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Directed credit programs have been used by both developed and developing countries as an instrument to credit 

at a subsidized rate to those strategic sectors of the economy that have been deprived of institutional credit. 

Private investors are very much reluctant to invest in those sectors due to the low return, and long gestation 

period along with different imperfections which include asymmetric information about a borrower’s credit 

history, and the inability of the financial institutions to recognize the social advantage of a lending. A directed 

credit program in theory provides efficient and transparent credit to these sectors by overcoming the 

imperfections. There are some negative outcomes of directed credit programmes such as the high transaction cost 

for borrowers and lenders, increased nonperforming assets due to loan losses, defaults and payments delays 

leading to rise in cost. Moreover, it leads to a decrease in deposit mobilization due to the subsidized nature of 

loans. This paper tries to explore the experiences of different countries in utilising directed credit programs to 

fulfil their economic development goals.  It is found in case of some Asian countries like Japan, Korea and 

Taiwan that directed credit policies are successful in contributing towards economic growth by way of generating 

benefits to the industrial sector, whereas in South American countries like Brazil credits are diverted towards the 

wealthy and rich borrowers from the poor small farmers. 
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Introduction: 

At the international level, after the Second World War most of the advanced and emerging 

economies including the East Asian economies have experimented with various directed credit 

programmes (DCP)1. It is found that although there is a considerable difference across countries 

in the design of such programmes, the broad purpose of DCP is to channelize credit to priority 

sectors or targeted groups, in order to support those activities which are socially desirable or 

inherently endangered and borrower groups that are likely to be marginalised in the credit 

markets (Schwarz, 1992). Most of the developed, as well as developing countries have used DCP 

as a tool for reallocation of real resources to meet the twin objectives of growth and equity 

(Kohli, 1997).  Apart from this DCP also tries to reduce the dependence of a section of 

borrowers upon high interest rated informal credit market, especially countries like India where 

financial policy aims to replace the informal intermediaries with formal credit (Fekadu, 2015). 

 The DCP in many countries has evolved over time, given the dynamic nature of the 

economic and financial structures (Adams, 1988). According to the policymakers directed credit 

is a viable way of transferring subsidies to preferred groups and activities by providing 

concessionary interest rates and waiving loans (Vogel and Adams, 1996). There are lots of 

international factors or incidents which have influenced the adoption of such programmes. It is 

found that Keynesian economics influenced the economic theory after the 1950s whereas the 

period after the 1980s was a period of economic liberalism. Moreover, the concept of ‘financial 

inclusion’ got global attention during the 2000s as it was linked with the achievement of the 

Millennium Development Goals (MDGs) set by the United Nations. Again the Global Financial 

Crisis 2008 taught the importance of regulatory intervention to protect the interest of small and 
                                                           
1 Directed Credit is a practice through which loans can be extended on preferential terms and conditions 
to certain specific sectors at a subsidized rate. (Fekadu, 2015, Page No 63) 
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marginalised customers.  In response to many of these developments, some countries either 

liberalised or even discontinued their DCPs while some others have continued or redefined them 

in order to deal with a financial or economic crisis (Benerjee and Duflo, 2014) 

 

Different forms of Directed Credit Programs: 

The DCPs across countries have taken various forms like Sectoral Lending Programmes, 

administered interest rate programmes, Refinance programmes, Development financial 

institutions (DFI)/ Public Sector banks, Credit Guarantee Programmes, etc. 

 

Sectoral Lending programmes are designed to assign sectoral targets and these are enacted 

through a government agency in association with both public and private financial institutions in 

order to lend to a particular sector or sections of the population. Administered interest rate 

programs provide interest subsidy while advancing loans to the targeted sectors and sections of 

the society. Moreover, specialised credit institutions are formed and private sectors are 

nationalised in order to lend towards targeted sectors.  Under Refinance programmes central 

banks permit the commercial banks to borrow from them at a comparatively lower rate than what 

the other banks would normally charge and utilize the money in the targeted sectors whereas the 

loan advancing institutions provide credit guarantees and share the burden of loan risk in credit 

guarantee programmes.  
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Review of literatures: 

In a passive financial system where there is complete and readily available economic 

information, investors are very much interested to fund high yielding returnable projects. There 

is no need for the government of financial institutions to intervene in order to improve the 

allocation of credit. However in the world of asymmetric information and high cost, the 

allocation of credit suffers from the unequal distribution of information. Under these 

circumstances credit may not be necessarily utilised or allocated to its best. (Calomiris et.al., 

1992). Such kind of difficulties justifies intervention by the Government and financial 

institutions in the allocation of credit (Cho and Kim, 1995). 

 

Dimitry Vittas & Yoon Je Cho (1995), gave an overview of the directed credit policies (DCP) 

and effectiveness of policy  - based finance in East Asian Countries except Japan and Korea 

suffered from misuse of funds to non – priority sector, favoured capital intensive projects, a 

decline in financial discipline, low repayment rate, rise in budget deficit, etc. The success and 

failure of DCP depend upon so many institutional and economic factors. The factors like 

dependence on private sector, domestic competitive environment, efficient monitoring process, 

favouritism towards industrialisation, devotion towards price stability, export - oriented 

production, well coordination between government and private sector, transparent and acceptable 

plan for economic development etc determine the overall impact of DCP. The experience of 

Japan and Korea suggests that a comprehensive network combining all or most of these factors 

may be necessary for successful implementation of credit policies. DCP should be small, 

narrowly focussed, limited duration, and aim to achieve positive externalities, good repayment 
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record and promote growth with equity. Directed credit policies should be assisted by long term 

funds in order to maintain macroeconomic and price stability (Aghion et.al, 2007). 

Renu Kohli (1997), made a comparison of the policy implementation in East Asia and India. The 

major reason behind the success of Directed Credit Programmes in Japan, South Korea, and 

Taiwan was the presence of close monitoring and correlation between financial policy and an 

industrial strategy that was missing in the case of India. However the financial policy under the 

IMF – World Bank encouraged the continuous phase - out of the directed credit programmes in 

LDCs as it  was found that the selective credit policies of East Asian countries  were supported 

by various unique institutional factors but could not be applied everywhere.  The weak domestic 

capital market operation which was influenced through monetary and fiscal policies was the 

main reason behind the failure of DCP in LDCs. 

 Paul Forester (2008) had referred to the non - traditional roles like providing advisory services. 

Project financing by commercial banks in Project Finance had referred to the non -  traditional 

roles like providing advisory services. Project financing by commercial banks was traced to 

1930. Project finance had been employed in almost all capital intensive industries. Project 

financing was commonly used in countries where domestic capital markets are small. The author 

had mentioned some constraining factors against project financing by commercial banks. They 

included international debt crisis, disintermediation of the largest and most creditworthy 

commercial bank customers, increased competition for deposits from the money market, mutual 

funds increased, competition from investment banks, the imposition of minimum risk based 

capital requirements, and the general decline of commercial bank credit quality. The author had 

concluded that the unbundling of financial services by commercial banks in the area of project 
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finance had provided and would continue to provide a new opportunity for commercial banks in 

the explosion of worldwide project finance needs.  

Asia Focus (2014) paper discussed six Asian countries namely India, Indonesia, Philippines, 

Thailand, Vietnam, Malaysia experience with priority sector lending. The paper reviewed the 

priority sector lending policies in Asia, examined the implication for the respective domestic 

banking system and analyzed potential alternative mechanisms to encourage priority sector 

lending. Priority sector included agriculture, small & medium enterprises, and export - oriented 

industries in case of India, where 40% of all bank loans must go to this sector. In the case of 

Indonesia and Philippines, both directed priority sector lending to small and medium enterprises 

(SMEs) with quotas of 20% and 8% respectively. While Thailand directed 20% of bank deposits 

to agriculture (14%) and small & medium enterprise (6%). In Vietnam loans to agriculture, 

SMEs, export - oriented industry and technology were fixed at 200 basis points above the deposit 

rate ceiling. In Malaysia, loans to SMEs were fixed at 200 basis points above the base lending 

rate. But despite of so many initiatives, the impact of PSL upon the Asian economies was not 

encouraging. The high Non Performing loans especially in the SME sector caused asset quality 

deterioration in the banking system.  Foreign banks also expressed their concern over meeting 

the PSL targets since schemes like credit guarantees and loan securitization were facing some 

challenges in Asian economies due to lack of capital market depth, moral hazard, and 

transparency issues, thus alternative mechanisms such as priority sector lending certificates and 

improvements in credit risk assessment infrastructure could enhance banking system of Asian 

economies. 

 The report of Exploring Financial Policy and Regulatory Barriers to Private Climate Finance in 

South East Asia (September 2015) investigated the South East Asian countries’ problems related 
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to financial policy and regulatory barriers which had hampered the implementation of ‘Green 

Growth strategies’. The report found that most of the banks in South East Asian nations ignored 

the role of non - banking financial institutions such as pension funds or insurers or capital market 

sectors such as securities firms or corporate fixed income issuers. Apart from this lack of policy 

consistency and alignment, potential liquidity issues, structural barriers were some of the critical 

barriers related to policy and regulatory frameworks. Primary research was undertaken in South 

Asian Countries like Indonesia, Philippines, Vietnam whereas secondary data were collected 

from Malaysia and Cambodia.  The report suggested the coordinated policy development across 

the financial, industrial, energy, and other related sectors along with the stronger capital markets 

that favour private investment would positively contribute to the improvement of financial 

markets policy and the regulatory environment in South East Asian Nations. 

Yong Sarah Zhou (2008), had rightly perceived that the task of exploring the critical role of the 

banking system transmitting external financial shocks to domestic economic activities was 

extremely important for an emerging market economy. Banks played a particularly important 

role in financial intermediations and the banking channel, therefore, was of particular 

significance as a conduit for domestic and foreign shocks. The author had tried to highlight the 

significance of the role of commercial banks in the context of the Asian financial crisis during 

the 1990s. The analysis considered the sudden capital outflow which occurred in 1997 just prior 

to the crisis as a negative shock to the productivity of the banking sector as this shock drove up 

the cost of providing banking services. This shock according to the author was transmitting via 

the channel of lending spreads hit firms that relied on bank credit to hire labour to produce 

output, thus decreasing output and employment. On the demand side, the increased deposit 

spread raised the effective price of consumption therefore equilibrium consumption of demand 
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deposit decrease. The author suggested that the decrease in deposits further reduces. The author 

concluded that the costly banking system helped to propagate and amplify the capital flow 

shocks to domestic economies. 

The existing DCPs in some of the emerging economies are presented below --- 

 The most remarkable successes of Directed Credit Programmes were found in  countries 

like Japan, South Korea, and Taiwan during the 1950s-1980s (Stiglitz, 1996). Studies had 

indicated that most of the credit provided in these economies translated itself into 

equipment investment that acted as the vehicle for economic growth. It had a favourable 

impact on the access to formal finance, growth of a given sector, private investment, and 

income poverty. Studies found that government lending had a largely positive and 

statistically significant impact on investment. It is found in the studies of Horiuchi and 

Sui that Japan Development Bank lending leads to an increase in new investment after 

studying a sample of 477 medium - size firms which are registered on the Tokyo Stock 

Exchange in the year 1965 (Horiuchi and Sui, 1992). Similarly, South Korea’s use of 

directed credit during the 1960s and 1970s was also more extensive as it involved heavier 

subsidies, close monitoring of performance along with Government’s close consultation 

with businesses and banks which helped to build a competitive business environment 

(Westphal, 1990). The Government, banks and industrial firms worked together and 

shared the responsibility for the success of Directed Credit Programmes. 

Reasons of success: 

 World Bank points out these economies i.e. Japan, Korea, Taiwan had strong civil 

services and highly professional financial institutions and were therefore 
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successful in implementing credit policies to promote priority industries and 

firms. 

 The interventionist policies in East Asian countries had been supplemented by 

appropriate institutional mechanisms and strict performance standards. Credit 

policies in East Asian economies had been part of an overall industrial strategy of 

their governments and had been designed to achieve those objectives. The close 

correlation between financial policy and industrial strategy was one of the 

prominent reasons for success of Directed Credit Programmes. 

 Effective monitoring kept loan losses very low. Once firms had earned access to 

private credit markets, the Japanese government withdrew credit and extended 

credit to new rather than pre - existing borrowers (Vittas and Wang, 1991). The 

characteristics of firms receiving credit indicated that assistance was targeted 

towards firms most likely to grow, invest and generate technological externalities, 

firms receiving credit had R & D investment shares in output approximately twice 

those of firms not receiving increasing government financing. 

 Government consulted with the business houses and banks regarding institutional 

arrangements such as monthly export meetings and briefing on economic trends 

etc. Enforcement of government goals was achieved by rewarding successful 

firms with continued credit support while reducing credit to less successful firms 

(Basley, 1994). 

 In Japan, financial support took both direct and indirect forms; the cost of funds to 

the industry was kept low by regulating deposit and loan interest rate, use of 

preferential credit facilities that were directed at particular industries and 
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existence of several government financial institutions that specialised in lending 

to high priority sectors such as exports and investment projects as well as to 

agriculture, small business and housing (Hoshi, 1991) 

 This kind of success however had not been found in Latin American countries like Brazil, 

Nicaragua, Costa Rica and Colombia, as studies found that Directed Credit Programmes 

had led inequality, industrial concentration and moral hazard (World Bank Report 1989). 

 The DCP programmes of Brazil included sectors and activities like small and 

medium enterprise sectors, long term investment credit, rural housing, and agriculture, 

micro - credit which involved credit guarantee, interest subsidy, and sectoral targets. DCP 

in Brazil were implemented through Public banking institutions either directly or through 

local commercial banks. However, studies found the highly skewed distribution of 

agricultural credit which favoured the large borrowers along with the problems of 

targeting the beneficiaries under DCPs leading to a misallocation of resources to non - 

priority sectors (Calomiris and Himmelberg, 1994).   Data shows that the development 

process is hindered due to the existence of high and continual inflation, external shocks, 

and heavy dependence on agriculture. In Brazil affluent 2 percent borrower gets as high 

as 57 percent loans which the bottom 75 percent receive only 6 percent leading to 

inequality in land and credit allocation. Moreover, the balance of payment crisis of 1998-

99 and elimination of a significant portion of credit from the state - owned banks in 

exchange for government debt were primarily responsible for a decline in the volume of 

directed credit in Brazil.   It was found in Costa Rica that the richest ten percent of the  

population experienced a hike in income because of subsidised credit compared to the 

targeted group of population. In Columbia large firms comparatively got preference than 
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the small firms because of the biased nature of selective credit policies. Small firms were 

often being neglected because they could not expand due to liquidity constraints. 

 In the case of India, after the nationalization of the 14 major commercial banks in 1969,  

the directed credit policy of India which is popularly known as priority sector lending 

assumed great significance. Under the prescriptions for priority sector lending in India, a 

target of 40 percent of Adjusted Net Banking Credit (ANBC)2 has been stipulated for 

lending by domestic commercial banks and foreign banks with a network of 20 and more 

branches. Also, foreign banks with less than 20 branches are required to lend 32% of 

their total disbursal to the priority sector. As per the revised guidelines of RBI, in the case 

of Regional Rural Banks (RRBs), 75% of their total loans have to be given to the Priority 

Sector, against 60% earlier. RRBs have to meet a higher PSL target. Within this, sub - 

targets of 18 percent, 7.5 percent, and 10 percent of net bank credit respectively, have 

been stipulated for lending to agriculture, micro – enterprise, and weaker sections. Many 

banks find it difficult to meet their priority sector lending requirement as they may not 

find it viable to lend to the rural sectors. In case of a shortfall, they either has to purchase 

priority sector Lending Certificates (PSLC)3 from other banks and financial institutions 

                                                           
2 ANBC – As per RBI, ANBC for PSL denotes the outstanding bank credit in India minus bills rediscounted with RBI 
and other approved financial institutions plus permitted non Statutory Liquidity Ratio Bonds/ Debentures under 
Held to Maturity (HTM) category plus other investments eligible to be treated as part of priority sector lending. 
The outstanding deposits under RIDF and other funds with NABARD, NHB, SIDBI and MUDRA Ltd in lieu of non 
achievement of PSL targets/ sub targets will form part of ANBC. Advances extended in India against the 
incremental FCNR (B)/ NRE deposits, qualifying for exemption from CRR/SLR requirements, will be excluded from 
the ANBC for computation of PSL targets, till their payment. 
 
3The scheme of priority sector lending certificates was operationalized on 7th April, 2016 to facilitate the priority 
sector lending targets by banks. The entities eligible for trading in PSLCs include public sector banks, private sector 
banks, regional rural banks, urban cooperative banks, small finance banks and local area banks. The eligible issuers 
are banks alone.  Banks have been provided with an online anonymous trading platform through the RBI’s Core 
Banking Solution (CBS) portal e – kuber. 
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or contribute to the Rural Infrastructure Development Fund (RIDF)4. The Priority sector 

lending certificate scheme enables banks that have under - achieved their priority sector 

lending targets to achieve them by purchasing PSLCs from banks that have over - 

achieved the targets and sub targets.  Priority sector lending certificate is an active 

instrument of financial policies with an aim to restore the imbalances within the priority 

sector lending system. It is similar to the  carbon credit system or carbon trading 

mechanisms introduced by the Kyoto Protocol which permits trade between the haves 

and have not’s. 

 The DCPs in the United States included sectors like small businesses, education, housing, 

low - income groups in rural areas, elderly and handicapped along with the activities 

which focussed on the creation of electricity, waste disposal facilities etc. Here the US 

Govt. Departments were directly involved in DCPs. World Bank found in its study that 

productiveness of directed credit in the United States suggests that this policy may give 

negative outcomes to the other projects. The study also opined that although credit 

deployment to the targeted sectors had been achieved but the targeted groups failed to get 

the increase in investment.  

 In the case of the European Union (Denmark and Ireland), the major sectors under DCPs 

were Micro, small and medium enterprises and the implementing agencies were the 

private banking institutions. However, some of the advanced economies from the 

European Union including the UK, which had discontinued these programmes, again 

reintroduced them as a temporary kind to provide subsidised credit to revive economic 

growth and employment after the Global Financial Crisis 2008 (Shashidhar, 2014) 
                                                           
4 RIDF – Rural Infrastructure Development Fund was set up by the Government in 1995 -1996 for financing ongoing 
rural infrastructure projects. The Fund is maintained by the National Bank for Agriculture and Rural Development 
(NABARD). 
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 In the case of Pakistan, studies noted that the impact of subsidised credit on the purchase 

of inputs and thereby influencing growth in the agricultural sector. DCP programmes 

here included sectors like agriculture and exports and the implementing agencies were 

public banking institutions. 

 It was also found that in some countries like China and Indonesia reported deliberate high 

default rate as there was diversion of the usage of directed funds by beneficiaries for less 

productive purposes resulting financial stress. Financial stress was most evident in the 

case of development financial institutions created by the government to fund the various 

priority sectors.  (De la Torre et.al, 2007). 

 The directed credit target for agriculture and agribusiness had been fixed at 14 percent 

and 6 percent respectively in case of Thailand in the year 1987. An interesting feature of 

Thailand’s banking sector was the interest rate ceiling. The interest rate ceiling was 

lowered to 15 percent in 1986. The ceilings on the interest rate and lending were 

eliminated by the Bank of Thailand in the year 1989- 1992. Thailand’s story had told us 

how the performance of financial institutions and rural people’s access to financial 

services could be improved through sound institutional management and interest 

deregulation. 

 There were some countries like Turkey where the government discontinued the DCP 

programme as it had a serious negative impact on credit availability, growth and, 

employment scenario of the country. 
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Conclusion: 

The success stories of DCP in some East Asian countries like Japan, Korea, and Taiwan 

suggested that the role of selective interventions and the provision of credit will not directly 

increase the investment level and economic growth of the targeted section of beneficiaries. These 

countries gave importance to the future economic performance of these credits. Their credit 

packages had a full structure of incentives. Most of the credit provided in these economies 

translated itself into equipment investment that acted as the vehicle for economic growth which 

is absent in the priority sector lending programmes of India. India should learn the importance of 

elements like performance monitoring, the threat of cut off of future credit, and the close 

correlation between financial policy and industrial strategy, as these are important elements of 

successful implementation of directed credit programmes in India. It has been argued that the 

credit policy of India in this regard needs to be reappraised and geared towards more specific 

objectives. These locally defined specific objectives could guide the banking institutions in 

financing the firms or industries on the basis of bank industry exchange.  Apart from these some 

policy reviews such as an introduction of a system of periodic review of targeted firms and 

industries, designing a sharply focussed credit policy with incentives structured to reduce moral 

hazard and ensure good performance and streamlining of the monitoring and supervision 

functions of banks have also been suggested.  
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