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A BRIEF HISTORY OF RURAL FINANCE 

 
 
Rural credit, which includes the provision of savings and loan services for agricultural 
production activities and non farm enterprises, has played an important role in donor 
development policy over the past 40 years. By the mid 1980’s, formal institutions in the world’s 
developing economies had purveyed up to US$50 billion annually in rural credit, of which up to 
5% came from donor agency funding. In addition to formal sector funding, the informal sector 
sources of funding including family loans, rotating credit and savings schemes, and 
moneylenders contributed an estimated five times the formal sector amount per year. These 
numbers provide some perspective on the significance of rural credit programming in the 
development community at the height of its popularity. 
 
The beginnings of rural credit as a development strategy in emerging economies can be traced  to 
the decade of the 1950’s after more than two centuries of government policies based on the 
promotion of colonial economic interests  over agricultural production. Credit was provided 
primarily for large scale commercial production to supply colonial powers with agricultural 
goods. Small landholders and local markets were all but ignored.  
 
As independent nations began to emerge, development strategies began emphasizing assistance 
to the rural poor. It was at this time that rural credit, in addition to other inputs such as improved 
seeds, fertilizer, organic pesticides, and capital investments began to be perceived as a means to 
break the vicious circle of low capital, low productivity, and low savings of the rural poor.  
 
The Green Revolution” of the 1960’s demonstrated that improved seeds, fertilizer and other 
inputs could greatly increase farming yields. The early successes of the Green Revolution 
resulted in greater involvement and resources from development organizations such as Agency 
for International Development (AID) and the World Bank to finance research to improve 
agricultural technology and promote the role of rural financial institutions such as rural 
development banks and cooperatives as sole providers of credit to the rural poor.  The perceived 
role of these lending institutions was as a supplier of low cost credit to improve agricultural 
production. Credit was a seen as an important input for small farmers to access new farm 
technologies to improve their production. Thus, low-cost credit was seen as a critical 
promotional tool. In many programs, credit was included as a part of an integrated agricultural 
project that included new seeds, fertilizer, extension, and marketing services.  
 
By the late 1960’s and early 70’s several key evaluation of ongoing rural development programs 
began demonstrating disturbing trends. They had found that a major portion of the credit 
provided by formal lending institutions was not reaching the rural poor but rather larger 
agricultural operations. In fact, in many instances, credit had been rationed out on the basis of 
political cronyism. Studies also found that many institutions were not able to meet their 
operating expenses through the interest earned on loans. Loan defaults were also rising in many 
rural credit programs as a result of the poor match between technology and credit. Many times, 
credit had been directly tied to the purchase of an inappropriate technology that did not 
contribute to increases in production. The approach of the adopted during the 50’s and 60’s by 
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donor institutions began resulting in spectacular failures of rural credit programs. As a result, in 
1973, AID conducted a critical analysis of its rural finance portfolio. The most important 
conclusions of the analysis included the following:  
 
** Program arrears and loan defaults were endemic in the majority of rural finance programs. 
Much of this was a result of inappropriate loan terms and conditions offered to borrowers, lack 
of adequate technical assistance for borrowers introducing new production technologies, or 
borrowers unwillingness to pay back loans. 
 
** Many programs experienced credit rationing problems. These were characterized by either 
“intensive” credit rationing: whereby few borrowers received very large loans(hence crowding 
out the potential for poorer borrowers to access loan capital), and/or “extensive” credit rationing: 
many poorer borrowers received small loans that did not allow for adoption of new technologies 
and that were mostly used for consumption. 
 
** There is no preferred model for the delivery of financial services to the rural poor. Successful 
institutions are those that can reach the maximum number of clients at a minimum cost. This was 
possible through decentralization of operations, streamlining of loan application process, and 
tapping into local savings. 
 
** The much maligned informal market for rural credit has much to offer the formal market in 
lessons learned. The informal market provides efficient, user friendly credit with minimal 
amount of transaction costs to the borrower. As a result, the rural poor continued to prefer 
informal sources over the development banks and cooperatives.   
 
** Rural households operate a series of seasonal non farm income generating activities that 
provide the household with steady streams of income throughout the year. As such, credit should 
not be perceived only as one in a series of inputs needed by farmers to improve productivity. 
Credit should be recognized as a powerful tool to support the entire rural household economy. 
Loan products should be catered to meet these diverse rural household needs.  
 
** The capacity for rural households to save has been grossly underestimated. Savings is a 
tradition in many emerging economies. More efforts were required by financial institutions to 
capture rural savings by providing attractive returns for deposits. In this way, financial 
institutions could increase their role in financial intermediation by mobilizing borrower savings.    
 
The 1973 AID evaluation was important in that it was the primary force behind the development 
of the “institutional approach” to rural finance over the “development approach” of the 50’s and 
60’s. The institutional approach emphasized the importance of financial viability of lending 
institutions, removal of subsidies, and mobilization of savings over credit for productive 
purposes. Although the institutional approach was strongly advocated by researchers, primarily 
from institutions such as Ohio State University who began to further analyze the role of financial 
intermediation can play in the provision of sustainable credit, it took several years, (and many 
more loan defaults) until organizations such as the World Bank IDB, and even AID began to 
adopt policies emphasizing suitable delivery of credit to the rural poor.  
 



A Brief History of Rural Finance 3 

Since the mid 1980’s, in the face of mounting arrears & high costs inefficient credit delivery 
mechanisms, in addition to  political influence from government leaders eager to cater to 
powerful interests(not the rural poor),  funding from the major donors for rural finance began to 
decline significantly.  It was also at this time that NGOs began playing an increasing role in 
filling the gap left by development institutions. One of the advantages NGO’s brought to the 
field of rural finance was stronger linkages and participation by local communities. NGO 
programs, although generally small in scale and far from being sustainable, were designed and 
implemented with a focus on full community participation in the management of community 
financial needs.  Loan products were also catered to the special short term and longer term 
financing needs of the rural household. Women began to be recognized as an important force 
behind household consumption patterns.  For practitioners the implication and lesson to be 
learned from NGO rural programs are vital and are only beginning to be documented and 
considered as significant contributions to the field of rural finance.      
 
The new thinking in rural finance marries microcredit efficiency and sustainability concepts with 
the institutional approach to rural finance. Proponents of the latest thinking postulate that rural 
microfinance programs such as Grameen and FINCA (an international NGO that promotes the 
village banking methodology),  have demonstrated that rural borrowers can be  bankable clients. 
The new challenge is to expand lending coverage to include primary farm activities in addition to 
the non farm activities supported by microfinance programs. Financial institutions should mimic 
the strategies of the rural poor who diversify their risk by engaging in both farm and non farm 
economic activities. Diversification of the lending portfolio is a sound business strategy that 
helps guard against the complete disintegration of the institution in the event of crop failure. 
 
But this is really only one side of the story. The more difficult aspect that has not been addressed 
is the continual need for improved technologies for the rural poor to increase efficiencies and 
production yields. Of course, in order to sell these increases in production, farmers also need to 
innovate to expand their markets.  We know that we cannot tie credit to inappropriate new 
technology. We also know that short term credit can be offered efficiently and sustainable to the 
rural poor and that the rural poor have significant absorptive capacity for loans. What is yet to be 
determined is how to link financial services with the non financial service needs of the poor in a 
sustainable manner.   
 


