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COMMODITIES SITUATION CHANGES FOR SRI LANKA
(THE CORRECT DIAGRAM)

Our November 1983 issue indicated the situation, with the following caption, but we inadvertently published the wrong dia-
gram, namely that for July and August 1983. What we intended showing was the December 1983 and January 1984 position, as
illustrated below: ;

For nearly nine years the Economic Review has reflected the constant fall in real value of earnings from Sri Lanka’s major
commodity exports. Tea was a prime example and we have occasionally illustrated the situation through this regular monthly
diagram from the journal “South”. The situation has changed dramatically for Sri Lanka which broke through the trend followed
by the other 13 commodities that have been dealt with in this diagram. As seen below, in January 1984, tea surges ahead of its

1975 position, contrary to the trend of all other commodities.

- WHAT COMMODITIES CAN BUY

SOUTH INDICES

This table shows the changes in the purchasing power ofcommodity exports.
Commodity purchasing power is measured in the following terms:
1. how much oil one tonne of each commodity can buy;
2. the volume of debt service payments one tonne of each commodity
can cover in US dollars.
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GROWTH OF RURAL BANKS AND THEIR

DEPOSITS AND ADVANCES
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RURAL BANKS

IN SRI LANKA

Rural Banks in Sri Lanka mark
their 20th anniversary of operations in
March this year. ~ In the last two dec-
ades, and especially since the re-organi-
sation of the Co-operative sector in
1972, the Rural Banks have grown rap-
idly. This special report describes the
history of the Rural Banks, their grow-
th,-as well as the degree to which they
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have achieved their stated purpose of
mobilising rural resources for devel-
opment.

CO-OPERATIVE CREDIT
BEFORE 1964

The history of
credit societies extends as far
back as 1906, in which year the
first co-operative credit society
was established in Dumbara in

co-operative
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" though

This was

the Central province.
followed © by another important
step of the colonial government,

namely, the appointment of an
Agricultural Banking Committee in
1909, which highlighted the gravity of
the problem of rural indebtedness in
the traditional sector as against the en-
clave sector of the economy. The co-
mmittee further advocated the estab-
lishment of Co-operative Credit Societ-
ies, which would enable the small far-
mer to borrow at-a reasonable rate of
interest for his agricultural needs while
offering him an inducement to invest
money in his lands,in manure,in pro-
viding agricultural machinery etc.,all
of which could bring the farmer a re-
turn more than commensurate with
expenditure he incurred. Consequently
the Co-operative Societies Ordinance
was enacted in 1911, and this is
considered the beginning of organised
credit for small farmers in the tradi-
tional sector of the economy.

The first Co-operative Credit Soc-
iety, registered under this Ordinance,

" was an unlimited liability society mod-

elled on Raiffeisan lines where mem-
bers were individually and jointly lia-
ble for the debts of the society.

Credit societies of limited lia-
bility and Co-operative Thrift and
Savinns Societies were two other types
of Co-operatives founded in the early
period. However, these two types had
a considerable urban-middle class bias
both in their outlook and formation.
Even the credit societies of limited
liability were of numerous types al-
they had a fundamental
advantage of having an' explicit rural-
small farmer orientation. E

In later years there was a trend for
the co-operative thrift and savings soc-
ieties of public servants to be trans-
formed into societies of limited liabili-
ty so that they could expand their
loan business by removing the restrict-
jon of loans to a percentage of’ the
savings held.



CO-OPERATIVE CREDIT
SOCIETIES

In the early decades co-operative
credit societies of unlimited liability
were the most numerous type and
they catered to the rural population.
Apart from introducing organised
credit for the first time to the farmer,
they also signalled the entry of a.new
institution to encourage thrift and sav-
ings at the Village level. Up to that
time the only institutions available
to the small saver were offices of the
Post Office Savings Bank.

In the years following 1930 and
. upto the 1950s these credit co-operat-
ives continued to increase in number,
membership, shares, deposits, resourc-
es and assets. |t was observed of the
credit societies of the unlimited liabi-
lity type that throughout their active
life-span of over forty vyears they
embodied in a very real sense the basic
co-operative philosophyofself help and
mutual help. It is unrealistic to expect
a comprehensive coverage of credit by
these societies, based on their own
funds, owing to the impoverished

nature of the rural economy. There-
fore, funds were drawn from external
sources, such as the state owned ‘Local
Loans and Development Fund’, to
meet short term liquidity problems. It
should, however, be noted that the re-
sources of the Co-operative Societies
that came in the form of share capital,
deposits and resources consistently
supported a substantial proportion of
their own lendings. The figures on the
percentage share capital and member

deposits to total loan outstanding
between 1953 and 1967 illustrate
this position.

The prime intention of having co-
operative credit societies was to solve
at least part of the problems associated
with rural credit and indebtedness.
The societies were composed of small
groups of persons known to each other
and the loans issued were generally in
the region of Rs. 100/- for a duration
of one year on the average. The loans
were chiefly for agricultural or non
agricultural production and the farm-
ers’ essential consumption and other
needs were not provided for. Besides,
the societies were not geared to pro-
vide short term and medium term
credit needs for the farmers.

CO—OPERATIVE BANKING
SYSTEM

The cc-operative structure of the
country entered a new era in the early
1930’s with the commencement of the
co-operative banking system, formed

" by affiliating the primary credit socie-

ties to Co-operative Central Banks.The
first one of this kind was established
in Jaffna in 1929; which marked a
turning point in co-operative credit
history, as it enhanced the consolida-
tion of credit societies and strengthen-
ed the financial base of the entire
movement. These banks in practice
accepted time and savings deposits
both from co-operatives and the public
although demand deposits were ac-
cepted only from the co-operatives. In

Years ~ Total Loans
QOutstanding
Amount
y Rs. 000
195865 .¢ 38,250
195862  * . 50,513
1963875 = -+ - 50,988

4

Shave Capital Percentage of Share
(Members  Capital and Members
Deposits) Deposits to Total

Loans Outstanding
18,332 47.92
28,864 56.15
30,521 59.93
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the meantime their credit lines in-
dicated a conscious bias towards credit
societies in granting advances..

The Banking Commission of 1934
revealed that the British based Excha-
nge Banks were catering exclusively
for the enclave economy, having a
partiality for British nationals. There-
fore the only institutional form of
credit available for Sri Lankans was
the Co-operative Credit system altho-
ugh it catered to a very small strata of
society. The Banking Commission ap-
preciated the overall performance of
the co-operative credit system, parti-
cularly its growth rate and area of
coverage. A noteworthy observation
of the Commission was that the Co-
operatives had liberally accommodated
their members and the system on the
whole was ideally suited for the land
owning cultivators. This observation
highlights the selective approach of
these societies in delivering credit and
banking services only to the land cwn- -
ing class of the rural economy.

The year 1949 marked another
turning point in the history of co-op
erative credit with the establishment
of the Co-operative Federal Bank of
Ceylon Ltd which was the apex body
for all co-operative banks and credit
societies. The co-operative banks and
the other co-operative societies were
eligible to be share holders of their
apex bank. Along with the Co-operat-
ive Federal Bank there came the Co-
operative Agricultural Production and
Sales Societies (CAPS) which were
basically a state creation rather than a
spontaneous co-operative develop-
ment.

A prime responsibility of this org-
anization was to act as a commission
agent of the government for purchase
of commodities coming under the
guaranteed price scheme (GPS). Be-
sides functioning as marketing agencies
these societies were also used by gove-
rnment as a medium for channelling
loans to farmers for cultivation. Des-
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pite the very ambitious programmes
drawn up the CAP Societies too suc-
ceeded in reaching only a limited seg-
ment of the small farmer population.
Another drawback was that the classi-
cal co-operative concepts of mutual
help and self-reliance were hardly evi-
dent in the new CAP Societies.

On the basis of the findings of the
survey on ‘Rural Indebtedness in Cey-
lon’ 1957, the Co-operative structure
was organised by establishing an is-
landwide network of Multi-Purpose
Co-operative Society’s “(MPCS) with
the object of promoting inter alia rural
credit on a comprehensive basis. An
established view at this time was that
the multipurpose form of society
where credit, marketing, provision of
consumer goods and other services
were combined was superior to the
single purpose form of co-operative.
The scheme was a mutti objective one,
where the MPCS'’s were expected to
operate as a village bank providing
credit, mobilising savings, and playing
a catalytic role in stimulating the
overall development of the village.

The objectives of the MPCS
movement were laudaple, although in
practice the then-existing co-operative
banking structure, representing the
apex Co-operative Federal Bank on the
one hand and the Provincial and Dist-
rict Co-operative banks on the other,
was ill-equipped  to meet the increas-
ing financial commitments of the new
structure. The self-imposed restriction

arising out of the insufficient financial
base, and the limits created by the unit
banking approach appeared tc be cou-
nter productive in the context of in-
creasingly high financial requirements.
Thus, setting up of a specialized bank
possessing the much needed structural
strength to supply the co-operative
movement: with adequate finance and
absorb the risks became a dire need in
this period. In 1961 the People’s Bank

" was established to fulfill this need and

the objectives of this new bank, as
spelt out in the People’s Bank Act,

ECONOMIC REVIEW DEC. '83

were as follows ““The purpose of the
Bank shall be to develop the Co-oper-
ative Movement of Ceylon, Rural
Banking and Agricultural Credit by
furnishing financial and other assistan-
ce to co-operative societies, cultivation
committees and other persons’’

Bank officials at the opening of the first Rural Bank at Manikhinna in the Kandy

District, on March 26, 1964.

It was envisaged that it would ac-
quire the necessary structural strength
by providing it

(1) Government participation in

the share capit.i :

(2) Provision to enyage in all as-

pects of commercial banking

(3) Provision to establish a bran-

ch network

(4) Statutory requirement that

all co-operatives should bank
with the new bank so that the
limited resources of the
movement could be concen-
trated in one financial insti-
tution,

Accordingly all the 17 Co-operat-
ive Provincial and District Banks merg-
ed with the newly established People’s
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Bank. Thus capital of the People’s
Bank was owned equally by the gover-
nment and the co-operatives.

The People’s Bank in a very short
period of its operation realized the
high cost of extending ‘banking and

e

agricultural credit’ to remote rural
areas particularly where there was lim-
ited banking business. The difficulties
involved in servicing loans, of a small
size to a large number of small farmers
on a direct banker-borrower basis, co-
mpelled the "bank to channel credit
through the co-operative network.
However, the year 1963 witnessed the
introduction of a People’s Bank spon-
sored Extended Credit scheme which
provided credit through the.multipur-
pose co-operative network. This net-
work was composed of over 14,858

‘co-operative societies by the end of

1964, which made it the prime source
of institutional credit to the rural
sector.

The Extended Rural Credit Sche-
me, introduced by the People’s Bank



in 1963, is considered the forerunner
of the Co-operative Rural Banks. So
much so that the new scheme was in-
tended to be an effective vehicle to eli-
minate the discrepencies created by
the middlemen and money lenders,
while at the sametime mobilising the
savings in the rural sector. However,
the scheme did not perform in the ex-
pected manner which led to the setting
up of a specialised institution called
the Co-operativg Rural Bank (CRB) to
cater to the overall financial needs of
the rural sector.

The functions of CRBsinclude ac-
ceptance of savings and fixed deposits
from members and non members in a
better organized manner and its line of
financing covers agricultural product-
ion, animal husbandry, cottage indus-
tries, debt redemption, electrification,
consumption and relief of distress. It
also functions as a pawn broking agent
of the People’s Bank and a media of
disbursing Comprehensive Rural Credit
for cultivation and other purposes spe-
cified by the government. The People’s
Bank had to play a crucial role by
way of providing financial, managerial,
supervisory and technical assistance to
enable the rural banks to overcome
their shortcomings, and function as vi-
able-self sufficient units. The People’s
Bank in turn gains knowledge of
conditions in the rural areas which
helps to build up effective contact
with the rural clientale. The functions
of CRB may be summarized as fol-
lows:

(1) Mobilization of deposits from
members and non-members

(2) Provision of loans and other
accommodation to members
for production and consump-
tion purposes.

(3) Provision of pawn-broking
facilities to members and
non-members

(4) Pravision of money payment
and transfer

The CRBs operating in a limited
area have the aavantage oT Intimate
knowledge of the local individuals.

6

This has significance in a situation
where there is difficulty in finding
conventional forms of security to satis-
fy the procedurial needs of the lending
institutions, contributing to the per-
petuation of poverty and indebted-
ness.

These advantages of CRBs were
summarized in the annual report of
the Central Bank of Ceylon in 1965 as
follows:

““'Rural Banks, as operated in Ceylon,
incorporate a blend of the advantages
of unit banking and branch banking.
They are :

i}  The decentralization of the
lending decision through the
use of local knowledge avail-
able to the committee of
management of each co-oper-
ative. Such knowledge has
proved useful in solving the
problem of security which
has greatly inhibited the lend-
ing of commercial banks thro-
ugh branch officers located in
the rural areas.

ii) Access to overdraft facilities
with the People’s Bank which
mobilizes resources from sur-
plus areas through the system
of branches.

iiiy The lower cost of operation
made possible by the econo-
mies resulting from the mini-
mising of centralised manage-
ment and also by the local
recruitment of staff.

At the time of setting up of the
Rural Banks it was clear that the very

nature of the rural economy provided
the basis for the establishment of
banks of this type. The bearing of eco-
nomy on these .was well analysed in a
paper by two economists of the
Central Bank who showed that the
rural economy was almost entirely de-
pendent on agricultural activity and
was characterised by income flows
only at harvest times while expendi-
ture for production and consumption
needed to be fairly continuous and
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regular. At harvest time the surplus of
funds over immediate needs could be
mobilised for use in other areas where
the production-consumption cycle is
at a different stage. Such mobilization
of funds and their transmission to defi-
cit areas is of mutual benefit to both
savers and borrowers. The link bet-
ween the rural banks and the People’s
Bank enablesthis type of mobilization
and transmission of funds. Fundsin a
rural bank area may also be utilized
within the area itself in the deficit
sector :

However, the mobilization and
use of.funds within a ‘rural bank sect-
or’ may be limited by the low level of
income in the area. In such circum-
stances, it is necessary to provide these
deficit areas with supplementary re-
sources, mobilized elsewhere in the
more developed and prosperous sect-
ors of the economy. Here again, the
rural bank‘s link with the overall re-
sources of the People’s Bank provided
a means of credit to deficit areas.

The period 1964 to 1972 should
be considered largely an experimental
phase in the evolution of rural banks.
The period after 1972, coinciding with
the re-organisation of the Co-operative
Societies, saw a period of rapid expan-
sion of the Rural Banks. In the period
1964 to 1972 there were only a few
Rural Banks in selected Co-opérative
Societies. The expansion was then
relatively slow, as seen from the fol-
lowing statistics in-table 1. An impor-
tant aspect of lending policy during
this period was that loans were restric-
ted to purposes other than paddy pro-
duction. (Als'o see figure I).

A period of increased growth em-
erges after the re-organisation of the
Multi Purpose Co-operative Societies
in 1972. In this reorganisation, a large
number of small and uneconomic

Multi Purpose Co-operative Societies
were brought together tq form larger
units. The idea was to reduce the
number of societies and increase the
standard of management. Each such
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re-organised large Co-operative Society
had a Rural Bank. The number of rur-
al banks rose rapidly as a result. By
the end of 1973, there were 341 rural
banks cotresponding to each of the
341 Multi Purpose Banks which were
opened in the sub-branches of the
Multi Purpose Co-operative Societies
or Pradeshikgs. This resulted in a
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further expansion of the number-of
branches as seen in the following
Table 2. The decrease in the number
of Rural Banks since 1973 was due to
that amalgamation of multi-purpose
co-operative societies. As a result of
this amalgamation, a number of rural
banks were converted into special
branches. By 1983 the number of
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“the deposits.

Table 1
Expansion of Rural Banks
(1964 — 1971)

No. of
Year Rural Banks
1964 3
1965 8
1966 13
1967 =
1968 ey
1969 68
1970 - 70
1971 111

rural banks was over 825; a strong con-.
trast to the 112 branches of 1971, be-
fore the re-organisation. Table 2 to-
gether with figure I, indicates the rela-
tively slow growth upto 1972 and the
uniform rapid expansion thereafter.
(Table 2).

After the reorganisation the Rural
Banks were re-designated Co-operative
Rural Banks. A survey conducted by
the People’s Bank of Co-operative
Societies,in the latter part of 1983, to
assess the need for any further expan-
sion of branches has revealed that ac-
cording to the perception of the Co-
operative Societies managements over
80 percent of the need for rural banks
has already been met.

With the increase in the number
of branches, there has been a corres-
ponding increase in the number of de- -
posit account holders. A pattern of
steady growth from 1964 to 1972
with a rapid growth thereafter, since
the re-oreanisation, is indicated. The
growth of deposits also follows the
trends described above. Deposi’f?grew
at a slow and steady pace upfo 1972
whep the amount of deposits was Rs.
23 million. However, after 1972 an
almost exponential growth is shown in
In 1976 the deposits
stood at Rs. 116 million,in 1980 it was
at Rs 334 million. It further increased
to Rs. 683 million by the end of 1983,

(See figure on Page 10.)



Table 2
Expansion of Rural Banks
(1972 — 1983)

Year No.of No.of Total
Rural  Special

Banks Banks
1972 2q)=-— 242
1973 341 341
1974 332 71 403
1975 - 338 109 447
1976 345 158 503
1977 285 259 544
1978 284 275 559
1979 284 303 587
1980 284 357 641
1981 284 459 743
1982 286 518 804
1983 : 840

Under the rules of the rural banks
any member of the public, whether a
member of the Muiti Purpose Co-oper-
ative Society or not, could deposit
money in the rural bank. However,
they could obtain loans only if they
were members. The conditions for
membership are liberal. For example,

Figure IL

FIGURE 1
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NO OF RURAL BANKS

74 76 78 80 82 83
a membership fee of only Rs. 1/- is
charged once and for all, a contrast
to the situation before the re-organi-
sation, where a membership fee of
Rs. 50/- was charged, in effect shat-
ting off large sections of the popula-
tion. As at 1972 the number of depo-
sit holders ‘stood at 97,000, at 1978
942,000, and in 1983 there were
1,595,000 deposit holders. This
dramatically indicates the effective-
ness of the reorganisation. (See figure
I1 ) A study carried out by the Peo-
ple’s in 1978 covering a specific sam-
ple, showed that, after 13 years of
service, as much as 39 percent of the
total membership within the sample
area had opened savings accounts in
the rural banks which is by no meang
an insignificant achievement. .

Those eligible for loans from rural
banks are thosec who are member: of
the Co-operative ‘Society and those
who already have deposit a.:counts in
the rural banks. However, under re-
cent amendments to the rules (in
1983) even non-members with a de-
posilt account with the Bank could
withdraw moncy by pawning articles.

ECONOMiC REVIEW DEC. ‘83



The Recovery Position of Rural Banks in Relation
to Short Term Loans by People’s Bank Admipistrative Regions
as at 30.9.1983

Region Short-term Loans : Defaults A

Anuradhapura Rs. 7,835,459/- Rs. 4,433,060/
Badulla Rs.10,410,659/- Rs. 3,633,162/
Trincomalee Rs. 872,907/- vRs. 208,205/-
Colombo Rs.11,367,085/- Rs. - 1,822,806/-
Gampha Rs.19,982,697/- Rs. 3,847,117/
Jaffna Rs. 1,959,939/- . Rs. 769,647/
Kandy Rs.11,035,315/- Rs. 2,727,675/-
Matale Rs. 3,159,965/- Rs. 867,400/
Nuwera Eliya Rs. 4,699,318/- Rs. 1,586,638/-
Kurunegala Rs.23,099,9726- Rs. 2,024,489/-
Galle ~ Rs.13,005,097/- Rs. 1,369,496/-
Matara Rs. 9,697,467/- Rs. 950,080/-
Kalutara Rs. 6,132,248/- Rs. 1,119,321/
Kegalle Rs. 5,998,808/ Rs. 988,974/
Ratnapura Rs. 7,886,241/- Rs. 1,812,828/
Total Rs.137,143,177/- Rs.l 28,140,787/

Although there has been a dramatic'
increase in the number of deposit hol-
ders since the re-organisation, the same'
does not seem to have occured as far
as loan recipients are concerned. Thus
in 1970 the number of persons making
use of loan facilities in rural banks
stood at 10,000. The corresponding
figures for 1972, 1976, 1980, and
1983 are respectively 12,000, 43,000,
59,000, 65,000. This shows a very
slow growth in comparison with the
growth of the number of branches or
with the growth of number of deposit

holders.. It indicates that the re-organ-
isation has had no effect on the numb-
er of loans granted. In contrast to
loans, pawn broking activities have in-
creased very significantly in' the two
~years following the re-organisation. In
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-this period, as is evidenced by the drop

1972 the number of persons who had
pawned articles *stood at 61,000
whereas this figure had increased to
235,000 by 1974. Two factors contri-
buted to this increase.

Firstly, the expansion of rural
bank branches, and secondly, the
higher rate payable for gold which
went up from Rs. 250/- to’Rs. 500/-
per soverign in 1973. However, mid
1970’s also saw a rapid rise in prices of
gold worldwide but the value of gold
was not put up by the rural banks to

‘keep pace with this rise, Consequent-
-ly, there was a drift away from rural

banks to private pawn brokers during

in the number of persons obtaining’

pawning facilities from 1974 to 1978.
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In. 1979 the rate was again increased to;
_Rs. 560/- per soverign and the number
of those seeking pawning facilities has
shown a steady rise from the low fig-
ure of 1979 to the present. The 1983
figure of 315,000 persons making use
of pawning facilities , however, is only
slightly higher than the 1975 figure of
299,000. :

Although the number of persons
making use of loan facilities in the
rural banks has not been commensu-
rate with the rapid expansion of the
system in 1972, the total number of
loans granted by the system has in-
creased significantly. Thus, after a
‘steady growth, the total amount ad-
vanced at 1972 stood at 'Rs. 8 million
and incteased rapidly thereafter to Rs.
47 million in 1976, Rs. 79 million in
1980 and Rs. 137 million by 1983.
(See figure ) There was however a
slight plateau in the period 1978-1979,
coinciding with the withdrawal of Cen-
tral Bank’s guarantees for such loans.

The statistics indicate that a relati-
vely few people have been making use
of loan facilities, while a large number
of those -eligible have not obtained
loans. In other words, the number of
advances per person has increased at a
faster rate than the number of persons
served by the Banks. Detailed follow
up studies ‘also indicate other trends in
this ‘concentration of loans where
there is evidence that sometimes per-
sons close to rural bank decision mak-
ing have been availing of loans more
often than others.

The total volume of pawning ad-
vances also shows rapid increase from
1972. In 1970 the total amount of -
pawning advances which stood at Rs.
2 million and increased to Rs. 54
Million by 1976; they grew very
slowly during the period 1976 to 1978
because of low rates paid for gold by
the rural banks and ‘increased rapidly
after 1978. In 1978, the total amount
of advances in pawning stood at Rs. 61
million increasing to Rs, 224 million in
1983, (See figure). :

The graph on the growth of depo
sits snd advances in rural banks since
its imception also reveals many in-
teresting features. Since of late, the

9
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deposits have been increasing at a
more rapid rate than advances. Upto
about 1976 the deposits and advances
had kept apace, but thereafter the two
diverged significantly. The importance
of this fact is that savings from the
rural sector are not being fed back to
the rural sector, but are being channel-
led elsewhere. The rural banks them-
selves make their major investments in
deposit accounts in the People’s Bank
and thereafter rural savings find their
way into the general financial activities
of the People’s Bank. The more signifi-
cant of these activities generally be-
long to the growth areas of recent
times, namely construction, and for-
eign and internal trade.

Although rural savings are not be-
ing mobilised (except in a few cases)-
within the rural areas themselves. this
is not nécessarily a bad thing. Most
areas can still gain if the benefits
from investment of these funds flow
back in an indirect way. Rural savings
and surpluses from the rural areas have
often fed wurban development and
helped industrialisation in a wide vari-
ety of contexts. The industrialisation
‘of the Soviet Union in the 1930’s is an
example of peasantry contributing to
industrialisation.

10

However if rural savings are being
used for activities which, in the long
run, are not in the interest of the rural
sector and the country, that naturally
would be harmful. In a climate where
pure market forces prevail, individual
rural banks or the People’s Bank itself
could not be blamed for following
strategies which in a sense pump rural
savings into other sectors, because it is
here that the maximum profits lie.
Specially in a climate of competition
among banks, profit becomes a priori-
ty consideration. Both the People’s
Bank Act and the by-laws of the Co-
operative Department,under which the
Rural Banks were formed, implicitly
specify that the savings should be
chapnelled to the rural sector itself.
The economic climate for such chan-

nelling can however be created only by
macro-governmental policy measures

which will then skew returns of Bank
investment towards the rural sector

There are also significant regional
variations in utilisation of deposts.
The activities of the People’s Bank are
divided into fifteen regions. The large-

st amount of deposits from Rural
Banks are found in the Gampaha Reg-
ion (Rs. 133.6 million) with the lowest
in Batticaloa Region (Rs. 9.3 million)
Similarly the largest advances (Rs.
61.6 million) are found in the Gam-
paha Region and the lowest in the Jaf-
fna Region. This low figure in Jaffna
is explained by the fact that pawning,
because of security considerations, has
been stopped in rural banks for quite
sometime. Gampaha Region has the
.largest surplus over advances, amount-
ing to Rs. 72 million; whilst Batticaloa
Region has the least with advances be-
ing higher than deposits. The figure
stood at a deficit of Rs. 4.7 million, It
should, however, be noted that the
quantum of both advances and depo-
sits for Batticaloa Region are much
smaller than the more densely popula-
ted Gampaha Region. If one were to
examine the amount of deposits uti-
lised within the region, we find that
Batticaloa Region comes highest with
(150 percent) more loans being given
out than deposited. On the other-
hand, the lowest on this count is Jaf-
fna Region with only 14 percent of
that deposited being lent out.
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Baticaloa o

which is
about 7 times more than is being dep-
osited in Jaffna Region. It should be
noted that the Jaffna Region loan pat-
tern is skewed by the security situat-
ion; with pawning being suspended in
rural banks, The bar chart on this
page illustrates these factors. :

However, the concept of a rural to
urban pump of financial resources, us-
ing only the figures from rural banks
would be misleading. The People’s
Bank and other banks also operate in
rural areas. When considering these
factors, some of the general observa-
tions we have made above may have to
be revised; especially as high income
farmers tend to deposit more in the
People’s Bank than in commercial
banks. A study by Chandra Fonseka
has indicated that although Jaffna sco-
res high on the rural to urban pump in
the rural banks, when the People’s
Bank is included this position was al-
most reversed. To correct the picture
therefore, one has to keep the activi-
ties of the commercial banks in mind,
which aspect is not being covered in
this report. There are no island wide
studies which reveal who the major
depositors are, and the main loan reci-
pients of the rural banks. A few case
studies conducted by the People’s
Bank, Research Department on certain
selected areas however indicate inter-
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esting trends. Thus a study done on
Rural Banks in the Kandy District, in-
dicates, the following:

““Highest amount -of deposits in
the rural banks seem to have been
made by the middle income groups.
Their share accounts for 93.36 percent
of the total amount of deposits. Even
in the amount deposited per account,
this group is in the lead with a mean of
Rs.'583,790 per account as against Rs.

'26.5 and Rs. 63.28 for the lower and

upper income groups respectively.

Those of the lower income "group

amount to only 3.03 percent”.

Kegalle
Kandy
Kalutara

Colombo ‘
Matara
Galfe
Ratnapura
Kurunegala

~ Of those who have made borrow-
ings from all sources, only 38.26 per-
cent have borrowed from the rural
‘banks in the Kandy District. Almost
all these persons are either farmers or
salary earners. In terms of income
groups 59.31 percent of the borrow-
ings are made by che middle income

groups.

This study shows that both the
recipients, as well as depositors, seem
to come from the same middle rural
stratum. Very probably the higher
rural income groups go to the Com-
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Gampaha -

mercial Banks directly, whilst the mar-
ginal farmers do not go to the banking
sector at all, but have recourse to the
informal sector. These broad results
have also been borne .out in several
studies by the People’s Bank, Research
Department on access to credit throu-
gh People’s Bank branches in the
Mahaweli area.

Default rates on short term loans
also show a strong regional variation.
This is contrasted with the overall rate
of 48 percent for agricultural lending
to the paddy sector by the commercial
banks. The rural sector is considered a
high risk lending area into which the
rural banks, as well as the national
banks, the People’s Bank and the
Bank of Ceylon have ventured. The
80 percent recovery rate for rural
banks fares quite favourably with
similar figures in neighbouring count-
ries. For example, the All India recov- .
ery rate for agricultural loans is 54 per-
cent for the rural sector. Region wise,
the lowest recovery rate is in the Anu-
radhapura Region. (Anuradhapura
Region under the People’s Bank classi-
fication includes the districts of Polon-
naruwa, Trincomalee and Anuradha-
pura). The next lowest recovery rate
is in the Jaffna. Region with 39 per-

cent and Badulla and Nuwara Eliya be-
ing around 35 percent. The best re-

covery rate is recorded in the regions
of Kurunegala, Galle and Matara with
a default rate of only 10 percent.
Others have intermediate positions.

Although -the magnitude of defau-
It is comparatively low, it has posed a
major threat to the expansion of credit
to rural areas. A variety of reasons are
attributed to the high .defaults of
which crop failures and low incomes
play an important role. Two other
commonly seen categories of defaults
are of those farmers who defaulted
wilfully and those farmers who de-
faulted at the instigation of politicians.
However studies conducted by the
People’s Bank suggest that the income
levels of small farmers in the rural
areas are insufficient to repay their
loans. This is particularly true in cases
where paddy farming is the sole in-
come generating activity; here the
farmers are often compelled to match:
all their escalating living expenses with’
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Table 11

GROWTH OF RURAL BANKS IN SRI 1. ANKA

DEPOSITS ADVANCES
Year No. of Rural Banks Savings Fixed Total Short-term Pawning Total Differences
Deposits Deposits loans ' between
deposits
and ad-
vances
Rs. Rs. Rs. Rs. Rs. Rs. KS.
1965 8 491,626 4,734 496,360 914,669 252,506 1,167,295 - 670,935
1966 13 703,011 22,737 725,748 1,326,475 427,129 1,733,586  =1,027,836
1967 27 1,305,846 65,381 1,377,227 2,029,476 633,213 2,662,680  —1,291,462
1968 44 3,110,576 222614 3,333,196 3,360,731 1,085,613 4716344  -1383,134
1969 89 5,712,893 460,168 6,173,061 3,572,281 1,823,646 7,095,927 —922,836
1970 90 16,109,287 799,117 16,908,406 7122213 1,989,066 9,102,279  +7,806,126
1971 111 17,188,297 676,106 17,864,403 7,144,913 2,171,734 9,316,647 - +8547,756
1972 242 22,703,136 617,150 23,320,586 8,226,663 6,958,250 15,184,913  +8,135,673
1973 341 44,281,601 872,935 45,154,536 16,177,708 22,734,438 38,912,146  +8,242,390
R.Bs.332 5
1974 S.Bs. 71 403 61,549,118 1,185,243 62,715,361 29,008,262 38,398,508  67.406,770  +4,671,409
R. Bs 338
1975 S.Bs 109 447 72,833,887 1,380,104 74213971 37,387,369 49,898,203 87,286512 =19,071.601
R.Bs. 345 ;
1976 S.BS.158 503 114,495,097 1,793,923 116,289,020 47,624,595 54,167,951 101,792,546  +14,496 474
R.Bs. 285
1977 S.Bs.259 544 170,514,871 4,947,329 175,460,200 55,034,180 55,849,120 110,883,300 = $64,576,900
R.Bs.284
1978 sBs. 275 559 209,608,000 12,538,000 222,146,000 63,763,000 61,315,000 125,078,000 +97,068,000
R.Bs. 284
1979 §.Bs.302 586 250,043,000 20,960,000 271,018,000 62,558,000 66,603,000 129,261,000 +141,767,000
R.Bs. 284
1980 S.Bs.357 641 309.184,000 59,170,000 368,354,000 79,677,000 97,022,000 176,699,000 +191,665,000
1981 Z-g:-zgg 356,798,000 77,250,00 434,048000 100,899,000 170,697,000 271,596,000 +162,452,000
1982 441,997,000 99,485,000 541,483,000 122,470,000 206,807,000 329,271,000 +212,212,000
1983 562,125 367 121,319,323 683,444,690 137,143,117 224,117,890 361,261,009 +322,183681
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a meagre producer margin. In such a
situation the farmer tends to give prio-
rity to feeding himself and his family
members. Therefore, however honest
he is he will not be able to settle his
loans because he is too poor to meet
his obligations.

As revealed by the Bank’s study in
the Kandy district, “In terms of in-
come groups the repayment rate is
most satisfactory in the upper 20 per-
cent income group. While for this
group the repayment rate is 80 per-
cent, it is only 50 percent for the low-
er income group. This finding also
collaborates the view that the non re-
payment of bulk of the rural credit is
due to the inability of the farmers to

pay.”

The findings of this case study on
Rural Banks in the Kandy District
" were applicable to most other areas as
well, and still hold. Among the study’s
conslusions were the observation that
the Rural Banks in a developing count-
ry like Sri Lanka are closely connected
with the process of national develop-
ment; being primarily concerned with
the mobilisation of savings and the
provision of credit needed for the

development of the rural areas. This

study highlighted the scarcity of
capital required specifically for de-
velopment of land and labour re-
sources in the rural areas. A major
step to fulfill this need was taken in
the 1960’s when this programme was
begun to mobilise rural savings for the
purpose of meeting the capital needs
of these areas. It was the recognition

of such needs that lead to the setting

up of Rural Banks.

Considering the views of all res-
pondents who expressed their opinions
on the performance of Rural Banks
over this 14 years period, the study
conclu‘des that the majority maintain-
ed that the Rural Banks had rendered
‘a useful service. This was the general
concensus in the first systematic
evaluatioh of the activities of Rural
Banks since they were originally set
up. More recent views on the Rural
Banks and the scheme in general are
contained in the following pages

14

R.M, Abeyratne Banda

There are several Co-operative Ru-
ral - Bank loan schemes which provide
credit facilities to meet the needs of the
rural community. In the initial phase of
the Rural Banks, namely from 1964 to
1974, credit was approved as and when

CO-OPERATIVE RURAL BANK CREDIT

it was deemed necessary for various pur-
poses. From 1973 a more effective cre-
dit scheme, called the Comprehensive
Rural Credit Scheme, was introduced.
Obtaining loans and advances under this
scheme was more convenient for mem-
bers of rural banks, Members were no
longer subject to delays and difficulties
they underwent earlier while guarantees

MAP SHOWING DEPOSITS AND ADVANCES BY ADMINISTRATIVE
REGIONS OF THE PEOPLE’S BANK

The fc;llowing schedule gives the districts amalgamated to form admunis-

trative regions.
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for credit were also now less demanding.
Loans were given for both production
and consumption.

As seen in the table below, from
1980 the maximum amount of credit
available to a member of the Co-operat-
ive Rural Bank was Rs. 16,000/-. This
maximum applies to advances for pro-
duction and construction. The upper
limit for loans under personnel guarantee
is Rs 5,000/-; while loans to a limit of
Rs. 15,000/- were possible by obtaining
security of property as a guarantee
(Mortgage). Provision has been made in
the case of mortgages to secure undivid-
ed property as security mainly due to
the convenience of obtaining inherited,
undivided property which is available in
the rural areas.

Loans are issued by the Rural
Banks for a number of purposes and may
be categorised under;

Production, including Industries,
Agriculture, Animal Husbandry,
etc.,

Consumption-Long Term (for pur-

chase of items like Sewing

Radios, Cycles etc.) and Short

Term ( for purchase of Food,

Clothes etc.)

Also, Construction (houses, factor-

ies, stores, etc.); Trade, Debt Red-

emption; Electrification (houses,

factories, etc.) and Emergencies.
Loans for debt redemption are given to
redeem mortgaged properties and pawn-
ed properties and pawned articles and
loans against promissory notes. Consum-
ption loans are given for the purchase of
necessities and consumer durables. Assis-
tance for illness and funeral expenses
constitute loans in emergencies. Advanc-
es for installing electricity were com-
menced in 1967, Details are given in the

table.

Credit has continued to expand
over these 20 years with a particularly
rapid growth over the last decade. Be-
tween the period 1964-67 total short
term advances amounted to about Rs. 2
million; and this amount grew approxi-
mately by Rs. 1.05 million annually
upto 1971. In the year 1973 there was a
heavy annual increase in advances and
from that year onwards credit has grown
by about Rs. 8 million ennually tilt
1979. In 1980 once again there was a
heavy increase of almost Rs 17 million
and in 1981 an increase of Rs. 21 milli-
on. From less than Rs. 1 million in 1965
value’ of advances rose to over Rs. 37
million in 1975 and Rs. 137 million by
1983.
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Maximum Loan Limits per Purpose and Individual and

the Maximum period of Repayment 1965 - 1980

Purpose - 1965 1968 1973 1980 Maximum
Period of
Repayment
Production 2,500 5,000 7,500 156,000 16 Years
Housing 2,500 5,000 7500 ° 15,000 3-6 Years
Debt redemption 2500 5,000 5,000 5,000 6 Years
Consum\ption 500 500 1,000 5,000 1 Year
Emergencies - 200 200 200 500 1 Year
Electrification - 600 1,000 3,000 5 Years
Trade - - 1,000 2,000 -
Maximum loan: |imit
per individual member 3,000 5000 7500 15,000
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VIEW-POINTS ON RURAL BANKS

AN INTERVIEW WITH THE PEOPLE’S BANK’S FIRST CHAIRMAN,
MR. VINCENT SUBASINGHE

Q: The Rural Bank Scheme was your

brain-child and these banks were
originally set up when you were
chairman of the People’s Bank.
How did you conceive of such a
scheme?

A: The People’s Bank was established

in the vear 1961, Its first branch
was opened in a section of the
YMBA building in Fort, Colombo
and gradually more branches were
established in various parts of the
island. At the end of the first two
years there were a total of 20
branches spread throughout the
country. At this stage visits to
these branches were undertaken by
me and some other bank officials
to ascertain how effectively these
branches were functioning and we
had detailed discussions with the
officials of the Co-operative So-
cieties during such visits. We were
informed that although the Bank
served the businessmen and middle
class in these areas, the services
rendered by it to the rural sector,
such as the small scale farmer or
persons engaged in animal husban-
dry, carpentry, the handioom in-
dustry and in various domestic in-
dustries was at a minimal level.
This fact prompted us to consider
and conceptualise ways in which we
could assist these neglected sectors
as well.

An article | read in a journal, when
| was a boy, about the ‘Penny
Banks’' came to mind. All students
of a school were called upon to de-
posit a penny per week in the
Children’s Bank in their school.
The money thus collected was used
to purchase and supply items that
were useful to them, such as books
and stationery, at wholesale prices
from the merchants and these were
retailed at a minimum price.

It also reminded me of how, during
my young days, the peasants of our
village used to deposit sums of
money weekly with certain mer-
chants, of the village. This scheme
was called the “Box Scheme’” or
* “Chettu System’’ and even my
mother and the domestic aids in
our house used to deposit money in
this manner. At the end of a year

16

or two years, the merchant repaid
the sums collected from each de-
positor with an additional amount
which could be called the interest

in today's context.
Another important episode which

influenced my conceptualisation of
the Rural Bank Scheme was in the
year 1952 when | had to pay a visit
to Oxford in England with my son,
who was taken there for medical
attention. During this visit | had
the opportunity of meeting certain
individuals who had undertaken a
consumer business in the city and
the district. A prominent feature |
observed in their business was the
depositing of money by a majority
of the members of this society, on a
particular day of the week, at their
society centre. This | activity
aimounted 1o a banking function to
some degree. This example was
adopted by me later when | return-
ed to :my village and started the

’Oxford Co-operative Society
Deposit Scheme among the mem-
bers of the Sandalankawa Co-
operative Society. The rural pea-
sant could come to the Society and
deposit a minimum sum of cents 25
or more at a time and the receipt
was acknowledged in the form of a
label which was pasted onto the
pass books they were issued. The
total sum coliected in this manner
exceeded Rs. 8 million, An annual
interest of 6 percent was also paid
on these deposits. The successful
implementation of this scheme was
a major factor that influenced my
conceptualisation *of the Rural
Bank Scheme.

Could you now elaborate more on-

how you endeavoured to imple-
ment your new concept through
the People’s Bank and the action
that followed in this connection.
Before the commencement of the
Rural Bantk Scheme here | had the
opportunity to visit the Madras
region in India, where such a
scheme was already in operation.
| used this opportunity to observe
and examine the activities of some
selected Co-operative Rural Banks
in this region, through the courtesy
of the Registrar of Co-operatives of
Madras. On ‘this visit.undertaken
by me at my own expense, |
gathered valuable information and
experience about various aspects of

the Co-operative Banking sector in
Bombay and other places. | also
furthered my knowledge in these

aspects as a result of some briefing
sessions | underwent for a number

of days with some key officials of
the Reserve Bank of india.After
these experiences, steps were taken
to send the then General Manager,
Mr. Solomons and also Assistant
General Manager,Mr.Amerasinghe
to these places which 1 toured in
India and they too came back with
invaluable experience.Although Mr.
Ranjith de Livera could not under-
take this tour himself he was well
briefed of the developments and
was a prime force in the establish-
ment of the Co-operative Primary

Ranks.
What are your observations about

the present condition of the Rural
Banking Scheme, and what mea-
sures would you recommend to
overcome any shortcomings and
weaknesses prevailing in the sys-
tem?

Today the rural banks numerically
amount to nearly 900 with special
branches. At the present trend

| expect the number to exceed

* 1,000 by the end of 1984. If this

happens, within a time span of 20
years the number of rural, Banks
would have exceeded 1,000. My
wish is that at the end of the next
20 vyears of its operation, every
Grama Sevaka Division should see
see the establishment of a branch of
its own. What is clear by this
situation is that the Rural Bank
scheme has not only iived upto its
original expectations, but also has
become a most important institu-
tion helping the rural sector. | take
this opportunity to express my
gratitude and thanks to the various
Chairmen, Board’s of Directors and
the otticials ot the People’s Bank
who have endeavoured to develop
and expand the Rural Bank Scheme
which | initiated in order to desse-
minate its services among the rural
community. At the same time |
believe though the Rura!l Bank
Scheme has expanded there yet
exists a considerable capacity for
the expansion of its services. If
new schemes could be implemented
to utilise the funds deposited at the
Rural Bank's through Regional Co-
operative Societies, to commence
various new industries, small scale
business concerns etc. with a view
to uplift the rural economy, it
would be a great step forward.
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pose conditions on Co-operative
Societies which fall within the pur-
view of the Department of Co-
operative Development. Qur res-

‘AN INTERVIEW WITH THE PEOPLE’S
DR. S.T.G. FERNANDO

BANK’S PRESENT CHAIRMAN,

R, e

Q: Today the Rural Banking Scheme is
being expanded despite a number
of shortcomings. Could you kindly
elaborate how such a situation
could prevail, with particular re-
ference to the responsibility of the
People’s Bank.

A:  From the very start there existed a
close association between. the Peo-
ple’s Bank and the Rural Banks.
The Rural Banks were established
with a view to meet the needs of
the rural community. These Rural
Banks assist the rural community
by way of extending credit facilities
for the agricultural and other in-
vestment needs and requirements of
the sector. The People’s Bank pro-
vides these credit fagilities at very
low interest rates. The extension of
such credit by us to-the Rural
Banks and the Cc-operative Socie-
ties, at very favourable interest
rates, has been of tremendous
importance of their development,.

There is a common belief that the
People’s Bank invests the money
that it earns, through the Rural
Banks, in urban areas and thereby
the greater benefit of this activity is
directed towards the urban com-
munity. Although there is a certain
truth in this belief to a large extent
there seems to be a misconception.
The majority of the People’s Bank
branches are located in rural areas
and these are managed by well
trained and experienced managers.
When a proposal for an investment

| also would like to suggest a
scheme to establish centres to
support and service the newly set-
tled villages under the Mahaweli
Programme, and also marksting
centres to assist them to market
their produce.

Finally, | would extend my bless-
ings for the\future of the People’s
Bank, Which has attained a com-
manding position among the other
competing banks in Sri Lanka. Itis
my belief that if the People’s Bank
pays more attention than at present
to the rural sector it would further
enhance the development of this
sector in all aspects, '
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is brought before them, it is care-
fully examined by them for it via-
bility in all its aspects. This means
that we cannot accept -every
proposal that comes to us. Thus,
there occurs a considerable excess
of funds in the Rural Banks, which
in a way is a favourable situation.
When credit is granted it has to be
done adhering to certain accepted
norms and principles and not
arbitrarily.

There are a number of shortcom-
ings in the Co-operative Societies
which can appear in the Rural
Banks too; while certain Co-
operative Societies are in the red by
trying to engage in types of invest-
ment which are beyond their cap-
ability, some of the officers of
these societies are even inclined to-
wards corruption. It is true that the
People’s Bank has been rather re-
luctant to invest in such Co-op-
erative Societies. | do not say that
all Rural Banks and all Co-operative
Societies are in the same position
but such a situation prevails in
a number of Co-operative Societies.

It is said that the weaknesses of the
Co-operative Societies hinder the
progress of the Rural Banks. What
remedizl measures would you
suggest the People’s Bank should
take to avoid such a situation?

Well, in a way it is difficult for us
to take the total responsibility here.
We cannot accept the total respon-
sibility since it is the Central Bank
of Ceylon which has greater respon-
sibility. It is required to appoint
well trained experienced staff to
the Rural Banks which are not in a
sound position and this staff has to
be adequately remunerated. Also
a constant check on their activities
is very necessary. An occasional
check by an officer from our Bank
is totally insufficient. Above all,
prior to establishment of rural
banks either the Central Bank or
the Department of Co-operative
Development must look into these
Co-operative Societies and should
take remedial measures and then
we can help them to run smoothly
by assisting them with guidance
from our officials. We cannot im-

A:

ponsibility generally has been acti-
vity such as examining whether
there fs a proper maintenance of
books, how they extend credit
facilities or advice when a change
in the rate of interest occurs.
However, the People’s Bank cannot
closely scrutinise all activities of the
Co-operative Societies.

Q: It has been two decades since the

Rural Banks were established and
there are almost 900 in operation

today. If one is to
envisage a development of the rural
sector through these banks they
would have to be highly efficient in
future. Could you illustrate the
future plans for them?

I do not think that it is a healthy
practice to open Rural Banks rapidly.
Before | was appointed Chairman of
the People’s Bank nearly 20 to 30
Rural Banks had been established
annually. But since my appointment
we have changed this system. Opening
up Rural Banks without having the
necessary trained staff and other
facilities is not a prudent practice.
If large amounts of advances fall into
the category of past dues, what point
is there in such an exercise? Therefore
establishment of Rural Banks without
necessary infrastructure clearly
amounts to unproductive activity.
Therefore what is required now is to
have this staff well trained and effect
proper management according to the
banking rules and regulations. It is
required to effect a change in attitudes
of the public about the weaknesses of
the Rural Banks and for this, as | said
earlier, the proper management of
these Rural Banks by trained staff is
essential. When shortcomings and
weaknesses are spotlighted in the
media existing goodwill and public
confidence is eroded.

Q: Recently the Hon. Minister of

Finance has proposed the setting
up of a Regional Rural Banki’hg
Scheme under the auspicious of the
Central Bank. If such a situation
arises would this amount to a threat
to the further development of our
Rural Banks Scheme?

These 3 interviews are transiated from
the Sinhala original in the Bank House
Journal, “Bank and You"
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A: Wellif such a scheme is inaugurated
by the Central Bank this will be a
motivating factor for us to increase
the efficiency of our Scheme just as
in the case of what had happened
with the arrival of foreign banks in
Sri Lanka. Therefore, as | stated

earlier we have to maintain a
favourable image in the eyes of the
public. We must reap the maxi-
mum benefits from this com-
petition. We have a high degree of

self confidence and we will be able to
face up to any competition. If
these proposed Rural Banks are
established we shall endeavour to
maintain our Rural Banks in an
exemplary condition. If we work
hard and efficiently there is no
reason to fear any competition.
For example, what were the effects
on our activities from the com-
petition of the foreign banks?
Although this move stirred
initial fears we have been doing
much better ever since. Therefore,
what | can say of the competition
from the proposed Rural Banks of

the Central Bank is that we shall
face upto this task through the in-
ternal necessity arising from such a
situation. -

THE GENERAL MANAGER
PEOPLE’S BANK
MR. P. B. RATNAYAKE

We have not forgotten the Rural
Banks aiid are always willing to assist
them in all their activities to increase
their level of efficiency. The popularity
of this scheme is amply demonstrated by
the vast number of the Rural Bank
branches that have been established so
far and are to be established in future.
Although, unlike at the inception, the
direct inspection of these banks from the
Head Office has become less practicable,
we have continued to carry out this
activity through our island-wide network
of branches. This is done in three ways.
There is a form of control and super-
vision from the Head Office; and also by
the Regional Office and through the
Bank branches. Further, we conduct

frequent discussions with the officials
of the Department of Co-operative

Development, and of the National Co-
operative Federation, with a view to
being constantly alert to the needs and
developments of the system.

One may find while a particular
Co-operative Society functions at a
weaker level, yet the Rural Bank attach-
ed to it is strong and therefore there is
the ability for this Rural Bank to
develop the society with which it is
associated. To activate this process
smoothly it is essential that we overlook
their functioning. It is most heartening
to see the majority of Rural Banks and
their associated Co-operative Societies
function profitably today. As a result of
these activities of ther: Rural Bank's we
see a re-awakening trend in the rural
sector today and we should endeavour to
safeguard this trend in future. The capa-
city of the Rural Banks to develop
economic, social and cultural bases -of
the rural community is tremendous. |
believe if we could bring about this
change effectively with the help of our
Bank, it would amount to a development
of not only a section of the community
but of the whole system as well.

REGIONAL RURAL BANKS

IN INDIA

The developments in the Co-op
erative credit structures were not free

from distortions. There were constant
allegations that the Co-operative credit

flowed mainly to large cultivators,
irrespective of the different legal and
other provisions employed to safe-
guard the interests of the weaker sect-
ions of the society. As usual bulk of
the weaknesses lie in the areas of defi-
cient and ineffective lending policies,
-inadequate and untimely credit, lack
of supervision over use of credit and
the inability to develop the climate
and culture for timely repayment caus-
ing heavy overdues. Thus the co-oper-
ative credit structure was not adequat-
ely equipped with fool-proof systems
to ensure social equi ty aspect of cred-
it. Secondly the increasing defaults,
posed another serious question as re-
regards to the viability of these insti-
tutions. Side by side with them came
the problems of misappropriation and
misuse of loan' funds.

s A view expressed was
that “in the total scheme for bridging
the credit gap in the agriculture sector,
the major difficulty is that the co-0p-
erative banking sector which has a very
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wide organization at the field level is
unable to mobilize deposits”,

A system of Regional Rural Banks
was established in 1975 to combine
‘the local feel and familiartty with rural
problems which co-operatives possess
and the degree of business organiza-
tion ability to mobilize deposits, acc-
ess to central money markets and a
modernize outlook which the commer-
cial banks have...” in the context of
the vastness of the country and its ru-
ral economy, where bulk-of the pop-
ulation are depending on agriculture
and allied activily for living, the infra-
structure for credit provided by the
co-operative barnking system side by
side with the public sector banks was
found to be quite inadequate. There-
fore the decision to establish RRBs
was taken with a view to supplement
the present institutional arrangements
for providing rural credit. Thus in Ind-
ia the RRBs emerged not as a competi-
tor to the existing credit institutions
but complementary to the massive ru-
ral development efforts of the govern-

ment. .
The major objectives of the RRBs

according to the RRB act was to dev-
elopment of agriculture, trade com-
merce, industry and other productive
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activities in the rural areas, credit and
other facilities, particularly to the sm-
all entrepreneurs...”. The lending acti-
vities of the RRBs were- restricted to
the weaker sections of the rural com-
unity and the jurisdiction of each RRB
was confined to a specific district or
a number of districts. The paid up
share capital of a RRB is subscribed by
the Central Government, State Gov-
ernment and the sponsor bank in the
ratio fo 50:15:35.

The operational guidelines of
RRBs are prepared and issued by the
Government of India, Reserve Bank of
India and the National Bank for Agri-
cultural and Rural Development
(NABARD).

The performance of RRBs are
given in tables I and II, which indicate
a very impressive rate of growth of this
scheme in India. The total number of
RRBs that stood at 6 by the end of
1975 increased to 60 in 1979 and
further 141 towards the end of the
first quarter of 1983. The number of
branches grew at a much faster rate
and by the first quarter of 1983 there
were 6458 branches covering 246 dis-
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TABLE 1
OVERALL PROGRESS OF THE REGIONAL RURAL BANKS
(DECEMBER 1975 — MARCH 1983)

Sl. Performance Indicators

No. 1975
1. Total number of RRBs 6
2. Number of RRBs setup dur-

ing the year6 6

3. Total number of branches 17
4. Number of branches

added furing the year 17

5. Average number of branches
~ per RRB 3

6. Number of States covered
7. Number of districts covered 11
8. Percentage of (7) to total

districts m 3
9. Deposits:Accounts

a) Overall N.A.

b) Per RRB N.A.
¢) Per branch N.A.
Amount
a) Overall 20.00
b) Per RRB 3.32
¢) Per branch | i 5]
12. Advances: Amount
a) Overall 10.00
b) Per RRB .71
¢) Per branch 0.60
13. Per Account
a) Deposits(actual -
b) Advances(actual) -
14. Credit-Deposit Ratio 50

10. Deposits:

(Rupees in lakhs)

December = December March

1979 1983

60 141

9 17

2420 6458

667 267

40 46

17 22

121 246

31 63

2580274 8146641

43005 57777

1066 1261
12321.63  50154.37
205.36 355.70
5.09 7.77
16740.85  60284.81
279.01 427.55
6.92 9.33

478 - 615

1021 1578

136 120

N.A. = Not Available

tricts and 22 states in India. Another-

notable feature is the impressive grow-
th recorded in the areas of deposits
and advances that demonstrate an
emergence of a favourable credit de-
posit rate of 136 in 1979 and 120 in
March 1983.

This impressive performance how-
ever should not be overestimated, sin-
ce the RRB scheme was not free of
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constraints and shortfalls. There are a
number of serious constraints which
scheme in India. Although the RRB
programme  receives a considerable
subsidy from the state, it also under-
goes a severe pressure from the state it-
self to reach ambitious credit targets
based on non objective credit criteria.
When proper infra- structure and sup-
porting services are not forthcoming
the possibilities to reach full potential
benefits get narrowed which ends up
in increased credit delinquency. Thus
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by march 1983, the overdues exceeded
22 per cent of the outstanding credit
and there is fear that the future of
RRBs will not be different from co-
operative banks. The situation was ag-
gravated by the decisions of some state
governments to write-off or scale
down the co-operative debt, that al-
ways adversely affect the overall re-
payment climate..

Another issue worrying RRBs is the
question of the viability of this insti-

tution. Though the viability and pro-
fitability of RRBs have to be reconcil-
ed with the social objectives for the
setting up of RRBs it should be noted
that no institutional structure will sur- .
vive if they make continuour losses.
Studies conducted by the Reserve
Bank of India have shown that on an
average, a RRB would require about 6
years time and a network of 70 bran-
ches to become viable. It had further
noted the necessity of reaching ‘‘ an
outstanding loan business level of Rs.
80 million and also enjoying a margin
of 5 per cent between the borrowing
and lending rates. However in the
light of the increasing deposit rates
and establishment of upper limits of
lending rates by the National Bank for
Agricultural and Rural Developments
the possibilities to maintain a 5 per-
cent margin may not be practicable.

Although RRBs are expected to
be treated as the development wing of
the state, in.a number of states these
banks had not received the minimum
expected patronage. As a result of the
lack of minimum basis amenities,shel-
ter and other infra-structure which
have to be provided by the state go-
vernments the initial enthusiasm of the
RRB employees is slowing down. All
these problems would suggest that the
future of the RRBs depends on the
effectiveness of the Union Govern-
ments, the STate Governments, the
REserve Bank of India and the
NABARD in overcoming these con-
straints that more or less hampers the
proper operation of the co-operative
banking structure.
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HELPING THE RURAL MILLIONS IN SRI LANKA

Warnasena Rasaputra

A country with twenty five thou-
sand villages must necessarily place
emphasis on the development of a
strong rural economic structure for the
attainment of rapid and sustained high
growth in the living standards of the
people. Apparently, many traditions
are changing but some are decply
rooted }n the village society. Moneti-
sation ‘of the economy has given rise
to changes in attitudes, relations and
objectives. The importance of land, as
a measure of wealth predominates.
However, due to rapid population
growth, its relative importance has
declined. Nevertheless it still remains
a“ scarce resource in the rural areas.
The parochial attitudes are breaking
down with the impact of modernis-
ation and growth. There is generally
an inexorable desire to reach high
living standards amidst mixed attitudes
and aspirations. Any development
programme for the rural areas must
take into consideration not only the
changes that are taking place, but
more so the changes that are expected,
but have not taken place. The eman-

cipation of the rural people from the

existing social enviornment and mov-
ing them to a development oriented
environment requires the/creation of a
psychological atmosphere of innovat-
ion, expansion and development.

Villagers find it more comfortable
to grow within their social system. In
ancient. times, the people collectively
cnhanced their development prospects
through various schemes to increase
agricultural production and provide
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the necessary infrastructure. The ex-
tended family system enabled a large
variety of skills to be developed with
the minimum of costs. - These were
further encouraged through royal
patronage. Cultural activity was wo-
ven around agriculture. Music, songs,
dances and drama were more directed
towards invoking blessings for a good
harvest, or giving thanks to the deities
for a bountiful harvest. Thus, the
economic,social and cultural life were
all well integrated and the working of
a self-reliant development scheme was
eagerly awaited, keenly assisted, and
enthusiastically implemented. But in-
come levels were low. In order to
meet the increased demand for goods
and services from the West after the
rise of capitalism this economic system
had to adjust, to changed conditions.

This pattérn of development can-
not be re-introduced in a changing
world. The economic structure has to
adjust further.
lead to bottlenecks, and disruption of
economic growth, due to disparities.
The older people are slow in accepting
change but nevertheless, they want to
change for the sake of their children.
The poor villagers have always sacri-
ficed quite a lot for the sake of their
children and they are willing to do so
even now. However, they are cut off
from the younger generation due to
the communication gap or what is
better known as the ‘generation gap’.
In the absence of ameliorating or
moderating influence from their.own
households, the youth become frus-
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Inadequate changes.

trated and restive. Since their contact
with the elders outside their house-
holds is minimal, they tend to think
that the elders are insincere and are
more concerned with the maintenance
of the status quo. Thus, conflicts arise
among those who want slow and
gradual change in the context of exist-
ing social privileges and those who
want quick and rapid changes devoid
of privileges.

The rural sector generates the
bulk of the national income and in the
last decade it had made significant pro-
gress. This is evident from several cri-
teria — incomes have increased, un-
employment has decreased and hous-
ing conditions and other amenities
such as access to electricity and pipe-
borne water have improved. The aver-
age income of the rural person which
was only fifty four rupees in 1973 rose
to one hundred and seventy two ru-
pees in 1978-79 and to two hundred
and sixty rupees at the end of 1981.
The average income for the rural
family or the household was less than
three hundred rupees in 1973. It in-
creased by over four-fold to one thou-
sand seven hundred and sixty three
rupees between 1978-79 to 1981-82.
Unemployment has decreased substan-
tially since 1973. Rural unemploy-
ment which was as high as 25 percent
had dropped to 15 percent in 1978-79
while the latest available data indicate
that the rural unemployment in 1981-
82 decreased to 13 percent.

The availability of amenities in
the rural areas has increased steadily.
The percentage of households having
access to electricity increased from 2.5
percent in 1973 to 6.7 percent in
1978-79 and those having pipe-borne
water increased from 4 percent to 6.6
percent. A larger proportion of the
rural households nave latrines today.
Three-fourths of the rural households
in 1978-79 had this facility, whereas
tfive years ago this was confined only
to little over half of the rural house-

holds.
The averages do not speak of the

poverty that is in existence; nor does it
reflect the infrastructure facilities that
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have been made available to them.

_ Nearly 40 percent of the rural popula-

tion live in abject poverty. They re-
ceive less than three hundred rupees a
month, Nearly half the population
have been issued with food stamps. A
study made in 1975 on the basis of
1969/70 survey data indicates that 45
‘percent of the rural population is
fbelow the poverty line on the basis of
calorie intakes, compared with the
desired level.

Poverty in a developed country is

' ‘measured by the relative position it

occupies in the midst of affluence. In
/developing countries, on the other

hand, it is measured by its relative po- -

sition in the midst of an ocean of

poverty with a few scattered islands of

affluence. The grim future that lies
for the poorest of the poor in such
counfries as Chad and Mali in Africa or
such Asian countries as India and Pak-
istan, may be very different from what
we can see in Sri Lanka. Sri Lankans
in relative terms, are better fed, better
clothed and better housed. But this
should not impart any sense of eup-
horia, as our comparisions are with our
immediate neighbours and with other
developing countries. This type of
comparison is misleading and would
result in erroneous judgements being
made for the betterment of the large
bulk of the people. All are too keen
to raise the lot of the poor and to
build up an asset owning democracy
by well designed and accepted plans

for the development of the country.

The gap between the rich and the poor
indicates not only the potential but
also the size and nature of the prob-
lem. In reducing this gap, the world
community has to work with speed
and efficiently. The fact that Sri Lanka
is not in that unhappy position as the

_ neighbouring Asian countries or the

African countries should not reduce
our enthusiasm to accomplish things
fast. We have got to compare oursel-
ves with the average income earners in
a developed country. It is with this in
mind, that any initiative that has to be
sponsored and maintained, should be

"well-conceived, identified and promot-

ed.

The most important factor in any
developmental programme. is the need
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to promote and cultivate economic
development as a habit forming acti-
vity. Once they have. acquired this
habit, there will be some automaticity
in the approaches made by each indiv-
idual member of the family, by the
families themselves and by the com-
munity itself. The attitudes of the

people must be so organised to allow

them to have a clear idea of the direct-
ion in which they could move for the
betterment of their living conditions.
These may vary from village to village,
from place to place and country to
country. In Sri Lanka it is not easy to
find a cluster of cohesive villages. It
is therefore, necessary to consider the
village as the unit and bring about
structural changes in the village areas.
This, when fully supported from the
Centre, would result in a lasting and
indelible impression on the develop-
mental activities of the country.
People cannot take the initiative unless
they feel that they can get something
out of what they are doing. At least

- a part of their hopes must be realised

by the time they take stock of the
situation into which they have been
guided and directed.

The most important aspect of the
development that is understood by the
villagers is the provision of employ-
ment and the growth of incomes.
Traditional society encouraged under-
employment: the unemployed were
looked-after by the pooling of family
incomes. Even today it has reduced
social stress; Undoubtedly, the most
pressing problem today to which the
policy maker pays the highest atten-
tion is the creation of more job oppor-
tunities.

The rural sector is agricultural.
But low productivity in agriculture has
resulted in low demand for its activ-

. ities. Agriculture and its allied activ-

ities such as dairying, fisheries and
animal husbandry need to be intensi-
fied to provide more income and em-
ployment opportunities.  Attention
given to this sector has not,been s far
equal to its potential. Rural industrial
base remains weak. Rural industries
could not grow, not only because of
lack of-efitrepreneurship but also due
to lack of proper attitudes apart from
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credit and other facilities. A large
number of people employed in agricul-
ture ‘can be taken away without aff-
ecting its productivity. Obviously,
industrial growth in rural areas using
appropriate technology, could be one
way out. Rural industries may not be

“of the capital intensive type and they

can vary from those that use mode-
rately advanced technology to those

that use low technology. But ade-
quate work has not been done on the

- type of technology that is most appro-

priate for a particular village and to a
particular project or product. Regulat-
ion of technological changes cannot be
regarded as a farsighted policy to pro-
tect and enhance employment. That is
good enough as a holding operation.

_ Technology has to be developed in

such a way, so as to take advantage of
its annual growth and its effect on
employment, both direct and indirect.

Clearly, the effect of an employ-
ment expansion comes through in-
come and substitution effects pertain-
ing to primary, secondary and tertiary
sectors, Just as tourism in village areas
will create a further demand for trans-
port, trade, storing, packing, repair
services, telecommunication training
and other allied services, so will any
agro-based industry create similar di-
rect effects on employment. Mere
emphasis on cottage industry or handi-
crafts which are based on individual

“skills, cannot widen the base for em-

ployment in the medium term.

Rural development planners run
into a dilemma. On the one hand,
lack of cohesion among a group of
villages makes it difficult to organise
clusters of villages large enough to
carry out development through recog-
nised instruments and methods. On
the other hand, the socio-cultural pat-
tern makes it difficult to isolate indivi-
dual villages and try to solve problems
in isolation. There is a strong lobby to
work within the existing social envir-
onment so that modern civilisation
does not destroy existing social and
cultural values. At the same time, the
youth are looking forward to using
more fashionable methods in agricul-
ture and its allied activities. Though
the small man is a producer, consumer
and distributor, there are constraints
on the successful working of small
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units. Marketing is important for any
sustained growth but due to the low
acceptability of the locally produced
goods the rural market is unable to
expand.

Undoubtedly, at the early stages
of development, rural units require
protection from severe competition
from outside. At the same time, the
quality of the product should not
inhibit the sale of the products, and
reduce its acceptability. Quality con-
trol methods need to be enforced with
determination and purpose.

The Commercial banks are chosen
institutions for rural development.
Just as much as they encourage sav-
ings, they can encourage investment.
Identification of projects, promotion
of entrepreneurship and provision of
credit can all be done by this one
institution. Conservation of the Com-
mercial banks make them reluctant to
take undue risks. It is important to
provide credit at the appropriate time
even if it means the establishment of
new agencies and institutions in keep-
ing with the social requirements and
with which banks can work directly.
Credit available when-it is least needed
is as good as credit given for consump-
tion purposes.

The banks cannot work alone to-
wards rural development. The multi-
agency approach is indespensable.
Government departments and private
“organisations can always give a help-
ing hand and be directly involved. The
extension work -and the work of vari-
ous agencies in rural areas have not al-
ways received satisfactory reports,
mainly because of a lack of commit-
ment to the larger cause of rural dev-
elopment, to promote social justice.
There is no need to create too many
institutions as it will prove to be coun-
ter-productive. What is required is the
strengthening of the existing institut-
ions with strict supervision and guid-
ance. The rural participation cannot
be replaced, but they require training
and expert advice. Just as United
Nations’ experts are sent out from the
heddquarters to developing countries
to assist them in various disciplines the
despatch of experts on various discip-
lines from the Centre, charged with
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THE HEALTH BUSINESS

The Pharmaceutical Industry and the Third World

Dieter Brauer

The pharmaceuticals marketed by the multinational corporations do not
correspond to the needs of a just health care system adapted to the situation
in the Third World:

A significant part of these medicines is either superfluous or irrelevant:

Trade name medicines are often overpriced;

Research on tropical discases plays only a marginal role for the pharma-
ceutical industry in the Federal Republic of Germany;

The market power of the international pharmaceutical corporations
largely prevents the development of independent local medicine production
adapted to local needs. These criticisms have been raised by the Federal
Congress of Development Action Groups (BUKO), in which about 180 devel-
opment action groups in the Federal Republic are united. For some time,
BUKO has been carrying out a pharma campaign, partly financed by the
Protestant Church, with the aim of informing the public about problems”in
this area. Now for the first time a public discussion between the pharmaceu-
tical industry and its critics has taken place. The discussion occurred within
the framework of a meeting on the topic of “Medicines in the Third World”,

which was organized by the Protestant Church of Germany.

At the beginning of the meeting,
Klaus Wilkens, of the Protestant Chur-
ch Office in Hannover, cited the rea-
sons why the Church had taken up
this controversial topic:

- In many countries of the Third World
there is an acute shortage of medi-
cines because of the lack of foreign ex-
change: - On the other hand, manu-
facturers have flooded the market with
products, marketing is -‘accompanied
by aggressive advertizing which gives
consumers the illusion that health can
be bought with money, and that pre-
vention becomes unnecessary when
the ‘repairshop” is easily at hand.
- At issue are concrete economic in-
terests which, however, collide with

the needs of the developing countries.
The Church is concerned that eco-
nomic power is being used to the dis-
advantage of people in the Third
World. There are already examples, as
in the case of Bangladesh, where alter-
native government health care policies
have brought strong pressures from the
international pharmaceutical industries
and their home governments.

WHO Policies

An initiative for a new health’ care
policy oriented towards the needs of
the developing countries has come

from the World Health Organisation
(WHO). At the World Health Assemb-

the exclusive responsibility of develop-
ing the area assigned to them, would
be desirable..

The rural sector has vast potential
‘but it requires massive organisation in
the nature of development cells in
cach village or cluster of villages, with
assistance from the Centre, the people,
banks, government organisations and
private organisations.
resources of each village are to be
matched against the finincial resources
available, and that can be made avail-
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The physical

able, through the banking system, so
that maximum funds go to the priority
sectors. To meet the requirements of
social justice, employment and income
opportunities for the rural poor, and
the cconomically weaker, but viable
farmers, nced to be significantly in-
creased. With this end in view all agen-
cies must necessarily give their time,
effort and attention with the support
of resources from the government,
private organisations, credit institut-
ions and local resources of the villages
themselves.
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.1y of 1975, there was a discussion on a

list of “‘essential drugs”, which was Lo
end the confusion resulting from the
extremely large number of drugs mar-
keted by the international pharma in-
dustry. Halfdan Mahler, Director
General of WHO, was given the task of
supporting member nations in the dra-
fting or execution of a “national drug
policy””. National drug research pro-

grammes are to be supported and suit-

able measures for official registration,
management and control of drugs are
to be introduced. In addition, the
WHO is supposed to advise the health
authorities in the selection and acqui-
sition of essential drugs at appropriate
prices.

As a consequence of this decision,
a list of 244 generic drugs was drafted,
which was designated by the WHO as
the-list of “essential drugs” and which
was recommended as the basis for drug
supplies in individual countries. From
the WHO viewpoint, the advantages of
this list are as follows:

- A reduction in the number of drugs
that have to be bought, stored, analy-
ed and distributed;

- Improvement in the quality of drug
application, administration, informa-
tion and control:

- incentives for local pharmaccutical
industries and;

- assistance for the developing count-
ries in finding solutions to the prob-
lems of primary health care.

Since then individual developing
countries have attempted to realize
national drug policies corresponding
to the recommendations of WHO. For
example, in June, 1982, the Govern-
ment of Bangladesh issued exact guide-
lines for the manufacture, distribution
and use of medicines. A basic catalog-
ue of only 150 medicines was regarded
as sufficient for the requirements of
essential therapies.

1700 drugs were banned because
they were regarded as uscless, harm-
ful or too expensive. In future, the
essential drugs are to be manufactured
by local firms while imports {rom in-
ternational pharmacecutical corporat-
ions are to be restricted to complicat-
ed medications.
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Health for the masses

At the meceting in Bonn, Dr. Rein-
ward Bastian of the German Institute.
for Medical Mission in Tubingen, cx-
plained how a drug policy should be
designed to meet the health needs of
the broad masses in the developing
countries. Dr. Bastian, who has ycars
of practical experience in Tanzania,
reported on a project in India which
used simple means to achicve an
essential improvement in basic health
care. In an area in which 0- per cent
of all deaths were due to only 8 disca-
ses, considerable success was achicved
by the use of only 7 drugs. These
were distributed in the villages by
health care workers who had under-
gone only short-term training. In the
clinics, doctors have access to about
120 especially priceworthy and de-
pendable drugs. In children, every six-
th death was due to diarrhoea, and
therefore oral rehydration was regard-
ed as being especially important. This
can be achieved by a simple method
that does without the use of expensive
and in some cases dangerous medicin-
es: The child is given a solution of
table salt, dextrose, sodium carbonate
and potassium chloride.(see  comic
above). .

The view of the
pharmaceutical industry

In the view of the German phar-
maceutical industry, some of the prob-
lems raised by critics do not really
arise. First of all, the industry points
out the significance of pharmaceuticals
to the national economy. In 1981,
total. sales of German pharmaceutical
companies amounted to more that 16
billion DM. Of this amount,products
at a value of about 6.5 billion DM
were exported, putting the Federal
Republic at the head of world pharma-
ceuticals exporters. In 1980 about
73,000 people were employed in the
industry. About one fourth of the
exports go to the developing count-
ries: 18 percent to Asia and 2 per cent
to Africa. This makes the Third World
an important market for German corp-
orations.

Of course, a restriction of this
market to the 244 essential drugs on
the WHO list is not seen as very useful
by the industry. As Gerd von Breiten-
bach of the Federation of Pharmaceu-
tical Industries stated in Bonn, it shou-

Oral Rehydration
‘Approximately 5 million children die each year of
dehydration caused by diahoeal infection. Yet it
is now known that most of them could be saved by
& mixture of salt, sugar and water. That discovery is
potentially the most important medical break-
through of the century.

Immunization

The spread of primary health care
workers and the discovery of new
techniques for storing vaccines are
making universal immunization
more feasible. Protection against
the major disaases costs about $5
per child. Child deaths from
immunizable diseases total about5
million a year.

When confidence in cmld survival grows people. pcnml»y bogm to have fewer children. in the long run therefore a child health revolution

ip to
pncum bya wmhunr fall in child aum rate.

Dr. Bastian made 13 recommenda-
tions, based on his experience in India,
for improved drug supplies for the
Third World (see box on p. 24). Among
other things, this list calls for improve-
ments in the storage, distribution and
control of medicines, the listing of
really essential medicines based on the
WHO list of 244 essential drugs; the
introduction of generic names of medi-
cines (instead of trade names); and the
regulation of prices and advertising.
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there ever been a significant fall in birth-rates which has not been

Id be left to national health autho-
rities what criteria are used to approve
drugs. This would necessarily result ia
different behaviour in different coun-
tries. For example, there were,“cthnic
differences” in the frequency of cer-
tain diseases and, therefore, different
needs for certain medicines. One sho-
uld be careful not to prescribe to the
devcloping countries what drugs they
should select for import since this
could easily be regarded as “neccolo-

b
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nial” interference.
countries used Western criteria in set-
ting standards for medications, then

they should not be criticised for doing
80, according to Gerd von Breitenbach.

After all, he went on, all of the diseas-
eg that exist in the industrial nations
are also found in the Third World.
Therefore, a complete array of drugs
should be available.

Gerd von Breitenbach rejected the

‘banning of trade names and their sub-
stitution by gengric names. The ori-
gins and quality of medicines could

then no longer be controlled. Such a*

measure would provide no incentive
for research on new drugs, which at
present can cost up to 150 million DM
for a single product. Nevertheless, he
also announced the willingness of
German industry to help the Third
World establish their own pharma in-
dustries. But the interest , for exam-
ple in Africa, was not very great in
such cooperation ventures.

'Controversies in the debate

In the course of the meeting, con-
troversies arose in the debate over &
number of individual examples of the
activities of German Pharmaceutical
corporations in developing countries
that were brought up by BUKO. Rep-
resentatives of the development action

groups and of the Church object espe- '

cially to the marketing of drugs in the
Third World that have been banned in
the Federal Republic on account of
possible harmful effects. The repre-
sentatives of the pharmaceutical in-
dustry,
Hoechst, Merck and Bayer companies,
stated that, in view of different cri-
teria for releasing drugs in different
nations, the German standards could
not be applied world-wide. Rather,
«“meeting the demands for medicines”
takes place “within the framework of
the free market order” and is aimed at
‘qegitimate profits”.

This point was decisively contra-
dicted. According to Marcel Buhler,
author of the book “The Business with
Poverty”, there can be no talk of &
free market in the relationship of a
patient to the doctor and to the phar-
ma industry. Patients, especially in
‘developing countries, do not have a
free choice. It is not the needs of the

broad masses, but the “§ncreased ex-
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if the developing

including spokesmen from

pectations” of the elite which decide
which drugs are offered on the market.
" Angry reactions came on account
of the tactics of industry representa-
tives which avoided making replies to

concrete cases of inadmissible advertiz-

* ing or the export of dangerous drugs'

to Third World markets.
The statements from industry re-

presentatives that these cases must

first be carefully examined met with
little understanding because most of
the cases that were mentioned have
been known for a long time and have

‘been documented in publications of

BUKO and other action groups around.
the world.
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In any case, the debate brought
one concrete result for the meeting:
Industry representatives declared their
willingness to establish a kind of
«sclearing house”, together with the
churches, in order to discuss and clari-
fy the charges involving individual cas-
es. Industry is also prepared, together
with churches, to support projects in
developing countries aimed at estab-
lishing national pharmaceutical indust-
ries, especially for the production of
simple medicines. This is welcome
progress on the part of the industry,
especially in contrast to its previous

attitude which was to reject out of
- hand the charges brought by BUKO.
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ESSENTIAL DRUGS ONLY

Dianna Melrose

Thousands of pageé of enlightened
analysis of Third World drug problems
have been written and filed away in
cubic metres of reports,. Similarly,
countless UN resolutions setting out
what needs to be done by governments
to resolve the problems have been un-
animously adopted by the internation-

al community. Meanwhile almost no-

thing has changed for the Third World
poor. Millions are dying'of diseases
which are preventable or treatable
with modern drugs and vaccines. We
have had drugs to treat TB since the
1940s. Today,
estimated half a million people die
each year of TB. How complacent can
we afford to be living in a society that
has the means to reduce so much suf-
fering, but fajls to use it?

in India alone, an

Momentum

The momentum for radical change
in drug supply and marketing in the
ECONOMIC REVIEW DEC. '83

Third World is growing rapidly. The
international  debate has intensified
over the past two years “since the
information of Health Action Inter-
national (HAI) in May 1981. HAI
offers a unique framework for groups
and individuals in developed countries
to work in partnership with groups in
developing countries for the adoption
of rational drug policies. Within the
last 12 months a succession of books
have provided carefully documented
and compelling evidence thaea drug
market system which virgtually ignores
the existence of o#tr half the world’s
population cannot be working. It
makes meither ethical sense, nor!
economic sense in any terms except
a very short-sighted drive for profit.

Worldwide pressure on public
funds, the escalating costs of running
health services and the growing streng-
th of the consumer movements are
fuelling the pressures of new drug
policies. A growing body of profess-
ional and consumer opinion would
like to see human needs, rather than
market opportunity, become the key
determinant both of research and
development into new drugs and of
existing drug production; if no better
convergence between human need
and profit is found, it is the Third
World poor who will continue to pay
the heaviest price.

What are the prospects for
change? Structurally, the obstacles are
significant. Individual manufacturers
are caught in the dynamics of a market
system which targets only the wealthy
minorities in developing countries and
ignores . the needs of the mass of the
people because they lack purchasing
power. Leadirig manufacturers show
little enthusiasm to move into the
large volume,vlow-profit margin gene-
rics market.

Insight

An insight into their thinking can
be gleaned from the confidential
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Minutes of the October 1982 half -
yearly Meeting of the ABPI (Associat-
ion of British Pharmaceutical Industri-
es) which describes the new policy
trend in Third World countries as be-
ing ‘“in a direction inimical to our
interests.”

Why is an attempt to increase the
number of drug consumers worldwide
(by concentrating limited resources on
drugs that are essential) in a potential-
ly vast new marketlooked at in purely
negative terms? Why is there so little
«discussion on long-term opportunities
in the light of opening up ‘new markets?

Opposition from industry is one
barrier. Even more critical is lack of
political will by some governments.
Their lack of commitment to pursuing

rational drugs policies is reinforced by
i the apathy of governments of major

. drug exporting nations who are con-

cerned about their positive balance of
trade in pharmaceuticals to the exclu-
sion of whether the world’s poor get
access to basic drugs.

What of the dynamics for change?
The role of the World Health Organisa-
tion (WHO) has been described as that
of a catalyst for change in the drugs
field, since Dr. Mahler, its Director
Generalg took a pioneering role in
decrying the evils of “drugs colonial-
ism.”  There are encouraging new
developments, such as the Welcome
Foundation’s joint research venture
with WHO on onchocerciasis.  But,
however, valuable the potential of new
research into tomorrow’s drug for
Third World diseases, the fact is that
the poor still are not benefiting from
yesterday’s drugs.
priority has to be a more equitable dis-
tribution of these essential drugs at
fair prices.

This was the objective underlying
the WHO Drugs Action Programme;

The immediate -
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Five years into this programme and
despite protracted negotiations be-
teen the International Federation of
Pharmaceutical Manufacturers Asso-
ciation (IFPMA) on behalf of the lead-
ing manufacturers and WHO -on behalf
of the least developed countries - there
are no tangible results. The current
situation is one of stalemate. The de-
veloping countries recently rejected
the strings attached to the industry’s
offer of a “preparedness to negotiate
on non-commercial prices” for drugs
for the public sector only.

It is questionable whether these
time-consuming negotiations offer the
best way forward. WHO?’s technical
expertise could be better employed in
assisting individual countries to streng-
~then their buying mechanisms - to buy
on their own terms.

The policies pursued by the Sri
Lankan State Pharmaceutical Corpo-
ration in the early 1970s are just one
example of what can be achieved with
the political will to break dependence
on monopoly suppliers and shop
around on the world market. Faced
with the opening up of competition,
leading manufacturers drOp/ping their
prices substantially from one year to
another. Beecham, for example, drop-
ped the prices of clocacillin and ampi-
cillin dramatically to 22 and 17 per-
cent respectively of their previous
prices.

A further major limitation of the
WHO Drug Action Programme is that
any negotiations on special prices are
limited to the public sector, ignoring
the private sector which in many de-
veloping countries dwarfs public sector
distribution. In Bangladesh, for ex-
.ample, the private sector accounts for
90 percent (by value) of drug distribut-
ion. Thus if the needs of the majority
of the pupulation are to be served,
efforts must be made to increase the
availability of low cost generics for
private sale. This process may be
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jeopardized if drugs for the public
sector are obtained cheaply with the
quid pro quo of leaving a mass of
wasteful, inessential products on the
private market and pressures against
generic prescribing,

No Substitute

If people in the Third World are
to get the drugs they need, there is no
substitute for political will on the
of Third World governments. Thus the
most significant recent event in the
drugs field is without doubt the new
drugs policy introduced in Bangladesh
in June 1982. The Government de-
creed the phased withdrawal of 1,700
inessential, wasteful and unnecessarily
harmful drugs from a total of about
4,000 on the local market.

This was the crucial first step to-
wards eliminating wastage to give prio-
rity to production of 150 essential
drugs. As WHO’s Director General
pointed out, the policy is very much in
line with WHO recommendations.
Nonetheless, the policy came under in-
tense fire particularly from foreign
manufacturers concerned both at the

~ disruption to their short-term profit-

ability and at the international impli-
cations of a move to get rid of inessen-
tial but profitable items like cough
syrups and multi-vitamin tonics.

The US and the British govern-
ments both echoed their manufactur-
ers’ misgivings about the wisdom of
the policy and its possibility negative
impact on future foreign investment in
Bangladesh, a country heavily depend-
ent on foreign aid and investment.

The new Bangladesh Drugs Policy
was decisive in demonstrating that
non-governmental organisations have
an impotant role to play in rallying
support for rational drugs policies.
Member groups of Health Action
International, including OXFAM, War
on Want, the Voluntary Health Associ-
ation of India and the International
Organisation of Consumer Unions, all
‘rallied to defend the policy. Con-
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gratulatory messages arriving in Bang-

" ladesh from all over the world helped

strengthen the resolve of the Bang-
ladesh Government when it found its

policy attacked by powerful oppo-

nents.
Support

Particular weight was given to the
messages of support received from
British pharmacologists and doctors
underlining the positive role that
British health professionals can play in
achieving positive .change to benefit
the world’s poor. Members of Health
Action International have been greatly
encouraged by what Bangladesh has
achieved to date and are resolved to
continue to seek international support
for the policy and to help with the
important public educational work
that needs to be done within Bangla-
desh to publicize the objectives of the
policy to doctors, health workers and
the general public.

One new development is clear and
encouraging: manufacturers are taking
the Third World drugs issue a great
deal more seriously than they -did a
few years ago. The IFPMA has drawn
up its own international code on
marketing practice. This should be
seen as a first step towards a much
tougher WHO-sponsored Code. In-
creasingly, national pharmaceutical
manufacturers associations are setting
up bilateral projects to improve drug
supply in some of the world’s poorest
countries, including Burundi, Gambia
and Rwanda to date.

These visible projects are designed
for public relations advantage. How-
ever, as long as they put essential drugs
in the hands of those most in need, it
would be unfair to dismiss them as
mere PR exercises. Realistically,
manufacturers are not going to leap to
answer the needs of the world’s poor
unless they are pushed along that road,
by the trade-union ‘movement (which
is making very positive noises) by
governments of developing and devel-
oped countries: and finally and criti-
cally by public opinion.

(Courtesy: Development Forum)
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THE LOP-SIDED WORLD OF
THE DRUG INDUSTRY

Caral Rapoport

As the world’s demand for
modern hospitals and medical equip-
ment increases, so does its demand
for safe, efficacious drugs.

In the last decade or so, the phar-
maceutical industry’s image as miracle-
worker has been somewhat tarnished
but the setbacks and controversies
have only increased the industry’s
determination to provide more treat-
ments for more diseases in more parts
of the world.

To meet this challenge, the
$ 80 billion a year pharmaceutical
industry is becoming increasingly

international in all areas of its business.

Thus, research into new cephalospo-
rins, the broad-spectrum antibiotic
used mainly in hospitals, is actively
under way in the U.S.; Britain and
Japan, as well as in Sweden, West
Germany and Switzerland.

Anti-cancer research is also a truly
global project, with nearly every deve-
loped country hoisting a cancer re-
search institute to augment the work
done by private researchers.

This expansion in research acti-

vity world-wide has led to a record

number of licensing and joint-venture
deals within the pharmaceutical in-
dustry. Last year, for example,
nearly 400 companies from 29 diffe-
rent countries agreed to licensing
deals for new products — up from just
186 companies in 1981.
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Research

The amount of money being
ploughed into research is also gro-
wing. According to Edinburgh stock-
brokers, Wood, Mackenzie, in 1978
drug companies were spending about
10.3 percent of their sales on research
and development. Today that figure
is close to 12 percent.

Even.so, the distribution of drugs
world-wide is" heavily lop-sided in
favour of those countries which can
afford to pay for them. According to
United Nations statistics, over 80. per
cent of the world’s drug production
is consumed in developed countries
and less than 20 percent in developing
nations.

In fact, Dr. Haifdan Mahier, di-
rector general of the World Health
Organisation said last year that the
public health services of the 67 poor-
est developing countries, excluding

0 2000

China, are spending less in total
than the rich countries spend on tran-
quilisers.

In a recent paper on the European
pharmaceutical indsutry, Dr. George
Teeling-Smith, director of the UK
Office of Health Economics, and Mr.
Otto Nowotny argued that three
specific actions should be considered
by industralised countries in order to

change this pattern.
These proposed actions are:

* More research into tropical and
other diseases prevalent in deve-
loping countries.

*  Spécial price concessions to deve-
loping countries in order to
make drugs available to as large
a segment of the needy popula-
tion as possible.

* Adequate drug prices in the
industrialised countries to gene-
rate the funds required by the
first two proposals.

4000 6000 8000

MAJOR
PHARMACEUTICAL
MARKETS

& THEIR
POPULATIONS

1981 Total - £ 30.7 t:n.
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The third proposal strikes a
sensitive chord with the drug indus-
try and its critics. In the past few
years, the drug industry in Europe
and the U.S. has come under attack
by charities like Oxfam and consumer
groups for allegedly charging excessi-
vely high prices for its products.

The critics charge that drug
companies are quick to bring out
similar. products in a given therapeu-

tic area without necessarily providing_

any innovation in treatment. Senator
Edward Kennedy of the U.S., des-
cribed the results as a ‘“‘race” in which
the world has been flooded with a
“myriad of competing drug produets™,

The World Health Organisation
in a controversial report published in
1981, stated that just over 200 active
substances could adequately cover the
health needs of the majority of the
world’s population. This figure
of 200, they stated, compared to the
“quite absurd figure” of 30,000

brands in some countries. :
In their defence, drug companies

point out that long regulatory proce-
dures mean ‘shortened patent life for
drugs, ‘and hence the need to maxi-
mise profit while drugs are on patent.
None the less, governments through-
out Europe are seizing on this issue
and many appear poised to regulaie

further drug prices in the months to,

come.
One area where the cost of a drug

may actually hinder its own growth
potential is in the ‘cephalosporin
market. The natural successors to
penicillins cephalosporins are now
one of the biggest drug markets in
the world and a ' hotly competitive
one. The injectible third-generation
cephalosporin market is being chased
by a host of eager participants, but
some early indications arc showing
that the expensive drugs may not be
very much more infectious than
more traditional antibiotics.

A good example of the increasing
need to prove that a drug actually
works and indeed, how it works has
been demonstrated in the anti-cancer
area. For example, the largest selling
anti-cancer treatment in Japan has yet
to make any dent in Western markets
because the .fapanese have yet to show
substantial proof of efficacy of the
drug.
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High hopes

High hopes for interferon, the
body’s own first-line defence against
disease, have also been dented be-
cause of disappointing results in cli-
nical trials on solid tumour cancers.
The proliferation of new cancer treat-
ments remains high, however, because
of the continuing spread of the disease
world-wide.

Cancer research is also somewhat
less affected by side-effect problems,
as terminally ill cancer patients are
less likely to cémplain about com-
plications with a new drug if it offers
some hope of recovery, In other
areas, however, the concern over
side-effects has been increasing.

In Britain alone, some five new
drugs have been withdrawn or pre-
vented from entering the market
because of side-effect problems over
the last 12 months. Many European
governments are now considering
ways to strengthen their monitoring
systems for side-effects on new drugs.

For the future, both the consu-
mers and manufacturers are becoming
increasingly hopeful about the benefits
of genetic engineering for the world’s
health.  Already, deals in the licensing
of biotechnology products are prolife-
rating.
Pharmaceutical Marketletter, biotech-
nology agreements involved nearly
20 percent of world-wide licensing
agreements in 1981— by 1982, that
percentage had shot up to 50 per
cent.

Manv newly formed biotechno-
logy venture firms ‘have recently
signed agreements with large drug
companies for the commercialisation
of their recombinant DNA products.
The most active areas of research
are in new means of energy pro-
duction, genetics and human growth,
prevention of disease as opposed to
treatment and plant genetics and
vaccines.

Researchers forecast that these
innovations are still some 10 to 20
years away from chemists’ shops.
Until that time, the drug industry
and its consumers face the challen-
ging task of improving the world’s
health with the means at hand.
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According to IMS World -

THE FAILURE OF MONETARISM

Nicholas Kaldor

| must not spend any more time on
reminiscences as there would be no time left
for the intended subject matter of my lec-
ture, of how the discarded and discredited
ideas of 60 years ago became the official
policies of the most important central
bank of the world, the Federal Reserve
System of the United States. Fortunately
the American Constitution, based on the
principles of Montesquieu, provides for
the division of powers which ensures at
present that while monstary policy conduc-
ted by the Federal Reservé and the United
States Treasury pulls in one direction,
taxation and fiscal policy, as determined by
Acts of angress, pulls in the opposite
direction. Hence, in contrast to the pre-
war situation when the contraction of the
US economy created the world dollar shor-
tage, and was the main cause of world-
wide deflation, there is no world doilar
shortage at present; the United States ba-
lance of payments on current account is
in the red to the tune of over § 30 billion
which is expected to reach ‘¢ 60 or 70
billions by 1986. Together with the dis-
appearance of the petrodollar surplus
of the OPEC countries this will greatly ease,
if not altogether remove, the balance of
payment constraint on the economies
of the rest of the world — though given
the foolishness of many political leaders
of the West, there is no telling what
might happen.

I think | had best begin by making
my own position clear — | regard ‘mone-

- tarism’ as a terrible curse, a visitation of
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evil spirits, with particularly unfortunate,
one could almost say devastating, effects
on my own country, Britain. The biolo-
gical process of natural selection should
make for the development of favourable
traits in ‘the human character — and that
includes the acceptance of ideas and be-
liefs that promote progress and- the re-
jection of ideas that have the opposite
effect. As we all know this.is not, unfor-
tunately, _either a smooth or a continuous
process — it proceeds by fits and starts.
The religion of most societies contains
the basic dualism between good and evil
spirits, between angles and devils, between
the purveyors of good advice and the pur-
veyors of bad advice. The choice between
them is often represented as a moral issue
whereas it is more truly a matter of flair
and intuition which sometimes . works
and sometimes does not. Decadence,
according to Nietzsche, is a state in which
the individual ‘intuitively -goes for the
bad solutions for getting out of difficult
situations, and fails to pick out the good
ones.

The alarming thing is not that some
people should hold crackpot ideas — the
alarming thing is when crackpot ideas
sweep the board — when they capture
the minds of a wide selection of impor-
tant and influential people. This has been
the case with the rapid spread of mone-
tarism among academics, journalists, ban-
kers and politicians in the ten years follow-
ing the first “oil shock’ in 1973. Ultima-
tely the devil fails — at least this has been
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the case hitherto, otherwise we should
not be here. But the cost is sometimes
horrendous — whether through wars, revo-
|utions or the misery and agony inflicted
by mass unemployment, l0oss ofd‘opportuni-
ties, loss of skills or even loss of knowledge
and know-how.

\

than once, recently and most effectively
in a paper by Professor D. F. Hendry
(who is professor of econometrics at Ox-
ford) and published by the Bank of England ,

“__ an essential part of my scheme was a large reduction in the rates
of taxation — with a maximum marginal rate of income tax of 45 percent
— so that the part of the recommendations confined to the introduction
of new taxes was contrary to the ‘concept and spirit’ of my scheme”.

Function of Central Bank

Perhaps | ought to make explicit
the obvious point that the term ‘““mone-

tarism” does not mean “monetary policy”,’

as ordinarily understood. The latter term
relates to the policy of policies &onducted
by the Central Bank. Monetary policy
can be of numerous kinds. It could be
Keynesian or orthodox, it could also be
“monetarist” in the special sense used here,
except, as | shall dttempt to show, the latter
is not likely to be a viable policy in terms
of its own objectives. However, as Adam
" Smith has shown in the Wealth of Nations,
banks form a most important institution

for gconomic development, since it is the
availability of bank credit which alone
makes - possible the exploitation of new
investment opportunities as they accrue
and before the savings generated by the
exploitation of the enlarged economic
potential come into existence. It is the
primary “function of the central bank
to ensure that the expansion of bank
credit proceeds fast enought to exploit
an economy’s true potential for growth,
without allowing the economic mechanism
from being clogged up through excessive
credit creation. The art of central banking.
as Hawtrey explained, was to make sure
that the right amount of new credit is
generated, neither more nor less.

The rise of the new monetarism is
mainly associated with the work of a
single pioneer, Milton Friedman, a' man
of unusual ingenuity and powers of per-
suasion, but also an impish character of
whom one can never be sure whether he
is serious or just kidding — how far he is
genuinely convinced of the things he
says and how far he just enjoys the specta-
cle of parrying the intellectual blows of
his opponents by a rich variety of counter-
thrusts in unexpected directions — so that
he negd never acknowledge defeat. The
charge- of intellectual dishonesty is a serious
one and should not be made lightly. How-

ever, in connection with Friedman’s erripiri-
cal investigations it has been made more
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Friedman’s work as an economist can
be mainly characterised as a counter-refor-
mation — the reaction against the new
economics of the 1930’s and the return
to 19th century orthodoxies. This involved
both a denial of the theories of imperfect
competition which were destructive of the
neoclassical Walrasian general equilibirum
value theory and of Keyensian macro-
economics which replaced the orthodox
ideas on money and inflation.

Three assumptions

The more modern monetarism is cha-
racterised by three particular assumptions
— all of which are part of the credo of
the (original) Chicago School.

1. Prices in all markets are completely
flexible — they rise in. response to
excess demand and fall in response
to excess supply. Since prices in a
perfect market must settle at the point
where supply and demand are equal
neither commodities nor services can
be in a state of “excess supply’’ more
than momentarily. (This comes to
" the - same ‘as the assumption that a
market economy, left’to itself, is self-
regularating — it functions so as to

sense that they can be exchanged
into other forms of debt. (A bank
cheque can be converted into bank
notes; a bank note into other bank ‘
notes and so on).

3. Effective control over the ‘‘money
supply’ will have a direct influence
on the level of demand, and hence
of prices; successful control of the
money supply is both a necessary and
a sufficient condition for moderating
the rate of inflation — and indeed
bringing it to an end, if the control is
maintained long enough.

All three of these propositions are
based on false premises and are the main
sources of error in monetarist thinking.

1. The first assumption leads to a failure

to recognise the all important
difference between a demand inflation
and a cost inflation. In the ‘Walra-
sian’ model of the economy which
is at the bottom of all Friedmanite
thinking, a rise in prices can occur only
as a result of excess demand inisome
or all the markets. Costs (or incomes
generated in the process of produc-
tion) in that model of the economy
are derived from prices, hence 4they
cannot exert an autonomous influence
on prices. In the real world,however,,
except in special circumstances where
there is an excessive pressure on re-
sources (this generally happens as a
result of a major war on its aftermath,
but it can also happen as a result of
failure of a government to cover an
adequate proportion of its expenditure
by normal revenues), prices of goods
and services rise in consequence of
a rise in costs — whether material,

It is the primary function of the central bank to ensure that the expan-
sion of bank credit proceeds fast enough to exploit an economy’s true po-
tential for growth, without allowing the economic mechanism from being
clogged up through excessive credit creation.

ensure the fu!l and efficient distri-
bution of resources).

2. There are no important differences
between a (pure) commodity money
economy (where money consists of
gold or silver or oxen) and a credit —
money economy where money consists
of negotiable debt certificates — pro-
mises to pay of financial intermedia-
ries which are convertible only in the
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fuel, or labour costs —and such cost
induced rise in prices tends to generate
further price and cost increases even in
circumstances in which there is an
excess supply both of labour and of
productive capacity. Thus the strict
monetarist view denies that trade
unions can bring about a rise in the
prices of the goods which they produce.
(This was Mrs. Thatcher’s view in
the first year of office when she fre-
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quently said that all labour can do is
to price itself out of the market —
it cannot cause inflation. In her
second year however she changed her
position and admitted that a reduction
of price-inflation pre-supposes a reduc-
tion in the size of wage settlements).

2. The second assumption carries the
implication that money has an ‘exo-
genus’ supply schedule in a credit
economy, which determines the

quantity available independently of ihe *

demand for it — it denies the basic
difference in casual relationships bet-
ween a commodity — money system
and a credit-money system ,

3. The third assumption implies that the
quantity of money and the velocity
of circulation are mutually invarient,
whereas in reality, controls which
succeed in reducing the stock of
money (or cause it to rise at a lower
rate) may be rendered nugatory
by a compensating change in the ve-
locity of circulation. Indeed the very
distinction between changes in the
quantity of money and changes in the
velocity of circulation comprises an
arbitrary element of definition —
what appears as a rise in the velocity
of circulation under a narrow defini-
tion, may appear as a change in the
quality of money; on a broader defi-
nition, which includes money sub-
stitutes.

Of these assumptions | propose to
concentrate on the second, the differences
between a commodity-money-economy and
a credit-money-economy. just because |
regard this as the essential element of the
problem which has been largely neglected
by Keynesian economists and not only
by the monetarists. :

It is the essence of the quantity theory
of money that the supply of money is
“exogenous’” — that is to say, that it is
determined independently of the demand.

This will be the case in all circumstances
in which the quantity of the money-co-

mmodity (strictly speaking this involves
a closed economy not trading with the
outside world) — the quantity of precious

metals — is given. It is also true in case
in which money has an independent supply
function — i.e. when the quantity of the

money commodity can be varied through
production, by the changes in supply that
can be brought about in this way directly
generate incomes, and are closely related
to the value of money in terms .of goods.
(Ricardo assumed for purposes of this
theory that gold is produced under con-
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ditions of constant cost i.e. that the value
of gold in terms of commodities is fully
determined by its labour costs relative
to that of other commodities). But in the
case of paper money or credit money in its
numerous forms (bank money) there is no
such independent supply function. Credit
money cpmes into existence as a result of
bank lending and is extinguished through
the repayment of bank loans. Hence the
‘money supply’ can never be in excess of

demand in the sense in which the available’

In other words, in a credit money eco-
nomy the supply is necessarily endogenous,
not exogenous. This proposition is of
course in sharp contradiction to the beliefs
of the many adherents of the quantity theo-
ry of money which think that the exogenity
of the money supply in a credit money

economy is ensured either through the
numerical dependence (or strict propor-
tionality) of bank money to the underlying
“real’”” money (this was Walras’ and Mar-
shall’'s view) —- paper money is in strict

except in some countries.

I found that contrary to Friedman’s frequent assertions the demand
for money as a proportion of incomes (i.e. the reciprocal of the velocity
of circulation) is neither ‘“stable” between countries nor stable over time

quantity of gold can be in excess of the
amount people wish to hold.. At any one
time the volume of bank lending and its
rate of expansion is limited by the availa-
bility of credit-worthy borrowers. When
trade prospects are good or when the
money value of the borrowers’ assets
(their collateral) rises as a result of a rise
in prices, the demand for bank credit
rises but by the same token, the credit
worthiness of potential borrowers also
irgproves so that the suplly of credit will
expand automatically with the demand.

In the case of a purely metallic cur-
rency, it is possible to suppose that the
supply of the money commodity increases
relatively to the demand — say, as a result
of the discovery of new gold mines or the
conquest of a new continent with a great
dea! of gold like the Spaniards found in
America in the 16th Century — in which
case the value of gold must fall relative

, to other commodities in order to find a
‘home’ for all the fold that seeks a ‘home’.
A change in the price level — in the value
of the money commodity relatively to
others thus forms the adjustment mecha-
nism which brings desired money balances
(Walras “encaisse desiree’) into confor-
mity with actual balances.

Endogenous Money Supply

But there is no analogue to this in the
case of credit money. The “supply’ of
bank money cannot be assumed to vary
relatively to demand, the two must always
change together. It is impossible to ima-
gine that the prevailing amount of bank
money should be in excess of the amount
which individuals collectively desire to
hold — if there was such an excess, it would
be extinguished through the repayment
of bank loans.
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proportion to gold — or simply through
the reserve requirements imposed on com-
mercial banks by the central bank. How-
ever there is no such one way causation
from the ‘‘monetary base’’ determined
by the central bank and the size of the
credit pyramid which is built on it. This
is partly because the central bank can only
determine the total of ‘“base money”
issued (including the notes and coins cir-
culating with the public) and not the size
of the commercial banks’ reserves as such.
But it is partly also because ‘the central
bank's function of “lender of last resort’
(which is considered. indispensable for
maintaining the solvency of the banking
system) makes it impossible for the central
bank to set rigid limits to the amount of
cash which it is willing to put at the disposal
of commercial banks through rediscounts.
The “discount window'’ can never be
closed.

Keynes unwittingly contributed to
Friedman’s revival of monetarism by his
“liquidity preference’’ equation, M = L
(y, r) where the demand for money was
assumed to vary with the rate of interest,
whereas the supply of money, M , was
taken as an exogenous constant. This
formulation puts the whole burden of
adjustment to a change in .the level of
income, Y, on the elasticity of demand
for money balances — the elasticity of
the liquidity preference function, which
meant that variations of economic acti-
vity will be correlated with corresponding
variations in the velocity of circulation.
Starting from these premises. Friedman was
justified in thinking that strong empirical
evidence concerning the stability of the
velocity of circulation — in other words,
a strong empirical correlation between
M and Y is sufficient to “refute’’ the Key-
nesian hypothesis. However it did not
occur to him (at least not immediately)
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that the explanation of his findings may
lie somewhere else — in the variability of
M with the volume of borrowing which
postualtes a high degree of elasticity in
the supply of money with respect to
the rate of interest (or simply of income)
and not (or not necessarily) of the demand
for money (at a given level of income).
However, once we realise that the supply
of money is endogenous (it varies auto-
matically with the demand, at a given
1ate of interest), “liquidity preference”
and the behavioyur of the velocity of circula-
tion ceased to be important.

At a later stage, Friedman and his
followers investigated the matter and came
up with a remarkably ambiguous answer:
“the alternatives contrasted are not mu-
tually exclusive. Undoubtedly there can

be and are influences running both ways"
{i.e. from Y to M as well as from M to Y).
He then cites “five kinds of evidence”
for the .view that the "“monthly series is
dominated by positive conformity”.

| found most of his "‘evidence’’ (parti-
cularly that of his book, The Monetary
History of the Unied States) largely worth-
less' or irrelevant. Moreover, | found that
contrary to Friedman’s frequent assertions
the demand for money as a proportion
of incomes (i.e. the reciprocal of the
vecolity of circulation) is neither “stable’
between countries nor stable over time
except in some countries. For example,
in Switzerland, Italy and Japan the money
supply (on the broad definition M3) has
been rising over the last twenty years in
relation to incomes, whilst in the US
and the UK it has been falling. In 1978
the ratio of M3 (broad money) (as propor-
tion of the GNP) was over three and a
half times as large in Switzerland as in the
UK. Even on the narrow definition, M1
the money supply in Switzerland was
nearly three times as great as in the UK
or the US as a proportion of the GNP.
Yet no-one would regard Switzerland
as an ‘"inflation prone’” country (let
alone more inflation prone) than the US
or the UK,

Money substitutes

The traditional method by which
a central bank exerts its regulating func-
-tion is by setting its own re-discount rate,
and keeping* the market rates in certain
relationship to this through open market
opera'tions. Historically, the central
bank’s policies were mainly motiviated by
the desire to protect its own reserves (con-
sisting of gold and reserve currency
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holdings); it lowered the discount rate
in times of rising reserves and vice versa.
This policy is perfectly compatible with
the ““money supply’’ being a passive element
varying automatically with the demand for
credit (or the availability of credit-worthy
borrowers).

However, in the new monetarist's
view all this is wrong. To stabilize the
economy and to avoid inflation what is
needed first of all is to secure a steady
growth in the money supply, not a steady
rate of interest. Hence the “new’ policy
of the Federal Feserve, announced by
Mr. Volicker on October 6, 1979, was to
secure a slow and steady growth of the
monetary aggregates M1 and M2 by varying
the reserves available to the banking system
through open market operations, irrespec-
tive of the movements of the rate of in-
terest. From that day on dramatic changes
started to Mappen which were quite, ,)di-
fferent from those expected. The money
supply failed to grow at a smooth and
steady rate; its behaviour exhibited a series
of wriggles. The rate of interest and the
rate of inflation, though both were very
high at the start, soared to unprecedented
heights in a very short time.

By March 1980 the rate of interest
rose to 18.6 percent and the rate of in-
flation to 15.2 percent, and a little later
both were over 20 percent — which had
never occurred before in the United States,
certainly not in peace-time. And there
was a mushroom-like growth in new forms
of making payments and new instruments
circumventing the Fed’s policy through the
invention of money substitutes of all kinds,
the transfer of business to non-member
banks or to branches of foreign banks, and
so on. The Fed’s reply to this was that its
failures were all due to’ loopholes in the

tions would only mean that new forms of
financial transactions or intermediaries will
appear which will cause the situation
continually “to slop from under the grip’’
of the authorities.

The American monetarist experiment
was a terrible failure, as was publicly ad-
mitted by Friedman and Meltzer in 1982,
though insisting that it was the fault of the
authorities in not being able to run a mone-
tarist policy properly — not the fault of
ba;ic theory, Short of the old Chicago plan
for 100 percent reserves, there was certainly
no way in which the authorities could have
stopped the banks inducing the public to
exchange more of their currency notes for
deposits and thereby enlarge the lending
power of the banks combined with a re-
purchase agreement if necessary.

After a year and a half of continued
failures and a chaotic volatility of every-
thing — interest rates, exchange rates, infla-
tion rates — the experiment was abandoned
and the system returned, in effect, to the
traditional policy of regulating interest
rates but with a more delfationary stance;
partly, | presume, to bffset the inflatio-
nary force of excessive federal deficits —
and cause the rest of the world to suffer
{or benefit, as the case may be) from the
consequences of an overvalued dollar.
As the former German Chancellor Schmidt
said the other day, the US government
caused real interest rates to rise to higher
levels than at any time since the birth
of Christ.

Structure of Interest Rates

In retrospect none of this would have
happened if the Fed had studied and under-
stood the analysis and prescription of the
British Radcliffe Committee in 1958,
according to which central banks should not
really be concerned with the “supply of
money'’ — it is the structure of interest rates
and not the quantity of money “which is

The Thatcher experiment has left Friedman and the monetarists in
an intellectually highly embarassing position.

existing system which must be closed.
Congress obliged their friends in the Fed
very quickly, passing the Monetary Control
Act of 1980, supplemented by invoking
the International Banking Act and the
Credit Control Act. These extended mini-
mum reserve requirements to all deposit-
taking institutions, whether or not they
were member banks of the Fed, as well as
to branches of foreign banks in the US.
But none of this helped, as the British
Radcliffe Committee foretold would happen
twelve years earlier, when it said that the
extension and multiplication of controls,
through a wider spread of banking regula-
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the centre-piece of monetary action”.
However, the committee was also of the
view that the structure o1 interest rates,
and particularly the lorg term interest
rates should be set by the central bank
in the best interests of long term develop-
ment and not moved up and down with the
changing needs of the short-term situation.
But ithis implies (through the committee
refrained from spelling out these consequen-
ces explicitly) that for the day-to-day cont-
rol of the rate of expansion of bank credit,
the central bank requires additional instru-
ments such as setting the ‘ceilings’ for the

. rate of credit expansion, which is the met-
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hod practised by most European central
banks (including the Bank of England upto
1931) as well as, | understand, by the Re-
serve Bank of India.

In Britain, when Mrs. Thatcher came
to power in May 1979, her government
officially pronounced the formal adoption
of the ‘“‘monetarist creed’” with almost
the same solemnity as the Emperor Con-
stantine when he embraced Christianity
as the state religion. However in the cir-
cumstances of British institutions this
proved even more difficult than in the
United States, as subsequent events have
shown. The Bank of England was incapable
of fixing the ‘“‘monetary base’” let alone
the size of mandatory bank reserves, or to
leave interest rates to be freely determined
by the market. Instead they fixed a four
year target for the growth of the money
supply (on its broad definition of M3
including interest-bearing bank deposits)
on a gradually shrinking basis: 7 — 11
percent increase in the first year, 6—10 per-
cent in the second year and 4—8 percent in
the fourth year; and they relied, for holding
the money supply within the target range,
on a steadily falling public sector deficit
(as a percentage of the national income) and
on varying the short term interest rates
upwards or downwards according to the
moeny supply moved relative to the target.
(They were convinced, wrongly, in my
view, that the public sector deficit is the
major cause of changes in the money supply
or that a change in interest rates can affect
the money supply otherwise than through
consequential changes in the volume of
borrowing).

But the whole plan came unstuck in
their first year and disastrously so in thev
second year. The growth in the money
supply continually exceeded the target
range from the beginning and it rose at an
almost unprecedented rate of 22 percent
in the second financial year. At the same
time the deficit of the public sector excee-
ded the target by 2 percent of the GDP

But they have nevertheless succeeded (if
“success’ is the appropriate term) in crea-
ting adeep economic recession — a recession
that goes far beyond that experienced by
any other Western industrialised country.
Manufacturing output fell by 13.5 percent
in 1980 — a greater fall than in any year
of the great depression of the 1930s. In-
dustrial production in 1983 was 20 percent
lower than ten years earlier, whereas in the
case of other industrial  countries
production is considerably higher than ten
years -ago. There can be little doubt that
the unprecedented rise in effective ex-
change rate of the pound sterling (which
reduced industrial competitiveness by some
40 percent in comparison with 1978) must
have played a major role in this, causing a
large fall in new orders both in the home
market and abroad and an exceptionally
large reduction in stocks.

The rise in unemployment trom 1.2
to 3.2 millions — by 2 millions or 8 percent
of the labour force in two years — together
with the numerous closures of factories,
actual or threatened, has undoubtedly
greatly weakened trade union power and
thus contributed to a slowing down in
the rate of increase in wages in recent
settlements.  This, however, is_clearly a
consequence of mass unemployment due
to the recession; it cannot be due to any-
thing which has happened, or is happening,
on the side of the money supply. The
‘‘achievements’’ on the wage front and in
the inflation rate do not provide any sup-
port for the validity of ‘‘monetarism’’
— quite the contrary — which does not
stop government spokesman from clai-
ming credit for it.

The Thatcher experiment has thus
left Friedman and the monetarists in an in
tellectually highly embarassing position.
Friedman has admitted that as far as the
United Kingdom is cd.ncerned, the money
supply is not exogenous_ly'determined by
the monetary authorities but he attributed

ted.

in my view the proper test of competence of a central bank is how far
it succeeds in ensuring that the banking system grants sufficient credit at
the disposal of industry and commerce so that the true economic potential
of the economy can be reasonably fully exploited without being over-exploi-

in 1980—81 and by 1 percent in 1982 —
despite repeated cuts in public expenditure
and heavy increases in the burden of taxa-
tion.

The government has thus singularly
failed to carry out its stated objectives in
terms of either the growth of the money
supply or of the reduction in the burden
of taxation or in the public sector deficit.
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this to the ‘‘gross incompetence’” of the
Bank of England. Later he said or implied
the same thing about his own country.
However, this puts an entirely new com-
plexion on monetarism. It was nowhere
stated in the writings of Friedman or any
of his followers that the quantity theory
of money only holds in countries where
the monetary authorities are sufficiently
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““‘competent’’ to regulate the money supply.

If the Bank of England is so incompetent
that it cannot do so, how can we be sure

that the Bank of Chile or of Argentina or
Mexico — to take only the highly inflatio-
nary countries — is so competent, or rather
so competently incompetent, as to make
it possible to assert that the inflation of
these countries was the consequence of the
delibrate action of their central banks in
flooding these countries with money ? How
indeed can we be sure that any central
bank — not excluding even the German
Bundes-bank or the Swiss bank — are
sufficiently competént to be able to treat
their money supplies as exogenously de-
termined ? And what happens if they are
not ? Surely we need a theory of money
and prices to cover the cases of countries
with incompetent central banks, such as
Britain and the United States ?

The acceptance of monetarist theo-
ries was largely the consequence of the
glittering empirical and econometric evi-
dence which Friedman and his followers
were able to assembin concerning the close
correlation between the changes in the
money supply and of the level of money
transactions (the morey GNP) which
Friedman believed was incompatible with,
and thus refuted, Keynesian theory. How-
ever, he always admitted that this is only
true on the supposition that the change in
the money supply is the cause of the change
in the level of prices (or of total expen-
diture) and not the other way round. In
other words, that the money supply is
exogenously determined by the monetary
authorities. If it is now conceded that this
would not be true in -all cases — it would
not be true in cases of countries with in-
competent monetary authorities like the
Fed or the Bank of England — how can we
be sure that his findings have any relevance
to other countries which may be tempted
to control inflation by making the money
supply follow an exogenous path of slow
growth ?  The only remaining example
where Friedmanite policies were given
a thorough airing is Chile, but it would
take me too long to explain why that coun-
try, too, must be classed among thé incom-
petents.

In my view the proper test of compe-
tence of a central bank is how far it suc-
ceeds in ensuring that the banking system
grants sufficient credit at the disposal of
industry and commerce so that the true
economic potential of the economy can be
reasonably fully exploited without being
over-exploited. In other words, bank
credit should expand at the right rate,
neither more nor less. This is neither
ensured nor prevented by the attempts
to control the vagariqs of the money supply.
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