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Abstract 

This paper examines the role of financial services in rural development. It first 
discusses four reasons for the recent interest in financial markets: inflation, foreign debt, 
urban bias, and the deficiencies of traditional agricultural credit programs. The concep
tual framework for the design of these programs is then evaluated. Lack of institutional 
viability, borrower domination, mistrust of the market, and savings pessimism are 
examined in this connection. The contributions of finance to development are explored 
in terms of access, transfers of purchasing power, quality of services, and transaction 
costs. The elements of Ohio State's new vision are highlighted, and the promotion of 
rural financial markets examined in terms of environment, policies, institutions, and 
technologies. 
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RURAL FINANCIAL SERVICES AS A DEVELOPMENT FACTOR' 

by 

Claudio Gonzalez-Vega" 

I. Introduction 

In economic theory as well as in banking practice and in development policy

making, there has been an increasing interest in a better understanding of the role of the 

financial system in the economic growth of the rural areas of the developing countries. 

This growing interest has been accompanied by the development of a new conceptual 

framework for the analysis of this topic, and by substantial experience accumulated in 

many countries. A better analysis of the contributions of the financial system to rural 

development has thus become possible, while new policies and procedures have been 

designed, in attempts to take the greatest possible advantage of these contributions. 11 

This greater concern with the role of rural finance has reflected four recent 

developments: 

(a) first, the acceleration of inflation; 

(b) second, the growing burden of foreign debt; 

( c) third, the pronounced urban bias that growth of the financial system has shown 

in many developing countries; and 

( d) fourth, the increasingly recognized deficiencies of the traditional agricultural 

credit programs. 

Most alarming has been inflation, a result in most countries of too rapid a 

nominal expansion of domestic credit and, as a consequence, of money supply compared 
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to the demand for the money. The accelerating growth of domestic credit has mostly 

reflected, in turn, the financing of public-sector budget deficits. Frequently, the excessive 

growth of domestic credit has also reflected substantial quasi-fiscal transfers to the private 

sector and a multiplicity of subsidies, including underpriced credit. 

By directly levying a tax on the public's holdings of the liabilities of the financial 

system, inflation has been this sector's worst foe. When it has accelerated, it has quickly 

destroyed the financial system of many developing countries. 

Service of the external debt has accounted, in turn, for a growing portion of the 

public-sector deficit and, therefore, of the accelerating expansion of domestic credit. 

Both inflation and the demand for the foreign exchange needed to service the country's 

external debt have exerted upward pressure on the exchange rate. The resulting devalu

ation expectations have jeopardized the performance of the domestic financial system as 

well. 

The need to control inflation makes a reduction in the nominal rate of growth of 

domestic credit inevitable. The need to service the external debt competes, on the other 

hand, with the financing of private investment and of production. These circumstances 

have highlighted the importance of domestic resource mobilization and the role of the 

financial system in eliciting deposits from the public. 

In many developing countries, the expansion of the financial system has shown a 

marked urban bias. This bias has been particularly strong in Honduras, where financial 

activity has been highly concentrated in Tegucigalpa, San Pedro de Sula and, to a lesser 

extent, La Ceiba. For 1978-82, about 91 percent of all bank deposits mobilized in this 

country, 93 percent of all bank loans granted, and over 97 percent of disbursements of 
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foreign funds or of Central Bank rediscounting were concentrated in these three cities. 

This concentration reflected both the fragmentation of the Honduran economy and the 

limited penetration of the country's rural areas by the formal financial system. 21 

This generalized urban bias has reflected, among other things, the deficiencies of 

the traditional agricultural credit programs. These deficiencies have, in turn, resulted in 

the lack of viability of most of the specialized financial institutions, such as the public 

agricultural development banks, created a few decades ago to satisfy the "credit needs" 

of the agricultural sector. This limited viability has been reflected in a steady reduction 

of their relative importance within the financial sector. These institutions have not been 

able to increase and, frequently, even to sustain the flow of their loanable funds, when 

measured in real terms. On the contrary, their lending capacity has been shrinking. 

The lending capacity of the agricultural development banks has declined because 

they have not protected their portfolios from inflation; because they have not vigorously 

collected their loans, so they could grant new credit; because they have not aggressively 

mobilized local resources, so they could widen the range of their services; and because, 

in view of the poor quality of their services and the high transaction costs they impose, 

they have lost the support of their clientele. As their institutional weaknesses have 

become increasingly evident, they have also lost the support of the international agencies 

and, as a result, their loanable funds have substantially declined. Ironically, their lack 

of viability has been, in part, a consequence of this strong dependency on external funds, 

from international agencies, central banks, and governments. 

Given a strong financial dependency and the absence of a mobilization of deposits 

from the public, there has been a growing political intrusion, in the sense that the 
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decisions about who to lend to, what to lend for, and in what terms and conditions to 

lend have not been autonomously taken by the financial intermediary, but have been 

imposed from the outside by the external sources of funds. The criteria used have not 

necessarily been compatible with the institution's survival. 

II. Traditional Conceptual framework 

In order to better understand these deficiencies, it is useful to consider the 

conceptual framework that originated the traditional agricultural credit programs. In the 

first place, the design of the agricultural development banks did not seek as its objective 

the financial viability of these institutions. The present difficulties should not be 

surprising, therefore. 

In particular, the management autonomy of these institutions was seen as less 

important than other non-financial objectives. These banks were expected to promote 

the growth of agricultural production, regional development, the adoption of new 

technology and/ or agrarian reform. No one was concerned much about their institutional 

viability: the available funds were apparently abundant. If they were lost, they could be 

easily replenished. 

The sound growth, the strength of the financial institution per ~ was not a 

priority. What was designed was an instrument to promote other development objectives, 

even if this created excessive costs and risks for the institution. Burdened by their efforts 

to reach multiple and frequently inconsistent goals, these banks have been subjected to 

pressures that have weakened them as viable institutions. In order to survive, they must 

emphasize their role as financial intermediaries. They must operate under the assump-
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tion that the efficient provision of financial services per se is already an important 

contribution to economic development. Instead of attempting to promote the production 

of a particular crop or the adoption of a specific technological practice, they must 

recognize that the role of financial intermediation is precisely to improve efficiency via 

the reallocation of resources through the market mechanism. For this reason, what 

matters is to strengthen financial intermediation itself. 31 

Second, the design of the traditional agricultural credit programs was characterized 

by borrower domination. All practices and operational procedures were designed with 

the interest of the borrowers in mind; not for the sake of depositors or of the institutions 

itself. Thus, the rapid disbursement of the funds was favored. Target clientele were 

chosen independently of their repayment capacity or without any guarantee of recupera

tion of the funds. 

In a depositor-dominated institution, on the other hand, the practices and 

procedures utilized seek to protect the depositor's savings. In this case, the borrower's 

repayment capacity is taken more seriously. In this case, the procedures for and efforts 

towards loan collection are emphasized more than the quick disbursement of funds. In 

this case, portfolio diversification is used as a tool to manage risk, instead of concen

trating the portfolio in a few crops or activity types. 

Borrower-dominated institutions have been characterized by the absence of a clear 

concept of risk in their operations. They have attempted, instead, to channel funds to 

target clientele, for specific purposes, rather than evaluating the borrower's repayment 

capacity and the degree of risk taken in each case. Within a depositor-dominated 
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intermediary, on the other hand, a careful management of risk is the most important 

component of the organization's culture. 

Third, traditional credit programs have mistrusted the market and have minimized 

the role of interest rates as a major tool for resource allocation. These programs have 

preferred, instead, the administrative determination of who to lend to and what to lend 

for. Because of their dependency on external funds, these decisions have been, in turn, 

imposed from outside. 

Supervised credit programs have not trusted farmers, either. Instead, they have 

insisted on rigidly targeting credit and on a detailed supervision of the use of the funds. 

These efforts, despite their good intentions, have resulted in unexpected negative 

consequences. The fungibility of funds has frustrated attempts to control the marginal 

use of resources, while rationing, needed in view of excess demand, and an excessive 

supervision have both increased transaction costs, for the bank as well as for the 

borrowers. These implicit costs have been especially high in the case of small loans. 

Rigid credit programing, although usually fruitless, has thus been expensive for all. 

Fourth, agricultural development banks have been pessimistic about the oppor

tunities for a successful mobilization of local deposits. They have assumed, instead, that 

rural economic agents do not save, that they do not want to transform some of their 

assets into bank deposits, and that they do not react to changes in interest rates and to 

other economic incentives. Those institutions that have emphasized savings mobilization 

have been much more successful, however, than those agencies that have ignored this 

dimension of financial intermediation. The former have discovered that there is a high 

demand for deposit facilities in the rural areas. 
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In the absence of deposit mobilization, agricultural development banks have been 

truncated, incomplete, and vulnerable institutions. They have been merely a conduit 

for the easy disbursement of the funds from external agencies. These funds have gone 

through the bank, from top to bottom, but have not strengthened it. When disbursement 

has been quick, it has been a reason for celebration. Loan recuperation, on the other 

hand, has been less appealing. The borrower knows this and has not been very con

cerned with timely repayment. The institutional connection with the client has thus been 

weak and his loyalty has been limited. 

Delinquency is a signal that borrowers are not interested in the institution's 

survival. Instead, they take the loans while the funds are available, particularly when 

credit is subsidized, but are not concerned about the institution's future. They will not 

bet on the institution's survival. In due time, default weakens the institution and 

confirms the client's pessimistic prediction. The bank is thus caught in a vicious circle. 

Timely repayment of the loans is, on the other hand, a recognition of the value for the 

client of his relationship with the financial intermediary. The most powerful incentive 

for borrower's repayment is the expectation of a reliable and continued access to valuable 

financial services. 

In summary, 'the depositor is the financial institution's best ally. His concern for 

the safety of his deposit also contributes to the protection of the intermediary's interests. 

The key is that deposit mobilization be voluntary. The client must view deposit facilities 

as a valuable service and not as an imposition or as a mere tool to increase the effective 

cost of the loans. If savings are forced, instead of being grateful for the service, the 

client resents the imposition and withdraws the accumulated funds as soon as he can 
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(directly or through a loan) and loses interest in his accounts, which show no activity. 

What matters, therefore, is the quality of service to the client. Quality promotes client 

support, the healthiest way for an intermediary to grow. 

III. Finance and Development 

The point of departure of modern analysis is the recognition that the performance 

of financial markets matters. The efficient provision of financial services: 

(a) increases the productivity of available resources; that is, improves efficiency 

in resource allocation; 

(b) increases the flow of savings and investment, thus contributing to faster 

economic growth; 

(c) favors stability, through greater market integration and opportunities for risk 

management; and 

(d) can improve income distribution, by making available to those with few 

resources of their own, purchasing power with which to take advantage of their 

productive opportunities, which otherwise would have to be forgone. 

All of this does not happen automatically. There are successful financial systems 

and there are poorly performing financial systems. 

First, the financial system contributes to economic development to the extent to 

which it provides access to a wide range of financial services for wide segments of the 

population. This contribution rests on the provision of a growing range of services, 

including both loans for different purposes as well as deposit facilities, mechanisms for 



9 

the transfer of funds, and currency exchanges, as well as other specialized services, once 

market size grows sufficiently. 

Access to financial services is costly and difficult to supply. On the occasion of 

studies undertaken in over 100 countries, it was estimated in 1974 that only 15 percent 

of the agricultural producers of Latin America and Asia and only 5 percent of those in 

Africa had access to institutional sources of credit. 41 There might have been some 

progress since then, but not much. What has been amply demonstrated, however, is that 

there is a high demand for deposit facilities. This demand springs from the liquidity 

management and reserve accumulation requirements of all economic agents. While not 

all producers need credit all of the time, almost everybody demands deposit facilities all 

of the time. To open a savings account, a producer does not have to demonstrate his 

creditworthiness. Moreover, it is the client who decides when and for how much to 

deposit or to withdraw. The client is in control of the situation. The bank, in turn, will 

take into account this performance of the depositor, when the time for a loan application 

eventually arrives. The deposit represents, therefore, the usual and most effective way 

to start a banking relationship. 

Second, the financial system contributes to economic development to the extent 

to which it transfers growing volumes of purchasing power, from depositors with limited 

deposit opportunities, to borrowers with better productive options. The contribution of 

financial intermediation to economic development precisely consists of the transfer of 

resources, from less productive uses, to activities where they can be more profitably 

employed. In this way, deposits substitute for less attractive uses of the funds, while 

loans make better uses possible. The productivity of resources is thus improved. 
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Intermediation is important, because there is no reason to expect that those who 

at a given moment have a capacity to save will also possess the best investment oppor

tunities. These transfers of purchasing power through financial intermediaries thus make 

the division of labor between savers and investors possible. During periods of structural 

transformation, efficient intermediation is particularly crucial, because such is the time 

for major reallocations of resources. Purchasing power must be transferred from obsolete 

sectors, towards others where relative profitability better reflects the country's comparative 

advantages. 

The extent to which intermediation increases efficiency depends on the amounts 

so transferred. What matters is the real value of the channelled funds; their command 

over resources. What matters is not how many million lempiras of credit are granted, 

but how much seed, fertilizer, or pigs can be purchased with the loan. 

The creation and conservation of purchasing power has both macroeconomic 

requirements and intermediary-level implications. At the macroeconomic level, to create 

lempiras is easy. Lempiras can be issued (printed) at the Central Bank. To create 

nominal credit is easy, as well. To create purchasing power, on the contrary, is very 

difficult. This requires that people be capable and willing to save. In addition, people 

must be willing to place their savings in the financial system. Thus, the purchasing 

power channelled through the national financial system will increase only if income grows 

and only if economic agents find incentives and opportunities to save and to deposit. 

In summary, to be able to attract the depositor is indispensable for the transfer of 

purchasing power from surplus to deficit units. This poses a potential conflict, to the 
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extent to which interest rates attractive for the depositors may increase the cost of funds 

for the borrowers. 

Inflation erodes the purchasing power of deposits and the purchasing power of 

loan portfolios. To avoid this erosion, depositors transfer their purchasing power to other 

assets that are better forms of holding wealth in an inflationary economy, because they 

conserve value: real estate, inventories, precious metals. Similarly, to avoid the threat 

to their purchasing power from devaluation, depositors transfer it abroad; they buy 

foreign currencies (dollars) or open bank accounts in Miami or New Orleans. The 

consequence is a reduction of the real value of the deposits held in the domestic 

financial system. 

The dilemma posed is that if the Central Bank attempts to increase nominal 

domestic credit (print lempiras) faster than what the ability and willingness to save and 

the demand for money allow, inflation follows. In the end, there is more nominal credit 

but less real credit. In the race between the expansion of nominal credit and inflation, 

sooner or later inflation is the winner. 

In summary, what matters is the real amount, in terms of purchasing power, of 

financial transactions. This growth in real terms is called financial deepening. Financial 

deepening requires a cautious fiscal and monetary policy, a slow expansion of nominal 

credit, in order to make a steady expansion of real credit volumes possible. 

The main responsibility of a financial intermediary is, in turn, to keep the integrity 

of its loanable funds. The intermediary keeps those funds in custody, in the name of 

depositors (or international agencies) that entrusted those funds, so they could, in turn, 

facilitate the borrowers' productive activities. If the intermediary does not protect those 
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funds, it breaks its agreement with the depositors, who expect to recuperate the wealth 

they have made available to others. If this purchasing power is not protected, the 

intermediary will find it impossible to offer loan services to its borrowers, when these 

need its support. 

To keep the integrity of its loanable funds, the intermediary must avoid their 

erosion by inflation. This will only be possible if the rates of interest charged are 

positive in real terms; that is, if they are higher than the inflation rate. Since depositors 

look for protection from inflation, as well, the intermediary must pay a positive real rate 

of interest for the savings mobilized. One would have to be a fool to place one's savings 

at a rate of interest of 500 percent per year in Argentina today! The institution's 

interest rate policies must respond, therefore, to expected inflation rates. 

An intermediary that charges only 50 percent of nominal interest on its loans, with 

an inflation rate of 100 percent per year will experience, on this account only, a reduc

tion of the purchasing power of its portfolio to two-fifths in only three years. Thus, it 

will be in a position to offer the same credit service to only 40 percent of its original 

clientele. If it tried to service all of these clients, it could offer no more than 40 percent 

of the purchasing power originally transferred. One way or another, the quality of the 

service would have deteriorated and the institution would lose the support of both its 

depositors and borrowers. 

In order to keep the integrity of its loanable funds, the institution must also collect 

its loans. An intermediary that each year loses 20 percent of its portfolio because of 

default will be decapitalized the same as with an equivalent rate of inflation. Moreover, 
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delinquency generates a negative demonstration effect. If others do not pay, and get 

away with it, why should I pay? 

In order to keep the integrity of its loanable funds, an institution must avoid 

operational losses as well. This implies both a reduction of operation costs, avoiding 

waste and inefficiency, as well as sufficient revenues. Effectively earned interest is the 

main source of revenues for a financial intermediary. The rate of interest charged on 

the loans must cover expected inflation and the institution's operating costs, at the same 

time that it makes it possible to build sufficient reserves against default losses and it 

offers an attractive remuneration to the depositors. To achieve this balance is not an 

easy task. 

Third, the financial system contributes to economic development to the extent to 

which it offers high-quality financial services. A farmer is interested not only in sufficient 

purchasing power from the loan; he also wants the funds to be timely disbursed, the loan 

procedure to be easy and flexible, the amortization schedule to adequately correspond 

to his cash flow, and the loan term to be sufficiently long. All of these features deter

mine quality of service. The farmer wants, in particular, access to a financial institution 

that offers timely, reliable, encompassing, and permanent services. 

It is not always easy to establish creditworthiness. Most important is for the 

lender to acquire enough information about the borrower, for an estimation of the 

probability of lack of repayment. This information is accumulated through experience 

and a continued relationship with a particular client. Once his reputation as a good 

borrower has been established, the client protects it, since it is a valuable intangible 
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asset. This asset is more valuable if the credit program is permanent rather than 

transitory. 

The borrower also expects the program to be reliable; the expected losses from 

lack of access to credit when this is needed, such as during an emergency, can be very 

high. Untimely service may also cause additional costs for the producer. The more 

complete the service, such as in a "financial supermarket," the greater the convenience 

and the less the cost for the client. There are many advantages for the client from both 

holding his deposits and conducting his credit transactions in the same institution. 

The client's first interest, therefore, is a solid and viable institution with which to 

develop a long-term financial relationship. This is, indeed, the nature of his implicit 

contract with the informal moneylender. The farmer is not interested, therefore, in 

policies that reduce the quality of the service offered. Of course, if money is being given 

away, he will not refuse it, but most likely he will value the spendthrift institution less. 

Fourth, the financial system contributes to economic development when it offers 

low-cost services. This does not mean that interest rates must be kept at artificially low 

levels. What is the value of too low an interest rate, if the loans are disbursed several 

months later and not when needed, or if the bank does not authorize the expenditures 

that the farmer wants? What is the value of an artificially low interest rate, if it decap

italizes the bank to the point that it has to drastically reduce the amounts that it can 

lend? What is the value of subsidized credit, if the farmer can get it this year but not 

the next? 

It becomes necessary to recognize that, in order to be able to offer a quality 

service, financial intermediaries need adequate operation margins. It is necessary to 
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recognize, as well, that poor service imposes additional costs on the farmer, that make 

credit even more expensive. Delayed loans reduce the profitability of his activity. 

Cumbersome procedures waste his time and effort. Bankers who do not know the 

activities being financed cannot be useful to their clientele. What seems cheap turns out 

to be expensive. 

In summary, the financial system contributes to economic development if, once 

all of these factors are taken into account, its operations imply low costs, for its clientele 

and for society as a whole. The operation of the financial system at too high costs 

implies a waste of resources. These resources could be more profitably employed in 

other activities: the farmer cultivating his farm, instead of traveling to the bank in order 

to find out what ever happened to his loan application; the depositor looking after his 

business, instead of waiting in line for hours at a bank branch; the redundant employee 

of a financial institution contributing with his efforts to another productive activity. If 

these costs are too high, the corresponding transactions will not take place and financial 

deepening will decline. 

IV Transaction Costs 

Financial services are not cheap. The operation of the financial system is costly 

both for the intermediaries and their clientele. 

What matters, for production and investment decisions, it the total cost of the 

funds for the borrowers. Interest payments are only a portion of these costs, frequently 

not the most important. There are other implicit costs, such as the opportunity cost of 

the time spent in the transaction or the losses due to delays in the disbursement of the 
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funds. There are legal expenses, commissions, accounting statements, feasibility studies, 

taxes, travel costs, and bribes. There are risks of law suits and losses of collateral, if 

things do not go well. When these other costs are high, loans are expensive. These 

costs beyond interest payments tend to be particularly high in the case of small trans

actions. 

What matters for the behavior of savers is the net return on deposits, once taxes, 

travel expenses, and the cost of standing in line at a bank branch are subtracted from 

interest earned. A small depositor from a distant place, who earns 6 lempiras a year on 

his passbook account's balance of 100 lempiras, cannot even pay for the bus fares for the 

trip to withdraw his interest earnings. He will be forced, in this case, to accumulate 

wealth in other forms, perhaps domestic animals. 

What matters for the intermediary is a financial margin that covers the costs of 

funds mobilization and the costs and risks of lending and that leaves a profit that allows 

growth. A public or private financial intermediary that is not profitable, stagnates, and 

if it makes losses, it shrinks and it disappears. This can happen to any institution that 

is not worried about its profitability. 

The main indicator of a country's financial progress is a reduction in the trans

action costs incurred by all, actual and potential, market participants. A reduction in 

these costs that, among other things, allows a shrinking of financial margins, is the most 

effective way to simultaneously favor both borrowers and depositors. If the intermediary 

operates with smaller margins, it will be in a position to offer a more attractive rate of 

interest to depositors, while at the same time it charges less to its borrowers. The 

ultimate challenge is this greater efficiency, that reduces the potential conflict between 

borrowers and depositors. 
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Intermediation margins are too wide when there is not a vigorous loan collection, 

since this forces the financial institution to accumulate reserves in order to avoid 

decapitalization. In addition to a greater operational efficiency, in order ta reduce the 

cost of credit and reward depositors better, a reduction of delinquency is necessary. 

The lower are interest rates artificially set, the less the degree of access and the 

greater the number of farmers excluded from formal credit portfolios. The choice is 

inevitable: either cheaper credit but for less, or non-subsidized credit for a larger number 

and in greater amounts for each one. It is not possible to have more, without paying 

more. Similarly, the lower are interest rates artificially set, the poorer the quality of 

services provided. Quality has a cost. Finally, the lower are interest rates artificially set, 

the higher the transaction costs incurred both by the client and the intermediary. The 

under-equilibrium interest rate generates an excess demand for credit that requires non

price rationing to clear the market. This rationing increases transaction costs for all 

market participants. These costs are more burdensome and less equitable than interest 

rates closer to equilibrium levels. Cheap credit, in the end, is expensive. 

V. The New Vision 

All these considerations have led to a change of approach in the analysis and 

promotion of rural financial markets. The Ohio State University has been behind this 

change of perspective. 51 A global view, that seeks to understand the performance of the 

whole system, has substituted for the partial views of the past. The new approach has 

thus adopted a general-equilibrium perspective, a systems approach, and it has abandoned 

the partial vision and incomplete actions of earlier decades. 

.. 

: 
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Interest has moved away from the design and implementation of specific credit 

projects and programs, specialized and isolated, towards a concern with the efficiency and 

integration of markets. The new approach recognizes that the purpose of financial policy 

must be the creation of markets, when these are absent or are incomplete; the improve

ment of market performance, when this is not efficient; and the use of the power of 

financial services to integrate other markets. The contributions of finance to develop

ment result precisely from its capacity to integrate markets. 

The needs for credit and the supply of loans have been traditionally emphasized. 

This has reflected the domination of institutions by the interest of the borrowers. The 

new view insists on the importance of efficiently supplying the whole range of financial 

services. It highlights, in particular, the existence of a demand for better deposit 

facilities. This emphasis recognizes that all economic agents have liquidity management 

requirements. It considers local deposit mobilization to be a powerful tool to increase 

the viability of financial institutions. 

All the emphasis was placed in the past on interest rates: they must be low, 

claimed some; they must be high, answered others. Today we know that transaction 

costs are important, as well, and must not be ignored. While interest rates can be set 

by decree, moreover, transaction costs can only be reduced through competition, innova

tion, and efficiency. 

The traditional view emphasized the search for an ideal type of financial institu

tion. This led to the creation of specialized institutions that have enjoyed little success. 

Today we know that different institutional types possess comparative advantages to reach 

different clientele and to provide diverse classes of financial services. 
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What matters is the performance of the whole system, where numerous and 

diverse market participants are linked through flows of funds and of information. Thus, 

economic agents who borrow in one market segment, lend in another and thereby reduce 

transaction costs. 

What matters is market integration and the identification of an optimum division 

of labor among various institutional types, banks and credit unions, public institutions and 

private agents. For this, the policies that guide their behavior are more important than 

differences in institutional type. Incorrect policies send wrong signals to all kinds of 

intermediaries, independently of their organizational structure. This is why a regulatory 

environment that promotes, rather than represses, competition is critical. 

The traditional view promoted supervised credit: targeted towards specific sectors 

by reserve requirements and rediscounting programs; channelled to target clientele by the 

requirements of international agencies; and directed towards special input uses by loan 

supervision. 

What matters, however, is the creation of creditworthiness; the existence of 

economic agents able to borrow, to pay market interest rates, to efficiently use funds, and 

pay loans back. Timely, untied, flexible loans would allow these creditworthy agents to 

improve their global financial management and increase their productivity. 

What matters is financial intermediaries capable of identifying creditworthy agents 

at low cost and of servicing their varied demands for financial services as well as of 

timely collecting those loans. 

Supervised credit is a costly and fruitless way to create creditworthiness. The 

fungibility of credit makes it impossible to control the marginal use of the funds. Given 
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this fungibility, borowers can easily substitute the money from the loan for their own 

funds (marginal substitution) or channel them to non-authorized uses (diversion). 

Additionality is thus limited. Efforts to target credit, on the other hand, are a major 

source of transaction costs both for the lender and the borrower. Targeting is not only 

fruitless; it is costly as well. 

In summary, what is needed are viable institutions, capable of offering a wide 

range of financial services, to an ample clientele, independently of the end use of the 

funds. If the interest rate charged is not subsidized, the borrower will devote the· funds 

to priority uses. He knows better than anyone else how to efficiently use those funds. 

If they are expensive, he will economize them. 

VI. The Promotion of Rural Finance 

Financial services matter. The supply of rural financial services is, however, a 

costly and difficult task. The nature of the rural economy explains some of the 

problems. Potential depositors and borrowers are heterogeneous and geographically 

dispersed, their transactions are small, and risks are high. Their activity is highly 

dependent on exogenous forces. The consequences are high transaction costs and high 

risks, that reduce both the demand and the supply for rural financial services. 

Potential depositors find that the net return on their deposits is too low and save 

in other forms. Potential borrowers find that the total cost of formal loans is too high 

and seek the informal sources of credit. Financial intermediaries discover that the costs 

of administering a multitude of small savings accounts are too high. Intermediaries also 
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discover that the costs and risks of evaluating and administering a multitude of small 

loans are too high. For these reasons they offer neither deposit nor credit services. 

In order to be successful, the promotion of rural financial services would require: 

(a) changes in the environment; 

(b) changes in policies; 

( c) changes in institutions; and 

( d) improvements in financial technology. 

Elements of the environment determine the profitability and risk of agricultural 

activities and, as a result, the profitability and risks of loans to farmers. This is impor

tant, because the growth potential of a financial intermediary depends to a good extent 

upon the solvency and dynamism of its clientele. 

Farmers with low and unstable returns cannot become good bank clients. Low 

incomes limit their savings capacity and their ability to transform some of their assets 

into financial deposits. Low incomes reduce their desire to borrow, limit their oppor

tunities to profitably use loan funds, and diminish their ability and willingness to repay 

loans. 

Financial intermediaries will be more successful when farmer returns are high, 

rural incomes grow, and policies do not discriminate against farming. It is important to 

recognize, nevertheless, that credit, by itself, cannot increase the profitability of agri

culture. Credit is not a panacea. The solution is elsewhere. 

The development of the country's infrastructure, greater security in land tenure 

arrangements, and a legal framework that protects property rights and the enforcement 
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of contracts increase resource productivity and reduce transaction costs and, in this way, 

promote rural financial markets. 

In addition to the price policies, taxes and subsidies that critically influence 

farmers' incomes, appropriate macroeconomic management and financial policies are 

crucial for the promotion of rural financial markets. A cautious macroeconomic manage

ment promotes stability and protects financial transactions from inflation, their worst 

enemy. Prudential supervision of financial intermediaries promotes, on the other hand, 

their solvency and, thereby, the public's confidence. This trust is indispensable for firms 

and households to channel their savings through the domestic financial system. 

Rigid financial policies have repressed market growth in many developing 

countries. Combined with inflation and devaluation, interest-rate restrictions have 

resulted in negative net returns for depositors, in real terms, and have promoted dollar

ization and the contraction of the regulated financial system. The expansion of the non

regulated system has produced, in turn, a greater degree of market fragmentation. 

Excessively high reserve requirements have had the same effect. Interest-rate restrictions 

have forced intermediaries to adopt non-price rationing criteria that have penalized 

"difficult" clientele, including many farmers. Restrictions of competition in financial 

markets have reduced the system's efficiency. 

In addition to non-repressive policies and a more adequate regulatory environment, 

promotion of rural finance requires viable, independent, permanent, and efficient 

institutions. Inconsistent objectives reduce intermediary viability. Excessive specialization 

increases risks. Lack of deposit mobilization weakens institutions. 
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Institutional performance is determined by the behavior of managers, employees, 

and clients. The incentives that guide the actions of these agents are critical. Further

more, the intermediary must have enough authority to evaluate loan applications with 

independence and collect loans with energy. 

Similarly, new financial technologies are needed, to increase access to services, 

improve quality of service, and reduce transaction costs. New instruments and procedures 

are indispensable to more efficiently take advantage of information and to improve risk 

management. Unless costs are significantly reduced, it will continue to be impossible to 

provide financial services to a wide rural clientele. 

.. 
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NOTES 
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Professor of Agricultural Economics and of Economics at The Ohio State 
University. Previously Dean of the Faculty of Economic Sciences at the University 
of Costa Rica. The opinions expressed are the author's own views. 

See Dale W Adams, Claudio Gonzalez Vega, and J.D. Von Pischke, eds., Credito 
Agricola y Desarrollo Rural: La Nueva Visi6n. San Jose: Trejos for Ohio State 
University, 1987. 

Claudio Gonzalez Vega and Arnoldo R. Camacho, "Flujos Regionales de Fondos 
y Prestaci6n de Servicios Financieros en las Zonas Rurales de Honduras," report 
for USAID, Tegucigalpa, 1985. 

This thesis is held by the World Bank, World Development Report 1989. 

Gordon Donald, Credit for Small Farmers in Developing Countries, Boulder, 
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