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EDITORIAL

Three years after starting publications, Finafrica Bulletin changes in 1977 its
heading to Savings and Development reflecting first of all an enlargement of
its research area which was beforehand restricted to Africa. Savings and De-
velopment, while implying a logical connection between the two terms, ex-
plains savings banks' philosophy towards social and economic progress. We
are deeply convinced that changes in the financial structure and appropriate
institutional and operating innovations in the banking systems may promote
the economic growth of developing countries. Our quarterly review means to
become the forum for all specialized information on the different experiences
and for the publication of the most significant researches in this field.

EDITORIAL

Trois années aprés sa naissance, le Finafrica Bulletin change en 1977 son
nom en Savings and Development; cela signifie avant tout un enrichissement
de sa zone de recherches, qui se limitait auparavant a I'Afrique seulement.
Savings and Development, s'il sous-entend d'un cété le rapport logique entre
les deux mots, explique aussi la philosophie des caisses d'épargne en faveur
du progrés économique et social. Nous sommes convaincus que des change-
ments dans la structure financiére et des innovations institutionnelles et opé-
rationnelles appropriées dans les systémes bancaires peuvent contribuer a la
croissance économique des Pays en voie de développement. Notre revue veut
de ce fait devenir le centre d'information spécialisé pour les différentes ex-
périences et pour la publication des recherches dans ce secteur.




RESEARCH ON RURAL FINANCIAL MARKETS
IN LOW INCOME COUNTRIES

1. Introduction

Over the past few years increasing attention has been paid to rural financial
markets (RFM's) in low income countries (LIC's) (1). In part, this is due to the
recent large expansion in formal agricultural credit in many LIC's. Formal agri-
cultural credit supplies in Latin America, for example, increased from approxi-
mately U.S. § 2.5 billion in 1960 to almost U.S. $ 8 billion in 1974 (2). Similar
increases in formal credit supplies are occuring in Africa and Asia. It is likely
that the supply of formal agricultural credit in LIC’s is near U.S. § 20 billion
currently. This rapid expansion in supply of agricultural credit has been accom-
panied by substantial increases in the numbers of facilities which provide
financial services in rural areas. Overall, formal financial activities are now a
much more important part of the rural development picture than they were
15-20 years ago.

The increase in the amount of financial services in rural areas only partly
explains the policy concerns given RFM's. Increasingly, RFM’s are called
upon to play an active role in achieving development objectives. Many crop
or enterprise promotion programs, for example, are spearheaded by credit.
RFM's are also regularly required to assist in programs aimed at easing rural
poverty; credit is often closely tied to land reform activities, small farmer de-
velopment programs, and disaster relief. The stresses and strains which these
developmental objectives place on RFM's are compounded by the tidal waves
of inflation which have undermined most financial markets the past few years.
In 1974 a number of LIC's lost at least half of the purchasing power from their
formal RFM loan portfolios because of capital erosion due to inflation, negative
real rates of interest, and loan repayment problems.

Research on RFM problems in LIC's has expanded the past few years. There
is a surprisingly large number of isolated individuals around the world who
are attempting to do policy research on RFM issues. In many LIC's a number
of research institutions have collected credit-use information. A large number
of credit agencies have also assembled very large amounts of information on

(1) Rural financial markets are defined as all financial credit and savings activities which take
place in rural areas. Part of these activities are informal institutions such as banks, development
agencies, postal savings, and co-operatives. A large number of informal transactions take place
among friends, relatives, merchants and moneylenders.

(2) Estimates made by the author of year-end outstanding balances on formal agricultural loans.
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RESEARCH ON RURAL FINANCIAL MARKETS

loans and borrowers. The ability to generate data in most cases, unfortunately,
has exceeded the capacity to analyze the information for policy purposes. A
major challenge during the next 10 years will be to increase the amount and
quality of policy oriented research on rural financial markets.

2. Overview of Rural Financial Markets in Low Income Countries

One of the most important steps in research is the formulation of the questions
or hypotheses which are to be answered or tested. These questions or hypo-
theses guide the researcher in identifying the types of data which must be
collected. In all too many LIC's, there is little or no interaction among re-
searchers and policy makers. As a result, the questions or hypotheses treated
by the researcher may be far removed from policy makers concerns. In other
cases, the questions or hypotheses are vague and too poorly specified to
properly guide data collection. In both cases, huge amounts of data may be
assembled which make little contribution to solving important policy questions.
The piles of unanalyzed credit questionnaires found in many research institu-
tions are mute testimony to poorly specified research questions and hypoth-
eses. One of the first steps in improving research on RFM's is to further clarify
and improve the questions and hypotheses to be treated by the research. A
clearer understanding of the structure and performance of RFM's in various
LIC's could lead to formulation of better research questions. |, for one, am
impressed by the similarities in RFM problems and policies in many LIC's.
A clearer understanding of the general patterns of growth in RFM's in various
LIC's can help researchers design better research. This includes clarification
of common assumptions, policies, and problems.

A) Common assumptions - Despite the diversity in the institutional make up
of RFM'’s in low income countries most policies are built on common assump-
tions. At least seven assumptions surface in almost any discussion of RFM's
in LIC's: (1) There are serious shortages in overall supplies of agricultural
credit in rural areas. (2) Most of the credit in rural areas is provided by informal
credit sources. 3) Informal lenders extract large monopoly profits. (4) Most of
the rural poor are not sophisticated enough to be able to use formal credit;
education, special economic inducements and supervision are necessary before
they can make productive use of credit. (5) Most decision makers in the formal
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DALE W. ADAMS

financial system are very tradition-bound. This results in little lending to farmers
in general and especially to small farmers. (6) There is almost no voluntary
savings capacity in rural areas. Loanable funds, therefore, must flow into agri-
culture from other sectors. And (7) the demand for credit by the rural poor is
very interest rate elastic. A small increase in interest rates will cause a sharp
decrease in the demand for credit by this group. At the same time, it is assumed
that the rural poor have a very interest inelastic supply schedule for voluntary
financial savings. They are largely insensitive to changes in interest rates paid
on financial deposits. Surprisingly, there is little evidence presented in most
LIC's to support these critical assumptions.

B) Common policies - A number of similar RFM policies can be found in many
LIC's. In part, these policies follow from the commonly held assumptions. The
most common policy found is fixed, concessional interest rates on credit for
agriculture in general and especially for small farmers. Most LIC's have usury
laws which fix a maximum interest rate which may be charged on commercial
loans. In a numer of countries, 12 percent per year is the magic number. It is
also common for interest rates on formal agricultural credit to be pegged at
from 3-7 points below the so-called commercial ceiling. In a few cases, even
lower interest rates are offered on small rural loans or on loans used to pro-
mote the use of specific farm inputs.

Policy makers in a large number of countries have placed, and in some cases
are still placing, a good deal of emphasis on creating and extending financial
systems in rural areas. As was mentioned earlier, this has often included for-
mation of institutions aimed almost exclusively at the rural poor. Much less
attention has been given to the problem of inducing existing financial institu-
tions to expand into rural areas, and also of focusing more of their activities
on the rural poor.

Formal RFM’s in a number of LIC's are mainly retail outlets for government
or international aid money channelled through central banks. Only in a few
cases do RFM's mobilize significant amounts of household deposits to augment
their loanable funds. In a number of cases, preferential rediscount rates are
offered by central banks on loans made for socially desirable projects. Loan
guarantee programs are also offered in a few cases to further increase the
incentives for RFM's to make socially desirable loans.
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C) Common problems - Given the common RFM policies followed in many
LIC's, it should come as no surprise that many similar problems can be found
in various contries. Despite the differences in institutional make up, these com-
mon policies, combined with serious inflationary pressure worldwide, appear
to have resulted in strikingly similar problems.

Some notion of recent inflationary pressures is necessary to fully understand
why these problems have become so critical in many LIC’s. From 1971 through
1975, the International Monetary Fund estimates that the average annual
weighted rates of inflation in the LIC's were 10, 12, 21 and 28 percent re-
spectively. These tidal waves of inflation crashing against rigidly fixed nominal
interest rates in RFM’'s have resulted in negative real rates of interest being
charged on almost all rural savings deposits and on almost all formal agri-
cultural credit granted in LIC's during the past few years (3). The purchasing
power of the agricultural credit portfolios has been seriously eroded by these
negative real rates of interest.

Because of concessional interest rates on agricultural credit, it has become
increasingly difficult to induce RFM's to maintain, let alone increase, the pro-
portion of total credit which goes to agriculture. Even more serious problems
have been encountered in keeping loans to small farmers in RFM's portfolios.
In only a few cases over the past few years has intensive political pressure
caused RFM'’s to step up in real terms their lending to the rural poor.

As might be expected, the drop in the real rates of interest, combined with
pessimistic expectations regarding future inflation, usually results in a shorten-
ing of the term structure of loans. That is, as real rates of interest drop, financial
institutions attempt to direct a larger proportion of their loan portfolio into
short-term lending. As a result, medium-term and long-term loans for agri-
culture tend to dry up.

Finally, fixed nominal interest rates on deposits combined with inflation result
in even larger negative real rates of interest of financial savings. In many cases,
these negative real rates of interest sharply limit the ability of RFM's to mobilize
savings in rural areas. RFM’s become increasingly dependent on funds from
central banks, funds directly from the government, or funds from international
aid agencies.

(3) The nominal rate of interest is the rate specified in the loan contract. The real rate of interest
is defined as the nominal rate of interest minus the average annual rate of inflation.
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3. Data Requirements for RFM Research

Despite the fact that very large amounts of data are available on credit pro-
grams in LIC's, only a small part of this information is useful for policy research.
By and large, financial institutions collect data on loans. Their main objective
is to monitor the flows of payment and repayment (4). Typically, financial insti-
tutions do not collect much information about borrowers. It is next to impossible
to use financial institution data to answer policy questions about farm credit
use and household savings. Case studies or field surveys are usually necessary
to provide this type of information. Unfortunately, many of the farm level credit-
use studies carried out in LIC's to date are weak because credit-use measures
are typically poorly defined.

A) Credit-use measures - Most farm level credit studies would be strengthened
if the credit-use measures were carefully defined (5). There are at least 6
measures of farm level credit-use which might be employed. A short description
of each of these follows:

1. The contractual value is the original face value of loans on which an out-
standing balance is owed during the study period. It is the most commonly
applied measure of farm credit use.

2. The sum of loans in force is the debt outstanding during the study period.
It includes the outstanding balance on loans received prior to the study
period plus all loans received during the study period.

3. The beginning balance measures the sum of unpaid balance on loans in
force at the start of a study period.

4. The ending balance measures the sum of loans in force at the end of the
study period. It excludes any debt which has been liquidated prior to the
end of the period.

5. The new loans received is the contractual value of all loans acquired during
the study period.

(4) Despite this objective, it is surprising how difficult it is in most countries to get a clear
picture of loan repayment problems.
(5} Most of the material in this section was taken from Gerald |. Nehman and Dale W. Adams,

« Measuring Farm Level Credit Use: A Brazilian Example », Agricultural Finance Review, Vol. 36
April 1976, p. 77-79.
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6. The final measure might be termed credit availability. It is a measure which
weights the amount of credit by its time availability. In this measure, one
unit of money borrowed for 12 months is given the same weight as 12 units
of money borrowed for 1 month.

Farm level studies often pursue a number of different objectives. In part, the
credit-use measure adopted will depend on the objective. If the researcher is
simply interested in finding out whether the farmer has experience with credit
use, the contractual value figure is probably adequate. More detailed analysis,
however, will likely require the use of one or a combination of the other credit-
use measures.

B) Rural household savings studies - Very little is known about rural savings
behavior in LIC's. At least two major reasons can be given for this. First, pol-
icies in most LIC's do not provide rural households with significant incentives
nor opportunities to save in financial forms. Like a balloon which has not been
inflated, rural savings capacities are not visible because they have not been
stimulated.

Second, data requirements for the study of rural household savings are very
demanding. Complete information on household income, household expendi-
tures, and household investment-savings are needed for this analysis. For ob-
vious reasons, these types of data are very hard to collect accurately through
normal survey techniques. Income, savings, and investment data are considered
privileged information. Expenditure information is less sensitive, but often very
difficult to accurately tabulate on a recall basis. Furthermore, because of dy-
namic conditions in rural areas, cross-sectional data give only a vague picture
of household savings behavior. Conclusions about causes and effects related
to household savings can only be drawn from accurate, detailed, time series
household information.

4. RFM Research Organization

Better research hypotheses, additional interchanges between policy makers
and researchers, and improved data on credit use and savings activities at the
farm-household level will strengthen policy research on RFM’'s. Analysis would
be further strengthened by additional coordination, organization, and planning
of future research. In most LIC's, there are strong pressures on emerging eval-
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uation-research groups to concentrate almost exclusively on immediate policy
questions. Putting out policy fires, however, is not the best use of research
capacity. Research is most useful to policy makers when problems are antici-
pated. Researchers have no unique ability to solve problems unless they have
data which helps them explain, and thus predict events. Good data collection
is a slow and difficult process. Typically, today's questions are answered with
information carefully collected in the past. As a result, creation of adequate
data bases will be a key element in organizing better policy research on RFM's.
Research would also be better organized if some broad outlines of potential
research topics and priorities were developed. This might include organizing
problems by at least three different dimensions: (1) The level of analysis needed
to treat the problem, (2) the time priorities of the problem; immediate, inter-
mediate, and long-run, and (3) the agencies or individuals who have primary
responsibility for analyzing the problem. A tentative research map for RFM’s,
in a typical LIC, shown in the attached table, illustrates organization of prob-
lems into two of these dimensions.

The organization of RFM problems into time priorities probably needs no further
explanation. Some additional comments on the three levels of analysis
suggested in the table are, however, needed.

A) The farm household level - A number of the most serious problems found
in RFM's stem from difficulties at the farm-household level. The success or
failure of an agricultural credit program importantly depends on the uses made
by rural households of the additional liquidity provided by credit. Furthermore,
the ability of RFM's to mobilize financial savings largely depends on how
financial incentives affect savings capacities.

Despite a good deal of research done at the farm-household level in most LIC's
very little of this research has been used in policy making. By and large, policy
makers have very vague ideas about the economics of credit use at the farm
level. In most LIC's there is very little information available on the credit sources
used by rural households, and even less information on how additional credit
affects the farm-household operations.

B) Financial institution level - Most financial institutions do a good job of
keeping on top of problems which they face. Questions of institutional ef-
ficiency, training of personnel, data management, and coordination of credit

10
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A RESEARCH MAP ON RURAL FINANCIAL MARKETS IN A TYPICAL LOW INCOME COUNTRY
BY TIME PRIORITIES AND LEVEL OF ANALYSIS

Level of

Analysis Immediate
;larm 1. Loan defaults
™m :
Household 2 rAet::;l;EneB;?ward
3. Loan use
The 1. Loan defaults
Financial 2. Payment procedures
Institution 3 gollection incentives
4. Loan collateral
5. Group lending
Financial 1. Loan quota
Market requirements
and 2. Overall supply of
National agricultural credit
Policy

3. Coordinate research
and evaluation

Time priorities

Intermediate

ra -

n s oW

-

= es W

.

. Worth of technical

assistance

. Economics of credit

use

. Credit sources

Credit terms

. Loan leakage out

of agriculture

Long Run

1. Farm level data bases
2. Worth of long-run credit
3. Worth of lines of credit
4. Capital constraints
5. Form of savings

6. Saving capacities

7. Savings and consumer

durables

. Institutional efficiency

1. Data processing

and overall development
objectives

Bank supervision 2. Life insurance on loans
Bank control of 3. Life insurance on
markatmg deposits
Debt write-off
. Paperwork and
reporting
. Interest rate policies 1. Savings mobilization
. Change RFM subsidies 2. Long-run structure
Loan guarantee of RFM's
programs 3. Term structure of loans
. Magnitude of subsidies 4. Research network
to RFM's 5. Rediscounting policies
. Coordination of RFM's 6. Loan demand and

interest rate
7. Inflation and RFM's

programs with other developmental activities, however, often need answers.
As was indicated earlier, many of these institutions need to do additional work
on processing loan repayment data so that a clear picture of repayment prob-
lems is presented.

C) Financial market level - In contrast to the analytic work being done on RFM
issues at the farm level and the financial institution level, very little analysis
is being carried out on overall RFM's and associated national policies. There
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is very little research underway which describes the structure, conduct or per-
formance of RFM's in LIC's. Very little work has been done on things like
estimating overall credit supply requirements of the agricultural sector. Even
less has been done on the effects of distorted RFM prices (interest rates) on
efficiency of resource allocation, income distribution, and capital formation.
Almost nothing is known about the effects of inflation upon RFM'’s. Likewise,
very little has been done on the adequacy of institutional coverage of financial
services in rural areas. It is unclear, for example, as to how many more financial
facilities ought to be built to service some rural areas.

5. Concluding Comments

The heavy emphasis currently being placed on agricultural credit programs
in most LIC's provides excellent opportunities for policy oriented research.
Far too many important RFM policy decisions are now made with little or no
assistance from researchers. Small amounts of carefully done research can
have a major impact on very important policy decisions. Policy makers as well
as researchers in low income countries should become more involved in getting
such research underway.

Dale W. Adams

RECHERCHE SUR LES MARCHES FINANCIERS RURAUX DANS
LES PAYS A BAS REVENU

RESUME

L'Auteur remarque qu'a une plus grande conscience du réle important joué
par les marchés financiers et du crédit des Pays & bas revenu il ne correspond
pas une conscience adéquate de la structure et du fonctionnement de ces
marchés.

Trop souvent on ne fait que quelques remarques banales, ou I'on accepte des
affirmations toutes & démontrer et, pis encore, les pouvoirs publics suivent des
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politiques d'intervention qui cherchent & modifier les caractéres morphologi-
ques de ces marchés, se basant seulement sur ces remarques banales.

Par conséquent I'Auteur souligne la nécessité de combler cette lacune avec
des programmes bien organisés de recherche dans ce domaine et de faire
précéder toute décision politique visant a la mobilisation de I'épargne rurale
par de recherches appropriées, soit au niveau d’entreprise agricole, soit au
niveau d'établissement de crédit, soit au niveau de marchés du crédit.

A ce but, il présente un projet de recherches nationales, pour un Pays typique
a bas revenu, rédigé sur la base de priorités temporelles et divisé dans les
trois niveaux d'analyse susmentionnés.
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