob Yaron

Targeted credit without institution-building in rural financial
institutions is almost always a recipe for prolonged dependence
on donor or state funds and bailouts.

Policy Rescarch Working Papers disscminaic the findings of work in progress and encourage the exchange of ideas among Bank staff and
all others interested in developmentissues These papers, distribuled by the Rescarch Advisory Staff, carry the names of the authors, reflect
only their views, and should be uscd and cited accordingly. Thefind ngs, interpretations, and conclusions arc the authors’ own. They should
nat be attributed to the World Bank, its Board of Dircctors, its management, or any of 1ts member countries.



[ e

WPS 875

Policy Research

WORKING PAPERS

Agricultural Policies

This paper — a product of the Agricultural Policics Division, Agriculture and Rural Development
Department — is part of a larger effort in the department to define appropriate modes of Bank activitics
inthe arca of rural finance. Copics of the paper are available free from the World Bank, 1818 H Strect NW,
Washington, DC 20433. Plcasc contact Ciccly Spooncer, room N8-037, cxtension 30464, or through

clectronic mail (March 1992, 25 pages).

The cstablishment of formal agricultural credit
systems in most developing countrics in recent
decades has been motivated by the belicf that
widespread shortages of short- and long-term
finance have arrested agricultural growth and
development. The lack of affordable formal
credit has been blamed for delaying, if not
preventing, the timely adoption of new produc-
tion technology and intensive nonlabor inputs.

Commecrcial lending institutions gencrally
focus on large-scalc farmers and ignore small-
scale farmers because of the significant cost of
processing and scrvicing unsccured small loans
and the prevalent belief that small entreprencurs
represent a greater risk than large oncs. The
shortage of strong formal credit markcets has
caused informal credit institutions to flourish in
many developing countries. These informal
institutions disbursc funds rapidly, and the
transaction costs for borrowers arc low.

Many specialized agricultural credit institu-
tions have suffered from design deficiencics.
They often were not expected to function as truc
financial intermediarics that mobilize deposits to
make loans. Instcad, they have merely channcled
government-supplicd funds to rural borrowers.
Making external funds continuously available at
below-market interest rates has not obliged rural
financial institutions to operate under constraints
of {inancial viability. That — togcther with the

lack of compctition and limited accountability —
has led 10 bad loans, incfficient operations,
patronagc, and irregularitics.

Arrangements such as lending groups and
credit cooperatives could reduce both transaction
costs and the risks involved in lending to small
farmers. Successful group Iending programs
have shown the importance of such factors as
homogencous borrowing groups that arc jointly
liable and themscelves assume some of the
managerial and supervisory responsibilitics.
Factuss autributed to the success of credit coop-
cratives include bottom-up institutional devclop-
ment, extensive training at all levels, reliance on
mobilized savings and equity contributions
rather than cxiermal funds, prudent expansion of
cooperative activities, strict monitoring and
auditing, and adcquate incentives (o staff and
clients.

For a rural {inancial institution to become
viable, state or donor support should focus on
institution-building and development. Targeted
credit without institution-building is almost
always a recipe for prolonged dependence on
donor or state funds and bailouts. Attention to
institution-building often makes the diffcrence
between a rural financial institution that can be
sclf-sustaining after a fcw years of support
during its startup period and onc that continues
to depend on public support.
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RURAL FINANCE IN DEVELOPING COUNTRIES

Chapter 1: Background

1. The establishment of formal agricuitural credit systems in most developing countries over
the recent decades was motivated by the belief that widespread shortages ¢. short and long
terms finance constituted a constraint which arrested agricuitural growth and development. The
absence of what was perceived as affordable formal credit was aiso blamed for delaying, If not
preventing. a timely adoption of new production technologies and the dissemination of non-fabor
intensive inputs such as fertilizer, thereby siowing down the growth and development of the
agricultural sector. The “Infant industry" argument was frequently raised to support
intervention In financial markets in favor of the sector as a whole or In support of specific
segments of it (small-gcale farmers, promotion of new technologies such as line of credit to

finance shallow tubewells, etc.).

2. The "second best” argument. The emergence and proliferation of distorted economic

policies affecting the agricuiture and rural sectors provided pro-interventionists with additional
arguments favoring interventions by states in financlal markets so as to compensate the
agricuiturat sector for the distorted, urban-blased macro-policies (over-valued rate of
exchanée. price control on agricultural products, and overprotection of domestic Industrial

inputs which wsre used as agricultural inputs). Many donors Initiated and supported channeling
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concassional credit to agricultural ¢redit programs, based on the “second best" argument, lLe.
mitigating the impact of “urban biased” policles. Governments in developing countrias have
intervened heavlly in rural financlai markets, aiming at supplying affordable credit to small-scale
farmers and rural entrepreneurs, who were perceived as a clientele with no alternative access to
formal credit markets. A qercelved imperfection In rural financlal markets that generated a
discrepancy between soclal and private costs and benefits has provided a justification for
intervention In rural credit markets. As private returns were estimated to be below the soclal
ones, the intervention was Intended to overcome tnis failure and to spur investments that would

not have materialized otherwise.

3. The perceived imperfactions in rural credit markets stem from the characteristics of
agricuitural production systems. Agricuitural income is influenced markedly by climatic conditions,
which expose the rural population to higher risks than those prevaliing in other sectors. In
addition, crops may often bas subject to drastic price changes, causing further variabllity in
farmers’ income and the relat- = rapayment capacity. These risks are typically highly correlated
across vide seguents of the . ming community, Lending In rural areas often Implles servicing a
geographically dispersed cllentele, which entails high transaction costs. In many developing
countries, the weak legal system and the Ineffective reinforcement arrangements have
contributed to the reluctance of commercial banks to engage in lending to the rural population.
Related to this issue Is the frequent lack of secure land tenure, leading to the absence of

collateral or reduced foreciosure capabilliity.
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4, When commercial lending Institutions have been active in rural areas, they, In most
instances, have focused on large-scale farmers while smali-scale farmers have been ignored, due
to the significant fending cost i processing and servicing unsecured small loans. The prevalent,
though often unjustified, beilef that small entrepreneirs constitute a higher risk than large ones
has encouraged catering to large borrowers. In the absence or strong forma! credit markets,
informal credit markets have flourished In many developing countriss. These informal markets are
characterized by low transaction costs for the borrower and rapid disbursement of funds.

These features can be attributed to close famlilarity with the borrower’s creditworthiness that,
combined with efficlent loan collection mechanisms, made the informal credit market, often either
the exc asive or the preferred source of credit In rural areas in spite of high interest charges.
Most of the informal lenders, however, were limited In the term diversification of the loan
portfollo, and operated within linited geographical areas.

5. The Intervention was viewed as justified also on equity grounds -~ méneylenders' short
term, high cost financing was considered an impediment to growth and equity objectives. The
soclal cost of Intervening In financlal markets was perceived to be minor. Three basic forms of
intervention in the rurail credit market have prevalled: (I) the administrative all;:catlon of funds
to agricuitural activities and rural areas, (i) an imposed Interest rate celling, and (i) the
establishment of and regular support for specialized agricuiturat credit Institutions (SACI) so as
to cover their regular deficits. These interventions attempted to Influence the amount lent in
rural areas and the price of loanable funds as well as to control the Institutional development

and modes of operations of the SACIs Involved.
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8. Performance. By and large, past performance of the state- and donor-supported
agricultural credit operations has been below expactations. Most of the programs reached only a
minority o? tha farming population, while benefits were frequently concentrated among weaithier
farmers. Many of the Institutions established or supported for delivering credit programs have
not deveioped into seif-sustaining credit facilities. Furthermore, In many Instances, the subsidy
dependence of these institutions has become significant and has been rising. This, In turn, made
credit programs an extremely costly affair for their sponsoring governments. For example, the
agricuitural credit systems of the World Bank’s three most important agricuitural credit borrowers
In the eightles, Brazil, Mexico, and India, have all suffered from severe equity erosion. In Brazil
and Mexico, highly nagative interest rates in an Inflationary environment generated the erosion,
while In india the equity erosion resuited from disnal loan collection.! In the agnicuitura! credit
systems of Brazlil, Mexico, and india, administrative interventions retarded the development cf
efficlent financlal markets and had negative implications for other sectors in the economy by

depriving them of loanable funds and Increasing thelr borrowing costs.

7. As an OED study of agricultural credit projects in 24 countries points out, these
projects have often falled to become vehicles to upgrade farm technology.2 The programs
reached a minority of the farming population and benefits were frequently concentrated among

wealthler farmers. For example, a study In Ccsta Rica has shown that income distribution could be

1. Yaron and P. Slegel, "Bank Lending for Agricultural Credit: FY82-88", Agriculture and Rural Development Department,
December 1988.

2DommmJAca&asow\oJolden00mmm0. *Approach Faper: A Review of Bank Lending for Agricultural Credit
{1951-1887)" dated October §, 1887 = 3, para. 6. The stucdly covered the period before 1976.
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significantly improved If cradit subsidies were eliminated.® Many of the institutions established or

supported for del rering credit programs did not davelop into seif-sustained credit tacilities.?

8. The disappointing performance of the credit supply-led approach can be attributed to
two sets of issues: (i) some of the underlying premises of this approach were frequently not
valid, and (il) the institutlons and arrangements established or utilized for implementing the policy
were often designed and operated in an inviable manner, or within a policy and soclal environment

hindering their effectiveness.

Chapier 2: Issues Related to Supply-led Credit Approach

9. Percelved chortage of credit. In many Instances, it Is not clear that rural areas are

significantly constrained by a shortage of funds. Furthermore, in areag where effective interest
rates are kept low through subsidies or ceilings, demand tends to exceed supply and an artificial
sense of shortage of credit prevails. Recent surveys in China and Thalland Indicated that both
among borrowing and non~borrowing farmers (mostly smallhoiders), only a minority had an
unsatisfled denand for formal liquidity.® Most farmers have access to the more fiexible services
provided by Informal ienders. it is commonly claimed that informal lenders charge very high

interest rates due to their monopoly position, and are therefore not socially desirable. This view

3g. Vogel "The Effect of Subsidized Agricultural Credit on income Distribution in Costa Rica”, in Adams et al, Undemining .
Rurai Dsvelopmertt with Cheap Credit, Westview Press, 1584.

4 Document JAC 88-35 of the Joint Audit Committes, October S, 1888.

5Fodoretal. “"Agricultural Credit and Farm Performance in China®, J. of Comparative Economics, December 1989 and
unpublished data from World Bank study RPO 673-33 “Land Title Security and Farm Productivity in Thaitand®.



Is not necessarlly warranted. For example, studles .ln indla, Malayela, and the Plillippines show
that there Is a significant leval of compatition In informal markets and relatively littie monopoly.
in the Philippines, monopoly profits amounted to less than 4 percent of the total sum lent.® In
many instances, the high rates of Interest cirarged by Informai lenders refiect primarily the high

costs and risks involved In lending to small farmers, although cases of expioitation exist.

10. The general valldity of the premise that credit shortages Inhibit adoption of new
technology I8 questionable because many inputs and technologlies are divisible and can be
adopted [ a gradual manner, so little capital is needed Initiaily. Poor marketing networks, Input
supplles and distorted product prices are often more crucial constraints on technology adoption
than lack of credit. Unless the new technology requires substantial up-front outlays, with
returns spread over time, it is not obvious that credit Is the best mechanism to encourage
adoption of new technologlies. Studies indicate that even small farmers have a significant
savings potential, and are capable of mobliizing resources when profitable opportunities for
investment exist.” This potentlal justifies institution buliding to facliitate intermediation, but not
necessarlly infusion of external funds. Rather, a large inflow of external funds, especlally when

made svallable at subsidized rates, suppresses both savings and the growth of viable commercial

6 Harris, "Money and Commodities: Their interaction in a Rural indian Sﬂﬂng in von Pischke et al., Rural Financial Marksts
in Developing Countries, Johns Hopkins University Press, 1883.

K. Singh, "Structure of Interest Rates on Consumption Loans in an indian Village® in von Pischke et al., cited above, 1983,
R.J.Q. Weils, "An input Credit Program for Smail Farmers In West Malaysla® in von Pischke et at,, cited above, 1983,
Technical Board of Agriculturat Credit, "A Study on the informal Rural Financial Markets®, Manila, 1981.

7 See for example, "Review of Rural Finances Seivices in Sub-Saharan Africa®, Agriculture Division of Africa Technical
Department, 1889; or A. Wague, *Mobilization of rura! savings in developing countries: the case of Mali", Ph.D. Digsertation,
University of Cincinnat, 1688; or C. Cuevas, "Savings and Loans Cocperative in Rural Areas of Developing Countries, Recent

Performance and Potential”, in Savings and Deveiopment, No. 1. 1888.
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institutions. The percelved failure of credit markets to provide funding for wurthy agricultural
activities can often be traced to Inadequate public Investnent in legal and phyasical
ir*rastructure, enforcement mechanisms, and commodity risk mitigating arrangemente which would

make lending to agriculture a more profitable undertaking.

11. Fungibility of moriey. The effectiveness of attempts to address 'he Inadequacy of

market-induced Institutional credit to agriculture through governme:.t Intervention Is often
hindered by the fungibllity of money. In many Instances, unless ¢costly supervision is undertaken,
borrowers can use funds for purposes preferable to them, regardiess of the cbjectives
promoted by policy makers. Furthermore, It is impossible to snsure that borrowed funds are used
to finance more Investment than would have taken place otherwise, with funding from other
sources. Additional loan funds may thus generate oniy a partiai Incre 3s in Investment,
egpecially If the profitability of agricuiture s low and farmers have other, more attractive
Invegtiment or consumption opportunities. Two OED studies on the effect of agricultural credit
found that substitution of funds was a major factor responsibie for the limited success of
credit in enhancing proc:lut:’tl'vlty.8 For example, of the funds provided through Bank-supported
credit projects in Mexico, Pakistan, and the Phllippines, only 2550 percent were estimated to
have added to agricuitural investment. The common argument that subsidized credit should
sompensate farmers for other policies which penalize agriculture (e.g., price controls, overvaiued

exchange rates and commodity export taxes) ls frequently not valid, because the subsidy does

8 OED, "Kenya, Impact Evaluation Report - First Smaliholder Agricultural Credit Project®, Report No. 2968, May 5, 1880;

QED, "Agricultural Credit Programs®, Report No. 1357, 1976 (A study of 24 countries).



not change the profitabliity of the agricuitural activities adversely affectec and invariably
accrues largely as a windfall to the less nsedy beneficiaries. Even If diveision of funds is
effectively controlied, the reciplents of the funds are, in inost instances, anly a small proportion
of the farming population, and thuz the distortion in resource aliocation Is not significantly

rectified.

ChBEtQI’ 3: Issues Related t» Cradit Delivery System

12. Lack of savings mobilization and misguided performance ¢riteria, Many specialized

agricuitural credit institutions have suffered from deficlencles inherent in their design. They
frequently were not expected to function &8s true financlal intermediaries which mobilize deposits
to make loans. Instead, these institutions have morely channeied government supplied funds to
rural borrowers. The continuous avallability of externai funds at below-market Interest rates
has not obliged rural financial institutions to operate under financlal viabliity constraints.
Together with the lack of competition and limited accountabliity, this has led to bad loans,
extremely Inefficient operations, patronage and Irregularities. A report prepared for the World
Bank by local experts In india states that “During the election years there is considerable
propaganda from political platforms for postponement of loan recovery or pressure on the credit
institutions to grant extenxiyns to avold or delay the enforcement process of recovery. The .
willful defauiters are In general soclally and politically important people whose example others are

likely to follow." It is therefore not surprising that arrears «f about 50 percent have plagued



this sysvem. F .‘'thermore, the above cited report observes that "the generat climate in rural

areas Is becoming Increasingly hostile to recoveries.”

13. Because their operations were not driven by commarcial financial performance criteria,
lending Institutions have lacked the incuntives to make strong collecticn efforts. Rather, the
performance Incentives of specialized agricultural credit institutions have often been based on
qilck loan approval and disbursement and rapid growth In the lending volume, facllitated by
rapidly expanding ext¢s .al funding from donors. 0Deficient financlal reporting practices have made
It difficuit to detarmine when and which payments are overdue. Typlcally, data presented on
arrears (when they are avalilable at all) only allow for a partial analysis of the loan portfollo.

This underestimates the severity of the arrears problem when the portfolio grows rapldly in
nominal terms (high Inflationary economies) and the loan portfolio consists of substantial long-
term loans or grace periods are granted. Among important Bank cllents, Brazll, Mexico, and
Yugosiavia ail used stock measures of loan arrears, despite the fact that they were all plagued
by high infiz*/on. This resuited in a misleading picture of the quality of the loan portfolio.?
Proper provisions for bad debts were not made and an adequate assessment of the institution's
viabllity was often impossible. This deficlency has been widespread, as reflected by the fact that
only one=third of 24 Bank appraisal reports for agricultural ¢cradit projects which were reviewed
by AGR for the period 1982-88 reported on annual collecticn ratios and six provided no

information on arrears.

9 4, Yaron and P. Slegol, "Bank Lending for Agricultural Credit: FY82-88°, Agriculture and Rural Development Department,
December 1988.
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14. As a resuit, financial data often present rosy scenarios wille in absence of adequate
provisions for loan losses, the SACIs’ financlal statements are likely to mislead the analyst. The
overall cost of maintaining the SACI afloat is aimost never presented. Many of the subsidies
involved in SACIs’ operations, such as concesslonal financial resources that were made available
by the Central Bank, or state repayment of forelgn exchange losses on strong currency
denominated loans, are not adequately captured In the SACIs’ financial statements when the issue
is the overali financlal cost of maintaining the SACI afloat. Deficlent financial reporting has
contributed to lack of clarity on the SACIs cost side. In many Instances, the subsidies that
benefitted the SACis were not transparent, not funded from the budget, so as to aliow a public

debate on thelr costs, benefits and soclal desirsbliity.

15. Specialized Agricultural Credit institutions which depend almost exclusively on external
funds have to foliow government directives when allocating their funds. As these directives
frequently include administrative aliocation of funds to certain target groups and exclusive
lending for agricuiture, the financlal intermediaries have limited abliity to diversify their loan

portfollo, to use creditworthiness criteria, and to implement adequate risk management policy.

16.  High lending and borrowing costs. in their attempt to ensure eligibliity and avoid diversion
of funds, specialized formal institutions Incur high costs and also impose high transactlon costs
on borrowers. Typlcally, farmers are obliged to spend significant amounts of both money and
time to obtain loans from specialized institutions. In fact, small borrowers’ transaction costs are

often 8o high tnat the affective cost of a loan (including transaction costs and interest
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payments) obtained In the formal market exceeds that of a loan from the inforral market. A
study in Bangladesh, for example, has shown that the average effective cost of a loan smaller
than 1000 Takas varied between 146 percent and 169 percent In the formal market, while it
varied from §7 percent to 86 percent In the informal market.10 Only for loans above this
amount were effective loan costs cheaper for credit from formal markets. Another study In
Bollvia showed that transaction costs which borrowers had to Incur before they even knew
whether their loan would ever be approved amounted to over 18 percent of the amount applied
for.!! The same costs amounted to slightly over 8 percent In the Informal market. A cross-
sectional study found that transaction costs as a percentage of officlal Interest rates could be
as high as 245 percent (Bangladesh) { »r small loans, while it was between 3 percent and 56
percent for large loans.'? The high borrower transaction costs for small loans obtained from
official lenders explain why small farmers who require modest loans may avoid using the formal

market.

17. The effect of controls on interest rates. Officlal cellings on onlending Interest rates

have frequently forced lending at rates which do not cover transaction and risk costs. For
example, the typical spreads of 3 to 6 percent do not provide for full cost recovery when
lenders’ administrative costs for small or medium sized loans can reach up to 20 percent of the

sum lent. Even specialized rural financial institutions with a good loan portfollo and excellent

10 Z. Ahmaed, “Effective cost of rural loans in Bangladssh®, World Development, 17-3, 1989.

11 . Ladman, *Loan Transactions Costs, Credit Rationing and Market Structure: The Case of Belivia®, in D. Adams et ai.
Undermining Rural Development with Cheap Credit, Westview Press, 1984.

¢ Cuevas, "Transaction Costs of Borrowing and Gredit Rationing in Developing Countries®, ESOP No. 1470, The Ohio
State University, 1988,
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collection rates cannotl cover thelr oporating expenses wlih such a low spreard, as shown by the
example of the Malawl Development Finance company, which collects over 97 percent of loans
made, but can only cover 17 to 20 percent of operating costs.'® Further, It has often not
been taken fully Into account that high rediscount margins (whereby the central bank refinances
most of the volume of subloans) allow financlal Intermediaries to overcome their liquidity problem
while being left with the full credit risk. In the face of restricted onlending Interest rates,
financial intermedlaries resorted to crecit rationing. Hence, fewer but larger loans were made to
save on administrative costs and minimize risk. This caused concentration of benefits among
larger farmers In spite of the programs’ equity objective.'® Administratively fixed or improperly
indexed interest rates caused massive erosion of rural financiatl Institutions’ equity In several
highly Inflationary economles, which in some cases was temporarily masked by the Inflow of
oxternal funds. In Mexico, for example, loans were deficlently Indexed, so their nominal value
increased by only slightly more than half the enormous Inflation rate between 1980-87. In Brazil,

improper indexation resulted in a subsidy of US $5 billion within a six~-month period In 1986.15

18. Loan collection performance. Borrowers' incentives to repay loans are limited if it is

known that no serlous efforts will be made to coliect the dues and that default wili not affect
access to future loans. Government leniency on delinguencies has frequently encouraged new

defaults. These factors, when combined with official lenders’ inadeguate incentives to collact

13 “Review of Rural Finances Services In Sub-Saharan Africa”, Agriculture Division of Afiica Technical Department, 1989.

14 A. Braverman and J.L. Guasch, "Rural Credit Reforms in LDCs: Issues and Evidence", in Journal of Economic
Development, June 1989, and PPR Working Paper 219.

15 OED, Audit Report on Agricultural Credit and Export Development Project, Report 7922, Jung 1989.



loan repaymentis, led to low recovery raioes in many oalcial ¢oealii prosccis, Loligction 1 ates
have usually varied between S0 and € percent, but sometimes have even fallen below 20
percent. In Bolivia, for example, delinquencies were around 47 percent in the 1970s. Over 50
percent of the loans made through the cooperative system in Thalland were In arrears in the
1980s. Delinquency rates of 50 percent were observed In Indla, 40 percent in Malaysia and

Nepal, and about 80 percent in Bangladesh.'®

19. Because of inefficlent operations and low collection rates of many government supported
lending Institutions, officlal agricultural credit programs have often been extremely costly to
governments and remained without adequate developmental impact. For example, the officlal rural
financial system of Mexico has cost the government over an extended Inflationary period more
than one dollar for each dollar lent. It Is not a coincidence that the rurai credit systems of the
World Bank's three most importam agricultural credit borrowers, Brazil, Mexico, and Indla, have all
experienced severe problems and placed enormous burdens both directly on government budgets
and less directly on the external deht position. The government of Brazil has at times allocated
about one~fourth of Its total agricuitural expenditure to maintain the agricultural credit system.
A major lesson cited by an OED report of a credit project In Brazil Is "the inappropriateness of

subsidized credit as a tool for agricultural develcpment."17 A Bank-sponsored study of credit

16 Asian Productivity Organization, Farm Credit Situation in Asia, 1984, p. 47, and Asian Productivity Organization, Farm
Finance and Agricultural Development, 1888, p. 250.

17 OED Audit Report on Agricuttural Credit and Export Development Project, Report 7992, June 1989,
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impact Iindicates that the main effect was a substitution of purchased Inputs and machinery for

labor, with a very modest change in output.'®

20. Successful crodit programs. Notable exceptions are the agricuitural credit systems in

South Korea and Talwan, where collection exceeds S0 percent. These systems’ high recovery
rates have frequently been ascribed to strong village cooperative systems and soclai
coheslveness which have provided repayment incentives and enforcement mechanisms. Together
with a small number of successful projects in other parts of the world, these systems have
shown that aithough agricuiture Is subjected to higher risks than other sectors, satisfactory
repayment rates can be achleved If the right incentive and enforcement structure exists.

2.. Arrangements such as lending groups or credit cooperatives have the potential to reduce
both the transaction costs of lending to small farmers and the risks involved. Successful group
lending programs have shown the importance of factors such as homogeneous borrowing groups
which are jointly llable and assuma themselves some of the managarial and supervisory
responsibliities, a common bond other than credit, and denying access to future credit to the
whole group in case of default by any member. Important factors for success of credit
cooperatives Include bottom-up Institutional development, extensive training at all levels, rellance
on savings mobilization and equity contribution rather than external funds, slow expansion of

cooperative actlvities and strict monitoring and auditing. The limited success observed with such

By Binswanger et al., "The Impact of Infrastructure and Financial Institutions on Agricultural Qutput and Investment in India”,
PPR Working Paper no. 163, March 1989.
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arrangements to date Is mostly due to shortcomings in their implementation and general

deflciencies such as low Interest rates rather than factors Inherent in thelr design.'®

22. in recent years, other models of successful rural finance Institutions have emerged. Their
success may assist us In better understanding the policles, mode of operations, and incentives
that generated significant outreach and financial viabllity. The Indonesian general rural credit
program was Introduced In early 1984 by Bank Rakyat Indonesla - Unit Desa (BUD) as a supnly-
led institution. Over a relatively short perlod of time, from 1984 to 1989, it has become
extremely successful in mobllizing and servicing deposits and savings and emerged as a well-
balanced financial institution. BUD has provided depositing and saving services to a iarge number
of cllents and its saving volume currently significantly exceeds Its outstanding loan portfolio.
Effective policles and management practices stand behind BUD's success. The major policies have
been (i) applying high market on-lending interest rates that cover the overall cost of operations,
(i) paying high positive interest rates on savings, (lil) applying moblle banking techniques that
contributed to maintaining administrative costs In check, (iv) applylng significant incentives to
borrowers for timely repayment in the form of interest rebates, (v) promoting and paying
bonuses to staff based on branch financial performance, (vi) applying simple, clear and efficlent
methods of loan approval, disbursements, loan repayments and saving mobliization. Clearly,
applying these policles in a stable economy, wherein inflation was controlied below 10X P.A., has
contributed significantly to the program's success. Over a period of a few years, and despite

the high annual growth rate in outstanding loan portfolio, BUD became subsidy independent, and

18y, Huppt and G. Feder, “The Role of Groups and Credit Cooperatives in Rural Lending", PPR Working Paper no. 284,
Agriculture and Rural Development Department, The World Bank, 1889,
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simultaneously obtained high return on its equity over the recent years, The role of subsidized
financlal resources in the initial stage of the BUD's operations was neither cruclal nor necessary.
In retrospect, one may argue that BUD actually needed non-subsidized financlal resources to
resolve a nsgative cash-flow problem in the first years of operations, rather than conc¢essional

financlal resources.?"

23. The Bank for Agriculture and Agricuiture Cooperatives (BAAC) In Thailand was established
In 1966 as a Government owned bank to provide financlal assistance to agricultural producers.
Currently, It provides credit and other financial services to more than haif of the rural
population. it gradually has made progress towards subsidy independence by using efficient
modes of operations that resulted in very low transaction costs. its overaill administrative cost,
measured against its total assets, is about 4 percent due to group lending and the use of moblie
banking. It has achieved a high loan recovery in lending to individual farmers and promoted an
advanced financlal reporting system. Recently, the highest growing source of finance has been
voluntary savings, theraby shifting its Initial characteristic from supply-led listitution to a more
universal, well-balanced financial institution, as well as reducing its aiready modest subsidy

dependence.

24, These two Institutions differ In many ways In thelr mode of operations, yet they both
have progressed significantly in the right direction by (I) applying market oriented onlending and

deposit interest rates, (i) emphasizing saving mobliization, (ill) providing staff and clients with

20 ), Yaron, *Successful Rural Finance Institutions®, World Bank Discussion Pager, forthcoming, 1992.



17

significant incentive and bonus schemes, (iv) applying efficlent moblle banking systems, (v)
achieving high loan recovery, and (vi) making use of some sort of soclal mechanism in efficient,
rapld screening and approving of loans. It should be underscored that beside stabie economies,

econonmic policies enhancing more liberalized financial markets In the two countries contributed to

the two schemes improved performance.

Chapter 4: The impact of the Bank's Recent Policy Paper
on Financlal Sector Operations on Future Agriculturat Credit Lending

2s, The Bank’s recent policy paper on financial sector operations considers directed credit
to be a potentially useful tool for opening credit access to activities or groups whose access
was impeded by Inadequate information or other market imperfections. Although there were
exceptions, it Is generally recognized that directed credit pfograms have often been misused with
negative consequence for resource allocation, income distribution, and macroeconomic
management. Therefore, it is recommended that financial sector strategies as well as Bank
lending operations that involve directed credit be carefully a‘nalyzed and well justified to ensure
that objectives are adequately focused and achlevable and that the programs would not outilve
their usefuiness. Past experience has led the Bank to look at the matter more cautiously and to
require an explicit justification before embarking on directed credit schemes or lending through
speclalized sector cradit Institutions. The conditions for ensuring that they would be engines of

growth and consistent with efficient financial sector development had to be very carefully
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defined and established. The choice, however, of whether the Bank supports sectoral
institutions or universal commercial banks should be uitimately determined by the market; there is
nothing Inherently wrong with a specialized Institution If it Is competitive and could survive in a
competitive framework. The criteria being proposed for evaluating the financlal intermediaries
therefore be uniformly applied across all institutions. This implies pursuing pa~ticipation from
many financial intermediaries in agricuitural credit project implementation, rath. «nan maintenance

of the position of a national agricuitural Bank as an exclusive Intermediary.

26. The last two years have witnessed a major re-evaiuation of the Bank’'s approach, with
much tighter standards on financial sector operations, as well as lending through financial
intermediaries. This more reatrictive approach has already generated a decline In Bank
Agricuitural credit lending through financlal intermediaries over the last three years. in sum, the
current Bank policy does not exclude directed credit programs per_se from Bank support, It
simply subjects them to a more restrictive burden of proof test. The extent to which the
current, more restrictive requirements differ from past performance Is highlighted by the
eligibliity criteria for financlal intermediaries’ participation Is project Implementation. The Bank's
recent draft on Operational Directives un Fhar;clal Sector Operations reads:

“Participating Fis shottid, at a minimum, demonstrate a collection rate, which, given

its lending margin and applicable tax rate, and taking into account a realistic

estimate of possible portfolio losses, Inflation, and the opportunity cost of
capital, avoids the erosion of its capital."2!

21 page 20, para €5(c)
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CHAPTER §: MPLICATIONS FOR FUTURE AGRICULTURAL CREDIT LENDING

7. Targetting lending for Agricultural Credit projects may become warranted when it follows
significant changes that have occurred in the economy and which are expected to have substantial

impact on the rural sector. The recent Bank Policy paper on financial sector operations reads:22

"In. many developing countries, poor Information, unfamlliarity with modern financlal
Instruments and institutions, lack of lender experience and expertise In evaluating certain
activities or new technologies, absence of confidence between borrowers and lenders,
uncertainties regarding the permanence of economic reforms, or simply tradition may limit
market response to the opportunities opened and demands made by financlal sector reform
and broader economic adjustment. Properly designed and complemented by necessary policy
reforms, targeted credit can act as a catelyst to overcome such obstacles, opening market
access to previously excluded groups and sectors, such as microenterprises and small
farmers, thereby promoting the devalopment of credit markets."

It has to be, however, substantiated that f.ll rellance on market forces is not preferable, and that,
in the absence of the proposed lnterv;ntlon In the financlal market, the supply response or the
adoption 61 new technologles would be unacceptably slow. In the circumstances outlined above,
agricuitural credit proJ;cts serving as a catalyst in growth should be accompanied by the removal
of distorted policles that inhbit demand for agriculture investments. Introducing a specific
targetted line of credit aimed at speeding up supply response can be a complementary measure to
the removal of price controis on agricultural products which hindered market-induced lending to the
rural sector. Similarly, directed credit can be useful when the banking system Is considered to be
responding too slowly to other significant reforms such as changes In the terms of trade of the

agricultural sector due to trade liberalization, a sharp correction of an overstated rate of exchange

2 World Bank Policies Guiding Financial Sector Operations, April 1991, page 9, paragraph 10.
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or rsmoval of other “urban bias" policles. Under such circumstances, Inadequate information on the
creditworthiness of potentiai borrowers, lack of confidence In the sustainabllity of the changes

Introduced, and excessive risk aversion by lenders and borrowers can be mitigated by a directed

line of credit.

28. There may be a justification for an agricultural credit line aimed at speeding up growth when
reforms are introciced to remove bottienecks resuiting from inadequate land tenure system and
deficlent contract enforcement arrangements. Likewise, the introduction of new and unfamiliar
technologies characterized by capital intensity, may benefit from a directed credit at the Initial
stage. it must be established however, that an a priori justification for intervention in the credit
market, rather than alternative ones exists. Possibie direct and Indirect negative implications of the
interventions ought to be fully considered. The evaluation of the proposed Interventions shouid
verify that other problemo' afflicting agricuiture are not assessed to significantly diminish the desired
effect of the intervention in the credit market. When subsidy is granted, the overall subsidy cost
in operating a program of rural finance should be made transparent to ensure adequate assessment
of the desirability of the Intervention in the financial market as well as the use of quantified
milestones In progress to be made towards subsidy independence. The methodology of computing
the Subsidy Dependence index (SDI)?3 of a rural finance Institution Is instrumental in (i) placing the
total amount of subsudies received by an Institution In the context of its activity level--the

Interest earned on its loan portfollo (simllar to calculations such as effective protection or job

L) Yaron, "Subsidized Deveiopment Finance irstitutions: is current assessment of their financlal performance adequate?”
AGR Draft paper, December, 1991,
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creation cost) and (i) tracking progress made by an Institution in reducing its subsidy dependence

overtime.

29. When such an Intervention in the financial market is considered warranted, It is essentlal to
ensure that the "infant industry" is supported on a transitory basis. This would avold unwarranted
prolonging of the intervention given that market forces are assumed to catch-up and resocive the
transitory issue of Inadequate allocation of funds to priority sectors/activities. The "infant
industry" approach, by definition, conveys the message that an Intervention shou!d eventually be

phased out.

30. Glven the poor state of affairs in the agricultural credit systems of many cllent countries,
many rural credit operations will need to be conditioned on, and some may Inciude as a component,
a significant financlal sector reform.2* The reform may be specific to agricuitural credit, or deal
more generally with the financlal system, depending on the nature of problems raced. The aim of the
reform woulid be to eliminate obstacles to the efficient functioning of the rural cradit market In the
broadest sense under competitive conditions such as removal of monopoly positions in access to
government rediscount facllities, elimination or tighter targeting of subsidies, and deregulation of

interest rates.

2‘Thlsappﬂubcrodltpmgramnlnallrogiom. see for example, "Review of Fiiances Sefvices in Sub-Saharan Africa®,
Agriculture Divislon of Africa Tecnnical Department, 1889; and “Latin America - New Directions for Agricultural Credit Projects and
Rurai Financial Policies®, Trade, Finance and Industry Division, Latin America Technical Department, 1989,
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31, The potential viabllity of existing speclalized agricuitural credit Institutions In a reformed
ccmpetitive environment should be a condition of thelr participation In Bank sponsored rural credit
operations. In many Instances, a significant Institution bullding component may be warranted,
Involving an overhaul of the Institution’s structure and mode of operations focus on enhanced
efficlency aimed at reducing transaction costs and improving loan coliections. Reliance on savings
mobilization, Instead on rediscounting faclliities and applying adequate accounting, auditing
procedures, and managerial Information systems a e essentlal for achleving viabllity. Appropriate
staff training and staff and borrowers incentives, emphasis on strict loan collection and its proper
measurement are key Ingredients of viable Institutions. The managerial Information system should
make transparent the social cost of state support to the credit institution, to allow public debate

on its desirability, 13 well as tracing changes In the subsidy dependence over time.

32. The improgsive experience of the rural credit system of Bank Rakyat indonesia - Unit Desa
BUD)S suggests that, in contrast to the fraquent faliures of rural credit systems, a well designed
rural flnance program can be successful and profitable. In a relatively short period the BUD program
became subsidy independent and achieved high return on Its equity. It increased its assets annually
by more than real 30% over the period 1986-89, and applled positive lending and depositing interest
rates. BUD succeeded to rely on saving mobllization as its main growth factor, reaching saving
amounts that significantly exceeded its loan portfollo by the end of 1990. This guggests that there
was a tremendous demand for saving services in the rural areas which aliowed BUD to become, after

a very short period, Independent from donor funds. Loans were granted to all Income-generating

%, Yaron, “Successful Rural Finance Institutions” The World Bank, Discussion Paper, forthcoming 1992,
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activities and were not limited to agriculture, thereby achleving a more balanced lender risk

distribution.

33. Where smaliholders’ access to credit s a valld concern within a Bank credit operation, project
design should make as much use as possible of seif-heip groups and other grassroots voluntary
organizations which aliow the reduction of transaction costs and lending risks. However, given the
lessons learned about the prerequisites for successful outcomes with such arrangements, attention
must be paild to the likely effectiveness of existing organizations. Caution must aiso be exercised
s0 as not to maks the ?xlstence of local organizations overly dependent on external funds, lest this
change their character and cause their demise. This, however, implies a limited ability of such

crganizations to absorb ‘arge volumes of external funds.

34. Preferred Mode of Assistance to the RFl. State or donor financial support, In the form of
making financlal resources avaliab's (not necessarlly at a subsidized interest rate), can constitute
an important contribution to a newly established Kural Finance Program during the initial, negative
cashflow stage of the RFl's development. Savings mobilization should not become the minor residual
balance ~— as has often happened with supply~led credit institutions -- that constitutes the
dlfferénce between the loan portfollo and concessional borrowed funds. On the contrary, state or
donor lending to the RFi should only assist in temporarily closing the gap between an RFi's fully
motivated savings mobliization and its bankable loan portfolio. BUD's successful experience clearly
supports this notion. This implies that state or donor support could generally be used for a shorte.r

period of tine when compared with past practice of cooperation between supply-ied financial
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institutional and doviors. Obviously, the servicing of new cllents, opening of new branches, and
rendering services to an Increassd share of the rural population, are factors which define the length
of the period In which the financial support to the RFl may be useful. The Indonesian example
indicates that making funds avallable was important to the program’'s rapld growth during its initial
stage of development. However, no subsidy In ths form of concessional borrowed funds was
necessary for its growth, as is' demonstrated by its full 1989 subsidy independence. The Issue that
donor support had to resolive during BUD's Initial stage of operations was the avallabllity of funds,
not subsidizing their cost.

-

3s. ingtitution Building. State or donor support to an RFI should concentrate on institution

bullding and deveioping to become a viable rural finance Institution. Targetted credit without
adequate component of Institution bullding Is aimost always a guaranteed recelpe for prolonged
future dependence on donor or state funds and ball-outs. The mere notion that It is considered
soclally desirable to intervene in the financial market ard to use scarce resources for achleving
specific objectives impiies, in most instances, a need for Institutional bullding 8o as to ensure that
the financlal institution involved is on its way to becoming mature, autonomous, and efficient. Care
taken in institution building is often the prime difference between an RFl that could eventually
become self-sustaining after a few years of support gra;\ted during its start up period and an RF|
that would need permanent subsidies and ball~outs. The lack of adequate e. phasis on institution
bullding in RFis is a common characteristic of supply~led credit institutions. Too few resources are

devoted to guaranteeing adequate training, efficient and meaningful managei'lal information systems,
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staff incentive systems, promotion of saving mobilization and the like, all of which are crucial to an

RFl bdcoming an independent, well-balasiiced, and increasingly seif-sustainable institution.
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