
319

MODULE 7: INVESTMENTS IN RURAL FINANCE FOR AGRICULTURE

AGRICULTURE INVESTMENT NOTE

FINANCIAL SERVICES
THROUGH STATE BANKS

Networks of state banks or recently privatized
state banks with extensive rural branch net-
works offer a mechanism for introducing low-
cost financial services at scale, as these are
frequently the only multiservice financial
institutions that have extensive networks in
rural branches. Technical assistance to improve
management and training can help these
institutions fill the gap in financial services for
farmers and their households. However, such
support is only recommended where both the
state bank management and government
owners (if any) are committed to allowing
sufficient space for good practice financial
services to be introduced. Given the long
history of directed credit and undue political
influence, unqualified support to state banks is
not advisable. Also, where privatization is the
goal, there is a danger that new owners will
change the focus of the bank away from
serving poorer agricultural clients.

Financial institutions with large rural branch
networks offer the potential for low-cost access
to a range of financial services. State-owned
banks that may have extensive rural networks
of branches or outlets include agricultural
development banks, regional development
banks, savings banks, and postal banks. Priva-
tized state banks may also have significant rural
outreach, and this Note is also relevant to those
that do. In many cases, however, the
privatization process has resulted in reduced
rural branch coverage.

PROVIDING FINANCIAL SERVICES
Specialized MFIs have tended to avoid clients
that depend on agriculture, or live in geo-
graphically remote areas. This is due primarily

to the risks involved with agricultural lending
and the cost of maintaining service points in
sparsely populated rural areas characterized by
cyclical demand. Moreover, nonbank financial
institutions, such as NGOs and credit unions,
are more limited in the range of financial
services they can provide. Therefore, they may
not be able to supplement income from lend-
ing with income from transfer payment and
deposit services.

Offering diverse financial services through
existing banking infrastructure has greater
potential for viability if the branch network
runs efficiently and at low cost. There is an
increasing number of examples of financial
services being offered successfully to rural
populations through state banks, taking advan-
tage of existing branches, assets, established
customer base, existing transfer and remittance
services, operating systems, and banking
licenses to lower initial and subsequent costs.
The shortcomings of state banks are well
known, however, and their vulnerability to
political influence, associated with a tendency
toward subsidized and/or directed credit,8  has
rightly made working with such banks unattrac-
tive for the World Bank and most donor agen-
cies. This Note does not advocate a return to
either unqualified support to state banks, or
lines of credit through state banks. What it does
explore are ways to build on, or take advan-
tage of, their infrastructure, services, and
systems to extend a range of viable, demand-
driven and low-cost financial services to agri-
culture-dependent populations and
agribusinesses.

There are three main options for engaging with
such banks: i) a management-led turnaround of
the bank, ii) the creation of a specialized unit
that utilizes bank branches and systems, and iii)
linkages with other financial service providers.
The first is the most ambitious, as it implies a
complete reform of the bank. The second does
not address the weaknesses of the overall

8. The World Bank’s OP and Bank Procedure (BP) 8.30 on Financial Intermediary Lending do not permit directed lines of credit and interest rate subsidies.
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bank, but rather attempts to set up a subsidiary
or department with sufficient operational
independence to implement good practice
micro or rural finance through the existing rural
branch infrastructure. The third option makes
use of state banks without needing to work
through them directly.

MANAGEMENT-LED BANK TURNAROUND. Management
contracts supplemented by technical assistance
produced the recent impressive performance
turnarounds of two state banks: the Agricultural
Bank of Mongolia (AgBank), and the National
Microfinance Bank (NMB) of Tanzania (see box
7.10). The respective governments used United
States Agency for International Development
(USAID) (in the case of Mongolia) and World

Bank (in Tanzania) funding to contract a US
consulting firm to provide management and
technical assistance over a period of at least
two years.

These contracts sought to make the bank
financially sound; add new financial services
tailored to previously neglected yet attractive
market segments, such as the poor and low
income groups; and prepare the bank to
operate independently. The contracts included
the cost of temporary foreign senior manage-
ment, intensive technical assistance, systems
and infrastructure improvements, and new
product development and marketing to diver-
sify financial services and improve branch
viability.

SPECIALIZED MICRO OR RURAL FINANCE UNIT. Creation
of a specialized financial service department or
subsidiary within a state bank structure can
help insulate the bank from political influence
and provide freedom to operate along lines of
internationally accepted good practice. The
success of the local microfinance units (unit
desas), state-owned Bank Rakyat in Indonesia,
the world’s largest sustainable microfinance
provider, illustrates the potential of autono-
mous units within a state bank structure.
CrediAmigo, an autonomous microfinance unit
set up by Banco do Nordeste, a regional
Brazilian development bank, is a more recent
example (see box 7.11).

LINKAGES WITH OTHER FINANCIAL SERVICES PROVIDERS.
Arrangements that allow specialized financial
service providers to take advantage of infrastruc-
ture, staff, and systems of state, savings, and
postal banks can improve access to diverse
financial services for agriculturally dependent
populations. An agreement with a postal savings
bank, for example, may allow a financial institu-
tion to provide money transfer services to their
customers. Microfinance NGOs that are not
allowed to offer deposit services may be able to
negotiate access to savings schemes for clients
through state banks. For example, the
Senegalese Postal Savings Bank began offering
deposit services to client groups of microfinance
NGOs in 1995. Small rural credit unions can also

Box 7.10 The Agricultural Bank of Mongolia and The National

Microfinance Bank of Tanzania

The Agricultural Bank of Mongolia (AgBank) was formed in
1991 out of the breakup of the State Bank of Mongolia, and by
1999, after several failed reform attempts, was in receivership. A
US consulting firm was contracted in 2000 to improve the
viability of its existing rural branch network of 275 service
points. AgBank has dramatically improved its profitability
through management reform, and introduction of new
products. AgBank invested in market research leading to
product development and then product marketing to encour-
age client uptake of services. New loan and deposit products
breathed life into previously underutilized branches. After losses
of more than US$4 million in 1999, AgBank attained profitability
in January 2001. Although lending activity in many rural
branches is at a relatively low level, operating costs are
correspondingly low. AgBank was privatized in early 2003 for
US$6.8 million.

The National Microfinance Bank (NMB) of Tanzania with its
rural branch network of 100 points of service was created in
1997 in a spin-off of assets of the state-owned National Bank of
Commerce. The government contracted a US consulting firm to
place an external management team in the bank. Public
confidence in the bank grew, as did deposit levels. New
microloan products were researched and designed to develop
a lending business, and the loan portfolio grew from zero to
over US$4 million, with more than 10,000 loans (average loan
size of US$400), including microenterprise and consumer loans.
The number of branches has increased to 115 (43 of which
offer loans), and performance has improved notably. NMB is
now one of the most profitable banks in the country.

Source: Dressen, Dyer, and Northrip 2001.
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benefit from state banks by having a safe place
to store their excess funds. Donors may support
such linkages by providing funding for harmo-
nizing systems and procedures, management
information systems, improving transfer payment
systems, technical assistance for microfinance
product design, and training for staff involved in
the linkage arrangements.

BENEFITS
Improving the quality, efficiency, and range of
financial services on offer through rural branches
of state banks serves the diverse financial needs
of rural populations at scale. Moreover, adding
new financial products to an existing network
and product range can be cheaper than investing
in and maintaining specialized infrastructure, and
can therefore allow for lower cost financial
services to the end users.

A full management-led turnaround of a state
bank is the most ambitious and costly of the
approaches presented in this Note, and can
appear expensive. The management contract
for AgBank in Mongolia was almost US$3
million. Other donors such as Deutsche
Gesselschaft fur Technische Zusammenarbeit
(GTZ) also provided at least US$2 million in
direct technical assistance and training. This
appears more reasonable when compared with
either the eventual privatization proceeds
(US$6.8 million), or AgBank’s loan portfolio
(US$25 million). For Tanzania’s NMB this
simple cost-benefit comparison is less favor-
able, with an overall contract of US$7 million
and a smaller portfolio (US$4 million), but a
wide array of deposit products are offered and
over 21,000 loans have been disbursed. More-
over, both banks have been turned around
from being cash drains to a profitable status. In
the case of Brazil’s Banco do Nordeste, less
than US$1.4 million in grant-based technical
assistance helped produce a sustainable pro-
gram with over 100,000 active clients.

POLICY AND IMPLEMENTATION ISSUES
CREDIT FOR AGRICULTURE. There is no guarantee
that small farmers will be able to access finan-

cial products designed for agricultural activi-
ties. Neither CrediAmigo nor NMB have yet
moved into agricultural lending on any scale.
Banks need to take rational decisions as to the
relative risk and return from agricultural lend-
ing compared to other financial services, and
should not be forced into directed agricultural
lending. An important first step is to ensure that
the bank has the management capacity, sys-
tems, procedures, and product development
skills to expand into product areas such as
agricultural lending. Parallel initiatives to
improve the policy and operating environment
for rural finance for agriculture and the risk
profile of agricultural activities can improve the
perceived attractiveness of financing agricul-
ture. BAAC, a reformed agricultural develop-
ment bank in Thailand, illustrates the potential
of state banks in agriculture, as over 90 percent
of the loans to its 5 million borrowers are for
agricultural activities.

PRIVATIZATION. If privatization is an eventual goal
for a state bank under a management turn-

Box 7.11 Brazil: Banco do Nordeste

In 1995, a new president of Banco do Nordeste implemented a
reform of the bank and contacted the World Bank about
developing a microfinance program. The bank had 176 branches
throughout the northeast region, and was willing to adopt good
microfinance practices (interest rates that fully cover costs, and
a commitment to high levels of loan recovery) and invest in the
training, information, and operating systems needed for
microfinance. Preparation and rollout took several years, but
the results achieved have been impressive. With over 100,000
active clients and an outstanding loan portfolio of more than
US$24 million, CrediAmigo, an autonomous microfinance unit
in the Bank, is now one of Latin America’s largest microfinance
providers.

During a pilot stage, Banco do Nordeste secured high quality
international expertise (through a leading microfinance NGO)
and learned from microfinance in other countries through
management study tours. After CrediAmigo was initiated as a
pilot in five branches, the Bank arranged a US$900,000
Japanese government grant to fund systems development and
further technical assistance. Once the Bank decided that Banco
do Nordeste was ready to scale-up safely and effectively, a
US$50 million World Bank loan to support expansion was
finalized in 2000.

Source: Schonberger and Christen 2001.
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around contract, ongoing support beyond the
length of that contract might be necessary to
ensure that improved performance continues
over the longer term. Achieving profitability is
an important first step, as commercial owners
are unlikely to close profit-making product
lines and branches. Mongolia’s AgBank will be
a test case of the management turnaround
approach, and whether the vision of improving
branch viability rather than simply closing
branches is continued. The same U.S. consult-
ing firm that had helped turn the bank around
to profitability has been given an ongoing
management contract by the new owners,
which is a positive indication of intent.

LESSONS LEARNED
The following are critical conditions for success
in working with state banks through either a
management-led turnaround or a specialized
unit/department. Where these do not exist, the
alternative of facilitating interinstitutional
linkage arrangements should be considered,
with contractual arrangements designed to hold
the state bank to minimum relevant standards
of good practice.

COMMITMENT TO GOOD PRACTICE FINANCIAL SERVICES.
The government, board, and management of
the state bank must agree to introduction of
sound financial service practices and refrain
from exerting political influence on bank
decisions. Good practice includes: strict loan
repayment, separate staff incentive and
monitoring systems, full cost interest rates,
and appropriate reporting and portfolio
management practices. The case of BAAC
illustrates the danger of not having a clear
separation from government influence (see
box 7.12).

DEMAND FOR NEW FINANCIAL SERVICES. Since there is
little competition from other financial service
providers offering deposit and transfer payment
services in rural areas, lack of demand is
unlikely to be a constraint, except perhaps in
remote underpopulated areas.

COMMITMENT TO LONG-TERM ENGAGEMENT. Donors, as
well as state banks and government must take
a long term view of reforms. In Banco do
Nordeste’s CrediAmigo program, an initial pilot
provided important lessons for subsequent
scaling-up, and a World Bank loan was not
approved until almost five years after initial
contacts were made.

RECOMMENDATIONS FOR PRACTITIONERS
• Only consider working with state banks if

there is sufficient long-term protection
from government influence. The BAAC
example illustrates the risk of political
decisions influencing Bank policies.

• Be prepared for substantial technical
assistance and systems investment.
Funding will likely be needed to update
systems, improve procedures, improve
external public image, enhance cus-
tomer service, and train staff. Such
investment is critical to success and
should not be seen as optional. If suit-
able funding is not available, the less
ambitious linkage option should be
considered (see box 7.13).

Box 7.12 Thailand: reformed agricultural development bank—BAAC

BAAC is a good example of a reformed agriculture develop-
ment bank by virtue of its enormous outreach, with 86 percent
of farming households in Thailand as clients. In 2001, BAAC had
over 5 million borrowers, a total portfolio outstanding of
US$5.7 billion, and deposits totalling US$5 billion. However, a
debt-suspension program was initiated in 2001, giving partici-
pating farmers two options. Under a debt moratorium no
interest or principal would be due until 2004, but participants
would not be eligible for any new loans. Alternatively, under a
debt reduction option, farmers who continued to repay loans
would receive a portion of their interest payments from the
government and still remain eligible for future loans. So far, 1.1
million clients (21 percent of total portfolio) have enrolled
under the debt moratorium scheme and one million (14
percent of the portfolio) have enrolled in the debt reduction
scheme. This high level of loan reprogramming could cause
BAAC serious repayment problems and undermine its culture
of high repayment.

Source: CGAP Internal Documents.
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• Proceed ambitiously but cautiously. Banco
do Nordeste decided to scale-up the
CrediAmigo pilot program too early and too
fast, expanding from five branches to 50,
and to 100,000 clients within the first year of
operation. The resulting heavy loan losses
led to a temporary slowdown in expansion
and an intensive loan recovery program.

• Support development and introduction of new
financial products. Market research linked to
product design and piloting can result in
products that better suit the diverse financial
needs of rural clients, that are appropriately
priced, and that lead to increased client
uptake and branch transaction volumes.
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Box 7.13 Potential investments

• New senior management to reform the bank.
• Technical assistance to introduce new lending instruments

and systems.
• Infrastructure improvements.
• New product development and marketing.
• Funding to improve and harmonize systems, procedures,

and reporting.
• Training and orientation for staff and management of the

institutions.

Source: Authors.


