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The Incentive Mechanism of Credit Funds Flowing
to the Country: A Study Based on Vertical Links and In-

terlinked Credit Transactions
( College of Economics & Management, South China Agricultural Universi-

ty, Guangzhou 510642, China)

Abstract: It is the indisputable fact that the credit activities are highly risky
for China’s rural formal finance, capitals are flowing from the country and peas-
ants find it difficult to get loans. This book intends to establish the following
mechanisms to solve above problems from the perspective of vertical linkage and
interlinked financial transactions: the government inspires formal finance and af-
fects factor and product markets, improves rural fundamental infrastructure, in-
creases producer surplus, helps peasants obtain more shares in residual distribu-
tion under the conditions of protecting the interests of formal finance and inter-
linked creditors; linking with interlinked creditors vertically through credit funds, A
formal finance protects its own credit rights through measures like designing ap-
propriate financial contracts, supports interlinked creditors, eliminates monopoly,
collusion and excessive competition; interlinked creditors use the credit funds
from formal finance and conduct interlinked transactions with peasants, support
peasants through capital and technology providing, production factor purchasing
and product sales. The feasibility of this mechanism requires to further answer the
following key questions: (1) What markets do China’s interlinked creditors main-
ly participate in? What markets should formal finance link vertically with? (2) Is

the interlinked transaction the creditor’s exploitive tool or the countermeasure of
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overcoming the incomplete market? (3) How do government, formal finance, in-
terlinked creditors and peasants, rural financial markets and other markets influ-
ence each other? (4) Under what conditions can formal finance and interlinked
creditor link? And how can they link vertically? (5) Will vertical linkage add
costs? Will the residuals granted by formal finance to peasants be appropriated by
interlinked creditors?

This book establishes a framework of “government — formal finance — inter-
linked creditor — rural household” to explore these disputes and confuses. Using
questionnaires, the model of partial equilibrium versus general equilibrium , and
case study, following the thought train of “interlinked transaction analysis— in-
troducing formal finance vertical linkage factors— domestic and foreign experi-
ences—policy design” , this book gets the following main conclusions; (1) in-
terlinked creditors in China mainly participate in product market, formal finance
should first link vertically with interlinked creditor in the product market; (2)
when the interlinked creditor can make contract terms freely, interlinked credit
can stimulate investment and improve technology. That the interlinked transaction
may hamper the development of productivity, the viewpoints raised by the exploi-
tation scholars, is resulted from the characteristics that the agreement enacting
rights are blocked by outside factors and the interlinked credit transaction itself
doesn’t hamper the development of product force; (3) Interlinked credit trans-
action under different conditions is the result of efficiency under that condition.
The gross profits earned by peasants and interlinked creditor are influenced by
product and capital market price, production technology, the amount of funds,
natural risks, ect. Whether peasants or interlinked creditor occupy better bene-
ficial place in distribution is determined by mutual dependence and reserve earn-
ings. Goverment, formal finance can increase farthest the efficiency of inter-
linked credited transactions through product and capital market price, pruduction
technology, the amount of funds, natural risks, ect, enhance the peasant’s ed-
ges over interlinked creditor through dependance and reservation returns. (4)

The efficiency of interlinked credit depends on enough funds of the interlinked
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creditor. When interlinked creditor can’t meet the demand of peasants, Pareto ef-
ficiency can’t be realized. Vertical links can solve the problem of funds shortage,
but the Pareto efficiency can not be reached under all circumstances. It is deter-
mined by the relationships between cost and earning under difficult circum-
stances, and the comprehensive balance of whole efficiency and distribution be-
tween each party. (5) Formal finance can design various contracts which include
various amount of funds, interest rates, ect to keep their credit rights among the
vertical linkage safe according to some information about interlinked creditor in-
cluding their reputation, preference for long operation, yield rates, risks, rem-
nant values, ect, and the discrepancy in guaranty or security; (6) Formal fi-
nance can break monopolization and collusion up, strengthen competition among
interlinked creditors to bring more benefits to peasants through credit ration, dif-
ferential interest rate and fostering competitor, ect. so can government through
fiscal allowance, lower product factor’s price, higher protective product price,
derating revenue, ect. but it is necessary to control the amount of credit funds
and prevent excessive competitions from doing harm to peasants.

This book has the following main innovations: (1) Innovations in the per-
spectives of research. The interlinked financial transaction and vertical linkage
are separated in existing research. Integrating the two together, this book makes
an upward extension of interlinked financial transaction, getting through the link-
age between formal finance and informal finance, and downward extension of ver-
tical linkage, seeking solid micro foundations. Linking financial market, other
factor market and product market together, this book has avoided the limitations
brought by isolated researches. (2) Innovations in the content of research. This
book corrects the disputes between the scholars of exploitation and efficiency re-
garding the function of rural interlinked credit, analyzes the mutual influencing
mechanism under different conditions among the government, formal finance, in-
terlinked creditors and peasants, informal financial market and other rural mar-
kets; explores the conditions of vertical links, designs creditor’s rights protection

contracts for formal finance; explains the puzzles between the surplus appropria-
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ted theory and the costs added theory regarding vertical links; and illustrates the
strategies and methods that government and formal finance use to make allocation

beneficial to peasants and do no harm to the efficiency.

Key Words: credit fund country incentive mechanism interlinked credit

transaction vertical links
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