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ABSTRACT

The study aimed at assessing the effects of lending practices of Kakum
Rural Bank on its borrowers. Both probability and non-probability sampling
techniques were used to select a sample of 256 respondents from four agencies of
the bank. The main instruments used to collect data were the interview schedule
and the questionnaire. Descriptive statistics and SPSS software were used to
analyse the data. The results were presented in charts and frequency tables.

The results disclosed that: it was difficult for credit recipients to raise a
group that was jointly liable and credit worthy to serve as social collateral,
recruitment of additional labour was difficult; the bank’s lending operations were
generally perceived as satisfactory; there was an increase in recipients’ financial
status, production and output levels; recipients were able to contribute towards
social activities in their communities and provide household needs promptly.

It is recommended that the bankshoulddisbursemore credit on time,
whenthe assessment of clients’ project viability and credit repayment records is
good. Clients should use the credit judiciously and follow the bank’s instructions

in order to enhance their livelihoods and promote additional labour recruitment.
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CHAPTER ONE
INTRODUCTION
Background to the study
Many African countries experienced economic crisis in the 1970s and are
currently restructuring their economies under the tutelage of the World Bank and
the International Monetary Fund (IMF). The restructuring process has had
pervasive effects on the livelihood strategies of many people as their established
means of income generation have been disrupted. Many people, responding to the
changes, have become involved in multiple economic activities that combine
salaried and non-salaried jobs (Roenen, 1997). Although such practices have a
long history in African countries (Morna, 1989), the neo-liberal reforms have
made this strategy imperative for people of diverse socio-economic backgrounds
(Chew, 1990). The changes in livelihood strategies, including those earning fixed
income, have eluded both academicians and policymakers who have interest in
the rural poor to focus on their desperate attempts to survive through the informal
sector. These stakeholders attest to the fact that credit plays a major role in the
survival processes of various poor households.
In Ghana both pre and post-independence governments have realised that
the greater proportion of the population live in the rural areas. The greater

proportion of wealth and productive resources of the nation are also generated in



these areas. According to the Food and Agriculture Organisation (FAO, 2004),
Ghana’s rural population constitutes almost 62 per cent of the entire population
and they are predominantly subsistent farmers and small-scale entrepreneurs,
made up of wood carvers, fish-mongers, kente cloth weavers, food processors,
iron mongers and many others.

The traditional subsistence agriculture is notable for its low sophisticated
technology and low level of productivity. Paradoxically, greater proportion of the
economically active population is concentrated in this sector. This large rural
population depends on the small urban market for the disposal of its produce.
Besides, migration of highly skilled personnel from rural to urban areas has been
the major feature of the domestic economic scene. The urban sector then extracts
resources cheaply from this sector for its development. In effect, the inability of
the rural people to control their economies and develop is the source of their
dependence on the urban population and a symptom of their relative
underdevelopment.

In recognition of the above, stakeholders, such as governments, non-
governmental organisations (NGOs), donors and others have initiated several
special credit programmes to provide support for the rural poor in their production
activities. Such programmes are tailored to suit the circumstances of the rural
poor. These credit programmes and institutions usually use demand-driven and
need-oriented strategies to attract would be beneficiaries. Examples of such
programmes and institutions in Ghana are the National Board for Small-Scale

Industries (NBSSI), the Revolving Loan Fund Scheme, theProgramme of Action



to Mitigate the Social Cost of Adjustment (PAMSCAD), the Ghana Regional
Appropriate Technology Industrial Service (GRATIS) and the Credit Line for
Small-Scale Industries. Some of these schemes are now defunct due to the
absence of structures to ensure repayment and the likelihood of the credit
recipients diverting the money for purposes other than what the money was given
for.

Credit and savings facilities can help poor rural households manage and
often augment their otherwise inadequate resources and acquire adequate food
and other basic necessities for their families (IFPRI, 1998). Credit facilities enable
them to tap financial resources beyond their own, and take advantage of
potentially profitable investment opportunities (UNDP, 2005a). Elaian (1996) and
Ryan (1993), cited in Mensah (2002), argue that small-scale industries (SSIs)
create more additional employment per unit of investment than large industries
because SSIs tend to apply more labour-intensive technology. This implies that a
credit facility enhances rural poor people’s finances and creates job opportunities
for the unemployed.

A study by the International Fund for Agricultural Development (IFAD) in
2002 confirmed that complicated loan procedures and paperwork, combined with
lack of accounting experiences, limit poor people’s access to the formal sources
of credit. Also, other reports of IFAD cite the fact that commercial lenders in rural
areas prefer to deal mainly with large-scale farmers (UNDP, 2005b).

SSIs and commerce in Ghana represent an important sector in the

economy and form part of what is commonly known as the informal



sector(Mayoux, 2002).They have been identified as a possible solution to
unemployment, as large-scale industries have been unable to generate enough
jobs to meet the increasing labour supply (Aboagye and Yankson, 1992).
According to Boon (2000), small and medium-sized entrepreneurs in Ghana,
especially women, have very little access to bank credit. This is mainly due to the
banks’ bureaucratic methods, and their high interest rates which are between 23-
30 percent per annum. Also, credit guarantee companies, established purposely
for guaranteeing bank loans for rural poor people, are almost non-existent in
Ghana (Boon, 2000).

Although SSIs are important in Ghana, promotional institutions have
difficulties in dealing with them. This is because of the following reasons: the
level of illiteracy; inadequate logistics and skilled staff to reach the people;
inadequate loanable funds to meet the financial needs of the firms; poor quality of
some SSIs’ products; and the failure of some firms to heed to advice and keep

records (Mensah, 2002).

Statement of the problem

Getting credit can be the first step out of poverty, but generally, small
entrepreneurs in developing countries, especially the rural poor, find it difficult to
obtain loans (Dielman, 2000). As a result of this deficiency, special credit
programmes such as the provision of financial and technical assistance to
innovative programmes, and strategies that promote human rights, political

participation, and economic security, have been designed to rectify these



anomalies. It has, however, become apparent that some of the programmes
providing special credit and assistance to the rural poor have not had much
success in strengthening their economic independence (Freedom From Hunger,
1995).

Boon (2000) opines that attempts at poverty reduction and the provision of
rural credit for rural development in Ghana have always been a problem. This is
due to the failure of the approaches adopted by some governments and NGOs as
well as the inability of the rural communities to access and use credit from both
the commercial and rural banks. Mayoux (2002) buttresses these points by saying
that small and medium-sized enterprises in Ghana have very little access to bank
credit. This is because commercial lenders in rural areas prefer to deal mainly
with large-scale farmers.

FAO, (2004) espouse that in Ghana, the rural poor are basically
subsistence farmers and small scale entrepreneurs operating on a very low
technology and scale, leading to low productivity. Hence, their livelihoods
outcomes do not commensurate with their investment efforts, resulting to high
migration of the economically active population to the urban centers for
upgrading their economic status.

A recent study conducted by KRB, among some credit recipients at
Elmina, showed that the credit and education services of the Bank have improved
the recipients’ socio-economic status. Some of the variables used in the study
were: loan repayment rate, scale of production, liability, profit margin and

children’s educational status. Ruralcredit is one of KRB’s lending



programmestargeting fishmongers, farmers, artisans, small and medium scale
entrepreneurs (Kakum Rural Bank, 2005).

The researcher therefore sought to investigate into the effects of the
bank’s credit on the recipients’ livelihoods, living conditions, general welfareand
its trickle effects onrecipients’households, using variables such as health, income,

nutrition, wealth and assets.

Objectives of the study
The general objective of the study was to assess the effects of lending
practices of Kakum Rural Bank on its borrowers.

The specific objectives were to:

=

Identify the problems credit recipients encounter in credit acquisitionwith

the bank;

2. Determine the benefits credit recipients and their households have
obtained from the credit;

3. Assess the recipients’ perception of the bank’s lending practices;

4. Recipients to suggest mechanisms that the bank should put in place to

improve its lending practices and facilitate the clients’ access and use to

credit.

Research questions

The study sought to find answers to the following questions:



1. What problems do credit recipients encounter in the credit acquisition
process?

2. How has the credit benefited recipients and their households?

3. How do recipients perceive the bank’s lending operations?

4.What mechanisms can be suggested to improve lending practices of the

bank and facilitate client’s access and use to credit.

Scope of the study

The study covered credit recipients and managers of the Kakum Rural
Bank (KRB). It was designed to get a true picture of the credit recipients’ natural,
physical and socio-economic functions as well as their conditions before and after
the acquisition of the credit. The study was, furthermore, limited to the effects of

the lending operations of the Kakum Rural Bank on its credit recipients.

Significance of the study

The researcher hopes that this study would bring out some clear facts
about the effects of Kakum Rural Bank’s credit on the natural, physical and socio-
economic lives of its recipients. The researcher also anticipates that the findings
would help the Bank of Ghana to formulate meaningful financial policies and
programmes to enhance microfinance activities in the country.

The study might also be of reasonable use to NGOs, policy makers,

donors, and all stakeholders in rural development. Finally, the study would add to



the existing knowledge and form a base for a more comprehensive research on the

effects of the lending operations of the Kakum Rural Bank on its credit recipients.

Operational definitions

Livelihood: means of supporting one’s existence, either financially or

vocationally.

Household: A group of individuals who live under the same roof and regularly
share meals and expenses together.

Rural Poor: Workers in the informal sector in rural areas whose incomes are
below what is needed for subsistence according to the culture of that
subsistence community.

Rural Credit: A temporary transfer of money to the rural poor from aninstitution,
or an individual at an agreed time with an agreed interestcharge or
no interest over a specific period of time and for a purpose.

Economically Active People: The age bracket of 20-49 among the rural poor.

Assets: Possessions, property, resources, wherewithal, wealth, money,material
goods, worldly goods, belongings, effects (formal), chattels,and
estate.

Wealth: Material gains recipients have obtained from the credit.

Non-Salaried Credit Recipients: Credit recipients who solely depend on their

livelihoods.



Salaried Credit Recipients: Credit recipients who collect their salaries from
thebank and do other businesses in addition to their salaried-
occupation.

"Susu™: Refers to the daily, weekly and monthly savings made to the bank by

its clients either, personally or through the bank’s specially trained

mobile officials.

Organisationof the Thesis

The study is organised into five chapters. The first chapter have just been
read. Chapter Two reviews the empirical and other literature related to the study.
The areas covered are: the concept of livelihood, the concept of development, the
concept of rural development, attempts at rural development in Ghana, the
concept of microfinance, rural credit in Ghana, rural banking in Ghana, the APEX
Bank, the Kakum Rural Bank and the conceptual framework.

Chapter Three looks at the methodology of the study. It covers the
research design, the study area, sampling procedures, sources of data,
instrumentation, the fieldwork, data processing and analysis.

The fourth chapter focuses on the results and discussion of the findings.
Finally, chapter five presents the summary, conclusions and recommendations of

the study.



CHAPTER TWO
REVIEW OF LITERATURE
Introduction
This chapter reviews the literature related to the topic. The literature
review covers: the concept of livelihood, the concept of development, the concept
of rural development, attempts at rural development in Ghana, micro finance
institutions, rural credit in Ghana, rural banking in Ghana, the APEX Bank, the

Kakum Rural Bank, and the conceptual framework.

The concept of livelihood

Ellis (1999) has defined livelihood as the assets, activities, and access
determining the living gained by individuals or households. Naldoza (2003), cites
a definition of livelihood by the Blunt Land Commissions’ Advisory Panel on
Food, Security, Agriculture, Forestry and Environment as “adequate stocks and
flows of food and cash to meet basic needs”.

The Philippines National Livelihood Programme, as quoted in Naldoza

10



(2003, P. 23) considers livelihood as “all those schemes which aim to create
sustainable employment opportunities through the provision of various services
that promote the establishment of income-generating activities for poverty or
marginal groups”. This implies that livelihood and poverty are related concepts.
Livelihoods are some of the safety nets for alleviating poverty.

Wallman (2000, p. 9) defines livelihood from the social point of view as:

“not just a matter of finding or making shelter, transacting money,

and preparing food to put on the table or exchange in the market

place. It is equally a matter of the ownership and circulation of

information, the management of relationships, the affirmation of

personal significance and group identity; and the interrelation of

each of those tasks to the other. All these productive tasks together

constitute the work of livelihoods”.

Scoones (1998), cited in Mensah (2000), identifies three broad livelihood
strategies. These strategies are: intensification or extensification of existing
productive activity; diversification by adopting additional productive activities;
and migration to develop productive activity elsewhere. Scoones (1998) has
further devised a framework on the five basic types of capital that describes the
low and high status in access, use and/or endowment. The five basic types of
capital are: natural, physical, financial, human and social assets for livelihood.

Natural capital consists of land, water and biological resources, such as

trees, pasture and wildlife. The productivity of these resources may be degraded

11



or improved by human management. Indicators of natural capital assets for

livelihood include:

Access to land, water, grazing;

Ownership of herds of cattle, trees;

Productivity (per unit of land, per unit of water, per unit of inputs);
Soil, water, rangeland; and

Biodiversity;

Physical capital is that capital created by economic production. It includes:

infrastructure such as roads, irrigation works, electricity supply, reticulated water;

and producer goods like machinery. Indicators include:

form.

Access to roads, electricity, and piped water;

Ownership or access to productive equipment (oxen, tractor, irrigation
pump); and

Housing quality.

Financial capital consists of stocks of money or other savings in liquid

In this sense, it does not only include financial assets such as pension

rights, but also easily-disposed assets like livestock that, in other senses, may be

considered as natural capital. The indicators are:

Income levels and variability of income over time;
Distribution of income within society;
Financial savings; and

Access to credit and debt levels.

12



The quantity and quality of labour available at the household level
constitute human capital. The indicators are:
e Household size
e Education;
e Skills; and
e Health of household members.

Assets, such as rights or claims that are derived from membership of a
group, constitute social capital. Social capital includes: the ability to call on
relatives and/or friends for help in times of need, support from trade or
professional associations (e.g. farmers’ associations), and political claims on
chiefs or politicians to provide assistance. Indicators include:

e Membership of organisations;
e Support from relatives and/or friends; and
e Accountability.

The framework, devised by Scoones (1998), considers assets as stocks of
different types of ‘capital’ that can be used directly or indirectly to generate
livelihood. These assets can give rise to flows of output, possibly becoming
depleted as a consequence, or may be accumulated as a surplus to be invested in
future productive activities.

Barrett, Reardon and Webb (2001) argue that households and individuals
diversify assets, incomes and activities in response to ‘push and pull factors’.
Responses to push factors include: risk reduction, response to diminishing factor

returns in any given use (such as family labour supply in the presence of land
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constraints driven by population pressure and fragmented land holdings), reaction
to crisis or liquidity constraints, and high transaction costs that force peasants to
self-provision in several goods and services. Responses to pull factors include:
realization of strategic complementarities between activities (such as crop-
livestock integration, or milling and hog production), and specialization according
to comparative advantage accorded by superior technologies, skills or
endowments.

Push and pull factors are synonymous with Davies (1996) survival and
choice, denoting necessity and choice. These two categories of explanation
postulate risk management and coping strategies as responses. Risk management
strategies, or insurance mechanisms, deal with ex ante processes. These ex ante
processes are deliberate household strategies used to anticipate failures in
individual income streams by maintaining a spread of activities (Ellis, 1999).
Coping strategies, on the other hand, are responses to ex post shocks.

The livelihood perspective encourages a broader understanding and
examination of factors, institutions and processes that can explain the differing
successes with which rural households make a living. This permits a bringing
together of more sectored approaches which tend to focus on a single aspect of
rural livelihood systems, and so create a more holistic understanding of the
options and trade-offs opened to different groups in the face of climate change.

The clarification by Davies (1996) and Ellis (1999), using the concepts of
livelihood adaptation and income diversification, is useful in any analysis of rural

livelihoods. Livelihood adaptation is deemed as the continuous process of change

14



to livelihoods, often geared towards enhancing existing security and wealth, and
reducing vulnerability and poverty (Ellis, 1999). Adaptation can be positive or
negative: positive if it is by choice, reversible, and increases security; negative if
it is of necessity, irreversible, and fails to increase security. Negative adaptation
leads to the adoption of successively more vulnerable livelihood systems over
time (Davies, 1996).

Livelihood diversification reflects peasant ingenuity in the face of
adversity and opportunities. Diversification is the creation of diversity as an on-
going social and economic process, reflecting factors of both pressure and
opportunity that cause families to adopt increasingly intricate and diverse
livelihood strategies (Davies, 1996).

Examining the livelihood portfolios and the degree of deagrarianisation of
the peasantry in three villages in northern Ghana, Yaro (2006) argues that
livelihood adaptation is real in the study areas contrary to accounts delineated by
deagrarianists. It involves not just a move from farm sector activities to non-farm
activities, but it is more of an intensification of efforts on specific crops in the
farm sector, and seasonal diversification into other livelihood activities (Orr
&Mwale, 2001). In consonance with the literature on livelihood diversification,
peasants seek to multiply their income sources by increasing their income-earning
activities, mostly during the dry season.

Homogenizing the rural in terms of access to assets and power emphasizes
the reality that peasants face different entry barriers to different livelihood

activities. Diversification per se may not automatically lead to livelihood security
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as a few profitable non-farm activities exist for the many peasants affected by
economic decadence, population pressure, climatic variability and social
marginalization. Secondly, the scale of the investments needed for profitability in
most non-farm activities precludes many poor people from engaging in them.
Thirdly, the market for service-based non-farm activities is low and dependent on
incomes from the farm sector to produce the needed cyclical income distribution
activities. These mark the enormous changes going on in the totality of peasant
livelihoods, especially in the farm sector from which so many still earn their basic
living.

Yaro (2006) was of the view that a totalizing deagrarianisation thesis
creates a lop-sided tendency to direct attention to non-agricultural activities,
without a thorough consideration of contextual factors accounting for livelihood
adaptation. Successful or sustainable diversification that ensures that households
benefit financially or asset-wise from adopting new activities is the hope but not
the reality of every diversifying rural person from the farm sector to produce the

needed cyclical income distribution effects.

The concept of development

The term development is rather amorphous and there are multiplicities of
views as to what really constitutes development. Development is often viewed as
the process of attaining progress and the material well-being of individuals and
nations. As a puzzling concept, it was one of the major areas of interest to

classical economists such as Adam Smith, David Ricardo, John Stuart Mills, Karl
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Marx and Thomas Malthus. Similarly, there are also varying views with regard to
the notions of the development process, how development should be pursued as
well as the specific goals and objectives of development.

Rostow (1961) describes stages of economic growth in which the process
of development is seen as a series of successive stages through which all countries
must pass. Based on these stages of economic growth, a country should grow
from simple activities in traditional societies through preconditions for take-off to
the take-off stage and then to maturity, and finally to the age of high mass
consumption.

Musto (1985) argues that, after three decades of intensive reflection on
development policy issues, we know less of what development actually means. As
a holistic concept, development embraces almost every aspect of human life in
cultural contexts. It evolves from the collective experiences of a society and
reflects societal values and preferences. Thus, being a value concept, there have
always been difficulties in arriving at a common consensus as to the meaning of
development. Pearce (1990) contends that what constitutes development depends
on what societal goals are being advocated.

Essentially, the different theories of development are theories of social and
economic change with various criteria being used to specify whether a particular
change is development or not. The essential central issue, however, running
through all the varying notions of development is the perception that development
is a process pursued by all societies with the aim of increasing human well-being.

In this case, the ultimate purpose of any development policy or process is the

17



enhancement of the quality of life, usually beginning with the satisfaction of the

basic human needs.

According to Todaro (1997), development in any country, among other

things, aims at three core objectives:

to increase the availability and widen the distribution of basic life-
sustaining goods, such as food, shelter, health and protection;

to raise levels of living including higher incomes, the provision of jobs,
better education and greater attention to cultural and humanistic values, all
of which will serve not only to enhance material well-being but
alsogenerate greater individual and national self-esteem; and

to expand the range of economic and social choices available to
individuals and nations by freeing them from servitude and dependence
not only in relation to other people and nation states but also to the forces
of ignorance and human misery, and ensure the welfare of human society
by creating wealth, eliminating poverty and promoting world security.

The aims of KRBs lending practices on the livelihoods of its clients

buttress the three core national development objectives of Todaro (1997). This is

because the rural poor should contribute more and meaningfully to the general

well being of their households and society at large after credit acquisition. These

achievements come when more credit is given out to clients for effervescent

activities that lead toexpansion in the range of economic, vocational, health,social,

financial, demographic and human capital choices availablefor national

development (Bank of Ghana, 1995).
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Goulet (1971) also attempts to distinguish three basic components or core
values in this wider meaning of development. He itemizes these components as
life-sustenance, self-esteem and freedom. Life-sustenance is concerned with the
provision of basic needs, which are very crucial. To him, no country can be
regarded as fully developed if it provides its entire people with only such basic
needs as housing, clothing, food and minimal education. A major objective of
development must be to raise people out of primary poverty and to provide basic
needs simultaneously. This basic needs approach to development was largely
adopted by the World Bank in the 1970s.

Self-esteem is concerned with the feeling of self-respect and
independence. No country can be considered fully developed if it remains in
economic and political subjugation to another powerful nation. That is, if the
country is subjugated by others during negotiations and does not have the power
and influence to conduct relations on equal terms.

Freedom denotes living above the three evils of want, ignorance and
squalor so that people are more able to determine their own destiny. According to
Goulet (1971), no man is free if he cannot choose, and if he is imprisoned by
living on the margin of subsistence with no education and no skills.Goulet (1971)
points out that all the three core components are interrelated. Lack of self-esteem
and economic imprisonment forms a link in a circular, self-perpetuating chain of
poverty that produces a sense of fatalism and acceptance of the established order.

This is what Galbraith (2004) calls accommodation to poverty.
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The study in question focuses on the provision of a broad range of
financial services such as deposit, loans payment, money transfers and insurance
to poor and lowincome households and their livelihoods. These services provided
by rural banks and especially KRB to their clients, enhance the income earning
capacity and improve quality of life of the rural poor in Ghana, particularly those
in the central region.

Both classical and neo-classical economic theorists perceive development
in terms of growth in the national wealth. They use the gross national product and
per capita income as indices of economic growth. These theorists uphold the
market as the most efficient means of resource allocation and a veritable vehicle
for economic growth and development. They advocate a laissez-faire mechanism
and non-intervention by the state in the national economy. Economic growth is,
thus, emphasized and almost equated to development. Sustained growth of the
economy is seen as the means to meeting the needs of society adequately and
satisfactorily.

According to Pearson (1992), economic growth describes a process
whereby the volume of production of goods and services continues to increase.
Statistically, this is measured by comparing the value of the gross domestic
product at constant prices (real GDP) over successive periods of time, usually in
relation to the growth in population. Thus, if the real GDP has been rising by five
percent a year and the population by three percent a year, then there has been real

growth per head of two percent a year.
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The severe economic problems now facing many African countries can
largely be traced to a general tendency to concentrate on growth to the neglect of
genuine development. At least, there is considerable evidence to show that
economic growth per se does very little to assuage the vast needs of the poorest
groups in most LDCs (Galbraith, 2004 as cited in Goulet, 1971).

According to Pearson (1992), in Ghana, as in most other African
countries, this notion of development as economic growth characterized the post-
independence development strategy of the country. Significant emphasis was
placed on increasing production in agriculture, forestry, mining and, particularly,
in industry with a view to accumulating more surpluses which could be re-
invested in other sectors. The concept that industrialization, in spite of its heavy
reliance on imported technology, expensive capital equipment and raw materials,
was the golden road to economic development was too firmly entrenched to be
pushed aside by either logic or facts, especially as it chimed in so well with the
predictions of African policy makers.

Pearson (1992) further says that the industrialization policies pursued in
the immediate post -independence era brought about a major expansion in the size
of urban population, especially in the capital cities of most African countries.
These cities grew several times faster than the national population. Not only did
this greatly increase the volume of investment and recurrent expenditure needed
to maintain even a minimum level of social services, but also rendered
governments increasingly vulnerable to shifts in urban political opinion. To

ensure that political power remained firmly within their grip, most African
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governments tended to placate the urban population as much as possible. Among
other things, the prices of domestic foodstuffs were held down to the detriment of
rural and peasant agricultural producers and the cost of imported goods subsidized
while maintaining over-valued exchange rates. This constituted a major blow to
the rural economy as it seriously reduced the local currency value of the crops
they produced for export.

KRB credit programme targets subsistence farmers, fishmongers, small
scale entrepreneurs and artisans. If the level of production and services provided
by these categories of workers shoot up through industrialization resulting from
the bank’s credit provision to its clients, itsentrepreneurialskills training, and
training of clients in management principles.There could be positive trickle
effects on the nation’s exports, which would go a long way to promote economic

expansion and improve the real GDP of Ghana.

The concept of rural development

A study of rural development has to begin with an understanding of the
concept “rural development”. Conceptually, Brown (1991) is of the opinion “that
rural development has been variously conceived, interpreted and applied and that
there are as many approaches to it as there are objectives”. Thus, while some
writers see rural development as the economic development of the poorest of the
rural world (Owusu-Ansah, 1986), others consider improvement in the real
income of the rural population as the essence of rural development (Kilmer,

1986). Some also consider the concept to mean the provision of social
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infrastructure in the rural communities, while to others, like Long (1977), cited by
Hardiman and Midgley (1982), rural development refers only to either the
improvement or the transformation of agriculture. These conceptions form the
basis for the various approaches to rural development.

Rural development, according to the World Bank (1994), is a strategy
designed to improve the economic and social life of a specific group of people,
the rural poor. It involves extending the benefits of development to the poorest
among those who seek a livelihood in rural areas. This definition emphasizes
increasing production, raising productivity, increasing employment and
mobilizing land, labour and capital that are available. There is also the recognition
that poverty and inequality have to be reduced, and that development involves
values and issues of quality of life, and that the poor should participate in rural
development issues and be involved in decision-making (Lea and Chaudhri,
1985).

The concepts of rural development as defined by the World Bank (1994)
strengthens the interest of the study in question, This is because the study assesses
the effects of KRBs lending practices on its borrowers by emphasizing on
increasing production, raising productivity, increasing employment and
mobilizing land, labour and capital that are available for sustainable livelihoods.
Lea and Chaudhri (1985),definition for rural development is in line with KRBs
aspirations concerning poverty and inequality among the rural poor and the urban
rich. Besides, the bank supports the idea of rural poor’s participation in rural

development issues and their involvement in decision-making.Hence, KRBs
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lending practices target the rural poor’s participation in the gap bridging between
the urban rich and the rural poor. The bank has therefore created meeting centers
where both bank officials and credit recipients meet to deliberate upon issues of
common interest (Kakum Rural Bank, 2005)

Lele (1995) defines rural development as a means of improving the living
standards of the mass of low income populations residing in rural areas and
making the process of their development self-sustaining. She goes a step further
by looking at rural development as a process involving the mobilization and
allocation of resources so as to reach a desirable balance over time, between the
welfare and productive services available at the subsistence sector. Again, for
Lele (1995), the term covers the existence of administrative machinery at all
levels to help mobilize financial and human resources for the continued
development of the subsistence sector.

Rural development is again defined, in general, to imply a quantitative
concept that might be understood as economic growth, and a qualitative concept
which has much to do with the idea of well-being which encompasses such
various factors as the level of satisfaction of the needs of the population, items of
food and nutrition, housing, health, recreation, security and spiritual satisfaction.
In this context, Amonoo (1986) and Salah (1995) agree with the broad definition
of rural development adopted by the Moshi Conference in 1969 as the outcome of
a series of quantitative and qualitative changes occurring among a given rural
population and whose converging efforts indicate in time, a rise in standard of

living and favourable changes in the way of life of the people concerned. Thus,
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rural development is here considered as a comprehensive programme of a specific
rural setting, and not to be confused with isolated programmes of agricultural
extension, mass education, community development and micro finance
development or any other term applied to sectoralprogrammes which are carried
out in the rural community.

Singh (1986) opines that there are three basic elements of rural
development, irrespective of the geographical location, the cultural values and the
historical stage of the people. These three elements are: self-sustenance, self-
respect and freedom. Self-sustenance refers to the provision of life-sustaining
needs for everybody in the society. Independent of the political ideology of the
country, the provision of these needs is the function of every economy if that
economy is to be effective. This defines the necessary conditions for improvement
in economic growth, which improves the quality of life, leading to development.
Singh (1986) further argues that self-respect should become a value for a nation
that is to bring about development. The reason is that every individual generally
wants to be accorded some amount of respect. Freedom refers to political and
ideological freedoms as well as freedom from servitude.

Consensus in global concern with rural poverty and wealth creation has
led to the redefinition of rural development to mean the improvement in the
quality of life of the rural people. This improvement, according to Brown (1986),
is attainable through productive and remunerative employment, better access to

resources and equitable distribution of income and wealth. These considerations
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essentially constitute an integral part of all the strategies and approaches to rural
development practices.

We notice from the views stipulated above that there is no single
definition for rural development. Hence, we have to assign certain indicators to
help us understand the meaning of rural development. These are:

e Local participation of the rural poor in rural development strategies;

e Socio-economic improvement and growth for the majority of the rural
poor;

e Agricultural transformation among the rural poor; and

e Real income development for the rural poor.

Looking at the indicators assigned to help us understand the meaning of
rural development. One cannot objectively deny the contributions and lessons
microfinance operations in our part of the world had made towards rural
development, especially in Ghana:

Microfinanceclients are more concerned about access to services that are
compatible with their requirements than about the cost of the services (ADB,
2000).That is why KRB gives intangible contributions such as enabling market
environment, management principles and entrepreneurial skill training to clients
to enable them develop their livelihoods as well as the rural communities they
find themselves.

Financial system development approach is one of microfinance practices,
of which KRB is no exception, emphasizing on enabling policy environment,

financial infrastructure, and the development of financialintermediaries that
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arecommitted to achieving financial viability and sustainability of clients
livelihoods within a reasonable period of time.

Building the capacity of institutions with a commitment to reach the
pooris vital in rural development (Brown, 1986), KRB satisfies this aspect of rural
development objective through its credit provision to the rural poor.

Rural development and microfinance have an ultimate aim of targeting the
poor who are disadvantaged,Socio-economic mobilization is necessary
tointroduce them to a formal or semi-formal, market-oriented
institutionalenvironment. Therefore all the supporting programmesdesigned for
the rural poor byKRB sustains the approaches and objectives of rural

development in Ghana.

Attempts at rural development in Ghana

It is well documented that rural development, both as a concept and a
series of experiments in alternative methods by which production, welfare and
exchange in rural activities are organised, has a long history, and it is manifested
in many countries (Lele, 1995). It has recently become popular because of the
failure of industrialization policies and programmes pursued by most developing
countries in the 1950s and 1960s. These modernization programmesfavoured the
adoption of capital-intensive, medium and large-scale manufacturing industries
which did not always favour employment generation and a more equitable
distribution of income. The result has been the wide gap between the rich and the

poor and especially between the urban and rural areas (Sets’abi, 1998).
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Thomi and Yankson (1999) and Brown (1986) have discussed the

strategies for rural development that have been adopted in Ghana. Ghana’s efforts

toward rural development date as far back as 1943 when the idea to establish the

Department of Social Welfare and Community Development was mooted.

However, concrete efforts at rural development in Ghana started in 1946 with the

formal creation of the Department of Social Welfare and Housing. As a basis for

social work, this department concentrated on the construction of community

centers, social clubs and youth centers. After this, the main emphasis was on mass

education and community development. The following approaches for rural

development have also been adopted in Ghana by succeeding governments:

1.

2.

The social amenity approach;

The increased agricultural production approach;
The accelerated project implementation approach;
Growth point or centre periphery approach;
Integrated rural development strategy;

The decentralization approach; and

The participatory development approach.

Rural credit in Ghana

For the purpose of this study, the researcher would want to submerge into

rural credit in Ghana from among the otherapproaches of rural development.

Rural credit in Ghana

28



Nissankeand Aryeetey, (1995) assert that the rural credit system refers to
both savings and lending processes. Savings include both liquidated and non-
liquidated resources. Liquidated resources are the fiscal cash, cheques and bonds
while non-liquidated resources are speculative assets such as businesses and other
properties. Credit for rural development in Ghana is provided from two sources:
non-institutional and institutional sources. The non-institutional credit sources are
provided by group lenders, money-lenders, warehouse receipt creditors, relatives,
friends, traders and commission agents as well as co-operatives, consumers,
distributors of agricultural inputs and processed products. The sources of credit
for small-scale farmers are mainly non-institutional; that is, by local money
lenders. Non institutional credit is costly and is incapable for expansion. The
credit institutes the major source of credit to agriculture. Among these sources are
the following discussed below:

Group lending is a system of loans that has become increasingly popular
among many lenders across the nation with the aim of improving the access of
credit to the rural people. Padmanabhan (1989) in his book Rural credit, defines
group credit as non individual credit in which credit is given to groups of farmers
who are joined together to form an association such as a cooperative, credit union,
user’s society and so forth where such organisations play a role in securing,
management, use, and repayment of such credit. Thus, the associations act as an
intermediary between the credit-granting authority and the ultimate user.

Padmanabhan, (1989) noted that whether the groups are formed

spontaneously, through the act catalytic work of a trained animator, or a
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motivated bank worker in the field, or even through interaction with other groups,
they must reflect the members own motivation and aspirations. The members
must perceive the group as an instrument for furthering their own economic and
social interest and enhancing their human dignity. Obtaining credit is only one
phase in this process. Some major witness of group lending has come to the
surface of late. Group leaders have been found taking undue advantage of the
facilities available to members. Groups consisting of extending family members
have failed to meet repayment obligations. In Ghana, lenders could not enforce
joint liability. When several members of the group failed to repay the loan, the
lender has to absorb the loss. The group defaulters are then dismissed from the
group and a new loan has to be granted to reconstituted group. Among groups
formed within extended families, it becomes difficult to impose on members who
are relations as well. In some cases, members who are prompt in their repayment
find it burdensome to own the debts of the defaulting fellow members, and
consequently opt out of the group. One of the potential advantages of the group
lending is the opportunity for reducing the administrative cost.

Money lenders have been known to be significant commercial lenders,
often lending from surplus income earned from farming or trading. Money lenders
are made up of estates owners, traders, grain millers, small-holder farmers,
employers, relations and friends, credits unions and cooperatives (Aryeetey,
1994). Moneylenders will continue to remain a valued source of credits in rural
areas for a longer period of time because of their easy approachability,

informality, and flexibility. The business of these regular money lenders is often
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based on the money lender’s intimate knowledge of his clientele, which has
relatively few links with other financiers whether formal or informal. Credit from
this source is expensive and, therefore, often serves as a last resort. Interest rates
in this market often tend to be high, especially when estimated on an annual basis.
The moneylender does incur cost in the form of information and transaction costs;
the risk is associated with lending to individuals who are otherwise not
creditworthy, and the maintenance of idle cash balances by the moneylender for
immediate supply of credit. These factors may explain a substantial part of the
high annualized interest rates that are sometimes observed in these markets. Long-
standing clients who have established credit worthiness are charged a lower
interest rate than those who are first entering the market.

Warehouse receipt credits are a further category of informal providers of
credit to wholesalers, who grant credit in goods to market women. Even though
no interest is charged explicitly, the goods have to be repaid at prices per unit that
are about 15 percent above the purchase market price, which is a considerable fee.
While credit in goods from wholesalers is the most important type of informal
after a total loss, this credit relationship reinforces the polarization between
market women and wholesalers. According to Coulter and Onumah (2002),
warehouse receipts are documents written by warehouse operators as proof that
specified commodities of stated amounts and quality have been stored at
particular locations by name by depositors. The depositor may be a producer,
farmer, group trader, exporter, processor, or indeed any individual or corporation.

The commodity remains the property of the depositor until sold at market, while
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the warehouse operator can extend credit in the form of cash to people who
deposit commodities in his or her warehouse. In this respect lenders can mitigate
credit risk by using the stored commodity as collateral. This form of collateral is
more readily available to rural producers and may be easier to liquidate than the
type of asset traditionally accepted by banks as collateral. The main limitation of
this system is that it tends to exclude small holders and small-scale traders.

Some NGOs have tried to establish inventory credit systems for small-
holder groups, for example the “Techoserve” system pioneered in Ghana.
Although it benefited participating farmers, the system has not proved
economically sustainable due to the small volumes of grain involved (Kwadjo,
2000). As observed by Coulter and Onumah (2002), there are several challenges
to overcome when promoting a regulated warehouse receipt system in Africa.
These include a lack of supportive legal framework and opposition from business
interests who are keen to preserve existing collateral management systems.
Credits from these sources are, however, insufficient to be relied upon solely for
rural development.

The formal banking sector does not satisfy the growing demand for credit,
and many borrowers turn to informal loan sources such as relatives and
privatemoneylenders to meet their production and consumption needs. It has been
estimated that only five percent of the farmers in Africa and about 15 percent in
Asia and Latin America have access to formal credit; and on an average across
developing countries five percent of the borrowers have received 80 percent of the

credit (Bali Swain, 2001). The problem of rural credit, which includes supplying
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credit for rural communities for economic growth, is re-emerging on the
development agenda as a pressing issue. Lack of credit in Ghana has been
identified as one of the major constraints limiting agricultural growth. Especially
small-scale farmers, whose contribution to agriculture production is crucial, are
not benefiting from existing credit sources. Credit facilities, upon which the
development of their farms often depends, are very limited. In this respect, Ghana
IS no exception. The credit capacity of most of the small farmers in Ghana is
limited. There is growing evidence that financial needs of the rural communities;
especially communities with dependency on agriculture remain unmet and
developing an efficient, sustainable and accessible rural credit system continues to
present a significant challenge.

In Ghana, institutional credit can play an important role in improving
agricultural production. Beneficiaries of institutional credit are mainly large scale
farmers who can provide collateral in the form of land and houses. Unfortunately,
such farers constitute only 20percent of the farming population. Small-scale
farmers face the problem in adopting improve inputs and modern technologies
because of limited credit facilities the result has undermined their ability to
increase output and income.

Evidence has shown, however, the reluctance on the part of banks to lend
to the agricultural sector (Essel, 1996). For the most part, the banks prefer to
select customers who have a regular nonfarm income than the small-scale farmer
whose income or produce depends on the vagaries of the weather. More often

than not, the loans that are offered by the banks to the rural sectors do not go to
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the typical small famers, but to employers to farms as second sources of income.
The main reason often given by banks for not lending to agriculture is the high
default risk, uncertainty and risk inherent in agricultural production and marketing
(ISSER, 1994).

Rural credit started long time ago in Ghana in the informal way. Informal
credit in Ghana is define to embrace all financial transactions that take place
beyond the functional scope of banking and other financial sector regulations. In
this respect of informal credit in Ghana, we first describe briefly in this section
some of the informal units operating there, and then proceed to analyse their
structural and operational characteristics (Nissanke&Aryeetey, 2006).

Informal credit transactions can be grouped into noncommercial
transactions, such as transactions between relatives and friends or small-scale
group arrangements, and commercially based ones, conducted by savings
collectors, estate owners, landlords, traders, and moneylenders. Informal financial
units have been formed to meet the demand of a diverse customer base
(Nissanke&Aryeetey, 2006). There has been substantial increase in demand for
informal credit and savings in Ghana. This is due to an increase in unsatisfied
demand for formal sector credit, which has been continuously restrained as part of
stabilization efforts.

Ghana has a mature informal credit system in the rural areas that satisfies
the urgent demand of the people for production and consumption. The informal
credit system also helps to meet the pressing social commitment, such as paying

the cost of the sick and funeral expenses (Ekumah&Essel, 2001). Sources of the
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informal credit are relatives, friends, traders and/or private money lenders and
landlords. Relatives refer to close family relations, and close friends; relatives do
not normally charge interest on credit transactions. But depending on their claims
to the sources of the money being lent, some may do so. In any case, interest
charged by relatives is however, exceptional to the credit rule. With regard to the
landlord, Sarris and Shams (1991) argue that a loan can attract interest or have a
transaction cost in the form of labor service to the landlord. The interest rates
charged by moneylenders are between 50 percent and 100 percent base of the
period that was contracted with the borrower (Ekumah&Essel, 2001). One of the
characteristics of informal credit in Ghana is that it does not attach different risk
to borrowers within their usual clientele. Borrowers are preselected by
membership requirement especially in group-based arrangements. Traders on the
other hand only lend to people with whom they have a business relationship.
According to Nissanke and Aryeetey (2006), moneylenders are the only informal
lenders that do not lend to distinct clientele. A study by Udry (1990, 1994) posits
that screening in the formal sector depends extensively on the personal knowledge
of borrowers. He explains that the development of personal ties and proximity is
mechanism for countering the effects of adverse selection and moral hazards.

In Ghana, moneylenders do not require a business relationship with
applicants for loan approval. Give the lackof competitive pressure; moneylenders
respond to possible risk variations by charging different interest rates to different
borrowers. Nissanke and Aryeetey (2006) explained that moneylenders and other

informal groups do not monitor loans because of free information circulation in
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their operating circles. Udry (1994) state that non-payment of loan in the informal
sector is relatively low.Nissanke and Aryeetey (2006) observed in their studies
that 70 to 80 percent of the sample used reported no delinquency in terms of
borrowing. They also observed that the largest proportion of defaulter’s borrowers
was found in rural credit unions and cooperatives. They pointed that non-payment
of informal credit is generally attributed to borrower’s cash-flow problems, while
many urban lenders think it is a mixture of cash-flow problems and low
commitment on the part of borrowers to settle debts. While repayment trends in
the semiformal and informal sectors are much better, it is seldom the result of
more “aggressive” contract enforcement procedures. Nissanke and Aryeetey
stressed that contract-enforcement mechanisms differ greatly based on lender -
borrowers’ relationship. Among group-based arrangements and in rural areas,
mechanisms such as peer pressure or a potential use of social stigmatization are
effective. Udry (1990) stated an instance where a lender’s plea with community
authoritiesconcerning a perceived delinquency led to a prompt repayment by the
delinquent. Ironically, when the number of delinquents in a rural cooperative
arrangement is large, the sanction of stigmatizing an

Rural credit has been used in Ghana to enable the poor to face weather
shocks without selling the productive assets the poor need for protection against
future shocks (FAO, 1994). However, there is anecdotal evidence that many
beneficiaries of rural bank credits are salaried workers, whose likelihood of loan

repayment is believed to be better than that of the small-scale rural producers.
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There are rumours that loan recipients use the credit for purposes other
than those for which the loans are intended. It is, therefore, necessary for analysis
to be made on the effectiveness of the operations of Ghanaian rural banks and
their credits. The Bank of Ghana (2005) perceives that rural development in
Ghana can proceed at a smooth pace, when institutional credits are given
paramount importance.

The institutional sources of rural credit in Ghana are: the Agricultural
Development Bank (ADB); National Investment Bank (NIB); the Ghana
Commercial Bank (GCB); and the Rural Banks. Though institutional sources of
credit demand collaterals, high interest and other forms of securities, the credit
given is not substantial as compared to the non-institutional ones. Even that, until
recently, it was only a particular rural class, the rich farmers and businessmen,
who had access to them. Meanwhile, credit availability to all is the surest way to
include the rural poor directly in rural development and to ensure a fairer
distribution of the nation’s credit resources (Bank of Ghana, 2005).

In brief, it may be said that although institutional credit organisations have
continued to support rural development efforts, most rural dwellers have not had
access to this credit because most financial institutions have failed to facilitate
investments with adequate financing (World Bank, 1995). Hence, the availability
of finance for private investment in Ghana continues to suffer from a mismatch
between the short-term nature of most deposits and the longer-term requirements
for increased investment in productive capacity. The consequence is a “credit

gap” facing micro and small-scale enterprises in particular
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While institutional sources had not responded as expected to reforms, the
more positive responses of the non-institutional sources had not led to significant
increases in the flow of credit to growing small borrowers (Nissanke&Aryeetey,
1995). For this reason, their financial products often do not meet the requirements
of many small businesses, leaving such finance to support mainly consumption
and working capital for rather small owner-operated businesses with no expansion
prospects. In Ghana, while both institutional and non-institutional sources have
not led to significant financial deepening, there have been developments in
sources known as the semi-formal or semi-institutional non-banking sector
(including NGOs) due partly to economic recovery and also to the more open
environment. These developments embrace institutions that provide financial
services to a wide variety of clients. There is a growing view that financial
development strategies for developing countries should be demand-driven
(Adamsi et al., 1984) and sufficiently flexible to accommodate innovations that
encourage “surplus” units to make resources available to “deficit” units
(Nissanke&Aryeetey, 1995). To carry out this objective, there is the need for
national policy framework, with appropriate levels of incentives and regulations.
The Bank of Ghana has responded by streamlining rural bank lending operations
to ensure that credit actually benefits small-scale rural producers and rural
communities.

An operational manual for all rural banks has been developed.
Applications are accepted from individuals, groups, associations and companies.

Recommendations to reject or accept an application are not based on vague
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suspicions. The bank requires that there should be mutual trust and respect among
members. In the case of a group loan approval, members are held jointly and
mutually liable. The bank hopes that the bulk of rural credit allocation would go
to agriculture, the priority sector in rural bank lending. To assist small farmers,
the Bank of Ghana has capped interest on agricultural loans at 35 percent,
whereas interest for other purposes was as high as 49 percent (Bank of Ghana,
1995). These measures have been put in place by the bank because access to rural
credit increases the participation of rural people in development activities.

A sample survey of unit desa borrowers showed that rural credit has had a
major impact on borrowers’livelihoods and families. The study also showed that
rural credits have had a positive impact on specific socio-economic variables such
as children’s schooling, women’s empowerment and household nutrition
(BRI,1990).

After an extensive consultation involving ADBS DMCS, other funding
agencies, and external experts in rural credit came a proposalfor a development
strategy for institutional credit covering the services provided by both formal and
semi-formal sources. The paper addresses the following major concerns:

1. What should be the strategic direction in ADBs assistance to its DMCs to
expand the frontier of institutional credit to include the poor who are
currently excluded and those who are likely to be excluded in the future?

2. How should ADB support improvement of the quality of rural credit

services in the Regions?
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3. How can ADB help expand rural credit services to achieve the maximum
development impact, including a reduction in the incidence of poverty?

Thus, the strategy defines ADB’s role in the development of rural credit in
the regions and covers qualitative and quantitative dimensions. A number of
observations can be drawn from the review. Technical assistance has been an
important element in ADBs credit activities. Policy dialogue and sector work have
received increasing attention.Poverty reduction requires continuous accessto a
broad range of financial services, not one-time access to credit. Poor
infrastructure, sluggish agricultural growth, and limited market imposed serious
limitations on the potential for broad-based growth in rural areas and access to
credit could contribute little to permanent improvement in income for clients of
rural credit projects under such conditions (ADB, 2000).

Acomprehensive assessment of rural credit in Ghana must include an
evaluation of its poverty —outreach record and how this record reconciles with its
mission and programme objective. An overall conclusion regarding the poverty
outreach of a rural credit must explicitly account for area and national-level

consideration.

Problems facing rural credit

Several credit programmes face high costs in comparison with their
disbursement rate, making it impossible for activities to be carried out on a
commercial basis. It should be emphasized however, that many programs with a

credit component include a range of activities (Jaramillo-Vallejo, 1994). High
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costs are due to the small size of most rural people’s accounts in relation to the
cost service delivery. A low level of economic activity, low rural population
density, and poor infrastructure will also increase operating costs. Specialized
agricultural lenders for example have a number of operational problems, which
include institutional viability and efficiencies in credit delivery. A review of these
problems shows the negative consequences of supply-leading finance and also
provides some guidance as to the kinds of reforms necessary for improved
financial market performance (Bourne & Graham, 1984).

Another defect in the operations of specialised agricultural lenders is the
high cost of supervising loans. This includes emphasis on close and continuous
monitoring of loan use. Credit officers make frequent visits for the alleged
purpose of encouraging farmers to adopt new practices and follow farm plans.
The credit institution accepts the responsibility for providing technical assistance
and hires staff accordingly. All these activities add to administrative costs. Loan
monitoring for purposes of preventing credit diversion and ensuring loan
repayment is often ineffective, and credit supervision ends up being wasteful.
Different arrangements to lower costs have been tried by formal lenders. For
instances, collateral is often demanded (Hoff & Stieglitz, 1990). This procedure
can be very costly for the borrower however, who is required to produce the
necessary documents. It also excludes a large proportion of the rural poor, as
formal lenders then have to specialize in areas where clear land titles make
collateral possible. When financial institutions impose high transaction costs,

small depositors become discouraged. A study in Nigeria by Padmanabhan,
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(1989) found that simple transactions at commercial banks in Lagos took 8 or 10
times longer than in the U.S. or UK, due to faulty procedures and inadequate
training of bank staff.

While informal lenders are often perceived to have "outrageously” high
rates, in contrast with formal lenders, there appears to be considerable variation
in the rates of different informal lenders in many countries. Available evidence
suggests that interest rates have been substantially higher than those prevailing in
the formal market. Aryeetey(1994) observed from an analysis of variance in the
monthly rates of Ghanaian informal lenders that the main source of variation was
the type oflender. Also, an analysis of the mean monthly interest rates by type
oflender indicated that all other mean interest rates differed significantly from
those of moneylenders.According to Aryeetey (1994), if informal lenders
attached different risks todifferent borrower categories, a possible way of doing
this would be to apply different interest rates. He found that not to be the case in
many instances. Aryeetey observed that interest rates charged by moneylenders
did really vary from one lender to another. He concluded that interest rates in
rural areas are not much different from the urban interest rates.

Therehas been a considerable debate on the degree of monopoly in the
informal markets, prompted by the observation of high rates of interest. A recent
survey of a local market in Pakistan found an excess supply oflenders, indicating
that, at least in that market, there is likely to be a fair degree of competition
among moneylenders. This suggests that entry into the business of lending may

be quite free. Aleem, (1990) found that the main reasons for the high interest rate
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were:The high costs of loanable funds which themselves were sometimes
obtained fromthe informal markets;Therelatively large costs of monitoring and
administering the loan;and the costs associated with delinquency. Since the size
of the informal markets can be expected to shrink as deregulation takes place and
as financial innovation is permitted in the formal sector, one would expect
interest rates in the informal markets to show a declining trend over time. This
would happen not only because of a trend toward liberalization in the financial
market but also because of improved information flows and means of reducing
transaction and monitoring costs. As interest rates in the informal markets
decline, the spread between the interest rates in the formal sector and the
informal sector also declines.

Lack of innovations is one of the main reasons that governments, financial
intermediaries, and donors have concentrated on supply-side interventions when
undertaking reforms and innovations. They have paid insufficient attention to
improving access to rural finance through reducing risks in the financial
environment. Innovative financial institutions including banks and cooperatives
have shown that it is possible to provide viable financial services to small-scale
agriculture in rural areas. They have done this by adopting financial products,
making creative use of delivery mechanisms to reduce costs and adopting new
technologies. Further innovation is needed to extend the benefits of financial
services to wider rural areas.

According to ISSER, (1994) providing credit to farmersin developing

countries has not always led to the rapid adoption of new technology and

43



methods. Even under the World Bank system of lending to large farms, the
overall production increases have been more thanthe result of expansion at
existing levels of skills than the use of new technology. Risks, profitability, and
the expediency of technology often have appeared more important than credit per
se. But when technology meets with approval, then credit is the major factor in
its utilization. Generally speaking, no more than 10 to 15 percent of the farmers
in low-income countries find formal agricultural credit available to them. In the
case of small farmers, the percentage is even lower.

Marketing in many areas of the world, including several African countries,
is one of the most difficult problems facing the small-farm operator. Marketing
systems are often incapable of handling any large increase in farm production
resulting from a successful credit programme. The power of the marketing
system is often seen as eroding the higher profits that farmers should receive.
The system generally forces farmers to sell when prices are low because farmers
lack access to storage facilities where produce may be held until the prices rise.

In many low-income countries like Ghana, specialized agricultural lenders
have been formed in the past several decades to achieve rural development
objectives: rapid increases in agricultural production, expansion in rural
employment and income, modernization of agricultural technology and practices,
domestic self-sufficiency in food production, a favourable agricultural balance of
trade, and equity within the rural sector and between rural and urban areas. The
results of these programmes are not encouraging (VVon Pischke, 2003). Because

of the fungibility, divisibility, and substitutability of money, it is difficult to
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attribute specific increases in production and income to credit activities. Also, in
some cases, credit expansion has coincided with output decreases and more
agricultural imports. Rural inequality appears to have increased as a consequence
of agricultural credit policy. Furthermore, many rural credit institutions and
programmes are not financially viable. Some of the portfolios tended to decline
or stagnate rather than grow in real or nominal terms,

The history of high delinquency rates in the credit programs suggests that
either the system is being exploited by the borrowers or the farmers are, in fact,
not creditworthy. The World Bank considers reducing the high rate of
delinquency and default as the most important issue facing government credit
programmes attempting to operate on a self-sustaining basis. If a high proportion
of an institution's loans are not rapid, the lender's capital is soon depleted and the
institution must cease to function as a loan agency unless government provides
additional funds. Miller, (1997) reported that on a maize group farming scheme in
Ghana, $869,767 had been loaned during the three years 1969-1971, but that only
$584,297 had been collected by June 30, 1972, for a repayment rate of67 percent.
In Nigeria, the repayment performance was similarly poor for rice-maize group
loans made in1972.Loans groups involving 390 farmers had been 75 percent
repaid by June 30, 1973, but the repayment rate varied widely from 32.9 percent
for rice loans in one administrative area to 90.7 percent in another. The high rate
of delinquency is associated with enforcement problems which are common in the
Ghanaian society. In this sphere, if borrowers even have assets that can be used as

collateral, they are often not acceptable to banks because of the high cost and long
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delays in using judicial enforcement mechanisms. In some cases, rural population
lacks adequate collateral that can be used as a hedge against loans or credit. This
has blocked rural population access to rural credit and is related to poorly defined
property and land-use rights and weak land and property markets (World Bank,

2001).
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High, and often covariant, risk in the rural economy is related to the
dominance of agriculture, which accounts for a high percentage of Gross
Domestic Product (GDP). The long gestation period for many agricultural
investments and the seasonality of output usually leads to uneven cash flow
and variable demand for savings and credit. Commercial lenders consider
agricultural credit too risky due to higher administration costs, the lack of
viable collateral, regional limitations, the present nature of small-unit farming,
and the land tenure system. The liquidity in the credit system has largely
eliminated incentives for banks to motivate credit through rural savings. It is
often noted that commercial banks in Ghana do not reach and service many
farmers, presumably because producers are not credit-worthy or the
information needed by banks to determine their credit-worthiness is too
expensive to collect and interpret. This leads some to argue that specialized
institutions or programmes (usually with a costly overhead of supervisory
credit personnel) are required to reach these potential customers, even if the
costs far exceed interest receipts.

Despite the confusion that surrounds rural financial markets, the
treatments for its problems are relatively simple. First and foremost much
more emphasis must be placed on encouraging rural financial markets to
mobilize savings. It will also be necessary to revise interest-rate policy. High
rates on loans would reduce the demand among those who use large amounts
of cheap credit, allow more lenders to cover their costs, and encourage lenders
to reduce the costs of transacting loans for both borrowers and themselves.

Policymakers should not try to accomplish too much with credit projects.
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Product prices, crop yields, and the costs of production are much more
powerful determinants of farmers' decisions than is credit availability or
interest rates. The concern of the government in developing countries that we
assume to be rational is to provide cheap and adequate credit to small and poor
farmers since credit is viewed as a production input, and accessible and
affordable inputs are essential to increasing production and incomes.
Therefore, if the government perceives the rural credit market to be
characterized by lack of funds and the presence of monopolist moneylenders
leading to sky-high interest rates, a rational response would be to inject credit
into the market, increasing the supply of funds, thereby hoping to drive down
interest rates. The key role for government should be to create the externality-
like effects by reducing the costs of enforcement and information. This can be
done, for example, by enforcing property rights (land titling) and undertaking
investment in rural infrastructure to make agriculture less risky, thereby

reducing asymmetric information between lenders and borrowers.

The concept of microfinance

Microfinance is a term used for the provision of financial services to
clients who are excluded from the traditional financial system because of their
lower economic status. These financial services most commonly take the form
of loans, though some microfinance institutions offer other services, such as
micro-insurance and payment services. According to Asian Development
Bank (2000), microfinance is the provision of a broad range of financial

services, such as deposits, loans, payment services, money transfer and
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insurance to poor and low-income households and their micro concepts. Three
types of sources provide microfinance services. These are:

e formal institutions, such as rural banks and cooperatives;

e semi-formal institutions like non-governmental organisations; and

e informal sources, such as money lenders and shopkeepers.

Institutional microfinance is defined to include microfinance services
provided by both formal and semi-formal institutions. Microfinance
institutions are explained as institutions whose major business is the provision
of microfinance services (Khander, 1998).

Access to financial services, such as loans, savings, insurance and
money transfers, enables people to increase their income and smoothen their
consumption flows, thus expanding their asset base and increasing their ability
to respond to crisis. The availability of financial services acts as a buffer
against sudden emergencies, business risks, and seasonal slumps that can push
a family into destitution. Since low income people are often ineligible for
traditional financial services, microfinance specially targets low-income
groups. As a development tool, it is believed that making these services
available to poor households can help them to move from mere subsistence for
daily survival to planning and investing in better nutrition, improved living
conditions, children’s health and education (CGAP, 2003). Impact studies
show that, in many cases, microfinance reduces poverty through increasing
income levels. Microfinance has resulted in improved health care, children’s
education and nutrition, and women’s empowerment. In particular, the ability
to borrow, save and earn income reduces economic vulnerability for women

and their households (BRI, 1990).
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Microfinance schemes were not developed by international aid
agencies or NGOs. Many such schemes have long histories in the developing
world. One such microfinance scheme is known variously as “susu”, box
money in Ghana, meeting turns or partner hand in Caribbean and “tinton” in
Senegal. Another term for this type of scheme is a rotating savings and credit
association (ROSCA). The scheme requires the formation of a committed
group. The participants in the “susu” group are required to pay a certain
amount of money to a coordinator at regularly scheduled intervals for a fixed
or unfixed length of time. At each such interval, all the collected money (less
any fee to the coordinator) is disbursed to one of the members; a different
member receives the entire pot (or “hand”) each time. The time of one’s hand
is often scheduled to coincide with a predicted future need. Once each member
has received a hand, a new cycle begins, often with the same members, but
with an adjustment of the order of receipt. A “susu”, thus, serves as a method
for the members to make interest-free loans to one another on a rotating basis.
In the “tinton” (Senegalese) version of this scheme, interest is paid back to the
group by the borrowing member, so that the amount of money in the “pot”
grows at a faster rate. There are, in fact, numerous ways in which this type of
scheme can be organised, with variants based on the frequency and length of
the cycle period, the contribution amount, and the mode of selecting the
person who will receive the pay-out.

The advantages of microfinance include the following:

e |t offers an opportunity for members to save;

e It keeps such savings fairly liquid,;
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e |t facilitates the availability of lump sums of money, which allow for
higher investments to be made earlier than the accumulation of an
individual’s own savings;

e In many places, it replaces official financial status; and

o It distributes the risk of default evenly across the members and usually
employs peer pressure to ensure compliance (BRI, 1990).

The disadvantages of microfinance include:

e The risk of mismanagement and fraud on the part of the group’s
organiser who, in theory, could abscond with the group’s funds;

e It may create a disconnection between the time of a pay-out and the
recipient’s need; and

e It becomes difficult for members to put committed funds to other uses,
including that of saving outside the group (BRI, 1990).

Microfinance is unique as a development tool because of its potential
to be self-sustaining. Successful microfinance institutions have proven that
providing financial services to the poor can be an effective means of poverty
reduction and be a profitable business. Dozens of institutions have proven that
financial services for poor people can cover their full costs, through adequate
interest spreads, relentless focus on efficiency and aggressive enforcement of
repayment. Institutions that are profitable, even after adjusting for subsidies
that they might have received, are providing a large and growing proportion of
today’s microfinance services. Evidence confirms that access to financial
services significantly impacts the lives of the poor. Empirical evidence shows
that, among the poor, those who participated in microfinance programmes

were able to improve their living standards, both at the individual and
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household levels, much better than those without access to financial services
(Sugianto, 1998). For example, the clients of BRAC, formally known as the
Bangladesh Rural Advancement Committee, and the largest NGO in the
world, increased household expenditure by 28% and assets by 112%
(Sugianto, 1998).

Impact studies show that, in Bangladesh, almost all children in
Grameen client households had some schooling, compared to 60% of non-
client households. Access to financial services and the resultant transfer of
financial resources to poor women can lead women to become, over time,
more confident, more assertive, better and able to confront systematic gender
inequalities. Microfinance enables poor women to become economic agents of
change by increasing their income and productivity, accessing markets and
information, and strengthening their decision-making power. In Indonesia,
female clients of Bank Rakyat Indonesia (BRI) were more likely than non-
clients to make joint decisions with their husbands regarding the allocation of
household money, children’s education, the use of contraceptives and family
size, and participation in community events (Bank Rakyat Indonesia, 1990).

In many cases, disease prevention is more cost-effective than disease
treatment. However, funding of the capital costs is often required. The World
Bank (1995) estimates that malaria costs Africa millions of lives a year and
$12 billion of production go astray. The bank further estimates that malaria
can be controlled for $3 billion a year. A simple mosquito net costing $2-$5 is
effective in preventing malaria in the household. However, this capital cost is
often considered unaffordable by farmers who may earn $250 per year. In

cases where preventive measures exist, micro financing can help make these
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solutions more affordable to all. Access to permanent and relevant financial
services creates the local foundations for achieving nearly all of the
Millennium Development Goals.

These are interesting times for those involved in the provisioning of
financial services for the poor. The boundaries between microfinance and the
formal financial sector are finally breaking down. In some areas, microfinance
iIs now an inherent part of the financial system. In other areas, new and
innovative financial delivery methods are being developed to overcome the
barriers of sparse population and long distances between settlements, as well
as poor infrastructure. Technology can play an important role here. However,
we may have to accept that for the moment, some areas are truly
“unbankable”. At the same time, commercial institutions are also beginning to
get involved in providing financial services to poorer clients. CGAP has
identified over 200 domestic retail banks or consumer credit companies
getting involved in microfinance, often driven by competition and
technologies that promise to allow them to make smaller transactions more
cost-effective. Microfinance providers are beginning to use electronic-
banking, smart cards and telephone technology to reduce transaction costs and
so reach poorer clients (CGAP, 2003).

Successful microfinance institutions have proven that providing
financial services to the poor can be an effective means of poverty reduction
and be a profitable business. However, the challenge facing the microfinance
industry today is how to scale up services to reach the estimated three billion
people in developing countries who still lack access to formal financial

services (Johnson &Rogaly, 1997). A major bottleneck to the development of
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sustainable microfinance is the limited institutional and managerial capacity at
the level of retail microfinance institutions, as reflected in inadequate
management information systems, poor strategic planning and high operating
costs. There is also a marked shortage of organisations that can provide safe
savings facilities for the poor, and that can sustainably mobilize these
domestic savings for lending.

Many of the essential elements needed to scale up microfinance are
already in place. High-performing microfinance institutions have developed
innovative methodologies to extend credit, savings and other services to poor
clients. A number of banks and other institutions with nationwide distribution
systems are beginning to take active interest in reaching poorer clients.
Advances in information technology have the opportunity to lower the cost
and risk of providing microfinance to the poor. A great delay of the knowledge
is Dbetter requirements of sustainable microfinance. The challenge is to
mobilize this knowledge and apply it on a much larger scale, creating financial
systems that work for the poor and boost their contribution to economic
growth. One approach is to tap into developed capital markets through
microfinance investment funds that enable individual investors and portfolio
managers to allocate a part of their equity and/or fixed income investment to

microfinance as an asset class (CGAP, 2003).

The role of microfinance in reducing poverty
The dynamic growth and improvement in the microfinance industry
has been promoted not only by market forces but also by conscious actions of

national governments, non-governmental organisations and donors who view

54



microfinance as an effective tool for eradicating poverty. According to the
World Bank (2000), almost half of the world’s (6.5 billion) people live on $2 a
day or less. The number living on less than one dollar has increased over the
past 15 years. About one-third of the world’s population suffers under-
nutrition due to insufficient intake of calories, protein or critical micro-
nutrients. Microfinance is, therefore, a necessary tool to eradicate the world’s
poverty.

A major development issue facing many developing countries has been
the need to reduce the scale and depth of poverty among the growing
population. Data from the 2004 Ghana Human Development Report (UNDP,
2005) indicate that the level of deprivation, as measured by the Human
Poverty Index, had declined from 51.7 percent to 41.0 percent between 1997-
98 and 2002-2003. Recent data from the Ghana Living Standards Survey also
estimated that from1991 to 1992 poverty declined from 52 percent to 28.5
percent in 2005- 2006 (Ghana Statistical Service, 2007). Though this
represents a significant reduction, there is less optimism with the increasing
growth of population. As argued by Aryeetey and McKay (2000), the extent
and depth of poverty are generally to be seen as outcome of the absence of
effort to change the structure of the economy over several decades.

The Pakistan Economic Survey of 2009 - 2010 divided poverty
into two dimensions in its definition: incomeand human poverty. Income
poverty is the lack of necessities for minimum material well- being determined
by the national poverty line. Human poverty is the denial of choices and

opportunities for a tolerable life in all economic and social aspects.
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Hulme and Paul (1997) have categorisedthe poor into two groups,
namely: the core poor and the poor. The core poor are those who have not
crossed a minimum economic threshold and whose needs are essential for
financial services that are protectional. The poor are those above this threshold
who may have a demand for promotional credit. They then discuss a minimum
economic threshold using characteristics, such as the existence of a reliable
income, freedom from pressing debt, sufficient health to avoid incapacitating
illness, freedom from imminent contingencies and sufficient resources, such as
savings, non-essential convertible assets and social entitlements to cope with
problems when they arise.

In another study, Weiss, Montgomery and Kurmanalieva (2003)
defined poverty as an income (or more broadly welfare) level below a socially
acceptable minimum. For them,microfinance is defined as one of a range of
innovative financial arrangements designed to attract the poor as either
borrowers or savers. In terms of understanding poverty, “the poor” are those
experiencing a long-term or chronic poverty, and the ‘‘transitory poor” are
those who temporarily fall into poverty as a result of adverse shocks.

Across the world, almost every country has to face poverty. Poverty is
the condition in which low-income people cannot meet the basic needs of life.
This situation leads to many difficulties like decreased health facilities, high
illiteracy rate, decreased quality of life and so forth. These difficulties
motivate human beings to commit heinous crimes and, at times, suicide.
Poverty is defined by several authors as it is the situation of having no enough
money to meet the basic need of human beings. While measuring in terms of

land,Zaman (2000) discussed ultra-poor as people having less than ten
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decimals of land and the moderate-poor households as having greater than ten
decimals of land.

The role of microfinance on poverty alleviation is checked both in
social and economic aspects. The social and economic factors considered, in
most cases, include the improvement of life style, accommodation standard,
income generation and life standard. Access and efficient provision of micro
credit enables the poor to smooth their consumption, better manage their risks,
gradually build their assets, develop their micro enterprises, enhance their
income earning capacity, and enjoy an improved quality of life. With little
efforts, the performance of microfinance institutions can be improved and
these institutions can play their role better in poverty alleviation than usual to
promote economic growth and development.

Microfinance has had a positive effect on poverty reduction. Some of
the evidence across the world includes the following: Bakhtiari (2006)
concluded that micro credit and microfinance have received extensive
recognition as a strategy for poverty reduction and for economic
empowerment, particularly in rural areas having poor population. Providing
poor people the small amounts of credit at reasonable interest rates gives them
an opportunity to set up their own small-scale businesses.

Mawa (2008) concluded that microfinance is an innovative step
towards alleviating poverty. He indicated that the microfinance facilities
provided to the people, helped them to use and develop their skills, and
enabled them to earn money through micro enterprises. Moreover, the

provision of micro finance helped them to smooth their consumption level and
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manage unexpected risks. Micro finance also helped the poor to built assets,
educate their children and have a better quality of life.

Gurses (2009) buttresses this point by saying that microfinance,
especially micro credit, is a powerful tool to reduce poverty. He, however,
argues that poverty, both in Turkey and all over the world, is not only a
function of micro credit but a political problem, and political intervention of
the state holds the ultimate resolution to the struggle against poverty.

Rena, Ravinder, Tesfy and Ghirmai (2006) have concluded that micro
finance is the founding stone for poverty reduction. Their study showed that
there is a fundamental linkage between microfinance and poverty eradication,
in that the latter depends on the poor gaining access to, and control over,
economically productive resources, which include financial resources.
Previously implemented programs did not produce good results due to the non
involvement of the people for whom the programmes were designed. They
suggested that the government poverty alleviation program should be
restructured, if not re- designed, and should be centered on the basic needs
approach. Micro finance is the means for income generation and the way for
permanent reduction of poverty through the provision of health services,
education, housing, sanitation, water supply and adequate nutrition. In many
instances, micro enterprises, rather than formal employment, create an
informal economy that comprises as much as 75 percent of the national
economy.

According to Kumar, Bohra and Johari (2008), micro finance is the
only way to overcome poverty in India.A great potential exists for micro

finance in the country. A major cross-section of the population can have
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benefit, if this sector will grow in its fastest pace. An annual growth rate of
about 20 percent should be continuing if India wants to control poverty. At
present, the outstanding balance is 1600 crores. This amount should be
increased to 42,000 crores in the next five years. Shastri (2009) shares this
observation by saying that there is no way better than micro finance in the war
against poverty. Creating self- employment opportunities is one way of
attacking poverty and solving the problems of unemployment. He reports that
there are over 24,000 people below the poverty line in India.

The scheme of micro-finance has been found as an effective instrument
for lifting the poor above the level of poverty by providing them self-
employment opportunities and making them credit worthy. Seibel (2003) has
shown in his survey that micro finance is that chemical through which the
germ of poverty can be killed. He shows that micro finance is equally
profitable in poor countries as in rich countries. He rejects the concept that
microfinance is a poor solution for poor countries. If properly regulated and
supervised, it has a great potential in poverty alleviation and development,
both in rural and urban areas.

Gopalan(2007) has indicated that micro finance increases the self-
confidence of the poor by meeting their emergency requirements, ensuring
need-based timely credits and making the poor capable of saving. He then
shows the credibility of microfinance in health -related issues in a positive
manner,and argues that, by making policy towards income generation and
enhancement, ultimately to eradicate poverty, this alone can improve the

health status through better, timely and easy access to health care.
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Imai, Gaiha, Thapa and Annim (2010) state that there is no doubt
micro finance is a powerful tool against poverty. They point out that the
number of poor people is less in those countries where the number of micro
finance institutions is more as compared to countries where the number of
MFiIs are less.

Ahmad (2008) has indicated that micro finance is fighting against
poverty with full force but, due to some facts, the role of micro finance is
decreasing in some areas of Pakistan. If these portions are cut off, micro
finance will eliminate poverty in a short period of time. Some of these facts
hindering the progress of micro finance include:

e Small loan size;

e Investment of the loan on consumption instead of income generation;
e Low awareness in the society about micro finance; and

e Less support by the government (Ahmad, 2008).

Brownstein, Fleck, Shetty, Sorensen, and Vadgama (2007) have stated
that micro finance is a good tool for poverty alleviation but it is not a magic to
solve the problem of poverty overnight. In sub-Saharan Africa, micro finance
is performing well but cannot solve the problem of poverty because the
problem is big and the weapon is very simple and weak. Micro finance should,
therefore, be given more support to yield some fruitful results. Currently, there
is need for greater awareness, greater coordination, additional aid, and
technological improvements for increased efficiency. Significant increases in
micro financing is a critical first step in accelerating sub-Saharan Africa‘s
progress towards the Millennium Development Goals. However, micro

financing is only one pillar in the systemic approach needed to reduce poverty
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and hunger in the region. Microfinance can serve as a catalyst that enhances
other programs and lifts the region out of impoverishment. The concept of
micro finance is simple and allows people to determine their own future, and
identify exactly how to prosper, in life (Brownstein, et al., 2007).

Ali and Alam (2010) opine that microfinance is the most important
resource to provide loans and other basic financial services to increase the
employment rate, productivity and earning capacity. It will impact the
people’s lives through removing poverty, improving living standards in health,
education and food.

Knight and Farhad (2008) have stated that micro finance directly
improves the quality of life and promotes poverty reduction. By getting loans,
the client becomes self -employed and protects himself from external threats.
By getting employment,clients raise themselves from the poverty line, and
their level of poverty decreases. In its initial stage, most of the people do not
know about the reality of micro finance. This is because people throw more
light on situations where micro finance has yielded negative results than on
situations where it hasproved fruitful.

Matovu (2006) argues that it is obvious that micro finance plays an
important role in poverty alleviation but the part of micro finance in poverty
alleviation is like a drop of water in a sea. Micro finance helps in improving
the standard of living of people. The main hurdle in this is finding the relevant
data. It is very difficult to find poor people and help them. A deeper analysis
is,therefore, required to help and find the poor and the kind of poor people that

need help from micro finance.
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Siddigi (2008) is of the view that micro finance in Pakistan had played

a major role in the lives of the poor. However, owing to some hurdles and lack

of performance,micro finance has not been as profitable as expected. Some of

thehurdles are:

The interest rate: MFIs charge a high interest rate;

The interest (Riba) itself: Pakistan is an Islamic society and most of the
people have an Islamic mind set. In Islam,Riba is not
allowed.Therefore, they hesitate in getting micro loans from the banks;
The empowerment of women through MFIs.This is because the women
clients are abused by their male relatives for getting loans; and

Islamic micro finance (akhawat), This is because akhawatworks
according to the needs of the poor peopleand not merely profit
generation, while conventional micro finance works for profit
generation instead of helping the poor (Siddiqi,2008).

Tenaw and Islam (2009) opine that micro finance has a vital role in

improving and maintaining livelihoods of rural people in Bangladesh and

Ethiopia. The financial system that was originated by the local population

proved a useful tool in promoting self-help and self -reliance among clients.

The main drawback of this locally originated financial system was that the

rules and regulation were in the hands of the originator. The main sector of

income in Bangladesh and Ethiopia is agriculture. However, problems like

poor technology, unreliable climate, and poor infrastructure, small and fragile

market, affect the development of this sector. The stabilization of agriculture

in these countries would largely depend on microfinance. It is believed that

poverty would be eliminated automatically when agriculture is stabililised.
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So,for poverty alleviation in these countries, agriculturaldevelopment is the
key, and, for the agricultural sector,the development of microfinance is the
ultimate.

Abiola and Salami (2011) have observed that there is a lot of literature
on the positive role of micro finance in poverty alleviation.However, in reality,
microfinance is not so profitable. Many stakeholders believe microfinance is a
good tool for poverty alleviation.Yet, there are instances where the results
have been the opposite. Microfinance is unable to effect a change in poverty
alleviation at times due to the limited time duration for its operation. The
duration given to clients does not give enough room for the loan acquired to
generate future income. Abiolaand Salami further explain that, at the
repayment time, the loan taker is not ina position to repay the loan because the
business may collapse as the client uses part of the capital for repayment. This
puts an extra pressure on the client. The client may go in for a loan elsewhere
to defray the old loan. He is, therefore, caught in a cycle of taking a loan to
repay a loan.

According to the UNDP (2007), the informal economy employs 91
percent of the economically active people in Ghana. Despite the enormous
contributions made by theinformal sector to the Ghanaian economy, micro-
and small-scale businesses, as well as poor households, are often denied
access to much needed capital by the formal financial institutions. They, thus,
tend to miss good opportunities to invest in potentially viable projects for
growth, since they do not have access to financial resources, including loans,
savings and insurance products. In Ghana, it is estimated that only about 6

percent of the entire population have access to formal financial services, with
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the majority being denied access (Aryeetey, 1996; Basu et al., 2004). These
individuals and enterprises, therefore, tend to rely largely on informal sources,
including relatives, friends, suppliers and money lenders, for their financial
needs (Aryeetey, 1994).

According to Zaman (2000), an important form of self-insurance
against crises is building up a household’s assets, which can reduce
vulnerability through the sale of assets to meet immediate consumption needs;
improving creditworthiness, thereby improving the household’s borrowing
chances during crisis; and reducing covariate risk.

As a result of the depth and scale of poverty levels, Ghana has focused
on poverty reduction as the core of its development strategy. Since the early
1980s, the country has implemented a number of development programmes
that were expected to impact positively on the livelihoods of poor people and
build their asset base to guard against vulnerability. For instance, the
Economic Recovery Programme (ERP), which began in 1983, was backed by
other programmes, including the Programme of Action to Mitigate the Social
Costs of Adjustment (PAMSCAD), and later followed by Ghana Vision 2020,
aimed at reducing the scale and depth of poverty in the country. The overall
policy framework for microfinance is informed by the poverty reduction
strategy, which seeks to balance growth and macroeconomic stability with
human development and empowerment in such a way as to positively impact
the reduction of the country’s poverty levels in the medium term (Government
of Ghana, 2003a, 2005).

However, according to Asenso-Okyere et al. (1993), some of the

policy reforms adversely affected vulnerable groups; especially women,
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children and rural dwellers, and some were even made worse off than when
the programme was launched. For instance, as a result of the introduction of
the cost-sharing policies in respect of user fees in the health sector, attendance
at health centers and clinics dropped, especially in the rural areas (Vogel,
1988). In a report prepared for the sixth consultative meeting of the
consultative group for Ghana in May 1991, the government identified that
PAMSCAD, among others, had not been too successful in targeting the
poorest of the poor (Asenso-Okyere et al., 1993).

Subsequently, Asenso-Okyere et al. (1993), findings on the limited
success achieved by these top-down policies and programmes, as well as the
non-sustainability of previous government-backed credit programmes
specially designed for poor people — especially those engaged in rural and
agricultural ventures, Ghana has embraced microfinance as a major strategic
tool to combat the severe poverty that continues to plague the country. This
stems mainly from the belief that providing small loans, savings facilities,
insurance products, money transfer services and skills training to poor people,
and more especially women, could be a way of providing opportunities to be
self-reliant and play active roles in their households and communities and the
economy as a whole (Yunus, 2001).

The interest in microfinance is a reflection of the successes of small-
scale lending programmes in countries like Bangladesh and Bolivia, where
lending to poor people, including women’s groups, by the Grameen Bank and
BancoSol respectively, had made great strides in poverty reduction. Poor
people, especially women, have been targeted by most microfinance

programmes as a means of assisting them to build up their asset base and,
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thereby, be in a position to play important roles within their households and
communities.

Microfinance programmes are known to support poor individuals or
households’ smooth consumption during an adverse shock. Access to credit
may help them to avoid distress through sales of assets, and to replace
productive assets destroyed in natural disasters (World Bank, 2002).
Moreover, provision of financial services helps individuals or households to
better manage their existing asset base or to reduce their liabilities. Again,
access to loans provides a security or fallback position if difficulties are
encountered. Furthermore, access to emergency or consumption loans enables
households or individuals to meet unexpected demands for cash, without
having to sell or pawn key income-generating assets or withdraw children
from school. Voluntary savings may also lower the risk of savings; increase
the absolute amounts saved, and enable lump sum expenditure that otherwise
would not be possible (Barnes, 1996).

Financial services, provided on a timely basis, are a way for poor
people to turn many small savings into large lump sums that enable them not
only to protect against risks, but also to take advantage of investment
opportunities when they present themselves (Rutherford, 1999). According to
Ledgerwood (1999), microfinance institutions are beginning to experiment
with other products, including insurance. Insurance is a product that is likely
to be offered more extensively in the future by microfinance institutions,
because there is growing demand among their clients for health or loan

insurance in case of death or loss of asset.
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Rural Banking in Ghana
Before the introduction of rural banking in Ghana, banking facilities
were virtually absent in rural communities. The few commercial banks that
existed (usually sited in urban areas) did not help much. Also, the
establishment of specialized banking institutions like the Agricultural
Development Bank to service the rural sector, tended to concentrate on
traditional urban-based banking activities. To improve the access of rural
people to credit and to increase their participation in rural development, there
was the need for a credit policy that would mobilize rural resources and
redistribute them to the rural sectors with the potential for an overall national
development. Hence, the Ghana government, through the Bank of Ghana,
introduced the idea of rural banking into the country in 1976, with the first one
established at AgonaNyakrom in the Central Region. As at September 2009,
there were 176 rural banks operating in Ghana. These were distributed in the
10 regions as shown in Table 1.
According to the Association of Rural Banks (2009), the aims of rural
banks are:
e to stimulate banking habits among rural dwellers;
e to mobilize resources locked up in the rural areas into the banking

systems
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Table 1: The Regional distribution of rural banks in Ghana as at

September, 2009

Region Number Percentage
BrongAhafo 27 15.3
Central 20 11.4
Eastern 19 10.8
Greater 12 6.8
Northern 11 6.3
Upper East 14 8.0
Upper West 8 4.5
Volta 15 8.5
Western 21 11.9
Ashanti 29 16.5
Total 176 100.0

Source: ARB APEX Bank Limited, 2009.

e to facilitate development;

e 0 make banking facilities accessible to people in the rural areas;

e to encourage savings among rural dwellers;

e to identify viable industries in their respective catchment areas for
investments and development; and

e to provide credit facilities to those engaged in agricultural activities
and small-scale rural industries, among others (Association of Rural
Banks, 2009).
People in rural communities have benefited from rural banks in several

ways since the inception of rural banking in the country in 1976. Rural banks
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have brought banking services to the door steps of the rural dwellers and have
instilled in them the habit of saving with the banks. Besides, rural banks have
generated employment for several people who were unemployed. Rural banks,
over the years, have mobilized local resources, made investments, and granted
loans and overdrafts to several productive ventures to promote development
activities and improve the socio-economic lives of rural dwellers. For instance,
in 1987, the total outstanding loans and advances the rural banks granted
amounted to 634 million cedis. By 2006, this amount had increased to 356,598
billion cedis (Bank of Ghana, 2006). Also, rural banks have provided technical
advice to its clients and have distributed inputs on credit or hire-purchase over
the years.

Furthermore, rural banks try to reduce the cash element in the loans to
the minimum possible to prevent the diversion of funds for purposes other
than those for which they are granted. The banks arrange for inputs to be made
available in kind, such as raw materials, seeds, fertilizers, equipment and
machinery.

Again, rural banks determine the loan repayment conditions with
reference to the borrower’s capacity to repay. A “grace period” is allowed
between the loan approval date and the time the borrower is expected to
generate sufficient income to repay the loan. During the “operation period” of
the loan, the Bank’s Project Officer monitors the borrower to ensure proper
use of funds and punctual repayment. Routine and emergency visits by the
Project