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Subsidized Credit, Cooperatives, and Land Reform

Rise of Cooperatives and Credit in Post WWII

After WWII, there was a great deal of mistrust of market institutions, especially in rural areas. It may seem ironic that the late colonial period was a period of great suspicion of markets. However colonial administrators in Britain and France were suspicious of market institutions that were not controlled by nationals. The thrusts to build up the state in markets in British and French were both statist.

Subsidized credit and cooperatives were responses to that mistrust. Cooperatives were most commonly used for: 1) administering subsidized credit; 2) marketing of crops. Alternatives were state marketing boards.

Subsidized Credit

It was perceived that credit was a limiting factor to rural agriculture, and that existing mechanisms for credit (e.g., money lenders) were very exploitative. Interest rates in rural areas were extremely high. Thus the use of subsidized credit was seen as a way to push rural agriculture. These experiences with rural credit were largely disastrous. State involvement of rural credit markets allowed advantaged to get privileged access to credits, most of which were never paid back. Repayment rates were typically in the 30% range. 

It was bad enough that these rural credit projects were ineffective, not self-sustaining, and not egalitarian. But subsidized credit also had negative effects on agriculture. Subsidized credit led to the creation of highly statist market mechanisms. People were given people credit in the form of inputs targeted to particular agricultural practices. To ensure repayment, marketing of the crop had to be done through a monopolistic marketing channel. This created monopolistic input and output markets. If these mechanisms were flawed, they created distortions and problems for production. Ex. inputs often arrived late (timing is critical for rain-fed agriculture). Cooperative or state marketing channels were not effective. Not unheard of to find repayments (for selling crops) to be delayed as much as two years (depreciation of value).

Evolution of Rural Credit Schemes

By late 1970s, wide consensus had developed among economists that subsidized credit was a developmental disaster. In addition to supporting the administration of ineffective systems, subsidized credit also inhibited the development of rural savings. So donors shifted to subsidiing not interest rates but administration of credit. We move away from subsidized interest rates, because when you sub interest rates, you almost guarantee that people with political influence will monopolize the loans. It isn't that you can't create an equitable system of subsidized credit, but the inherent incentives are to abuse the system.

Other trend was to use groups of guarantors of loans. Try to take advantage of 1) rural social networks, 2) the superior knowledge of who is credit worthy, and 3) social pressure to repay loans. This was not a new idea, Rene Demound wrote in late 60s when he was a development officer in French West Africa. Gramine is the entrepreneur that brings the ideas together, but he is not the inventor. Builds a quite massive network.

Simultaneously work that showed that private rural financial markets were not necessarily exploitative. When you calculate the amount of administrative costs of money lenders and the high risks associated with loans in rural areas, that the interest rates were not that unreasonable. Part of the reason why people were willing to continue to work with money lenders is that they were flexible. Repayment could be delayed if it  was a bad crop year.

But studies also recognized that these had a lot to do with local monopolies. Local markets were being dominated by one or two people, able to set high prices. Best way to force down prices was to improve rural transportation networks. Whole other thrust. One of the most effective thing you can do to improve the efficiency of rural markets is to improve roads so more middle men can get involved. In India, repayment rates of 95% and higher were possible. The fact that credit became more equitable and more efficient is not to say that it is equitable or efficient - problems still exist.

Reasonable to ask about equity. When people form savings and credit groups, and people who are bad credit risks (e.g. poor) are excluded. Poorest of the poor are likely to have problems getting groups together. An advantage for administering credit through rural groups is that it is likely that they will be socially and economically homogeneous. Homogeneity helps efficiency.

Cooperatives

Prior to WWII, most marketing was dominated by monopolies, multi-nationals. Post WWII period, get a strong movement against private markets and private monopolies, largely in response to what was happening in Europe (perceived strength of Soviet, rise of socialism in Western Europe). This led to the rise of cooperative federations. These have remained extremely popular among those who care about rural equity.

There are two ways to control responsiveness of institutions to rural needs: 1) strengthen voices at the bottom (ability of people to express themselves), and 2) strengthen exit option - ability to leave and go to another provider. In post-WWII period between 1945 and 1980, we see groups attempting to increase voices at the bottom as a way of addressing the lack of exit options in rural financial markets. 

The monopolistic form of cooperatives is not essential for cooperatives. In Latin America cooperatives did not gain monopoly power. But in most parts of the world, cooperatives did gain monopoly. Monopoly gives power. So the question is not that monopoly exists, but how that power is used. Sometimes a monopoly is used effectively - farmers associations in Taiwan. 

What Makes Cooperatives Effective

Cooperatives do represent an attractive institutional forms where there are conflicted markets, but the conducive conditions for cooperatives exists in a smaller range of circumstances than we believed in 1960s and 1970s. Effectiveness of cooperatives was studied in 1970s - Scandinavians were major financiers of this research. Saw much diversity in effectiveness. Outcome: Cooperatives worked best in areas where rural communities were more homogenous (i.e., ethnically less diverse, production systems which are unimodal and not bimodal). Leonard would also add that cooperatives are more effective in contexts where there is real social upheaval about whether rural markets are equitable.

In the mid-western US, cooperative markets were formed in a context where private markets were perceived to be controlled by outsiders. The context was perceived as an "us vs. them" conflict. In east Africa, conflict was seen as Kenyans vs. south Asian middlemen. Brits and Africans ganged up on Asians who were perceived to be using family networks to maintain market dominance. Insider vs. outsider conflict. Strong sense of commonality helps to mobilized communities to overcome the collective action problem and the need for much larger and complicated organizations. However when people work in an area where private markets are equitable, there will be less incentive for organize. Cooperatives are also most effective when they're working in a competitive market - people have an exit option.

Since 1980s, there has been much more concern in the Bank with creating more competition in rural areas. However this is often difficult to achieved because there are powerful vested interests in monopolies. Ex: the World Bank thought it had agreement on the privatization of grain markets in Kenya since 1982. But they have been given the run-around not because the political elites don't realize that privatization would be more effective, but because the ethnic group which would most likely dominate the market is currently out of political power.

Other ways to improve rural markets: improve roads and diffusion of information. In mid-west, the early morning radio hours are dominated by what the buying price of main crops are in Chicago. Traders make huge killings on slow diffusion of information. Other way is regulation (standardization) of weights and measures. Often traders exploit people by using false weights and measures. 

So where before the emphasis was on improving voice in rural institutions, today the emphasis is on improving exit (i.e., competition). Other take home message: importance of homogeneity, the importance of "us vs. them" perception, and the importance of social infrastructure in strengthening rural markets.

Rotating Savings Groups

It is not a coincidence that the majority of micro credit projects serve rural women. A common form of this is a group of friends that meets once a month or so. Each member contributes a bit of money, and each month one of the members gets to use the whole pot. Women have a harder time protecting their savings from their spouses. These savings groups are very common in east Africa. Big thing in East Africa was to get a tin roof because then you can collect the rainwater. Rotating groups are a traditional social form - not donor driven. Accounting needs are not very high. Good way to save money. One thing you have to do is to guarantee that the person who gets the money first will stay in the group, that's where the social pressure system comes in. This form doesn't exist in the middle east, because women aren't allowed to interact outside the home. 

Homogeneity of Production Systems

Programs which are vulnerable to inequality are more likely to produce inequality in areas which are more homogenous (unimodal production system). If there is already inequality (bimodal systems - which tend to bifurcate technology used, etc), then the program is likely to produce inequality. Strength of Asian development is that it is unimodal.

Land Reform
To do land reform in Latin America is more difficult because you're switching from a large farm production system to a small farm production system. Much change the technology used, financing, crop selection, etc. In a small farm production system, you need more roads because the traders need to go to the farms. You're breaking up farms into smaller units that had never been farmed in that way. Availability of food for urban markets may decline initially after switching to smaller farms, because smaller land holders are more likely to consume more of their crop.

Other complication: how do you divide up land is a very complicated task. the evidence suggests that land reform is most effective when it is carried out in a local participatory process (local people have the information), supported by a national political process supported by the international community. In these conditions you are more likely to get a land reform process that will stick.

The inherent complexity of land reform suggests that it should be built up slowly. But you don't have this luxury with land reform. Once people know land reform is coming, people will try to avoid being vulnerable land reform: they will divide their land among relatives. They may also start to run down the land - fertility needs to be met. Ex. tobacco depletes the fertility of the land very rapidly. Easy to do land reform badly, partially, and ineffectively.
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