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Introduction: Rural Finance and the 
Overall Financial System

Will private credit flow towards rural finance? 
Risks and transactions costs are high, due to: 

Geographical dispersion, lower population densities
Typically higher rates of poverty
Limited risk diversification options, high covariant risk 
Wide seasonal variations in incomes and resource needs 
Lack of traditional collateral.

Role played by private finance will reflect the 
overall financial environment 

Government spending needs
Allocations mechanisms for credit 
Financial Market Prices and Price Controls ( eg interest rates) 
Taxes and Subsidies
The Enabling Environment
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1. Government Spending
Is government spending high?
How large are budget deficits compared to GDP?
How is government spending financed –

taxation, borrowing abroad or borrowing at home? 
If the government’s borrowing needs in domestic 

financial markets is high, this leads to ‘’crowding 
out” of private credit

Private sector banks prefer to lend to 100% secure 
government credit, with a zero risk weight, than to the private 
sector

Limited incentive for riskier rural lending
International risk management conventions have 

supported this under Basel - 1



4

2.  The Policy Framework: Taxation

High financial system taxation can also limit 
private credit flows

•Explicit taxes on financial transactions –
•Implicit taxes – Reserve requirements on the banking 
system
•Variability in tax structure across the financial system 
can alter the role of different financial institutions, eg

• Banks versus non-banks and finance companies
• Loans versus leases
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3. The Policy Framework: 
Directed Credit: Quantitative Controls

“Credit Rationing”– due to higher transaction costs 
and higher perceived risks 
Lenders tend to limit quantity, even if prices are flexible
Excess demand for credit at going interest rates

• Traditional government solutions: sectorally
directed credit (quantity controls) combined with 
lower than market interest rates (price controls)

• Direct budgetary support, or off-budget support, 
often through ‘directed credit’ programs at banks

• A common consequence: ‘Capture’ of subsidy 
by a limited number of wealthy farmers.

• E.g., In Brazil, 25% of demand deposits are earmarked for 
agricultural lending

• Result: The largest 2 percent of the borrowers receive 57 percent 
of the loans, while the smallest 75 percent of borrowers receive
only 6 percent of credit
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4.  The Policy Framework: 
Setting Interest Rates: Price Controls
• Interest rate caps – can prevent lenders from 

adequately covering perceived risks and high 
transactions costs

The consequence is that total credit goes down 
instead of going up, as private lenders are 
discouraged

• Interest rate caps have also been capped by 
governments to prevent usurious lending practices

Today safeguards for consumer protection help guard 
against such practices

• Since interest rates are market signals, a 
consequence is the distortion of market signals –
thereby affecting overall resource allocation
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5. The Policy Framework: 
Ownership of Financial Institutions: 

State Banks (1)
• Programs of directed off-budget support have often 

been funneled through publicly owned banks
• Public ownership has implied that such special 

programs could be given more weight than profits
Key performance indicator: volume of agricultural 
credit disbursed 

• Less emphasis on: 
Loan recovery and institutional sustainability
Serving non-agricultural rural activities that can help to 
spread risks
Strengthening intermediation by mobilizing rural 
savings. 
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5. The Policy Framework: 
Ownership of Financial Institutions: 

State Banks (2) 
• A frequent result of using state banks to 

channel such resources:
Poor loan portfolios and institutionally unsustainable 
rural financial institutions 
…leading to costly failures arising from incentive 
problems and poor governance. 
In Mexico and India, for example, nationalized 
financial institutions bore a large part of the 
responsibility for rural lending. 
In the Philippines as well as in India, rural lending was 
also an obligation for private banks. 

• If ‘incentives were right’, would state banks behave 
differently? New experiments suggest that 
governance may matter more than ownership –

FIRA in Mexico



9

6. Other Areas of Financial 
Regulation

‘Level Playing Fields’ – Relative taxation of 
microfinance and banks

Level Playing Fields – Relative roles of deposit 
insurance

The Role of Microfinance in rural finance – is 
deposit mobilization permitted?

The Role of Microfinance – direct, delegated or 
auxiliary supervision? 
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Is there a case for interventions in 
rural finance markets? 
…due to the existence of real market failures in such markets? 

This is a widely debated issue.

Besley (1994) points to imperfect information, high transaction 
costs, contract enforcement problems, and the need to safeguard 
against the monopoly powers of some lenders, as factors which 
reinforce the case for intervention in such credit markets. 

Imboden (2006) (United Nations ‘Blue Book’) echoes the message 
that market imperfections can exist

• Even if market interventions are considered necessary there is a
case for increasing their efficiency and effectiveness according to 
clearly defined criteria. 
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7. Building an Enabling Environment
Financial Infrastructure: Credit Rating

High costs of rural lending are in part due to information 
asymmetries

Increasing information about prospective borrowers through 
instruments such as credit rating agencies can help alleviate this

Laws of banking secrecy may be an impediment

Sharing of information between financial institutions can be 
difficult initially and provides a case for government intervention

Automated scoring models to be used by lenders can 
complement information obtained from rating agencies
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8. Building an Enabling Environment
Legal and Institutional Infrastructure

Some countries have employed legislative provisions 
to expand outreach – eg disclosure based rules 
(CRA), South Africa Charter, Britain’s Banking 
Charter

Stronger support to the legal framework for 
bankruptcy and creditors’ rights has been shown to 
have a huge impact on credit availability (Beck, 2000)

Enhanced competition in the provision of financial 
services would also help to expand outreach
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9. Building an Enabling Environment
Technology and Payments

Greater connectivity (telecomm, vsat) is a 
precondition for many forms of banking service 
distribution – ATMs, POS devices (huge increase 
compared to conventional branches)

Retail payments services can be built to reduce 
marginal costs to end users, if initial costs are borne 
by governments / central banks / other banks

Use of technology also requires appropriate legal 
framework, to identify and appropriately allocate 
residual risks in the systems
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10. Building an Enabling Environment
Training Services

Financial awareness programs now considered 
increasingly important to enable end users to 
recognize potential services and reduce misgivings

Business incubator and mentoring models for small 
business (eg, UK) (BDS)

One-stop services provided by rural extension 
workers? 

Finally, monitoring and evaluation, to strengthen 
programs and learn from experience
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