
 

RAFI notes 

Poor and inadequate legal and regulatory frameworks fre-
quently constrain financial service provision in rural areas 
and to the agricultural sector. These legal and regulatory 
frameworks—defined as systems of laws, government poli-
cies, and regulations—often over-regulate financial institu-
tions and subject non-financial firms that incidentally extend 
credit as a part of their operations to financial regulation.  

Legal and Regulatory Foundations for 
Rural and Agricultural Finance 
Issue 5 
An appropriate legal and 
regulatory framework for 
rural and agricultural fi-
nance lowers transaction 
costs and risks, broad-
ens the range of accept-
able collateral for 
secured lending, boosts 
secured and unsecured 
lending by making it eas-
ier and less costly for 
lender to make and en-
force credit decisions, 
and allows regulated fi-
nancial institutions to in-
termediate savings. 

Although a proper legal and regulatory framework, accom-
panied by an appropriate and functioning institutional infra-
structure, is not the only element required to ensure the 
facilitation of a wide range of financial services, it is a nec-
essary prerequisite for expanding financial service provi-
sion. An appropriate legal and regulatory environment can 
help to lower transaction costs and risks associated with 
rural and agricultural lending, promote high volume lending 
to rural and agricultural enterprises by broadening the 
range of acceptable collateral for secured lending, boost 
both secured and unsecured lending by making it easier 
and less costly for lenders to make and enforce credit deci-
sions. Also, it can allow regulated financial institutions to 
intermediate savings, with savings being an important fi-
nancial service for rural clients and a source of lending 
capital for the institutions. 
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This note seeks to outline 
those elements of a legal 
and regulatory framework 
needed for well-functioning 
rural and agricultural fi-
nance markets. The insti-
tutional infrastructure 
required to support this 
framework is addressed in 
RAFI Note #6.1 The laws, 
policies and regulations 
that encourage or inhibit 
rural and agricultural fi-
nance are organized into 
three categories. The first 
category covers the legal 
foundations that regulate 
institutional actors involved 
in direct financial service 
provision, particularly in 
rural areas. The second 
category includes those 
laws that directly and indi-
rectly influence the supply 
of secured and unsecured 
credit for rural and agricul-
tural finance. The third 
category contains those 
legal framework elements 
that affect clients and non-
financial value-chain ac-
tors. The table provides an 
overview of some of the 

 
1 RAFI Note No. 6, Institutional 
Infrastructure  

specific laws, policies, and 
regulations relevant to rural 
and agricultural finance, bro-
ken down by category. This 
list is not exhaustive. 

FINANCIAL SERVICE 
PROVIDERS 
Agricultural enterprises and 
the rural poor need access 
to a wide range of financial 
services delivered cost-
effectively and efficiently by 
an array of institutional ac-
tors. Excessive financial in-
stitution regulation con-
strains the availability of rural 
and agricultural finance, by 
making it more difficult and 
costly for a variety of institu-
tions to deliver a broad 
range of services. The legal 
and regulatory framework 
should allow different types 
of institutions to exist, with 
each type subject to different 
levels of regulation and su-
pervision, depending upon 
the risk that type of institu-
tion poses to depositors in 
particular and to the financial 
system as a whole.  

 

 

 

 

CREDIT TRANSACTIONS FINANCIAL SERVICE 
PROVIDERS 

(exit, entry, operations, 
prudential regulation) Secured 

GENERAL BUSINESS 
ENVIRONMENT 

(laws affecting clients and 
other non-financial value-

chain actors 

Unsecured 

• Banking Laws 
• Cooperative Laws 
• 
• Laws on Insurance and 

Securities 

Microfinance Laws 

• Secured Transactions 
Law (Collateral Law) 

• Property Rights 
• Contract Enforcement 

• Privacy and 
Credit Reporting 
Laws 

• Contract En-
forcement 

• Usury Laws 
• Homestead and Exempt 

Property Laws 
• Commercial Laws 

 
PRUDENTIAL VERSUS NON-
PRUDENTIAL REGULATION 

Prudential regulation protects 
the financial system and the 
safety of deposits in individual 
institutions by closely monitoring 
the health of an institution. If, for 
example, a large deposit-taking 
institution becomes insolvent and 
cannot repay its depositors, its 
failure can undermine confidence 
in the banking sector and could 
lead to a run on deposits. Be-
cause prudential regulation in-
volves closely monitoring the 
health of an institution, it is often 
difficult and expensive to do. 

Non-prudential regulation, on 
the other hand, is easier and less 
costly to administer. It involves 
those rules and regulations that 
affect an institution’s business 
operations and does not aim to 
protect the entire financial sys-
tem. Issues covered by non-
prudential regulation include, 
among others, interest rate poli-
cies; limitations on foreign own-
ership, management, and 
sources of capital; consumer pro-
tection; and tax and accounting.  



Who Should Be 
Regulated?   
Only those institutions that 
pose a risk to financial 
system stability should be 
subject to the prudential 
regulation. These institu-
tions are typically larger 
financial institutions that 
accept public deposits. 
Banks engage in non-
restricted deposit-taking 
activities, accepting major 
deposits from the general 
public, and should be sub-
ject to prudential regula-
tion. They may be tiered, 
with different capital re-
quirements for each tier. 
Non-bank financial institu-
tions, including leasing, 
insurance and finance 
companies, may be li-
censed and subject to 
some financial regulation.  

In general, institutions that 
accept deposits from the 
public should be subject to 
some type of external su-
pervision. However, in 
some cases, a good ar-
gument can be made for 
not regulating very small 
institutions because the 
costs of supervision would 
greatly surpass the poten-
tial losses incurred by local 
communities should those 
institutions collapse. 
Member-owned and mem-
ber-capitalized organiza-
tions that only take 
deposits from members 
and not the public are not 
usually supervised.  

   

Non-Prudential 
Regulation 
Non-prudential regulation 
can also have a large impact 
on the provision of rural and 
agricultural finance in that it 
regulates how financial insti-
tutions conduct their busi-
ness. Regulations covering 
branch requirements and in-
terest rate caps can have 
particularly significant ramifi-
cations. Inflexible branch re-
quirements concerning 
security standards, working 
hours, and use of mobile 
banking and other technolo-
gies may discourage institu-
tions from implementing 
innovations that reduce 
costs and bring more con-
venient service to clients. 
Interest rate ceilings will al-
most always disadvantage 
the rural poor by reducing 
the availability of small loans 
in rural areas. Administrative 
costs are often higher for in-
stitutions delivering small 
loans to geographically dis-
persed populations in harder 
to reach areas. In order to 
continue to deliver this type 
of finance, institutions must 
be able to charge cost-
recoverable rates of interest.  

Responding to Market 
Demands 
Tight control on granting li-
censes limits competition 
and creates legal barriers 
that hinder the expansion of 
non-deposit taking institu-
tions. The legal and regula-
tory framework should permit 
banks and non-bank finan-

cial institutions to respond to 
market demands. Further, as 
markets and loan transactions 
become more sophisticated, the 
legal and regulatory system must 
keep pace. For instance, finan-
cial products that are new to the 
market such as lending against 
warehouse receipts, indexed in-
surance, and payment through 
mobile phones require appropri-
ate laws and regulation that 
should be developed in tandem 
with supporting enabling institu-
tions and other market elements. 

SECURED CREDIT 
TRANSACTIONS 
Most agricultural enterprises 
need access to working capital 
and term credit suited to sea-
sonal or long-term agricultural 
activities. However, rural and ag-
ricultural lending is perceived 
both as costly and as risky. In 
general, financial institutions 
mitigate risk by taking collateral. 
But because rural and agricul-
tural enterprises cannot meet 
conservative collateral require-
ments, financial institutions can-
not provide them with affordable 

ROMANIA: BENEFITS OF 
SECURED TRANSACTIONS 
REFORM 

In late 2000, Romania reformed 
its laws on secured transactions 
for moveable property, dramati-
cally expanding access to credit. 
During the first year, 65,000 secu-
rity interests were filed, increasing 
to about 200,000 filings each fol-
lowing year. Private credit grew 
by about 5% of GDP, with Roma-
nia offering more secured trans-
action loans than the rest of the 
Balkan nations combined in 2005. 
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loans that meet their busi-
ness needs. In most de-
veloping countries, and 
particularly in rural areas, 
property cannot be titled, 
or registered to a particular 
person or business, which 
limits this person’s ability 
to use assets to secure 
credit. Establishing a com-
prehensive secured trans-
action framework—one 
that clearly defines prop-
erty rights and broadens 
the range of collateral 
used to access credit—
can facilitate the provision 
of supplier and bank credit 
to rural and agricultural 
enterprises.  

Secured lending includes 
any transaction in which a 
lender has a lien on the 
borrower’s property to col-
lateralize a loan. A bor-
rower gives a lender a 
property right (or security 
interest) in the borrower’s 
property (or collateral for 
the loan). If the borrower 
defaults, that security inter-
est gives the lender the 
right to seize and sell the 
collateral to pay the loan. If 
the legal framework and 
registration system allow 
for it, collateral can include 
both immovable and 
moveable property. Im-
movable property includes 
real estate—parcels of 
land, the buildings or per-
manent facilities attached 
to the land, and units within 
a building. Movable prop-
erty includes all property 
other than land and the 
buildings attached to the 

land. Examples include agri-
cultural products, cars, furni-
ture, equipment, and jewelry, 
but can also include less tan-
gible items such as account 
receivables, securities, insur-
ance policy benefits, and in-
tellectual property. 

A good secured transactions 
framework for rural and agri-
cultural development will in-
clude laws that clearly define 
property rights and broaden 
the range of acceptable col-
lateral. In many countries, 
titled urban real estate and 
new vehicles are acceptable 
collateral, but rural and agri-
cultural enterprises often do 
not possess either. They 
have rural land that may not 
be titled and rarely have new 
vehicles. Instead, rural and 
agricultural enterprises have 
equipment, accounts receiv-
able, inventory, livestock, and 
future crops—moveable 
property that could be used 
as collateral if the appropriate 
legal framework for secured 
transactions is in place. 
Where the legal system al-
lows borrowers to offer a 
broad range of property as 
collateral and provides effi-
cient enforcement mecha-
nisms, borrowers receive 
larger loans, at lower interest 
rates, repayable over longer 
periods of time, and lending 
volume increases. The more 
uncertain and expensive the 
legal process is to register 
and enforce claims, the less 
value lenders will place on 
the collateral offered. Lend-
ers can cover some of the 
costs associated with an un-

certain legal process with higher 
interest rates. However, as risk 
and cost rise, lenders will reduce 
the loan term and amount lent 
relative to the value of the collat-
eral; or they will ration credit, 
serving mainly wealthy borrowers 
with low probability of default. In 
general, the more uncertain and 
expensive the process, the less 
often lenders will offer loan terms 
that are better than those avail-
able for unsecured loans. 

To be effective, the laws must al-
low lenders to create claims 
against property, determine the 
priority of one claim against other 
claims, publicly establish the 
ranking of priority, and, if the bor-
rower defaults, enforce the claims 
against the property serving as 
collateral. To facilitate and en-
force transactions, appropriate 
enabling institutions, such as a 
working court system, easy to 
use registries, and collections 
agencies, must exist. 

Creating a Security 
Interest 
The framework must allow parties 
to enter into legally enforceable 
security agreements that pertain 
to all parties, collateral, and 
transactions that have economic 
importance. Requirements should 
be clear and easy to follow. While 
it is reasonable to require specific 
identification for large single 
items such as vehicles, specific 
identification for property such as 
livestock, crops, or inventories of 
agricultural inputs is difficult at 
best, and rather than risk not be-
ing able to foreclose, financial in-
stitutions will simply not use this 
moveable property for collateral. 
General descriptions of generic 
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assets such as inventory, 
livestock or crops have 
been proven to be most 
efficient and flexible in 
meeting the needs of bor-
rowers and lenders. 

Establishing Priority 
and Publicity of a 
Security Interest 
A lender must be able to 
establish the order, among 
any other claims against 
the collateral, in which that 
lender will be paid from the 
proceeds of the sale of the 
collateral. To assign priority 
to a lender’s claim, secured 
transaction laws generally 
require publicity—that the 
lender’s claim against the 
collateral be made public. 
When the lender keeps the 
collateral (possessory col-
lateral) until the loan is 
paid—such as the case 
with pawnshops and ware-
house receipts, most laws 
regard that possession by 
itself as providing enough 
publicity. However, when 
the borrower keeps the col-
lateral (non-possessory 
collateral), most laws re-
quire that the lender regis-
ter the existence of this 
otherwise hidden claim. 
The lender does this by fil-
ing a notice of the security 
interest in the public ar-
chive or registry.  

Enforcing a Security 
Interest 
Lenders’ willingness to take 
a range of goods as collat-
eral depends largely on the 
speed and ease with which 

they can repossess and sell 
the collateral. Slow and ex-
pensive enforcement proce-
dures particularly diminish 
the value of movable prop-
erty as collateral, because, 
unlike real estate, movable 
property usually depreciates 
over time. In El Salvador, be-
cause it can take up to ten 
years to repossess and sell 
collateral, lenders only deal 
with borrowers who own real 
estate or are known to be 
very wealthy. In some cases, 
foreclosing on certain types 
of collateral may be banned, 
as a result of “homestead” 
provisions in the law that 
make it illegal to repossess 
and sell small parcels of land 
or workers’ tools.  

UNSECURED CREDIT 
TRANSACTIONS 
Many small rural and agricul-
tural enterprises rely on un-
secured credit from 
microfinance institutions and 
input suppliers. Because of 
this reliance, it is important 
that the legal and regulatory 
framework support unse-
cured lending. Laws that en-
able credit information 
sharing and effective contract 
enforcement make it easier 
and less costly for credit pro-
viders to make and enforce 
credit decisions, and can, as 
a result, increase the avail-
ability of credit to agricultural 
enterprises and the rural 
poor.  

Without the financial protec-
tion that accepting collateral 
affords, lenders providing 

unsecured credit need access to 
reliable borrower credit history 
information on which to base 
sound credit decisions. Access 
to this type of information helps 
lenders to mitigate the risk asso-
ciated with unsecured lending 
and reduce transaction costs. 
Laws governing bank secrecy, 
data protection, and company 
information disclosure all influ-
ence the amount and degree to 
which credit information is 
shared. For credit reporting 
agencies to exist, it is imperative 
that laws support information 
sharing.2  

Cost-effective contract enforce-
ment is critical for unsecured 
lending. Lenders are more likely 
to issue credit when they can ex-
pect compensation in the case of 
default. The legal framework for 
unsecured loans should allow for 
the creation of a judgment lien 
against the borrower’s property or 
salary as part of the problem loan 
collection process. To be effec-
tive, this process must not be 
prohibitively expensive—more 
than the claim is worth—and 
must take place within a reason-
able amount of time. Because 
working contract enforcement 
systems do not exist in many de-
veloping countries, legal reforms 
may be needed to enact effective 
arbitration laws, establish small 
claims court procedures, and re-
vise civil procedure laws to re-
duce the cost and time of 
litigation. 
                                            
2 RAFI Note No. 6, Institutional Infra-
structure for Rural and Agricultural Fi-
nance, discusses credit reporting 
agencies in greater detail. 
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CLIENTS AND NON-
FINANCIAL 
INSTITUTION 
ACTORS 
Rural and agricultural fi-
nance provision is also 
largely affected by a broad 
range of laws pertaining to 
non-financial institution ac-
tors—namely agricultural 
and rural enterprises and 
other value-chain actors.  

Borrowers’ Rights 
Most legal systems include 
a set of rights that protect 
borrowers. Homestead 
and exempt property laws 
are laws that protect the 
owner against loss of that 
title through seizure for 
debt. Unrealistic and care-
lessly drafted homestead 
and exempt property laws 
may prevent lending to 
certain borrowers because 
a lien cannot be placed on 
the types of property these 
borrowers possess. For 
example, in Bolivia, agrar-
ian reform, designed to 
protect beneficiary farmers 
by making 50 hectares of 
land exempt from seizure, 
discouraged formal sector 
lending to this population. 
Because banks could not 
foreclose against this land, 
they would not accept this 
land as collateral. 

Usury laws, for example 
laws that set interest rate 
caps, often do not recog-
nize the higher transaction 
costs of providing loans in 
rural areas, where admin-
istrative costs are legiti-

mately higher. While intend-
ing to protect borrowers from 
higher rates, they often ef-
fectively undermine financial 
service provision in rural ar-
eas.  

Other laws that define or 
identify who may be a bor-
rower can similarly shape 
the effective demand for 
credit State-imposed identifi-
cation requirements for loans 
effectively make many in-
digenous citizens and other 
rural residents ineligible for 
formal sector credit. Simi-
larly, signature requirements 
may disqualify the illiterate. 
In many instances, such 
laws are particularly restric-
tive to rural populations, who 
may be more likely to be illit-
erate, less likely to possess 
the proper identification, etc.  

Business Registration 
Rural and agricultural busi-
nesses may set up their 
businesses under the rules 
defined in the commercial 
laws, or may operate infor-
mally. Poorly drafted com-
mercial laws can raise the 
cost of business creation 
and expansion, making it 
more difficult for firms to 
formalize. This, in turn, may 
prevent the enterprises from 
qualifying for larger and 
more profitable contracts 
with formal sector firms and 
receiving financing from for-
mal financial institutions. 
Farmers may face greater 
hurdles, as some laws clas-
sify them as non-commercial 
entities that cannot operate 
as businesses at all. These 

burdens can be further com-
pounded by expensive or com-
plicated licensing regimes, which 
are normally unnecessary and 
should be eliminated or simpli-
fied. Since farmers frequently 
form operating cooperatives to 
make bulk purchases of inputs, 
bulk sales of crops, and to estab-
lish community storage facilities, 
there needs to be an appropriate 
registration regime so that these 
entities can enter into contracts 
and even borrow money. 

Embedded Financial 
Services 
Non-financial firms that provide 
credit as part of product delivery 
or purchase (like the fertilizer 
dealer who offers delayed pay-
ment terms or the processor who 
advances seed) should not be 
subject to prudential regulation. 
Given that input suppliers are an 
important source of credit to rural 
and agricultural enterprises, it is 
critical that these firms do not 
bear the cost and inconvenience 
of unnecessary licensing, regula-
tion, and supervision. 

CONSIDERATIONS FOR 
PROGRAM DESIGN 
The appropriate legal and regu-
latory framework is critical to the 
success of rural and agricultural 
finance development efforts. 
Even in those cases where legal 
and regulatory reform does not 
fall within the scope of donor 
projects, project designers and 
implementers must understand 
the potential ramifications that 
the legal and regulatory envi-
ronment will have on the imple-
mentation of their projects. When 
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seeking to improve the le-
gal and regulatory frame-
work in a particular 
country, one must deter-
mine whether all the nec-
essary laws exist; the laws 
exist but are not carried 
out; or the laws or institu-
tions that exist are the 
wrong ones. The results of 
this analysis will shape the 
type of intervention that 
might be undertaken to 
remedy the constraint.  

 

More information on this topic is 
included on the Paving the Way 
Forward for Rural and Agricultural 
Finance conference Website at 
www.basis.wisc.edu. Other sources 
include: 

Fleisig, Heywood. June 1996. “Se-
cured Transactions: The Power of 
Collateral,” Finance & Develop-
ment. Available at 
www.imf.org/external/pubs/ft/fandd/199
6/06/pdf/fleisig.pdf. 

 

 

ww

Fleisig, Heywood and Nuria de la 
Pena. 2002. “Legal and Regulatory 
Requirements for Effective Rural 
Financial Markets.” Paper pre-
sented at the USAID-sponsored 
conference ” Paving the Way For-
ward for Rural Finance: An Interna-
tional Conference on Best 
Practices.”  Available at 

w.basis.wisc.edu/rfc/documents/the
me_legal.pdf. 

 Williams, Louise D. October, 2005. 
Commercial Law and Microeco-
nomic Reform: A Practical Guide to 
Program Implementation. Prepared 
for the United States Agency for 
International Development. 
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DISCLAIMER 

The views expressed in this publicatio
views of the USAID the U.S. Governme

n do not necessarily reflect the 
nt. 

There may be particularly 
relevant laws or regula-
tions that can be ad-
dressed by the project or 
in partnership with other 
donor or government pro-
grams. Certain reforms are 
simpler to address than 
others. For example, re-
form of the secured trans-
actions framework to allow 
movable property as col-
lateral is considered one of 
the easier and more effec-
tive types of reform. Im-
proving the system for  

 

 

 

 

 

 

 

 

 

 

 

 

using land as collateral is 
another. Furthermore, in 
cases where project inter-
ests closely align with gov-
ernment interests, reforms 
may be easier to implement.  

ALIGNING PROJECT, 
COMMERCIAL AND GOV-
ERNMENT INTERESTS FOR 
REFORM 

It is rare that the appropriate legal 
and regulatory environment will 
predate the emergence of commer-
cial concerns, and this was no ex-
ception in Armenia. The 
stakeholders of the ACBA Leasing 
Company determined that they 
considered the implementation of 
an appropriate law on leasing as a 
necessary prerequisite to establish-
ing the company, and started a 
strong lobbying effort to have the 
law adopted. Parliament passed 
necessary legislation within six 
months, demonstrating that legal 
reform should go hand in hand with 
commercial implementation, and 
that a government is more likely to 
act if it can see the immediate 
benefit of its actions. 

It is also important for project 
designers and implementers 
to note that efforts to de-
velop model legal clauses 
are underway. Before begin-
ning work in the legal and 
regulatory arena, it would be 
worthwhile to review these 
model clauses. At present, 
the International Finance 
Corporate is completing de-
velopment of a model leas-
ing law that could be used to 
benchmark and ensure that 
all issues are addressed 
consistently. 
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