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ANARUIN Fe

RURAL FINANCE
Policy Brief

Introduction

1, Ghanges thét have occuznred since the Agribultural

fredit Sector Policy Paper was publichedsin 1975 suggest that a

reuised paper is now _reguired, - These ehanges include altered
perceptions about the™foleofsfinance in rural development, and
the emergence of concerns aBolut/ agricultural credit pro jects
within the Bank. _fhe pollcy papér proposed in this brief would

replace the Agricultural Credlt Sgetor Policy Paper, extend the

logic of its position and vefilect experience subsequently accumu-
lated from the operatien of credit pro jects and f:om research on
rural financial markets, ‘

2., The role of agricultural credit is now generally
perceived to be more complex than thought in the early 1970s,.
This change‘in perception has resulted from evidence that consi=

¢

derable\gauings capacity is often Fouhd'in the_agricultural
econacmy, that good inuestments are~often taken up rapidly by
small farmprs without QDVEerent-sﬁonsored credit, éhat poliﬁi—
cization ofrgovernment=sponsored crddit is not uncommon, and that
credit provided at 'the wrong price may be anti—developmental,
Within the Bank, these realizations have been compounded by
preblens often, associated with ‘credit ‘prodjectss | These Include
difficulties in obtaining subloan interes rates sufficient to

compensate rural credit agenciss for their costs, including the

impact of inflation on subloan portfolios, Subloan repayment



152

problems have daogged many credit projeéts, and creation of sustai=-
nable institutional capacity has proved difficult to achieve,
Agricultural credit is also ;riticized as too limited in scope
because a substantial pertion of rural incomes derive from non=-
agricultural and off—fapﬁ SOUTCES,

3.’ In addition, it has become glear that the ease with
which funds caﬁ be substituted or divemted from a proposed use to
another makes it virtuadly dmpossible to trach precisely the
impact of project subl@ansg’ an nural hnus;holds and théir farming‘
and off-farm activities. /This realdzation renders ambiguous the
usual basis for credit progject er cpedit component justification,
which is derived from expected changes in husbandry practices or
technology. As a.result, claims (concecning expected project
performance in térms of ladoptiph -0f “AEW technologies, increases
in farm incomes and rates @f ‘Teturn are not realistic. An
entirely new perspective on credit is required in order to accom=
hodate the éffects of fungibility, The policy p3per will provice
this perspective,

4, All of these perceptions challenge the conventional
concepts upon which.many goqernments base farm credit programsS,

They also paise iSsuds lregarding thé-mast Wsdful colesfor the

Bank in praviding finance to stimulate on=faIm development throuéh nE
thewadeption of improved agricultural tecHioloqy. Theselissues

are not beiné addressed (in a satisfactéry manner, in patt because

of an .absence of policy ouidance in relatively uncharted, neu,

.yet fundamental conceptual areas, The proposed policy paper is

designed to fill this void, It would reaffirm Bank policies on
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interest rates and institution building issues that continue to

by Important, and offer neuw guldance on issues such as the role

" of informal finance and savings mobilization, Quantification. of
subborrowers; debt capacity, based on the likely scale of cash
flows availablz to make repayments, will Le emphasized as a
central element in project design. MeasUrement of pro ject

impact, in terms of the.extent to which rural lending covers its
costs, and the creatioP offsustainable institutional capacity in
credit agencies willybs stressgd, The operational implications

of the proposed policy are thakt primary amphasis would by placed
on tﬁe returhs todlendérs/ from the project; while the use of

farm budgets would be réopiented toward quantifligation of sub=
borrower debt capacity and away from maasurement-of project

cost and impact. Debt eapacity quantificatien ﬁrouides a strategic
framework for decision making, thereby protecting subloan qualitye.

Details of the paper's approach ate outlined belou.

Interest Rates &afd Credit Impact Lssues

5, Interest rate policy remains & certral issue, Al
evidence accumulated since the mid=1970s demonstrates that inferest
rates (used'heérd to]inelude all charges paild by borrﬁuers to
lenders) are at least ‘as dimportant to deuelopment aé then indicated.
The paper will indicate Eou efiphasis on keeping nominal interest
rates above the rate of inflation is consistent with objectives
of ensuring distributive equity (to the extent possible through
credit ) and creating strong financial institutions capable of

effectively mobilizing rural savings.
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6, The objectives of expanded access to rural credit
and institutional stability and growth require enhaneements.of
pro ject appraisal procedures. To encure that institutional
capacity is permansently improvethhrough projects, it is neces#
sary to measure the extent to which af progect financially
strengthens the institution lending project funds‘to farmerss,
Issues include the bype of tests to be applied to measure this

+

dimension of project impa€t apd /action to be taken if projests

-

are likely to be degrimgntal to -these leﬁders.

4

Market Share lLssues

7, Emphasds gh peplaging informal lenders with insti-
tﬁtional sources of cpedik,,on /grounds that informal sourcesl
charge monopoly rates of interest ar atherwise exploit bOrroWersy
was noted in the 1975 policy paper.s Thisg emphasis is no longer
warranted, partly.due to the effectiveness of providing institu~
tional funds since 1975 and partly because the exploitation
pqsmise is based &n false perseptions, The variety of informal
finapcial arrangements is generally broad, flexible and respon=
sive, and informal finapcial markets typically perform a legi-
timate ecdnamic functions Cased) 6f fabdse] are suglly-unrepresen—=
tative situations. Much informaﬂ.cradit ig=extended free of
interest or other hinanial costs, as among friends and family.
Beyond this context, rates of interest charged on infornmal
loans range from those that'approximate institutional rates to
those that are much higher. High rates geperally reflect the

high costs of lending to small borrowers in certain markets,
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they often inclucde remunoration to the lender for services that
complement credit relationships,; and they signal that capital
is scarce.l | |

8, The paper miil propose approaches to institutional
finance Fempered by these rpealizations andeby indications that
institutianal credit, espeeially through government agenciesy,
involves weaknesses thabtewere not |[so apparent in 1975, These
weaknesses include imeffigiency reflected in high casts, concen=
tration of subsidized'loahs/ in/relatively wealthy strata aof
" subborrowers, the inability to attract resources from other than
concessional soutges, jpoliticization of Cre&it relationships,
and the negative segondary effects to government, to law enforce-~
meht and to commerce from iésuing loam Gontracts that are not or
cannot be enforced. The genersl issue is what ponstitutes an
appropriate role for formal Finance, A subsidiary issue is the
extent to which itris desirable to inerease the market share of
cheap official gcedit, How projects could.incorporate informal
fimance without $tifling it is another guestion whkich warrants

efforts by the Bank to seek experience with 1informal credit

mechanisms,

Credit Recovery lLssues

9, Repayment problems or collect;un praoblems, sdepending
on thé perspective takeny, are a _cammon feature of-.agricwitural
finance. Agricultural lending routinély involves the temporary
accumuiation of arrears as agricultural production is disrupted
by natural hazards and by man-made difficulties that depress

yields, prices ar both, Responsive rural lending must
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accommedate this, Hsueveb, some agricultural lending institutions
suffer from secularly increasing or high, relatively stationary
levels of arrears that are repaid slowlye.

10, Arrears that are mare thapn temporary result from
the inability of subborrowers to repay @Or.the ipability of lenders
to collect subloans from wilful default&rse (Default is used here
in the technical sense.ef any breach of a lean contract., LIts most
common manifestationesde failure to repey an time.) Arrears stem=
ming from these causgs imdicate credit ssturation -~ the exhaustion
of opportunties whergfcredit is mutually bepeficial to borrpower
aﬁd lender == as the borroﬁer or lender or both are overloaded,
Saturation may occur at aﬁy level  of gredit_uéévér accesS. Some
credit market segments, defined by type of lender, borrower, or
external funding source, may be saturated,uhile‘other credit
market segments are nct.\ Tests of saturation should be incor-
porated into project dgsign. Where everfimancing eccbrs, more
credit simply lgads to unrgﬁuneratiue investments by subborrowers,
lender;'or boths* This raises the issue of how to-determine when
a credit program is an effective or relevant reSpqncé to worth=

while investment oppoptunities at the farm level, Saturation

does not rlle put more credit-to permit good facm operators -

once again to be in a position to repay their loans, but this

|
exceptonyasideT saturation mequiresy initiatives, other than sredit,

11, “Credit Saturatién is possible when lending strate-
gies view credit as an agricultural input, or when it is believed
that lending should respond to_ _'credit needs" or resource gaps.

These mechanistic approsches provide considerable leeway in’
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defining .the optimum size of subléans and oflcredit projects, and
consequently generally fail to produce viable rural lending

strategies, The only concept that links all parts of the credltl
equation and accommodates the Bank's dnterest in productivity and

income enhancement is fdebt capacity? &-g8s defined below,

Strategy Reorientation touard Debi Capacity

12, Debt cape@ity’ guantification involves estimation of
repayment capaciﬁy, dgfineéd /ae  thel cash aveilable to borrowers
for debt service, adjusted for,risk and for outlays that to
horrouers are mMOILE impartant than debt service, Debt capacity
is the amount of credit that repaymant capacity can attract in
risk=sensitive financial markets,  [Measures Eﬁat increase debt
capacity increase incomss of borrowers., These measures may also
have the effect of increasing the amount of credit that markets
will provide in response to.any gigen level of debt service
potentiel, These miéht include improvements in production
technology, means of increasing confidence between /borrower and
lender, and increases in the supply of loanable funds, Lifting-
binding agricultufal produce price eeilings also augments
producer debt’ capacitys "Debt capacitylguantification and crea=
tion are appropriate primary orientations for Bank activities
in.rural.finapce and. in_the rural econcmys Issues include how
confidence befueen borrduer and lender can be preomotety.and hHow

to determine subloan size with reference to expected cash flou

and riske . '
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The Politics of Credit

13, UWilful default is part of the political economy of
agricultural credit. The most unfortunate political aspects of
credit are often found where agricultuzpal credit is provided at
far less than its delivery or opportundty costs, For both supply
and demand side redsons, conecessighally priced credit tends to be
concentrated in lapger loaps &o larger borrowers.. Institutional
farm credit in mapnyfcountries is probably more skewed in favor
of the rich than =2z@ the distrpibutions of agricultﬁral incomes
and agricultural lazpd, /Price measures to address this tendency
and effectively to brgadgn Eredit access in a cost effective and
sustainable manner will bg proposeds HOWBVET, credit adminise—
tration costs largely preclude_the possibility of directly
reaching the truly poor cn a susfained hasis with project credit
through official‘institutions. The issue is whether and under

what cogditions credit is a suitable Vehicle.for promoting equity.

Portfolio Viability and Institutional Performance

l4, Farm credit portfolios often self~-destruct in the
sencse that théy fail to be self=sustaining. fhis aoccurs when a
portfolio (fails to produce suffipient income toythe, Lender to
cover cost af funds, administrative expenees, bad debt losses
and_the effect of inflation on real\portfolio value, . Antissue
is whether the Bank should scontinue 'to fund self-destruBting
farm loan portfolios. Administrative eXpenses alone cxceed
15 percent of amounts disbursed under certain short-term credit

facilities to small farmers, making this issue significant.
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This issue will take time to resolve. Governments may not be
willing to charge rates sufficient to cover costs on loans to
small farmers, the extent of self=destruction will take some
time to discover, and the Bank may fipd it difficult to develop
alternatives to creédit activities forthis portion of the farming
community, BS2cause of these factors, the paper préposes the use
of trust funds to limit the damage to agencies owning self=
destructing portfolioss

15, UWhere cgedit does not contribute to institutional
viability, lending ingtitutdons sheuld be shielded from the
direct effects by #rust funds havimg no indspendent institutional
paraphernalia, Trugt fdnds psomit Both the self-destruction of
the trust fund portfolio and fhe survival of the—zgnding institu=-
tion. Suggestions for de=linking portfolib'performance and
institutional survival wili be~‘madej although self=destructing
portfoliqs alway§ have neg?tive,externalities. The issue is houw
to limit the unfavorable impact of portfolio selfsdestruction

on financial markets, and how these secondary costs can be dealt

with in financial policy and aeccounted for in projest design.

Gredit Monitoring and Evaluation

16, Monitoring and|/ evaluation of creait projects require
a unigue framework because of .characteristics, including Fungibi-’
lity, attribubteble fo the ®ssential financial nature ofisredit,
Becalise credit transfers purchasing power rather than ownership
of real assets, rates of return ta real assets purchased with
loan proceeds cannot be attributed to credit, Because ciedit is

a source of cost, not of income, to the borrower, credit does not
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produce a rate of return for the borrouwer, Credit project
monitoring and evaluation are most meaningfully directed primarily
at the financial costs and benefits (i.e., project worth) to the
intermediary lending project funds to, farmers rather than to the
activities of subborrowers on their fatms, which are indirect
consequences cf funding.a project and net directly influenced by
the World Bank,

17, The actiwities of subborrowersware of cverwhelming
relevance to lenders wiithd/funds at risk, Their monitoring is
impoftant primarily te keep' lemding responsive, not toc provide
indications of progect uworth or impact, Responsive lending =~ !
reflectad in sound credit decisions,; realistic loan térms and
conditions and coﬁfidencé befween borrower and lender encourages
good investment decisiops, thereby fulfilling & developmefit
objective, Indications ofi project worth and impact are properly
confined to the fipances of 4the intermediacy using project
funds. Issues .are whether or how economic analysds jis relevant
to credit projeets, and how to measure projeect worth to the
implementing lending institutian.

4

Savings in.Ruzal Development Strategy

-

18. TFhe shift from|the narrouw cordcern for agricultural
credit to a broader concern for cural finance requires emphasis
on hath savings and credit, Attention to'savings ' is werzanted

becalise mort people can be reached by formal financial institu-

~, .
"

tions through savings mobilization than through credit disburse-
ment, While everyone saves in the natural course of ecaoromic

" activity, standards of creditworthiness always limit the coverage
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of credit, Savings mobilization also permits credit instibutions
to gain valuable information about their clientele and prospec—
tive clientele, and about the finapcing of the rural economy.

;n addition to providing information regudired to implement more
respohsiue.service strategies, savings mobilization can contrie=
bute to confidence tetween lenders and the rural community.

While it may not be necess@iry to restructurs all specialized
agricultural lenders taraceept deposits, equal emphasié an
savings and credit@should eharacterize pro ject design. The
neglected savings sdde gf rural finance should receive dispro=-

portionate emphasis in the dmmediate future,

Bank Organization and/Cradif PBrc ject Performance

19, Patterns of cellection pecformance and institutional
behavior emcountered repeatedly in rural credit activities across
different types of agriculbiure and lending institution should
he reflected indalterations in project design, yef-innovation in
Bank=supported rtral credit initiatives has been stow, Ssarch
for the causes of.these characteristics most usefully begins
with examination of fhow the Bank is organized for rural credit
operations, | The absence af specialized ovepall line responsibility
for rural credit in the Bank's management has resulted in no special
or Mandgerial Herspectiver o the Bank! seruralscredit poctfolio.
Implications' of organizational arrangements on project guality
will be raised for discussion within the Baﬁk, but deleted in

materials having a broader circulation.
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* /
Editorial, Timing and Managerial Considerations

20, Appendix 1 gives a draft table of contents for the
policy paper, follguwing the standard format apd length limitation
of 100 double sp: cript ../ The final product will
contain three i 1 _ A 1gh
21. : f 8 's expected to

reguire 20 professi

22,
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11, DESIGN OF POLICIES AND PROGRAMS

T~
1, Financial Issues in Rural Credit Policy and Pro ject

Design

(i) Nature of Fin

- Megasdres ﬁ"}l“ utic performance
2, Economic and Insti abional \ Rural Credit

Policy and Projecht Design
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) e B
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3, Manitoring and Evaluation in Rural fFinance
(i} The Conventional Approach
(ii) Common Problems in Monitoring
(iidi)
(iv)

(v} Credit Pz

I1I, AGRICULTURAL
l, Past Exp

(i)

(i1)

; er51on af Funds
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- Debt capacity

~ Impact on lender
- Interest rate policy

- Market saturation
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= Flexible intervention
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