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The Analysis of Obstacles to Rural Microfinance

Development in China
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Abstract On the basis of presenting the terminology and classification of Rural Microfinance, this paper introduces the present situation of China’s
rural microfinance development and analyses the factors that hinder the highly efficient and sustainable development of rural microfinance in current
China. These factors include the operational risk, the financial resource and the sustainability of development, the regulation issues, and the issue
of financial supporting services. This paper also makes several suggestions concerning policy making: the government should vigorously promote in-
novations in systems and mechanisms as well as products, constantly improve financial supporting services, and put more emphasis on supervision

and control, as well as policy support.
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As one of the most important developing countries in the
world, China now has more than 900 million peasants and 150
million poverty-stricken and low income people, most of whom
live in the rural areas. At present, rural areas have an expan-
ding demand for credit which has a feature of regional differ-
ence and diversity. At the same time, rural areas suffer from
lack of financial services, especially credit facilities, which are
short of diversity, causing low-income rural households to be
excluded from getting the services and support of formal financial
institutions. This imbalance between supply and demand has seri-
ously hampered the economic development of rural areas and the
increase in income of rural households. Rural economic prob-
lem is a major problem in the process of China’s social-eco-
nomic development. Therefore, striving to form a multi-institu-
tional, multi-layer rural financial system and to develop rural mi-
crofinance is an important way to effectively relieve financial re-
straint, solve the problems facing agriculture, rural areas and
farmers, and develop a new socialist countryside.

1 Definition and classification of Rural Mi-

crofinance

In a narrow sense, microfinance is the finance services of-
fered to low-income clients or groups applying for loans (inclu-
ding consumers and self-employed entrepreneurs who lack
bank lending sources and relative services in a traditional
sense). In a broad sense, it is an activity aiming to offer a se-
ries of high-quality financial services'"’ such as loans, savings,
insurance and transfer payment to as many poor and low-in-
come people as possible. Microfinance is a kind of service es-
pecially for low-income groups in rural or agricultural finance.
The relationship among Microfinance, Rural finance and Agri-
culture finance is shown in Fig. 1.

Received: July 4, 2011 Accepted. August 14, 2011
+ Corresponding author. E-mail . wubaocheng121 @163. com

Finance
Rural finance
Agricultural
finance Microf inance

Fig.1 The relationship among Microfinance, Rural
finance and Agriculture finance

According to the different development objectives, agricul-
ture microfinance can be divided into two types: the one for
welfare and the one focusing on institution. The former takes
poverty alleviation as its priority, like Bangladesh Grameen
Bank (GB). The latter primarily considers commercial sustain-
ability, like People’s Bank of the Republic of Indonesia (BRI).
According to the different formats of establishment, agriculture
microfinance can be a non-governmental nonprofit organization
like BRAC; a profit organization for agricultural mutual relief,
such as our rural credit cooperatives, the former Rural Cooper-
ative Foundation and the current loan corporations, rural
banks, and financial mutual relief organizations in rural areas;
and micro-credit projects® introduced by formal commercial
banks.

2 The present situation of Rural Microfi-

nance in China

In 1994, projects to alleviate rural poverty like CFPA, Chi-
na Social Science Cooperation Fund of poverty, SMAP, etc.
were introduced into China, which initiated the development of
rural microfinance in China. In late 90s of the 20th century, the
project " Policy-based Micro-credit for Poverty Alleviation"
came into effect. In 2002, rural credit cooperatives started to
carry out micro-credit projects on a large scale. At present, mi-
cro-credit projects in our country are becoming more and more
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mature. Besides rural credit cooperatives, financial institutions
like Agricultural Bank of China, Postal Savings Bank of China,
and Urban Commercial Banks also offer micro-credit. Loan ten-
ure has extended from the within one year to one to three
years. New rural microfinance institutions which take micro-
credit companies, rural banks and financial mutual relief organi-
zations as the mainstay are being tried and established, and
are developing at a certain speed in China. By late March in
2011, there have been 3 027 micro-credit companies all over
China, with a loan balance of 240. 8 billion yuan, the total new
loans in the first quarter amounting to 4. 27 billion yuan. 552
new rural financial institutions will be established, 448 of which
have opened, 104 being planned to be established. 40% of the
rural financial institutions are in the east, 60% in the central-
west of China. 400 are rural banks. For the opened new rural
financial institutions, the corresponding total loan balance is
73.3 billion yuan, 83. 4% of the loans being offered to rural
households and small enterprises'® .

3 Factors that hinder the development of

rural microfinance in China

After the development of all these years, rural microfi-
nance in China has taken shape, but still has many problems
like inaccurate goal setting, not all-inclusive services, lack of
competition, poor anti-risk ability, low earning capacity, etc.
This challenges rural microfinance’s goal to obtain highly-effi-
cient, sustainable and stable development so as to provide bet-
ter service to agriculture, rural areas and farmers, and to con-
tinuously extend the range of social poverty alleviation. To sum
up, the factors that hinder the development of rural microfi-
nance in current China mainly lie in the following aspects.
3.1 Operating risk Agricultural finance suffers from greater
risks than trade finance and Industrial Finance, for rural microfi-
nance aims at rural low-income groups and thus has greater
system risk. Churchill ef al. summed up four kinds of risks: in-
stitutional risk, operating risk, financial risk and external risk'*’.
In China, the problem is mainly manifested in the following two
aspects.
3.1.1 Factor of clients. The average net income per capital of
rural households in 2009 is shown in Fig.2®. In rural areas,
the uncertainty and single source of client income together with
the frequent manpower flow have seriously constrained the de-
velopment of rural microfinance. Besides, the long-term ab-
sence of rural commercial finance has caused lack of normative
evaluation system of credit. Shortage of collateral has even
made evaluation even more difficult.
3.1.2 Factor of itself. Since rural microfinance has only a rel-
atively short history, it is still groping for better transaction and
operating mode. Compared with other more mature commercial
finance institutions, its risk awareness, operation and manage-
ment, as well as control capacity still need to be improved.
3.2 Source of funds and sustainability The biggest prob-
lem for rural microfinance institutions is the limited source of
funds, especially the difficulty in deposit inducement. For mi-
cro-credit companies, its source of funds is generally a limited
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Fig.2 Average net income per capital of rural households
in 2009

number of share-holding investment institutions and individuals.
Rural banks as a novelty can not attract many deposits either,
for it’'s small scale, single outlets and limited types of services
result in lacking of credit and user acceptance. As for NGOs ai-
ming at poverty alleviation, its source of funds depends entirely
on Domestic and foreign donations on the whole.

Besides, the clients of microfinance are dispersive and ap-
ply for only small amounts of credit. The cost of loan collection
is high, challenging the sustainability of microfinance'®’. In this
context, rural microfinance institutions are bound to adjust its
market positioning regarding risk prevention and self interest as
the priority, thus deviating from the goal of serving agriculture,
rural areas and farmers and supporting the construction of the
new countryside.

3.3 Supervision

3.3.1 The threshold for market entry. The controlling share-
holder or only shareholder of rural banks must be banking finan-
cial institutions. Although this stipulation helps rural banks to
obtain mature professional and technical forces, actually in
many poverty-stricken rural areas, it is hard to find qualified
and willing sponsors, causing rural banks to develop slowly.
Micro-credit companies also face the two problems of fund-rai-
sing and supervision due to their not being financial institutions.
3.3.2 Supervising indicators. In terms of supervision,existing
stipulations are too rigid'”! for new rural financial institutions,
taking no account of the features of rural economy. Take rural
banks as an example, currently, supervision is mainly con-
trolled by " insiders" of banks. Too rigid control deprives rural
banks of their due vigor and vitality. Once operating risk ap-
pears, rigid exit mechanism is initiated which will cause unpre-
dictable negative effects.

3.4 Supporting financial services Complete supporting
financial services lay a solid foundation for the development of
rural microfinance. Currently, supporting financial services of
rural microfinance in our country have the following defects:
first, the basis of law is not sound. The difficulty of guarantee
has long existed. Second, Fiscal supporting policy hasn’t
formed a long-term mechanism. The Coverage and degree of
support should be improved. Third, reforms relative to develop-
ment of county finance and rural finance like land reform and in-
vestment environment reform are not completed. Fourth, rela-
tive agricultural insurance hasn’t fully developed. Fifth, there
are not enough professional management personnel and credit
review personnel, etc. Sixth, the application of electronic pay-
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ment system hasn’t been popularized.

4 Policy Proposal

Microfinance services targeting at rural low-income groups

satisfy the credit demand of rural households, greatly influence
the reconstruction of financial system and the mode of econom-
ic development in China, and also lead to changes in social re-
lations, authority pattern, culture type and other aspects in ru-
ral areas. Vigorously developing rural microfinance will greatly
increase the income of farmers in poverty-stricken areas and
promote the agricultural industry structure adjustment. To fur-
ther promote the highly-efficient and sustainable development of
rural microfinance in China, the following policy propositions are
made.
4.1 Vigorously promote innovations in systems and mecha-
nisms as well as products Make innovation in rural financial
products according to the local conditions to satisfy multi-level and
multi-mode demand of financial services of rural areas. Actively
expand the range of collateral. Increase the funding for poor ru-
ral households. Try to accept collective forest right, land con-
tract and management right, rights to housing site, and large
farm machinery as mortgages, issue credit plus insurance
products, and try small and medium sized enterprises collective
notes and " farmer-benefiting cards" .

Ensure that capital market and insurance market play an
important role in financial services relative to farmers. Perfect
distribution and transfer mechanism of credit risks relative to
farmers, including trying farmer-relative guarantee insurance.
Try to issue farmer-relative small and medium sized enterprises
collective notes and farmer-relative credit asset backed securi-
ties. Expand the variety of agricultural products used in future
trading.

Vigorously promote the innovation of rural financial service
modes, such as popularizing one-stop service and creditor
service for a whole Village in financial supermarkets; populari-
zing new types of rural financial service like mobile banking,
networking mutual insurance, and migrant worker bankcards;
and promoting rural financial consulting, insurance sales, farm-
er-relative financial services, etc'® .

4.2 Constantly improve financial supporting services
Publicize the importance of trustworthiness. Push forward con-
struction of trustworthiness archives and credit rating system for
rural households. Expand the application of enterprise and per-
sonal credit system in rural regions all over the country. To up-
grade credit terms of impoverished and low-income farmers,
organizations like professional association can take into consid-
eration the distinguishing features of rural areas in China and
carry out credit construction on the basis of encouraging farm-
ers to take part in all kinds of professional cooperative econom-
ic organizations for them.

Vigorously promote land reform, reform of collective forest
right system and investment environment. Speed up the devel-
opment of futures market of agricultural products. Encourage
commercial insurance companies to explore the market in rural
areas. Explore the establishment of bank and insurance inter-

action mechanism. Encourage the establishment of joint-stock
guarantee funds or guarantee corporations in accordance with
modern enterprise system.

4.3 Strengthen supervision and control, as well as policy
support Properly keep the " low entry barrier" and level down
acceptable entry conditions for new rural financial institutions
and services to increase the coverage of rural financial institu-
tions. Actively support layout of outlet. Allot rural financial insti-
tutions in county, town and village in a sensible way. Make def-
inite the policies regarding reserves, interest rate, payment and
settlement, accounting, credit check, financial statistics, and
regulatory reporting of rural financial institutions. Establish a
stringent corporate disclosure system.

Central finance and provincial local finance should estab-
lish farmer-relative credit risk compensation fund, bonus fund
or special financial supplement fund, increase the coverage of
agricultural insurance, increase the types of farmer-relative
insurance, and improve insurance supporting services.

Emphasize the construction of rural financial basic service
facilities and financial ecological environment. Improve the
quality of rural financial services by applying modern technolo-
gy; popularize the application of modern computer and mobile
communications technology-based financial products in rural ar-
eas. Accelerate the development of financial professionals and
constantly reinforce the internal motivation and sustainability of
rural microfinance development.
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