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Table 6.4 reveals that the loan amount per acre of gross cropped 

area varied across size class of landholdings within and across the 

regions. The farmers in the advanced region obtained, on an average, 

Rs.l,249 per acre of gross cropped area, whereas it was only RS.915 

in the backward region. Based on the information from Tables 6.3 and 

6.4, it can be argued that there was variation in terms of both access 

to credit as well as amount of credit obtained from institutional 

sources. The contributing factors for these variations have been 

discussed in the subsequent sections. 

Table 6.4: Supply of Credit (Crop Loan) Per Hectare of Gross 
Cropped Area 

(in Rupees\ 
Size ClaD or Advanced Backward 

Landholdin&& (in Acres) Region Region 
0.01- 2. 50 475 435 
2.51 - 5. 00 1 193 1,176 
5.01 - 10.00 1308 865 
lO.OI and Above 1347 927 

L All Classes 1,249 915 
Source: Field survey 

Factors Affecting Access to Formal Credit 

Since credit transaction necessarily involves a time gap between a 

point when the advance is made and a future point when credit is 

repaid with interest, anything may happen in-between these two time 

points. Examined from the lender's viewpoint, the act of borrowing is 

one, which carries both pre-contractual (at the point prior to credit is 

given), and post-contractual problems (at the point when credit is 

repaid). The former difficulties take the form of adverse selection (i.e., 

the fear of selecting a bad borrower), creditworthiness and screening 

of the borrower. In the latter case, a lender faces the problem of wilful 

and non-wilful default. Given these problems, what governs access to 

institutional credit by some peasant households but not others? 



It should be stressed that access to credit is influenced both by 

the farmer's capacity to take a loan and the lender's willingness to 

extend it. This exchange usually involves a signalling and screening 

procedure in order to communicate information about the riskiness of 

the loan (Petrick and Latruffe 2003). In this context, the farmers' 

access to institutional credit is estimated by using a Probit Model 

where the dependent variable Yj is a dichotomous (1, 0) variable 

indicating whether the i-th farm household has access to credit or not. 

So, the dummy dependent variable = 1, if the farm household had 

access to a loan from formal sources, and = 0, otherwise. 

It is assumed that the access to agricultural credit is 

determined by a number of farm and household characteristics. Since 

loans are advanced to farmers-who-borrow on the basis of land they 

own, the latter functions as collateral from the lender's point of view. 

Hence, the actual size of land holding can be taken as one of the 

important factors governing access to institutional credit. The land 

quality also improves the !ann household's prospect of obtaining loan. 

Better the quality of land, more likely the prospect of a farm 

household's access to a loan. Apart from land, other valuable assets -

particularly agriculturaI implements, and the proportion of non-farm 

income to total income can be used as an indicator to judge the 

creditworthiness of the borrower. Indeed, bankers may prefer a 

borrower who has income sources apart from an agricultural one so 

as to minimise what they see as the risk of non-repayment. These two 

variables are expected to positively influence the access to credit. An 

assured source of irrigation that added to the reliability of crop 

production and yield is similarly perceived by banks in a positive light, 

and thus as a contributory factor to borrower credit-worthiness. Thus, 



the percentage of irrigated area to gross cropped area is expected to be 

positively associated with access to formal credit. Another issue is that 

the credit-disbursing officials may discriminate against lower caste 

and tribal households because they have fewer outside connections 

and higher caste decision-makers dominant in the credit institutions. 

Accordingly, the caste variable is expected to be negatively correlated 

with access to formal credit facility. Conversely, formal education may 

have a positive influence on access to credit. The definition and 

descriptive statistics of the variables used in the analysis are provided 

in Table 6.5. 

Table 6.5: Definition, Measurement, Descriptive Statistics, 
and EXl»ected Sign of Variables Used in the Probit Equation 

All Farmers ~ar,,::~n~~& ! Medium & 
Variable Description Expeeted I:tmau :'lZe Large Size 

Sip Farmers farmers 
Mean Mean Mean 

Dep. Var Access to Credit -1; 0, 0.560 0.385 0.81 
• otherwise 10.50) (0.49) (0.40) 
ASLH Actual size of landholding (in + ve 6.25 2.47 II. 58 

Acre~ (6.20) (I. 56) ~6. 3B) 

I LANDQ Land quality + ve 0.505 0.28 0.82 
- 1, for good land quality • (0.50) (0.45) (0.39) 
- 0 otherwise 

IASSET Value of assets excluding + ye 1,547. 18 2,450.68 33,813.31 
land (in Rupees) (47,362. 02) (3,260.52J J69,651.3~ 

IEOFA Income excluding own farm + ve 35.64 47.79 lB. 50 
activity as proportion to total (32.11) (33. 17) (20.95) 
family income (in Rupeesl 

PIAGCA Percentage of irrigated area to + ye 22.92 16. 17 32.44 
~oss cr~d area 136.29L J32. I~ 139.70) 

CASTE Caste status - ye 0.38 0.49 O. 22 
-1 ,if the borrower belong to (0.49) (0. 50) (0.41) 
SC or ST 
= 0, otherwise 

EDU Educational quaIification of 
I the borrower + ye 0.21 0.08 0.40 

I - 1, for 10'" or more standard (0. 41) (0.27) (0.49) 
- 0, otherwise 

, Number of Observations 200 117 B3 

• f rea in ~ote. 11) Land particulars were collected from each and every farmer 10 terms a a ( 
Acres) under low, medium and high in the survey. It IS found that the high land 
was completely rain fed and the probability of crop failure was more. In the case of 
low land the possibility of crop failure was minimal. Under this assumption,. If the 
area under low land was covering at least one third of total land owned, It was 
considered as farmer having good quality land. 

(2) Figures in parentheses indicate Standard Deviation. 



Table 6.6: Access to Formal Credit: Pro bit Results 
IDummy Dependent Variable = I, if the farm household has access to credit: = O. 
Otherwisel 

r Variables All Farmers Marginal and Small Medium and Large 
-- -; 

Size Farmers Size Farmers I 
I 
I Coefficient Marginal Coefficient 1 Marginal Coefficient Marginal 

. i 

I Constant 
Effect Effect ._ Effect.J 

0.33221' 

i 
0.19000 -0.0026 - 0.00091 - 0.08633 - 0.00056 \ 

12.12) 1- 0.01) (- 0 16) -
! ASLH -0.03491 - 0.01149 0.1593 0.05544 - 0.06629 - 0.00043 
I 1- 0.92) (1.35\ . (-I. 5S\ i 
: LANDQ 0.75417' 0.24510 0.3192" I O. III 051 1.51138" 0.00981-

13.391 • (3.0S) 11.98) i 
ASSET 0.00005" 0.00001 0.00002'" 1 0000006 0.00007S'" j 0.00000 I 

(1.97) 11.671 \ 11.731 i 
: IEOFA -0.02IS8' - 0.00724 - 0.0257' - 0.00895 - 0.00304 I -0.00002 
\ (-5.19) (- 3.93) (-1.62) 

PIAGCA 0.00321' 0.00105 O. 0062'" 0.00214 0.00381 0.00002 
.12.05) ( 1.67) {1.61) 

i CASTE - 0.10025 - 0.03323 0.0873 0.03036 - 0.40360'" - 0.00262 
, 

_(- 0.77) {0.29) {-I.S2) , 
I EDU 0.32436*** n 'An"l v .... vVV.l 

" CI<Ae- •• " v. u"T"'tJ 0.18947 - 0.31/99 - O.OO2Ut> 

i (l.60) 11.85) 1-0.711 
I Log-likelihood - 91.35 - 51.17 - 28.16 
: Restricted log- - 137.19 - 77.95 - 40.69 
- likelihood 
. Chi-square (7 dfl 91.68 53.56 25.05 

Number of 200 117 83 
Observations 
Note: (a) , 1 % level of signtficance; .. 5 % le\'el of slgmficance; , .. 10 % level of 

significance 
(b) Figures in parentheses indicate t - values. 

The determinants of access to formal credit are estimated by 

using Probit model, which is given in Table 6.6. The assumption made 

by the Pro bit model is that the probability of borrowing from the 

formal sector is determined completely by the bank, which decides 

II'hether or not a farm household will get a loan. This model also 

dssumes that all cultivating households demand formal credit at the 

,-xisting interest rate, and that the formal sector is the cheapest 

'()urce of credit for farm households. This probability is represented 

:)\. a univariate normal distribution representing the access equation. 

\\I\ich is specified in the methodology. 

, 

, 

I 
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The result shows that ASLH is negative but not significant. This 

IS contradictory to the earlier findings that larger the size of land 

owned by the household, greater is the probability of its access to the 

formal sector (Kochar 1997 and Swain 2002). The negative sign in our 

study might be attributed to uncertainty of crop income owing to poor 

infrastructure facility in the study area. Importantly, the quality of 

land (LANDQ) has a positive and significant effect on the access to 

formal credit. It is quite interesting to note that the marginal effect of 

land quality increases the likelihood of access to credit by about 24 

per cent. This implies that it is not the size of landholding but the 

quality of land, which matters for the bankers in the selection of a 

borrower, and in tum, increases the probability of farmers to access 

institutional credit. This variable behaves in the similar direction for 

different sub-groups of farm households. 

On the issue of non-land resources, the coefficient of ASSET is 

positive and significant at 5 per cent level, which implies that larger 

the value of asset excluding land, higher the probability of access to 

formal credit. Ceteris Paribus, if the farmer is well equipped bv 

agricultural implements, there is a possibility of getting more income 

from farm activity, which, in tum, provides an indication of his (or 

her) credit worthiness as a borrower. From this it is possible to infer 

that peasant farmers who dispose of less valuable non-land assets may 

have a correspondingly poor access to institutional credit. A farmer who 

is having higher non-farm income as a proportion to total income is 

less likely to have access to credit. This is evident from the fact that 

IEOFA coefficient is negative and highly significant. This result 

indicates that farmers with non-agricultural income may use it to 

meet their working capital requirements, and thus have no need to 



approach a bank for a crop loan. Alternatively, a bank may quite 

simply not have adequate information about the sources and amount 

of non-farm income to judge the creditworthiness of the borrower. This 

suggests that bankers prefer tangible collateral (like land, quality of 

land or other assets) to select the borrower. 

A better irrigation facility also improves the farm household's 

prospects of obtaining a loan from the banks. This explanation is 

confirmed by the positive and highly significant coefficient of PIAGCA. 

However, the coefficient of this variable is positive but not significant 

at the conventional level of significance for medium and large size 

farmers. As expected, scheduled caste and scheduled tribe farmers are 

less likely to access formal credit whereas this coefficient is 

surprisingly not significant except for the group of medium and large 

size farmers. However, education increases the probability of access 

to credit, i.e., higher the formal education, higher is the probability of 

access to credit (this coefficient is being positive and significant at a 

10 per cent level). In this context, it can be argued that educational 

attainment gives better information regarding the available banking 

facilities, and empowers the ability of farmers to approach a bank for 

loan53 . Nevertheless, this coefficient is negative and not significant for 

medium and large size farmers. 

Generally speaking, the results are quite in line with theoretical 

expectations and draw a plausible picture of the pattern of farm 

household's credit access in Kalahandi district. The highly significant 

chi-square and Pseudo R-square (33 per cent) clearly shows that the 

51 It is evident from the marginal effect that a one per cent increase in educational 
attainment increases the likelihood of access to credit by some 10 per cent. 



estimated model is having good fit. The model points to a high degree 

of rationing by the formal sector. Evaluating the probability of access 

at the mean levels of the explanatory variables, 74 per cent of the 

households, belonging to all the categories are credit rationed by the 

formal sector54 . 

Determinants of Supply of Agricultural Credit 

Directed agricultural credit system assumes that all farm households 

would have a positive demand for formal credit and it is a cheaper 

source for borrowing. It is further assumed that both revealed and 

potential demand for credit far exceeds the supply. On the basis of 

this assumption, many countries and financial institutions rely on 

supply-led approach to extend their credit facility. Irrespective of this 

approach, most theoretical and empirical studies argue that demand 

far outweighs the supply of credit. This leads to a situation where 

banks are compelled to adopt wide scale credit rationing. 

Credit rationing exists in two forms, VIZ., price and non-price 

credit rationing. In the former case, the borrower is denied access to 

institutional credit regardless of whether or not he or she has fulfilled 

the stipulated terms and conditions. In the latter case, the farmer is 

able to borrow, but not as much as he or she wants or needs. The first 

type of credit rationing explains about variations in the access to 

credit, i.e., what makes some farm households to access formal credit 

and others not. The second type explains on variations in the amount 

of credit flow from the formal sector. Alternatively, on what basis 

bankers determine the credit limit to the borrower? In our previous 

i; Based on similar assumptions as adopted in our model. Kochar (1997). and Swain 
12002) find that 81 per cent and 71 per cent of the households in the respective 
studies were subject to credit rationing by the formal sector. 



model on access to credit (Probit Model), it was found that the farm 

and household characteristics like quality of land, value of non-land 

assets, the proportion of non-farm income, percentage of irrigated area 

to gross cropped area, and educational qualification of the borrower 

were the determining factors for accessing the formal credit facility. 

The second model (OLS) in our household's level analysis 

specifies the factors that determine the amount of credit given to the 

farmer borrower by the formal sector. As was discussed, analysing 

the determinants of credit in terms of farmers who have received this 

is not a random selection of all the farmers in the population. Such a 

phenomenon leads to sample selection bias. In order to correct this 

problem of selectivity bias, Heckman two-step procedures have been 

used. In the first step, the Inverse Mills Ratio (A) has been calculated 

from the above Probit equation, and in the second step this has been 

introduced as an additional explanatory variable in the determinants 

of credit equation. If the (/') variable is significant, the resultant 

equation is unbiased (Heckman 1979). The second model, which deals 

with the amount of institutional credit lent, is set out in Table 6.7. 

The fact of credit flow - once access has been gained - can be 

looked at from two distinct viewpoints. From the supply side, the 

amount lent depends on the security offered and an assessment about 

the repayment capacity of the borrower. As noted, land is an indicator 

of the degree of security involved in the transaction, not least because 

in the eyes of a lender the higher the area under cultivation the more 

likely it is that the peasant farmer will generate sufficient output to 

repay the loan without difficulty. Given the self-finance capacity, the 



operated area55 should be positively related to the demand for credit, 

so the production surplus56 can approximate most closely a capacity 

to repay. Because of the difficulty in calculating the production 

surplus, the value of output by a farm household has been used to 

indicate its creditworthiness. On the demand side, the percentage of 

irrigated area to gross cropped area, expenditure on fertiliser and 

pesticides, and the educational qualification of the borrower can all be 

expected to have a positive association with the flow of credit. Caste 

and the ratio of workers to family members, income excluding own 

farm activity can also influence the demand for credit. 

Accordingly, it can be argued that the actual flow of credit 

depends not only upon the factors governing the supply of credit but 

also on the factors influencing the demand for it. Between different 

farm size-groups, disparities in the flow of credit can, therefore, be 

viewed in terms of the relative strength of demand and supply factors. 

In the financial situation characterised by the absence of credit 

rationing, the factors influencing the demand for credit will obviously 

determine the quantum of credit supply. But in the financial system, 

where credit rationing (either price or non-price) exists, the factors 

55 Operated area = Land owned + Leased in - Leased out. In the case of a financial 
system where formal creditors insist on collateral (ownership rights of the land), 
the credit extended to the farmer can assume to be negatively influenced under 
the tenancy system. Given the poor irrigation facility and uncertainty of crops, 
share tenancy contract operates in the study area. In this type of contract. the 
gross output is divided equally between the landlord and tenant after deduction 
of cost of production. Generally, the landowner only bears the cost of production 
and later, he takes it out in terms of output from total production. In this type of 
tenancy system the tenant only invests his labour force and not responsible for 
all aspects of cultivation. In our total sample, we had 15 cases like this. To avoid 
double counting we have not included the area under share tenancy in the 
operated area of the tenant farmer. 

56 It can be defined as the difference between total income from production and 
expenses incurred by the farm. 



influencing the demand for credit cannot be considered as ultimate 

determinants of its supply. It is, therefore, necessary to investigate 

whether the demand or supply side factors account for the flow of 

credit, a question addressed in Table 6.7. 

Table 6.7: Definition, Measurement, Descriptive Statistics and 
Expected Sign of Variables used in the OLS Equation 

All Marginal I Medium 
Farmers and Small and Large 

Variable Expected 

-
, 

, Description Size Size Sign 
Farmer~ Farmers 

Mean Mean i Mean 
, Dep. 
I Var. * 

Amount of Credit given 11,653.17 6,497 15,116 I 
to the farmers (in (10,972.91) (4,166.62) (12,673.89) I 
Rupees) I I 

: PIAGCA Percentage of irrigated + ve 31.68 272~ I 34.6, 
, area to gross cropped (38.81) (36.50) (40.27) ! 

area 
CASTE Caste status - ve 0.28 0040 0.19 ' 

= I, if the borrower (0.45) (0049) (0.401 • 
belongs to SC or ST i , 
= 0, otherwise , 

,EDU Educational + ve 0.29 0.11 0.40' 
qualification of the (0.45) (0.32) (0.49) 
borrower 
= 1, for lOth and or 
above 
= 0, otherwise I 

'INEOFA Income excluding own + ve 17,789.54 7,696 24.5691 
farm activity (in Rupees) (31,660.67) (15,912.02) (37,343.80) . 

WFM Workers to family - ve 0.43 0.49 0.39. 
members (ratio) (0.17) (0.18) (0.15) 

-
01\ Operated areas (in + ve 8.02 3.88 10.81 

Acres) (6.65) (1.74) (7.26) 1 

c i 
:EXPFP Expenditure on fertiliser + ve 7,188.20 3,211 9,859 

I and pesticides (in (7,432.64) (2,268.92) (8,453.03 

L Rupees) 
,VAO Value of farm output + ve 43,947.21 16,767 62.202 I 

, produced in the year (43,309.81 ) (11,696.71) (47.132.37) i 

. (in Rupees) 
I~IR Inverse Mills Ratio (I,) 0.4594 0.6411 0.2339 ' 

~\umber of Observations 112 45 67 

\ote: Figures m parenthesIs mdlcate Standard DeViatIOn 



As we expected, most of the parameters have the expected sign 

and are significant (Table 6.8). The coefficient of PIAGCA is positive 

and highly significant, which implies that a unit (one per cent) 

increases in proportion of irrigated area to gross cropped area, OIl an 

average, leads to an increase of 47.55 rupees (0.1292 per cent) in the 

amount of credit (for the entire sample). This variable also behaves in 

similar direction to marginal and small, and medium and large group 

of farmers. This is true and in conformity with earlier studies that 

irrigation facility is an important factor to determine the amount of 

credit disbursed by the formal lender. Non-Scheduled Caste and 

Scheduled Tribe farmers enjoy more credit compared to Scheduled 

Caste and Scheduled Tribe (SC/ST) farmers. This reflects in the 

negative and slgmticant coefficient of the variable CASTE. The positive 

and significant coefficient of human capital variable (EDU) clearly 

shows that the farmers who has possessed a 10th standard level of 

education and above have obtained more credit compared to their less 

educated counterparts. 

Not surprising is the link between expenditure on fertiliser and 

pesticides, on the one hand, and the lender provision for more credit, 

on the other. Fieldwork in Kalahandi district confirms that the per 

acre expenditure by large and medium sized farmers on these inputs 

was very high. This, in turn, not only raised agricultural productivity 

but also enhanced their creditworthiness. Each one per cent increase 

in EXPFP lead, on an average, to a 0.5329 per cent increase in the 

amount of credit (for the total sample). 
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Table 6.8: Determinants of Formal Credit: Selectivity 
Corrected OLS Result 
(Dependent Variable = Amount of Credit given to Farmers (in Rupees)) 

c----.. ----. 
Coefficients - - ---- -----

-- 1 

- --- . 
Variables All Farmers Marginal and Small . Medium and Large 

Size Farmers I Size Farmers , 
! Constant 1.844.540 3.578. 14 '" ) 

--- - c;-;I 
683.31. , (0.701 (1. 80) (0. IILl , 

PIAGCA 47. 548 ' O. 22 *** 74. 15' . 
(2.631 -<1.72) _---.J2. 58) I 

CASTE - 3.595. 320 ' - 2,922. 92 ' - 5,869. 32 • 1 
(- 2.50) (-3.26) 1·2 45J 

EDU 3.166.493 '" 1.133.96 , .. 3.204. 80 ... i 
JI. 89) (1.88) (18~ 

INEOFA O. 002 0.0] *** O. 0 I I , 
(0.061 (1.65) \ (0. 5!fl 

WFM - 1.291. 389 5.227. 17 " - 2.099. 97 , 
(- 0.34) J218) (-0. 32) ; 

OA - 197. 011 - 1.048.33 • 14. 91 I 
(- 0.79) 1-2.681 In n4i 

I EXPFP 0.864' I. 87 ' 0:68'; I 
I (2 211 I (3. 57) (5.84) 
\ VAO 0.072 .. 0.41*** O. 06 .. u : 

(1. 86) (1.86) (l.~ 
I Inverse Mills Ratio (~) 2,464. 128 - 2 117 65 , .. 4.341.08"1 

12.00) • '(-1.65) (196) 
R - squared O. 69 0.71 06~~ 
Adiusted R - s,quared 0.66 0.64 0.61 
F(9, 102 df) 25.39' F(9, 35 dO = 9.73 F19, 57 df} = 12.57 I 

, Rho O. 39 - 0.79 0.57 I 
Standard error 6,000.81 2.682.9 7.6151 
corrected for selection 

671 ' Number of 112 45 
observations 
Note: (a) , I % level of SIgnIficance; ., 5 % level of slgmficance; ... 10 % le\'el of 

significance 
(b) Figures in parenthesis indicate t - values, 

The observed negative and insignificant operated area (OAI and 

significant coefficient value of agricultural output confirm that it was 

the latter rather than the size of the operational holding, which was an 

important factor that influenced the formal lenders to fix up the credit 

:imit In the case of all sample farmers, every one per cent increase in 

,he value of agricultural output raised the amount of credit by 0.27 J 5 
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per cent. The negative and significant coefficient of OA for marginal 

and small farmers indicates that even if OA increased, it lead to less 

supply of credit. This can be explained by the fact that the OA of most 

of the small and marginal farmers included land leased in also. In the 

case of the financial system, where formal creditors insisted on 

collateral (ownership rights of land), credit extended to the farmer 

would, therefore, be negatively influenced under the tenancy systemS7 . 

The coefficient of worker to household members (WFM) was positive 

and significant for marginal and small farmers. This indicates that 

increase in WFM could lead to the supply of more credit. Bankers 

might have perceived that the increase in the number of working 

members could provide more income through wage or any other 

economic activity (either farm or non-farm). Probably, this might 

enhance their creditworthiness. This argument can also be supported 

by the positive and significant coefficient of INEOFA for marginal and 

small farmers. 

The result shows that the Inverse Mills Ratio (A) was positive 

(negative for marginal and small farmers) and significant and the 

resultant equation was unbiased. The R-square values were 0.69, 0.71 

and 0.66 for the estimated equation of all sample farmers, marginal 

and small, and for medium and large size, respectively. This shows 

that 69 per cent, 71 per cent, and 66 per cent of the variations in the 

amount of credit obtained by all farmers, marginal and small, and 

medium and large farmers, respectively have been explained by the 

included variables in these models. Further, the whole significance of 

" Out of 45 marginal and small farmers who had obtained loan from the formal 
banking system, 42 per cent of them were cultivating through fixed tenancy 
system. 
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the model was also highly significant at 1 per cent level, which 

rejected the hypothesis that all the slope parameters are zero. 

Table 6.9: Determinants of Formal Credit: Tobit Results 
(Dependent Variable = Amount of Credit given to the Farmers (in RupeesJ] 

All Farmers Marginal and Small Medium and Large 
Variables Size Farmers Size Farmers 

Coefficient Marginal Coefficient Marginal Coefficient Marginal 
Effect Effect Effect 

Constant - 1,305.28 - 816.78 -5,319.94 -2,312.98 1,048.86 904.74 
PIAGCA 68.63' 42.94 25.14 ... 10.93 79.99 .. 69.00 

(3.40) (I.61l (2.25\ 
CASTE -3,874.82" -2,424.67 -1,110.96 , .. -483.02 - 6,936.21 ' -

1- 2.50\ (-1.66) (-2.40) 5,983.17 
EDU 2,341.17 1,464.98 1,370.24 , •• 595.74 1,743.42 ,., 1,503.87 

(1.25\ (1.781 (1.64) 
INEOFA -0.001 - 0.007 -0.02 -001 0.01 0.01 

(- 0.04) (·0.641 (0.33) 
WFM -5,819.59 -3,641.60 1,359.97 , •• 591.28 - 4,891.05 -4,219.02 

1- 1.381 '1.84~ f- O.62i 

lOA 15.53 9.72 -327.73 -142.49 - 90.03 -77.66 
, (0.05) (-0. 63) (- 0.22\ 

IEXPFP 0.87 • 0.55 2.16 • 0.94 0.75 ., 0.65 
12.99\ (4.321 (2.01) 

iVAO 0.062'" 0.04 0.13 ." 0.05 0.06 *** 0.05 
(1.61) /1.73) (1.83) 

'Sigma 8,659.41' 4,335.96 • 10,052.59 • 
, 

(14.28) (8.68) 111.13) 

, Log· -1,224.72 - 470.52 - 727.80 
I likelihood 
. R - squared 0.63 0.65 0.62 
I. Number of 200 117 83 
observations 
Note: 1) FIgures In parentheses mdlcate (-values 

2) '1% level significance; "5% level significance, '''10 % level 
3) Marginal Effect - Partial derivative of expected value with respect to vector of 

characteristics. They are computed at the means of the explanatory 
variables. 

The ordinary least square regression is inappropriate when the 

dependent variable is discontinuous (Pindyck and Rubinfield 1997). 

Logit and Pro bit models are appropriate when the dependent variable 

is discrete, usually taking two values, 0 or 1. These models are useful 

if the question is whether or not farmers have access to credit, but are 

mappropriate when it is important to measure the amount of credit 
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obtained. The Tobit Model handles censored dependent variables 

(continuous between some lower and possibly upper bound) better 

and, hence, is superior to Logit and Probit (Pindyck and Rubinfield 

1997). The Tobit model has been, therefore, used and the results are 

presented in Table 6.9. The sign and significance level of the 

coefficients are almost the same as those discussed in the OLS model, 

except in the case of coefficients of lNEOFA and OA. The education 

variable is significant in OLS for all the three cases, whereas in Tobit 

equation it is significant only in the case of marginal and small, and 

for the group of medium and large size farmers. The Tobit results 

again confirm that PIAGCA, VA~, EXPFP, CASTE are important 

variables in determining the amount of credit obtained. Further, the 

co-efficient of Sigma is highly significant at 1 per cent level, which 

confirms that the results are unbiased. 

Conclusions 

The pattern of formal credit flow at farm levels shows that the credit 

rationing goes in favour of large farm households, and the obtained 

amount is inadequate to meet their production expenditure for most of 

the farmer borrowers who had obtained credit. Since there is 

inadequate availability of formal credit, the farmers tend to depend 

more on informal sector. It is clear that fonnal lenders are not in a 

position to replace infonnal lenders to provide credit to agricultural 

borrowers, even with a widespread network of fonnal financial 

institutions, and the suggested measures by Gupta Committee aiming 

at improved quality of credit delivery system. 

The results on the determinants of access to formal credit 

suggest that several factors were inhibiting agricultural borrowers and 
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especially the marginal and small farmers from obtaining production 

credit, despite the presence of number of formal credit institutions in 

the study area. Apparently, the mere existence of formal credit 

institutions does not guarantee that marginal and small farmers will 

benefit from thems8. Thus, mere location of a bank branch in a village 

without restructuring its management to make it more broad-based 

with proper representation of agricultural borrowers belonging to 

either lower castes or illiterate or both (as noted by Sen, 1975; 

Ghatak, 1977, 1983; Sarap, 1990) is not enough to ensure effective 

access of formal credit to the rural borrowers. 

The farm, and household characteristics such as quality of land, 

value of assets excludmg land, irrigated area, and educational 

qualification of the borrower determined the access to formal credit. It 

is quite interesting to note that the quality of land and value of output 

are found to be significant in determining the access to formal credit 

and the amount obtained respectively, rather than the size of 

landholding. It seems that bankers are giving preference to the safer 

borrower and leaving marginal and small farmers to the unorganised 

credit market. The above determinants of access to credit indicate the 

creditworthiness of the agricultural borrowers. Thus, it is the bankers' 

assessment on the creditworthiness that decides whether or not a 

farm household should have access to credit:. The factors like area 

under irrigation, value of agricultural output, expenditure on inputs 

(fertiliser and pesticides), caste and educational qualification of the 

borrower are the important variables that determine the amount of 

credit obtained. On the whole, one can argue that the asset-based 

" This finding also corroborates with Sarap's study in 1990. where field 
investigation was conducted during the year 1981-2 in six villages of Sambalpur 
district of Orissa state in India. 
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lending policies coupled with the bankers' assessments on 

creditworthiness determines both access to credit and amount of 

credit obtained by the farmer borrowers. 

The estimates also suggest a relatively high demand for credit 

with fairly widespread credit rationing in Kalahandi district. This 

requires further development of credit programmes to support the 

credit requirement of different categories of farmers, and especially 

those belonging to marginal and small farmer categories. 

In the econometric specification, we assume that formal 

borrowing is determined by bank decision on access to credit and has 

been estimated by using univariate pro bit model. However, one can 

also generalise (a) where the probability of borrowing from the formal 

sector is jointly determined by the bank decision on access as well as 

the farm household's demand for loans, and (b) where the households 

may have zero demand for formal credit and they are free to choose 

between informal and formal sector. This generalisation can be 

estimated using bivariate Probit and Multinomial Legit model. 

Clearly, there is a need for further research and subsequent attempts 

in this direction, which will hopefully allow us to explore these 

al ternatives, in detail. 



Chapter 7 

CREDIT DELIVERY SYSTEM, CREDIT-GAP AND COPING 
STRATEGY OF AGRICULTURAL BORROWERS 

Introduction 

An analysis of the determinants of access to formal credit in our 

previous chapter showed that several factors were inhibiting 

agricultural borrowers, in general, and marginal and small farmers, in 

particular, from obtaining production credit. The poor quality of land, 

illiteracy and lower caste status had an adverse effect on the access of 

agricultural borrowers to formal credit institutions. It is also found 

that small proportions of the total number of farmers in rural areas 

were accessing credit from financial institutions, and out of that a 

small group grabbed a large share of the net volume of credit 

disbursed. Importantly, the credit rationing goes in favour of large 

farmers. It is also reported by most of the farmers from the study area 

that the amount obtained as loan was inadequate to meet their 

production costs. Furthermore, some of the farmer borrowers stated 

that they had one or other problems while obtaining credit from 

formal financial institutions. Some of these problems also contributed 

to the higher transaction costs and delay in the disbursement of 

credit. 

In this context, one can raise the following questions. Who are 

these agricultural borrowers who face problems in accessing formal 

credit facility? Are these problems the same across various size of 

landholdings? Which class of farmers face higher transaction costs 

while obtaining formal loans? Since the obtained loan amount from 

formal sources is inadequate, what is the magnitude of the credit-gap 
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among farm households? Given the self-finance capacity, what is the 

coping strategy of the farmers to meet their cost of cultivation? To 

answer these questions both qualitative and quantitative data were 

collected from 200 randomly selected borrowers from the service area 

of four different bank branches59 . 

Credit Delivery System 

It is argued that the disturbing trends in the rural credit delivery 

system can be attributed to the poor quality of lending (Rajasekhar 

and Vyasulu 1990). The supply-led approach with poor quality of 

lending failed to provide the credit requirement of agricultural 

borrowers, on the one hand, and made agricultural lending 

un .• D.rn.fi.1t:::!h.1p, <1.". t.h.~ nt.h.p.r. T ...... f-h;C" ,....o~.e~ .. "h'" DDT ,.. .... <4- " ....... "" " .... c -~-_ .. _ ___ _ _ _ _ _ _ _ ...... a. ~a. .... ~ "" .t.&l. .0"10.. .. , W .... l',L.IJ. ~ ......... L.lp C1 UJ.! lllC1it 

High Level Committee (Gupta 1998) to identify the constraints faced 

by the commercial banks in increasing the flow of credit, introducing 

ne 1 products and services, simplifying procedures and methods of , 
v.:urking with a view to enabling rural borrowers to access adequate 

and timely credit from the commercial banking system. Major 

recommendations of the Gupta committee accepted by the RBI60 

includes simplification of procedures regarding loan application, 

agreements/documents, etc., cash disbursement of loan, dispensation 

of no dues certificate, and selection of loan application at the branch 

level, and so on. With this background, let us now examine whether 

the agricultural borrowers in Kalahandi are satisfied with the existing 

credit delivery system in the district. 

," A detailed discussion of farm household selection has been given in the sixth 
chapter. 

,,11 For detailed discussions on the accepted recommendations, see, Box 2.1. 
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Table 7.1 shows that a majority of the borrowers had one or 

more problems on the credit delivery system. Such problems could be 

grouped broadly under two categories, viz., during and after obtaining 

loans. Problems in obtaining loans included complicated procedures, 

lack of previous experience, distant location of the bank, and bribe. As 

many as 56.5 per cent of the agricultural borrowers stated that the 

bank procedures were complex. They faced serious problems in 

getting No Dues Certificate (NDC) from the local financial institution. 

This seemed to be a widespread problem in the area where Co­

operatives, RRBs and Commercial Banks were working. As per the 

recommendation, importance should have been given to the credit 

status of the borrower rather than to no dues certificate, but still the 

borrowers were required to submit NDC while taking loans. The 

imposition of this requirement took more time and also posed problem 

to few borrowers. In spite of rapid expansion of the bank branches, 

since most of the borrowers (56 per cent) did not have previous 

experience of borrowing from the formal sector, it aggravated the 

situation. Some of the borrowers especially those who wanted loan for 

the purpose of allied activities stated that the bank officials were 

indifferent to them. A general view among the borrowers of this kind 

was that "unless one bribes the bank officials" they would not sanction 

the loan. Based on the information, it is found that 24 per cent of the 

borrowers gave bribe to the bank officials to get the loan. On the 

whole, most of them felt that "it is better to obtain a loan from 

moneylender than to approach the bank61 ". 

" Rajasekhar and Vyasulu (1990) also found a similar problem in their study 111 Pali 
district of Rajasthan. 



Table 7.1: Problems Faced by the Farmer Borrowers in 
Obtaining Loans 

~ ~~~ _~ .. Proi>f~II1s-~-__ Y'es-lPe~cent= lio=-~Percel1t-:-::TotaJ , 
I_~"~ .--~ -~-. Before Obtllinin.KLoan (~ i 

Coml'lic~te.dProcedure 113[ 56:-5'_87 -=-_43:--5:~- 2QO 
No P~e\lious_Experience 11~_~~_Q..~88 4±o.O ___ 200 
.[)i~tant Location of the Bankl 961 48. 01 1041 52.0 2001 
]Bribe ~ 4t3\._~4~1 152;76.01'-- 200\ 

I=:-:-::-:-:--;~_~ __ ~A",f",te",r"--O~btaining!-oan lB.,.),---c-c_~_~ 
[nac:l"8.ua.'-ite-,:,:Loc::an=~_~_--jI~--",-1~39",i,--~6~9;O-"c'5;:.;i~-:-.6;!-:1~i~_30. ~_. __ ~_200 
~IU~n~t~im~e~1~y~Lo~a~n~~ ____ ~I_,--9~8~\_~4~9~.~O~i~~1~0~2~1_~~51.0~_200J 
Source: Field Survey 

The agricultural borrowers also stated that, the loan amounts 

were inadequate and untimely. About 69.5 per cent of the agricultural 

borrower out of the total sample felt that the disbursed loan amount 

was inadequate and 49 per cent were of the view that it was not 

available at the needed hour. 

Based on these findings one of the important questions that 

could be asked was who were these agricultural borrowers who faced 

problems in accessing formal credit facility? Table 7.2 explains that 

these problems were uneven across different size of landholdings. 

Importantly, most of these problems were related to marginal and 

small farmers. Out of total sample about 80 per cent of the farmer 

borrowers, who belonged to marginal and small categories found that 

the formal banking system was complicated. These categories of 

borrowers also narrated their poor experience with the institutional 

credit system. This indicates how far our banking system is good 

enough in covering these borrowers. Bribing to the bank officials 

seems to be a widespread problem in the case of marginal category 

farmers. A general feeling among the borrowers was that « bribing is 

tile only means to obtain a loan for allied agricultural activities under 

the subsidy and or poverty alleviation schemes". The evidence shows 



that the creditworthiness, viability of the proposal, and the amount of 

cash disbursed were positively related with the amount of bribe, while 

the time taken to get the loan sanctioned was negatively related62. 

Table 7.2: Size Class of Landholding-wise Frequency 
Distribution of Problems Faced by the Farmer Borrowers 
~-T 0.01=-2:5012.51:5.00 -5:01-10_00 10_01 acres· 

Problems I Acr~s I Acres I Acres ,and Above. Total 
i-_________ -LtMarglll.o!lJ... JSmallJ _--' l.Med.iuml.....:.--..JLargeJ __ '__ ___ . 

Before Obtaining Loan 
",C",o"m=plli",ca"-:t",eo-d=Pr-'.o"-,c""e"-d""u...,re,---+-----,,5,,,9...l(,,,!52,.,.-'".2i":4--'3,,,1,--(:\2~",-i~ 16 ! 14jf-7-(6:2j 113 (fOOL 
~I N"'o~P.!.r~ev"i~ou"'s~E~xp""'e""r-'.;'ie=:'::n":.ce~-+-----"5'-'c7--'!~!50~.~9J.!.1111....:3"-'.1 (27.7). 19 (17.QL __ 5...14 5Lil 2 (1"00) 
Distant Location of the 31 (32.3)1 31 (32.3)'1 23 (24.0) II (11.5) 96 (100) 
@ank i 1 

~B"",ri",b",-e _______ ..L-....:4,,,"--,2 (But._3 (6~ 2""'(4"'"".2L ::-J._-=---_-----cl;-~c .:n: -'-::48(100) 

~~~~~~~----,-~Aft~e~r~O~b~ta~in~i~n~L~o~a~n~~~~_,~~~~ ___ _ 
'lnade uate Loan 41 29.5 34 24.5): 4l.i29.~ ___ 2:3.(16.~.139 (100) 
Untimely Loan 58 59.2: 19 19.4 16 16.3), 5~,ll_98(!OOl 
Note: Figures in pAre.nthe.~i~Lare_percentages of f3rm hou~ehold~ in each category 

who have faced problems in obtaining agricultural loans. 
Source: Field Survey 

Bribing takes place in many forms starting from the project 

initiation to sanction_ Even in the case of no direct bribing, the 

bankers manipulate while buying the loan assets_ Hence, the above 

practice contradicts the recommendation made by the Gupta 

committee, which has preferred distribution of loan amount in cash. 

In this aspect, two important dimensions were derived from the 

discussion with the bankers and beneficiaries in the field areas. The 

"' Chaudhuri (1993) has gone into an indirect analysis of the effects of bribing on 
the delay in the disbursement of formal credit. In a sample of 75 farmers from the 
two villages, 57 per cent of the fanners emphasised that the delay in getting 
formal credit could be reduced by increasing the bribe and the remaining 43 per 
cent did not respond. However, he mentioned that a statistical correlation 
analysis between the delay and the bribing rate could not be done because the 
data on the latter could not be obtained from all the agricultural borrowers who 
had given bribe. 
There is empirical evidence for the delay in disbursing formal credit. The dela)' is 
controlled by an official of the formal credit agency, and it can be reduced by the 
farmer bribing the official (Chaudhuri and Gupta, 1996). In their theoretical 
model they found that, in eqUilibrium. the official either would not take a bribe or 
would choose a bribing rate such that the effective interest rate on formal credit 
(incorporating the bribe) would be equal to the interest rate on informal credit. 



bankers were of the view that the probability of misuse of loans by the 

beneficiary was more in the case, where loans were disbursed in cash. 

They also argued that in the case of misuse of loans, bank looses 

partially or completely the hypothecated loan asset that work as 

collateral for the bank till the loan was repaid. However, the borrowers 

argued that the kind components lead to distortion since their choice 

was restricted. In most of the cases, the bankers got the loan asset 

without considering the quality, and technical viability of the project 

with the given environment. The beneficiaries were of the opinion that 

this kind of problem was prominent in the case of small business, 

diary-firm, goat rearing, sheep rearing and so on. In this process, in 

order to disburse the loan amount in terms of cash, both the bank 

officials and beneficiaries got into bargaining. Bargaining between the 

lender and borrower brought the joint product called "bribe" by 

neglecting the very objective of the scheme and the concerned project. 

That obtaining a loan was a complicated and lengthy process 

was also evident from Table 7.3. About 60 per cent of the loans took 

more than two to eight months to get sanctioned in the case of 

marginal farmers63 . It is observed that the time taken for obtaining 

formal short-term loan was inversely related to the size of landholding. 

This finding also collaborated with the earlier study made by 

Rajasekhar and Vyasulu (1990). There is empirical evidence of delay 

in disbursing formal credit. Sarap (1990) has found that small and 

marginal farmers also face substantial delay in getting formal (short­

term) credit. The empirical analysis of Chaudhuri (1993), in the case 

of two selected villages of West Bengal pointed out that farmers with 

OJ Around 80 per cent of these loans were for aUied agricultural activities. The 
disbursement ofiong term loans is more time consuming (see, George et aI1985). 



less than 1.5 acres of landholdings had to wait for nearly eight weeks 

to get loans from the date of application. This problem has also been 

observed by Bedbak (1986) who made a survey of a village of Sonepur 

subdivision of Orissa. 

Table 7.3: Time ~ent to get the Loan Sanctioned 
-- S~eClassof the --c Numb~_ ~r::.Da'y,! _ ~.en_tlo (iet .the LEan_Sanctioned _ 
Landholdings (in Acres), 0 - 15. 15 - 30 30 - 60 , 60 and Above Total Farmers 

r~~~ Y~~I-~:I ~:~---6H+:::'--:g[ ~~b} 
5.01-10.00 42.6, 51. I, 4.3 .1.o..l.. __ }Oo.. (47) 
10.01 and Above 63. 9; 30. 6, 2.~ 2.81----__ 100.. [361. 

,All Classes 29. 51 4l. 5\ 6 . .Qt.. ___ 2LQ' __ 100 J200) 
Note: Figures in parentheses indicate the number of farmers. 
Source: Field Survey 

The other important aspect of the formal credit delivery system 

was lhat the obtained ioan amounts were inadequate. We have 

obtained information on amount demanded and the amount 

sanctioned (short-term loans). The shortage of formal credit was 

assumed to be the differential amount between loan demanded and 

sanctioned. The distribution of loans on the basis of percentage of 

amount shortage64 to amount sanctioned is presented in Table 7.4. It 

is observed that the amount sanctioned was less than the amount 

demanded in the case of a majority of the farmers. However, only 44.8 

per cent of the large size farmers obtained the loan amount of what 

they had asked for. In the case of other categories of farmers the 

amount sanctioned was well short of amount required. This suggests 

that irrespective of the landholdings, the sanctioned loan amounts 

were generally inadequate in the study area. It is also corroborated 

with the finding of Table 7.1 wherein as many as 69.5 per cent of the 

"' The shortage amount is a proxy for the inadequate availability of formal credit, 
and may not be treated as the credit-gap. This is due to the fact that the 
calculation of credit-gap may not represent the shortage amount without 
considering his cost of production and self-finance capacity. The issue of credit­
gap has been discussed in the subsequent section. 



farmer borrowers stated that the loan amounts were inadequate In 

nature. 

Table 7.4: Shortage of Amount Sanctioned to Amount 
Demanded 
,- SiZe-Class ofth·e--,.---------P-e;centa-geofShortage------ ---- -

,LandholdingsJin Acres) I 1 - 25% I 26-=--50%~-AbOve 50% - Total No. of Farmers 0% 
!0.()1-2.50 46. 2 23. II 15.41- --154--=--~_ 100- (13) 
2.51-5.00 ; 31. 3 10-"----1321 34.4: 28. 11 6. 3 
'5.01-10.00 10. 5 47. 4 21. Ii 21 1 
110.01 and Above 44. 8 13.8 3101 10.3' 
All classes 29. 5 32. I 25.0, 13. 4 
Note. Figures m parenthesIs mdlcate the number of farmers. 
Source: Field Survey 
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This shows that the formal credit delivery system in the study 

area was poor in qUality. It was neither adequate nor timely for most 

of the agricultural borrowers. Thus, based on this information it could 

be concluded that the Gupta Committee recommendations had hardly 

improved the quality of credit delivery system in Kalahandi district of 

Orissa. The poor quality of credit delivery system, along with some 

other factors might have contributed to higher transaction costs. This 

is further discussed below. 

Borrowing Costs for Agricultural Credit 

The effective price from the borrowers' point of view was the real cost 

including interest payment and other transaction costs. To obtain a 

loan the farmer had to satisfy certain terms and conditions that were 

required by the lenders' credit delivery system, which resulted in the 

borrower transaction costs. The borrower transaction costs in the 

study included application fees, service fees, documentation and 

paper works, bribe to officer/ technician/ bank staff/ leader or 

middleman for negotiation, travel expenses incurred by the borrower, 

and the opportunity cost of the borrower's time spent to obtain the 

loan. 



In the study area, it is found that many small and new 

borrowers were required to visit the financial institutions at least five 

to six times to maintain formality, withdraw a portion of the loan and 

for repayment. The cost of time has become one of the important 

aspects of borrowing costs, particularly when transactions are 

contracted during the planting, weeding or harvesting seasons when 

the opportunity costs of the borrower's time is high (Sarap 1990; 

Adams and Vogel 1986; Adams and Nehman 1979). To avoid the 

complexity of calculating the time cost of one day, it has been 

considered as equivalent to one day of wage labour and calculated at 

the wage rate prevailing during the process of acquisition and 

repayment of the loan. This process has been adopted to calculate the 

time cost of one day for the fact that the possibility of getting wage 

employment is relatively high during these periods. Since the 

agricultural term loans (particularly, for allied agricultural activity) 

have been obtained by a small proportion of sample households in the 

study area, and in many cases it has been given under the poverty 

alleviation scheme, we are not considering the transaction costs 

relating to term loans in the analysis. 

Table 7.5 brings out that the average transaction cost (ATC) 

decreased with increase in the size of holding. It is interesting to note 

that the average transaction cost as percentage to average amount of 

loan also decreased with respect to increasing size of landholding and 

loan size. The effective rate of interest was much more for small and 

marginal farmers compared to medium and large size farms. The 

effective rate of interest for 100 rupees of loan was 20.55 per cent for 

the marginal farmer, whereas, it was 14.22 per cent for the large size 



farmer. This shows that the effective rate of interest was much higher 

than that of the bank rate of interest for marginal and small farmers. 

Table 7.5: Cost of Borrowing (Short·Term) from the Financial 
Institutions in the Study Area 

(Amounts in Rupees) 
Size of Average Average Interest Total ATe as G/o Effective Rate 

Landholding Amount Transaction Charges Cost of of Average of Interest for 

(in Acres' of Loan Coat (ATe) for 12 Loans Amount of Rs.IOO of 
Months Loan Loan 

Up to 2.5 3,679 271 485 756 7. 37 20. 55 
12.51 - 5.00 7,909 269 1,046 1,314 3. 40 16. 62 
5.01- 10.0 11,752 234 1,542 1,776 1. 99 15. 12 

[10.01 and 20,926 241 2,735 2,976 1. 15 14. 22 
I Above 
. Average 11,373 252 1,493 1,745 2. 22 15. 34 
Source: Fleld Survey 

The cost of borrowing of institutional credit by farm households 

according to the size of t.l:!e loa..'1 in t..'1e study areas also reveals that 

the ATe as percentage of average borrowing cost (ABC) kept on 

decreasing with the increasing credit limit (Table 7.6). The ATe was 

34.1 per cent within the credit limit of up to Rs. 5,000, whereas, it 

drastically went down to 6.6 per cent for the credit limit of more than 

Rs. 20,000. Alternatively, the average interest cost as percentage to 

average borrowing cost kept on increasing with the increasing size of 

the loan. The effective rate of interest was much more for the lower 

size credit limit than the higher size of the loan. From Tables 7.5 and 

7.6 it can be concluded that the effective rate of interest was inversely 

related with the size of holding and the credit limit. Based on the 

effective rate of interest one can find that the institutional credit is 

costly for marginal and small farmers than the medium and large size 

farmers. Thus, the higher transaction costs not only increases the 

effective rate of interest but also deters small borrowers from 

approaching formal institutions for credit (see, Adams and Nehman 

(979). 

'I' 



Table 7.6: Cost of Borrowing of Institutional Credit by Farm 
Households According to the Size of Loan in the Study Area 

(Amount In Rupees) 

I Average Average ATe as % Average TC Per I 
Loan Size Size of Borrow- of Average Interest Rs. I 

Loan ing Cost Borrowing Cost as 100 
Cost % or 

\ or ABC Loan 
Up to 5,000 3,690 722 34.1 65.9 6.7 
5,001- 10,000 7,800 1,253 18.4 8l.6 3.0 
10,001 - 15,000 13,792 1,956 10.6 89.4 l.5 
15,001- 20,000 19,279 2,854 9.4 90.6 1.4 

; 20,001 & Above 37,611 5,315 6.6 93.4 0.9 
Note: ATC - Average Transaction Cost 

Average Borrowing Cost = ATC + Average Interest Payment 
Source: Field Survey 

The Credit-Gap (CG) 

Effective 
Interest 
Rate for 

Rs. 100 of 
Loan 

19.6 
16.1 
14.2 
14.8 
14.1 

As we have noted earlier, borrowers stated that the disbursed loan 

amounts were inadequate. If subsidised formal credit is inadequate in 

supply, a market for informal credit is automatically created 

(Chaudhuri and Gupta 1996). Hence, this section is devoted to an 

analysis of the extent of credit-gap among farm households across size 

class of landholdings. 

Table 7.7 demonstrates the level of farm dependency on credit 

so as to meet the cost of production. Methodologically, this is based 

on the Cost A2 process65 (the method given by the Reports of the 

Commission for Agricultural Costs and Prices) to estimate the cost of 

cultivation. It can be seen that per acre paid-out cost shows a positive 

association with the SIze of holding. Farm expenditure, and the 

corresponding credit this necessitates, is of course depend upon 

6S Cost A2 z All actual expenses in cash and kind incurred in the production by the 
owner (Cost AI) + rent paid for leased-in land. Since the objective of this study is 
not to highlight the cost of production, other methods which include imputed 
value of family labour, interest on value of owned capital assets (excluding land). 
rental value of owned land etc. have not been taken into account in the cost of 
production. 



labour and technical input requirements (the extent to which labour­

power employed is purchased, the use of fertiliser and pesticides, 

extent of mechanisation, and the type of crop grown). 

Table 7.7: Extent of Dependency on Credit Per Acre of Gross 
Cropped Area (2001-021 

Size of Holding Per Acre Paid- Level of Dependency on Credit 
(in Acres) Out Costs (in Per cent) 

(in Rs.) Total I Formal 
Advanced Region 

0.01- 2.50 1,823 64.95 26.04 
2.51 5.00 2,722 69.45 44.84 
5.01 10.00 3,543 68.36 35.92 
10.01 - Above 3,514 52.80 38.33 

Backward Region 
0.01- 2.50 1,662 58.66 26.19 
2.51 - 5.00 2,161 74.47 I 54.41 
S.Ul 10.00 2,242 64.01 38.60 

~ 10.01 - Above 2,622 48.91 35.34 
Source. Field survey 

i 

Not surprisingly, large size farmers depended less on credit to 

finance their production expenditure. This finding was also true for 

marginal farmers when compared with small farmers. It is interesting 

to note that among all the categories, only small farmers were covering 

a relatively higher proportion of their cost of production through 

formal credit in both the regions of Kalahandi district. Although 

medium and large size farmers obtained higher absolute amounts of 

credit, the proportion of formal credit in their overall production cost 

was small. In this connection, it must be emphasised that while in 

absolute terms the flow of credit might indeed be positively associated 

with the size of holding, it was inversely related as a proportion to the 

per acre cost of production in the study area. It seems, bankers were 

fixing a maximum credit limit irrespective of medium and large size 

farmers' production costs and the credit requirement. 



A close observation on the pattern of credit flow reveals that 

these farmers in both the regions of Kalahandi district, managed to 

cover between 26 to 54 per cent of their total expenditure on 

agricultural production by means of formal sources of credit. The 

foregoing analysis, therefore, suggests that the flow of credit were 

insufficient to meet the production costs of peasant farmers engaged 

in cultivation. To meet the remaining cost they turned either to self­

finance (capital generated from elsewhere in their total economic 

operation or activity) or to borrowing from the informal market or both 

or may be remaining satisfied with poor investment. In this context, it 

is essential to measure the magnitude of credit-gap. 

The credit-gap reJers to the unmet credit needs oj potential 

borrowers Jrom either Jormal or iriformal or Jrom both the sectors with 

their respective term and conditions. The demand for credit is assumed 

to be positively related with area under operation and the requirement 

of working capital. In our analysis it is also assumed that the 

maximum demand for credit could be equal to the paid-out cost (C t *) 

given the self-finance capacity of the farmer. Thus, one can expect 

that the obtained amount of credit (C t ) S; Ct *. If C t < Ct * holds good, 

then there is a possibility of credit-gap. Alternatively, given the self­

finance, when the required amount of credit for the project is not 

disbursed to the concerned borrower by the above sources, then the 

question of credit-gap comes. 

In this section, the credit-gap has been analysed with respect to 

size of landholding within and across the regions. The credit-gap per 

acre of gross cropped area has been calculated in two different ways. 

~mce the formal credit is not enough, farmer borrowers are depending 



upon informal credit market. Thus, given the self-finance66 and formal 

credit the amount of informal credit taken per acre of gross cropped 

area can be treated as the credit-gap. The calculation of credit-gap on 

the basis of informal credit can be defined as the actual credit-gap. In 

the case of second method, credit-gap for each category of farmers has 

been calculated by taking the difference between the maximum paid­

out cost per acre of gross cropped area in the concerned region and 

the actual paid-out cost. The second method seems to be more logical 

in the sense that, ceteris paribus (viz., crop failure, pnces of 

agricultural product, climatic condition, risk factors, and so on), all 

categories of farmers would have been interested to invest to the 

extent of maximum paid-out cost per acre in the respective regions 

provided the required amount of credit would have been available to 

them. The measurement of credit-gap on the basis of second method 

can be stated as the relative credit-gap. The issue of relative credit­

gap seems to be more prominent in the case of farmers those who are 

remaining satisfied with poor investment due to lack of availability of 

credit from either or both the credit markets. The amount of credit­

gap per acre of gross cropped area has been presented in Table 7.8. 

It can be seen from Table 7.8 that the actual credit-gap was 

more for the medium size farmers in both the regions. This could be 

attributed to the high cost of production with less self-finance capacity 

as compared to large size farmers. For the rest of categories of farmers 

the actual credit-gap was inversely related to the size of landholdings. 

This could be mainly attributed to a progressive self-finance capacity 

given the formal credit. It can be seen from Table 7.8 that the self­

finance capacity per acre of gross cropped area shows a positive 

''', The self-finance capacity of a farmer can be defined as per acre paId-out cost of 
production less per acre formal and informal credit 



association with size classes of holding. But can we rely on this self­

finance capacity of the farm households. The distribution of self­

finance capacity is given below in Table 7.9. 

Table 7.8: Landholding-wise Credit-Gap 

i ~'::~;~::n;~ I pr~:~~;;~n I c;:::~~r i IC::~~::e~~~:;~r~U;nt~~~~~:es)~e::~:~~ 
I PAr' A r' of I Per Acre of: Gap 

I 

I 
I 

I 

s Gross 
lin Acres) er ere 0 ere 0 ; Cropped Acre 

I 
Gross Gross I Area = Gros 

Cropped Cropped I Actual Cropp ed Cropped I 

Mea Mea I Credit-Gllp __ Are a~~ __ ~'!!l _______ _ 
n 

1~~6i9=-~~>Ii _ 
3' 859 ' 822 
7 - --1-, 086 ~:- - -0 - ~ 
-- ------ - - ----\.-- - - - - --

~ ___ 1,6~8_~ _ 39_ 

Adv,,-~ce~ R~i() 
0.01 - 2.50 1823 475 , 70,) __ , __ 1,18 
2.51 - 5.00 2,722 1,193 I 670 __ ~_,86 
5.01 - 10.00 3,544 1,308 , 1,149_~_~~5 
10.01& above 3514 1,347 509 I ,85 
All classes 3,289 1,249 I 7~E>_ _2,(j0 5 1,284 255 

Backward ~io 
10.01 - 2.S0 1662 435 540 97 
2.51 - 5.00 2 161 1 176 434 I 1,6 
'5.01 - 10.00 2,242 865 570 1,4 
10.01 & above 2,622 927 356 +--l,~ ~ 

IAlI classes 2,331 915 446 1,3 
Note: Sample SIZe - 200, Ie = Informal credIt 
Source: Field Survey 

Table 7.9 explains that there was less variation in the self-finance 

capacity at different levels for each category of farmers in the 

advanced region. This implies that the self-finance capacity was 

proportional to the cost of production. In the case of backward region 

it seems to be progressive with respect to size of landholdings. Based 

on this argument one can rely on the self-finance capacity of the 

farmer as defined above while calculating the credit-gap. 



Table 7.9: Self-finance Capacity of Farmers Per Acre of Gross 
Cropped Area 

Size class of"'-- ':- (1% 1 - 25 o/~·: 26 - 50 % Above 50 % Total Farmers 
la."dilolciings (iIl!cres)~ _ -=-__ ___ ~ __ Advanced Region 
O.01~2.50___ 16.1 22.6 32.3' 29.0 100 (31) 
2.5L~_5.00 - ---~]238-~ 28.6 j-19.1 .1- 28.6 100 (21) 
5.01- 10.00 . 19.2-15.4 -_. 30.S -- 34.6 100 (26) 

_~~~~1~~~~ Abo"~~-~--f;~;(~;~:8 _~~f~l~ .~:.:.= ;~:~- -. ;gg i;;~) 
___ ~ _________ ---, __ B",ckwar~ gegion_ 

~~~; : ;:~g i ~g:~-+--~~~ j=-_J~}---+=-'K~ -_ ;gg g~; -
5.01 - 10.00 I 0.0 ~L3 __ 42.9 __ --1 __ 23.8 100 (21) 
,10.Oland Above O.o=t __ ZJ~ __ 5_0.0 __ 1 _ 42 . .CJ -=-- r 100 (14) 
All classes LI4.0_ . ...J4,-0--,---..lO<L ___ 12.() __ -'_ 100_ (100) 
Note: Figures in parenthesis indicate the number of farm households. 
Source: Field Survey 

However, a large amount of relative credit-gap has been noticed 

for marginal and small farmers in both the regions. Lenders' actions to 

reduce default risk and transaction costs could be the main 

contributing factors for a wide relative credit-gap in the case of 

marginal and small farmers. Aryeetey (1996) argues that many small 

potential borrowers had never actively sought formal credit was 

attributed to the perception that bank credit was not available to 

small farms. This perception suggests that the absence of supply 

creates its own lack of demand. This might have led to low revealed 

demand for credit and hence, higher credit gaps. 

The Coping Strategies of Farmer Borrowers 

Given the status of self-finance and inadequate availability of 

institutional credit the farmer resorts to informal credit market. 

Generally, they take loan from four different sources in informal sector 

with different terms and conditions. They are moneylenders, large 

farmers, traders, and friends and relatives. Since most of the farmers 

stated the inadequacy nature of formal credIt, information was also 



collected on the coping strategy of the farmer borrowers to meet their 

requirement. The distribution of borrowers (with access to formal 

loans) by number of sources of borrowing shows that about 70.5 per 

cent of farmers went for two or more sources in the unorganised 

sector to meet their cost of production (Table 7.10). This shows that 

how far our formal financial systems were good enough to cover the 

credit needs of farmer borrowers. 

Table 7.10: Distribution of Borrowers by Number of Sources of 
Borrowing 

I Number of Sources I Marginal: §maU_ 1 Medium.~ - Large 
___ .___ _ \"ith Access t()Form.al_Lo_ans 

_ (in per cent) 
All Farmers 

___ ~I_ 46.2 31.3 10.5 44.8 295 
I. 2 46.-2-'-53.1--65. 8- - 51. '7 56 3 

3 7.7 12.5 21.1 3.-;;4c--_12.5 
4 and. Abc' .. e "" I ') 1 " C O. 0 .L. 0 

r-_-_ -_"-"_ -::-._T:o_tal ___ -=ocI:O~J_t:~J~~L __ ~9t -r _l~~L 
Without Access to Formal Loans 
._- ~--- --'--- -_.-- . - --- ---

_____ 0 __ ~1_47.3 . . _5~_...:...._<L0 ___ .14.3 : __ 318 
____ =1 ___ ---i----'3"'6:'.:.-=-4 52. 9 22. 2 14. 3 36 4 

_-::-----;2~----t----=1-c::2:.--C:-7_=T-+---'3"--:5~:.--c3:----+--i ~--=:-:22 .2.= 7L 4" _l-=--'21 7 
3 and Ab ... o.:...ve'"-_~~3'c. ".6---,,_..:""5. 9 . 55. 6 o. _0. __ 9. L 

Total : 100 ,100 100 100 I 100 
!_ ~5~1 i (17) l2.l ____ (7) ____ '_J88) __ 
Notes: (I) Figures in parenthesis indicate the number of farmers. 

(2) This table explains the number of sourceS of borrowing by farmers to meet 
cost of production in the year 2001-02. 

Source: Field Survey 

Table 7.10 also reveals that among the farmers, who had not 

availed any formal credit, 68 per cent of them were completely 

depending upon informal sector. Without having access to formal 

loans almost all small and medium size farmers and around 85 per 

cent of large size farmers were taking informal loans to meet the cost 

of production. Among the 55 marginal farmers who had not obtained 

credit from institutional sources, surprisingly, 47 per cent of them 

had not even taken any informal credit. It is important here to note 

that it was not that the marginal farmers did not require credit. but 
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their access to informal credit market was also hi"hl\' rl'strlctcci' ,., . 

This market operates on the basis of personalised relationship. \\'hil'!J 

means that anyone who is prepared to pay the interest ratl' and meet 

the collateral requirements, IS not likelY to reeel\T a loan 

automatically from all lenders (see Basu 1997). Man~' risk-averse 

lenders might not pmvide credit to certain borrowers, or use ercdll 

limit, due to the problem of moral hazard and ad\'erse selection (see 

Stiglitz and Weiss, 1981). Therefore, given the poor access 10 

institutional credit and self-finance capacity of small and marginal 

farmers, the restricted access to informal credit market also contributed 

to a larger amount of relative credit-gap. Thus, to understand the 

coping strategy, an analysis on the terms and conditions in informal 

credIt market IS needed. 

Type of Contracts in Informal Credit Market 

In a rural community, a farmer can mobilise the amount of working 

capital by offering collateral, collateral substitutes, personal security 

and personalised relationship, and through third party guarantor. An 

important issue in this regard is that credit is invariably rationed 

according to the ability of the borrowers to offer collateral (Sarap 

1991). The types of contracts in the informal credit market under 

different forms of collateral security are further discussed below. 

(a) Contract with Collateral 

The lender's preference for an asset, as collateral. depends on 

the effective rate of return he expects from the sale value of assets. in 

case of default of loan. Thus, higher the market value of a cullatl'f,d 

asset, higher will be loan amount to a borrower. Similarl\·. higher the 

" This finding also collaborates \nth the earlier study mane by HaSLl I; (fll!! 
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assets position of the borrowers (which tentatively represent his credit 

worthiness), higher would be the amount of loan he can arrange (sec, 

Sarap 1991). In a loan transaction the requirement of collateral arises 

since it shifts the potential capital loss from the lender to the 

borrowers (Binswanger and Rosenzweig 1986). 

(bl Contract with Collateral Substitutes 

In the absence of marketable collateral, the borrower uses 

collateral substitutes or inferior collateral to mobilise the loans. In 

such deals, the lenders provide credit to the borrower against his 

commitment of future sale of labour service or crops to him. For this 

kind of contract, the borrower provides his labour services at the call 

of the iender at an agreed wage rate or sell his crops to him at a pre­

determined price in a mutually agreed time to repay the loan (Bard han 

and Rudra 1978). Hence, in the case of without collateral, the farmer 

borrower can obtain credit from the interlocked credit market. 

However, different forms of welfare loss of the borrower is 

inevitable in the interlocked credit contract since it allows the lender 

to extract full surplus attributable to the inter-locked market 

(Bardhan 1984 and 1989; Gangopadhyay and Sengupta 1987; 

Gangopadhyay 1997). This extract in inter-locked credit market can 

be noticed usually in the form of under valuation of labour services 

and output of the borrowers and overvaluation of inputs supplied by 

the lenders. Thus, given the worse access to organised credit market 

and self-finance capacity, if the demand for additional liquidity to 

meet the working capital is relatively inelastic in nature, the borro\\'ers 

may stand at the receiving end of the bargaining process in the inter­

locked credit market. Alternatively, the terms and conditions become 



favourable to the lender. Therefore, the degree of extraction Illa\' \'an 

from borrO\\'er to borrower depending upon the bargaining cap'tcit\ 

between borrowers and lenders. The pre-determined exchange' rail' in 

the inter-locked credit contract and the extent of extraction has hcen 

discussed in the subsequent sub-section. 

c) With Personal Security and/or Third Partv Guarantor 

In the absence of acceptable collateral by the lender or 

interlinked deal, the borrowers mobilise credit through personal 

security or third party guarantor. In the former case, the lender may 

provide loans to those borrowers from whom he is sure of repaymeI1l 

or able to recover the loan through some implicit or explicit 

mcchanism68 . Elsc:w-lLere, it. IS argued that loan contract \\'ithout 

collateral increased with the raise in the status69 of the borrowers 

(Sarap 1991). In such a case, the preference of the lender was based 

on caste, kinship connection, and the localities of the borrowers with 

which the lender may have some ties (see Bardhan and Rudra 1978). 

These connections and information about the borrowers worked as a 

system of guarantee for the repayment of the loans. The latter case. 

the third party acted as a guarantor, exerted pressure/ influenced the 

borrower for repayment of the loans. Thus, the third part~· worked as 

peer monitor70 in borrower selection as well as for the repayment of 

the loan. 

" This mechanism could be social sanctIOn against the defaulter or loss of luturc 
borro\\'ing from the same or other lcnders. For more dctatled discuSSiOll. see, 
Platteau and Abrahem (1987); Basu (1986,1989); Sarap 11991). 

, This status may be In the form of landholding, assets pOSItion. and other SlH'J()­

economic status. 
See, Stiglitz 11990), 
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Interest Rate for Different forms of Contracts in Informal Credit 
Market 

The interest rate in the informal credit market depends upon the kll1ci 

of contracts with or without collateral. Interestingly, the rdlt' "I' 

interest also varies across the quality and marketability of the 

collateraL In the case of loan contract with collateral, the kndcr 

generally aseertams the sale pnce of the piece of collateral assets 

before providing a loan. If a particular piece of collateral asset im·oh·es 

higher transaction costs while selling, then the interest rates on loans 

taken by pledging such collateral were more. For instance, tIl(' cost 

involved in selling for an asset like old bicycle or utensils is very high 

than gold. Therefore, the asset, which has either low resale value or 

involves high transaction costs in selling, the lender either prondes a 

very small amount of loan with higher interest rate or may not accept 

the asset as security. Contrary to this, if the lender expects a high 

resale value of an asset (for example land or gold) in future, then he 

may be willing to provide a higher size of loan. Thus, for poor quality 

of collateral assets the terms and conditions are more harsh to 

borrowers in terms of rate of interest charged, under valuation of 

assets and duration of the loan as compared to borrowing against gold 

or land (see Basu 1989; Sarap 1990, 1991). For poor quality of 

collateral (say brass utensils) the interest rate vary from 60 per cent to 

120 per cent, whereas for good quality of collateral like gold the 

interest rate vary from 24 per cent to 48 per cent per annum. 

Generally, the loan contract with collateral substitutes 

(interlocked credit transaction) does not involve any interest ratc. 

However, under valuation of labour service and output or the 

borrowers and overvaluation of inputs supplied bv the lenders lS the 
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common practice in this kind of credit transaction. The asyml11ctn' of 

information, moral hazard and adverse selection problems along \\'ith 

the degree of risk involved in lending (for instance, crop failure in the 

case of credit-output interlocked transaction) insists the lender to fix 

up a low price for collateral substitutes. Hence, it is the rate of return 

through low price for borrower's output in the interlocked credit 

transaction compensates the interest income loss that would have 

been received by the lender in alternative investment. Given this, 

credit (either cash or kind) can be interlocked \\'ith either labour or 

product markets where prices are predetermined. 

The interest rate on loan transaction against personal security 

kind), volume of credit, the personal relationship with the lender, and 

the socio-economic status of the borrower. In this system, the 

borrowers repay the loans ll1 terms of either cash or kind at the 

interest rates, which was frxed at the time of taking loan. For kind 

repayment, both the parties jointly determine the prices of the 

products at the time of repayment, given the present market situation 

of the product and bargaining capacity of both the parties. It has been 

observed in the study areas that the lender charges a relati\'Ch' low 

interest rate for the kind component of loans7 ) (say fertiliser or 

pesticides) than the cash component. Given the credil\\'orthiness of 

the borrower, the high competition among the fertiliser and pesticide 

traders in selling can be attributed to the low interest rate charged for 

kind component of loan. The other type of kind component loan like 

paddy, the interest rate charged is 50 per cent of the principal. The 

duration of loan of this type is generally six months or less. Bor[i)wing 

"I For instance, farmers take fertiliser and pestlcicies as credit at some 1Il11";-CS' r;l~(' 

from the shopkeeper, and they repa,\" it after haryest. 
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of paddy loan decreases with the rise in the status of the households 

(see, Sarap 1991). Since money has wide scope for in\,cstmt:nt, the 

lender charges a high interest rate for the loan borrowed in cash. The 

farmer borrowers in the study areas stated that the interest raIl' on 

kind component of loan varied from 48 per cent to 60 per cent, 

whereas it varied from 48 to 120 per cent for cash component of 

loans. 

Thus, under the type of contracts agreed upon by the borrowers 

and lenders the degree of variability in the level of interest rate can be 

as high as 120 per cent or as low as zero per cent per annum (Rudra 

1982). Bhaduri (1977) argues that usurious interest rates are the 

result of monopoly power of the lender. Bottomley (1975) mentions 

that high interest rate reflects the risk of default faced by the lender in 

the rural credit market of the less developed countries. The other 

studies72 claim that the presence of interlocked contracts can explain 

the existence of a wide spectrum of interest rates. On the whole, it is 

the kind of contracts with or without collateral that determine the 

interest rate in the informal credit market. 

With this background, it may be useful to analyse the degree of 

extraction, the number of loan contracts and the amount of loan 

borrowed against different form of collateral and type of contracts in 

informal credit market being undertaken as coping strategy to meet 

the cost of production. 

-2 For more detailed discussion, see, Brn.\'cman ann Srinl\"(lSan 119811, \11t1"d Ill)S?,I. 

and Basu (1983). 
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Borrowing Against Different Collateral as Coping Strategy 

In the study area, interlocked credit and product transaction \\'<lS a 

common phenomenon, where farmer borrowers used to sell their 

product after harvest at the pre-determined price. Since paddy IS the 

major crop (it covers almost 100 per cent and 61 per cent of gross 

cropped area in the advanced and back\\'ard regIOns respccti\'('I\·I. 

credit against future production of paddy was commonl~' practised. 

The agricultural borrowers said that in the case of input-output 

interlocked credit transaction the exchange rate was fixed irrespccti\'C 

of the size of landholdings. However, in the credit (cash)-output 

interlocked transaction the exchange rate differed with different 

borrowers depending upon the bargaining strength between the 

borrower and the lender. The pre-determined exchange rate in the 

interlocked credit market and approximate distress amount per bag of 

paddy has been explained in Table 7.11. It can be seen from Table 

7.11 that the distress amount per bag of paddy selling in interlocked 

credit market varied from Rs.I00 to Rs.155 depending upon the type 

of collateral offered to the lender. 

Table 7.11: The Predetermined Exchange Rate of Paddy in 
Interlocked Credit Market 

Lenders Set Exchange Rate Type of I Collateral I Ap 
(Cash/Kind) Interlocked! Given I 

Market I Am 

Rice mill Advance Rs. 230 - 280 • I Credit I Collateral 

proximate - I 
Distress 
ount in Rs. 

, owner, grain bag paddy (cash)-
I 

substitutes 15 
I traders, big 

o to 100,-

I 
I 
I 

output 
farmers , 

Shopkeepers I bag Urea' = 1 bag paddy' ! Input- - do -

oU!put ~ 
1 bag Potash'= 1 bag padd\' - do - . do -._-- ---~--

1 bag super'· 1 bag - do - - do -

I paddy 
1 bag DAP' = 2 bag paddy' - do - - do - 15.~. 

)iate: The approximate distress amount per bag (If padd~' selling tw.s been c;L\cULl\(,(1 d~ till' 

difference between MSP and rcspcctlvc fertiliser pncc. The :-'1SP per bag of pddcl\' I~~ 
I~gl IS Rs. 180/~. One bag of fcrtillser (O:;'SlstS of SU I~g 
• ;\'amc of fcrultscr 

~()~rcc: Flcld Survcy 



However, the details of income loss due to interlocked credit 

have been shown in Table 7.12. This has been estimated by obtainl11g 

the quantity sold at interlocked price as against the hypothetical 

scenario of selling the same quantity at the open market and 

minimum support price (MSP). The second and third column of Table 

7.12 shows that both interlocked and the open market price73 differed 

across the farmers with different size of landholdings. It is seen that 

the medium and large size farmers had better bargain in fIXing not just 

the interlocked price but also in obtaining a favourable price in the open 

market. Poor bargaining capacity due to high intensity of credit 

compelled the marginal and small farmers to sell at low price in the 

interlocked credit market. 

Table 7.12. Regions & Landholding-wise Estimated Income 
Loss Per Bag of Selling Paddy due to Interlocked Credit 
Market in Kalahandi District, Orissa 2001-02\ 

Size of Interlocked Open LPJ LP, , Income Loss Income Loss I 

Landholding Price Market in Rs. in Rs. in Situation in Situation I 
(in Acres) In Ra/bac Price (A) fBI A B 

in Ratbag _lin %) iin%l 
Advanced R<lJ! ion J 

0.01- 2.50 252.07 283.48 31.41 127.93 12.46 50.75 
i 2.51 - 5.00 246.27 308.08 61.81 133.73 2510 54.30 : 
15.01 - 10.00 257.91 320.05 62.14 122.09 24.09 47.34 I 

10.01& Above 264.35 325.18 60.83 115.65 23.01 43.75 I 

Backward ReRion 
; 0.01- 2.50 250.65 264.92 14.27 129.35 5.69 51.61 'I 

12.51- 5.00 251.23 274.61 23.38 128.77 9.31 51.261 
. 5.01 - 10.00 252.80 280.39 27.59 127.20 10.91 50.32· 

10.01-Above 270.0 298.91 28.91 110.00 10.71 40.7 -t 
Source: FIeld survey 
Note: MSP = Rs. 380 I bag (l bag = 75 Kgs) 

A = Difference between Open Market Price and interlocked price per bag of padd\' 
B = Difference between MSP and Interlocked price per bag of paddy 

Although medium and large size farmers, who are the main 

sellers of paddy, also face some loss of income due to the interlocked 

;, The actual price received by the fanner in the market without mterlocked 
transaction. 



credit market - principally when substantial amounts of this 

commodity (acquired from smallholders at pre-determined low prices) 

are marketed simultaneously - it is less than that of marginal and 

small farmers. Table 7.12 confirms both that medium and large 

farmers receive a higher price for their paddy in the open market than 

do marginal and small producers, and also that the difference between 

the interlocked price and the minimum support price for this crop 

declines with respect to landholding size. The magnitude of income 

loss, however, depends on the extent of dependency on informal credit 

sources to meet working capital and also on the quantity of paddy 

sold at the pre-determined price. What this underlines is that the 

supply of formal credit is itself inadequate to meet the needs of 

peasant farmers in both regions of Kalahandi district. Thus, given the 

self-finance, adequate availability of formal credit could have 

minimised the income loss of the farmers who had taken loan from 

interlocked credit market. 

It is found that the informal credit with collateral substitutes 

was not the only way to meet the cost of production. The farmers had 

also mobilised credit through other collateral such as land, gold, brass 

utensils, output, personal security, and third party guarantor. Loan 

transactions against these collaterals have been shown in Table 7.13. 

Table 7.13 shows that 37 per cent of the loans and 35 per cent 

of total loan amount was borrowed by small farmers by keeping farm 

output as collateral. In such cases of inter-linked markets, the rate of 

extraction was more. Against output, the marginal size farmers \\Tre 

having 19 per cent of their total loan contracts consisting of 1 P, per 

cent of the total loan borrowed. Probably, low base of output 



production \\·as inhibiting the marginal iarmers to approach ttw 

lenders against output as collateral. These percentages dccreased 

progressively for the medium and large size farmers as compared to 

small farmers since they could mobilise informal credit \,·ith 

alternative contracts at low interest rate. Use of gold as collateral rose 

with the increase in the status of borrowers. Poorer farm households 

utilised brass utensils as collateral in the absence of other alternati\·e 

assets, where under valuation of assets and rate of interests were 

high. The marginal farmers were having 21 of their total loan 

contracts against brass utensils. Borrowing (cash/ kind) against 

without collateral, where the interest rates were high, declined with 

the rise in the status of farm households. The decline was more 

pronounced in the case of large farmers possible due to their own 

surplus and their better access to formal credit (see Sarap 1990). 

Table 7.13: Farm Size and Collateral-wise Percentage of Loan 
Contracts and Percentae:e of Loan (amountl Borrowed 

Type of No. of Loan Contracts (%) Amount of Loan (% 
Collateral Marginal Small Medium Large Marginal Small Medium Large 

Offered Farmers Farmers Farmers Farmers Farmers Farmers Farmers FaTmers 

Land - 1.5 - - 1.2 
Gold 10.0 26.3 37.9 48.3 134 33.8 41.7 46.2 
Brass utensils 21.4 1.8 . 10 1 1.3 - -

Output 18.6 36.8 31.8 31.0 17.7 34.8 29.6 27.1 
Sub-total 50.0 64.9 71.2 79.3 41.2 69.9 72.6 73.3 
Personal 30.0 33.3 28.8 20.7 37.9 29.0 27.4 26. I 
Security lal 
Third party 20.0 1.8 - - 20.9 1.1 -

Iguarantor -Ibl 
Without colla- 50.0 35. I 28.8 20.7 588 30.1 27.4 26.7 
teral (a+ bl 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 ](1(l 

I 

170) 157) (66) (29) 63,340" 110.700' 320.800' 234,05'.-i T

: 

Note: I. F,gures in parentheses represent the total number of loan contracts b\ thf' 
respectl\'e size of farms. 

2. 'represents the total amount of informal credit by the respectl\'e f~nOl 

groups. 
3. (-) means that there was no in\"oh"ement of a size group of farm hOllsehok~ 

for borrowing against a particular collaterai. 
Source: Field Surw\· 



Besides, this category of farmers was having alternali\'(' assets to 

mobilise loans from informal sector at cheaper rate. The percentage oj" 

loan lamount; borrowed against personal seeuntv and third part\" 

guarantor for marginal and small farmers were 59 and 30 per cent 

respectively. 

On the whole, the composition of borrowing against different 

collaterates provided some characteristics of different borrowers in the 

sample. First, it shows that the quality of collateral increased with the 

rise in the status of borrowers. Second, in the absence of alternative 

assets the small and marginal farmers were compelled to mobilise 

funds at higher rate of interest from informal credit market. 

Conclusions 

The analysis on credit delivery system shows that most of the 

agricultural borrowers faced one or the other problem during as well 

as after obtaining loans. It is also observed that these problems were 

more prominent in the case of marginal and small farmers. The 

analysis on time taken to get a loan sanctioned shows an inverse 

relationship with the size of landholdings. Added to that, the loan 

amounts were inadequate. This indicates the strong practice of non­

price credit rationing in the provision of agricultural credit and in 

fixing the credit limit to agricultural borrowers. Since the formal credit 

delivery system in the study area was found to be neither adequate 

nor timely, it could be argued that the Gupta Committee 

recommendations have not been successful in improving the qualIty of 

credit delivery system in Kalahandi district of Orissa. 

')rL~ 



The analysis on borrO\\'ing costs for agricultural credit s!Jo\\'s 

that the effectl\'e rate of interest \\'as in\'L~rseh' related \nth the size u1 

landholdings and the credit limit. Based on the effective rate of 

interest one could find that the institutional credit \\'as cost!\' fur 

marginal and small farmers than the medium and large size farmers, 

The terms and conditions of loan obtained against different 

collateral assets indicate that the terms of getting loan became more 

unfavourable with the decline in the quality of collateral assets 

provided by the borrowers, Given the nature of informal credit market 

and the effective mechanism of controls on borrowers, the lender was 

in a position to extract as much as possible through higher interest 

rate charges and other terms and conditlOns of the loan, 

An ob\'ious policy implication that can be drawn from this 

analysis is that any move by the government to reduce imperfection in 

the credit market will benefit the farmer. In order to reduce the credit· 

gap problem, a rethinking on the scale of finance is needed, 

Nevertheless, a separate scale of finance should be fixed for each 

service area of the concerned bank since the cost of production vanes 

across the regions, Improved quality of credit delivery system with 

adequate loan amount can reduce farmers' dependence on informal 

sector to meet the cost of production, and in turn, the degree of 

extraction in the form of interest and others especially from small and 

marginal farmers, 



Chapter 8 

SUMMARY, CONCLUSIONS AND POLICY IMPLICATIONS 

Introduction 

A majority of the peasant cultivators 111 India find borrO\\·ing 

necessary, as their own farm savings are inadequate for both 

financing their various agricultural activities, and in carrying out 

improvements in productivity of their agricultural operations (Lipton 

1976; Donald 1976; Sarap 1990). The provision of formal credit to 

agriculture has been, therefore, central to the concern of planners and 

development economists 111 post-independent India. A number of 

policies have been made to instil social responsibility 111 the formal 

financial institutions to extend credit to rural households, in general. 

and farm households, in particular. These policies have succeeded in 

establishing a vast network of financial institutions 111 the 

countryside, and helped to spread the banking culture among in rural 

areas. But, quantitative progress at the cost of quality (Shivamaggi 

2000), high cost structure of operations in rural areas and mounting 

overdues became a threat to the viability of the financial institutions. 

Consequently, the policy of competitive financial system was adopted 

from 1991 onwards in the provision of agricultural credit to impro\,<,' 

the viability of financial agencies. This policy may have direct or 

indirect influence on the credit flow to agriculture. The Gupta 

Committee, appointed in 1998 to identify the constraints faced b\ the 

commercial banks in increasing the flow of credit, recommended the 

introduction of new products and services and simplification of 

procedures to enable the rural borrowers to access adequate and 

timely agricultural credit. These recommendations m,\\· have impron~d 

)I() 



the access of farmers, especially sll1<lll and marginal on('s. to f<lrm,d 

credit. 

The present stUdy sought to anal\'se the trends in the credll 

Oo\\' to agriculture and contributing factors during the period 1 (mO-~ 1 

to 1999-2000. This period has been divided into t\\'o sub-periods. 

namely, pre-reform period (1980-81 to 1990-91) and reform penod 

(1991-92 to 1999-2000). The anaiysls was earned out at all-India 

level, in 14 major states and in the state of Orissa. The state of Orissa 

has been selected because this is one of the most backward districts 

in the country. Kalahandi district from Orissa was selected for 

undertaking bank-branch and household level analvsis because this 

district is known for widespread poverty and backwardness in India. 

The analysis at all-India, state and district level was based on data 

published in the official documents. On the other hand, the analvsis 

at the bank-branch and household levels \\'as based on the pnman' 

data. The data on credit Oow was collected from four bank branches 

for five years beginning with 1996-97. These bank branches were 

located in the advanced (in terms of irrigation, input use, productivltv 

and infra-structure development) and backward blocks in Kalahandi 

district. The data on different aspects of rural CTedit market \\'ere 

collected from 200 households coming under the sen'ice area of the 

four bank branches. 

Summary 

The results of the stud\' have been presented in Chapters III to VII. 

The ensuing paragraphs prO\'ide summaries of these chapters. 

)]1 



Trends in the Credit Flow at AII-Illdia Leliel alld COlltributing Factors 

The third chapter, which analysed the trends in the suppl\ of 

agricultural credit by SCBs at the all India level, revealed that the 

proportion of credit to agriculture to the net bank credit rapidly 

declined during the reform period. The growth rates of agricultuml 

credit were uneven across the sub-periods (pre- and reform years) as 

well as across the bank groups. The supply of credit to this sector in 

both absolute and real terms grew at much faster rate during the pre­

reform period as compared to the reform period. Across the bank 

groups also, a similar pattern could be observed. Further, the 

Scheduled Commercial Banks (SCBs) did not even reach the targets 

set by the government. 

As far as the factors determining the credit flow to agriculture 

were concerned, the regression analysis showed that credit flO\\, to 

agriculture at all-India level was adversely affected by investment ll1 

securities, credit subsidy, agricultural credit provided by co-operati\'es 

and interest rate on lending, However, credit supply to agriculture \\'as 

positively associated with number of rural bank branches, 

The better-off farmers had better access to formal credit as 

compared to small and marginal farmers, Importantly, despite the 

increasing consensus to extend credit facility to agriculture, in 

general, and small and marginal farmers, in particular, banks were 

unable to lend to those activities with high social return or those 

category of creditworthy borrowers who had been traditionall\' 

marginalised in the credit market. 



Trends and Determinants of Credit FlolU to AgnclIilllrc ur 3lale and 

District Level 

An analysis of trends in the supply of agricultural crCdlt \),. SCBs al 

the state and district level has been carried out in the fourth chapIn 

The rate at which credit to agriculture was disbursed gr-cw at a rapid 

rate during the pre-reform period as compared to the reform pniod in 

most of the states. These growth rates were found to be unevcn both 

during the sub-periods and across the states. An anal\·sis of l\m 

indicators, viz., the proportion of agricultural credit to net bank cred,t. 

and total bank deposits, revealed that there were substantial inter­

state differences in these indicators within and across the su b­

periods. A decline in the proportion of agricultural credit to total bank 

deposits in all the major states implies that the banks were diverting 

their funds raised in the form of deposits to sectors other than 

agriculture. This is found to be more prominent in the back"'ard 

states of Bihar, Uttar Pradesh and West Bengal. 

An analysis on access to credit (i.e., the number of farmers 

obtaining formal credit to total number of farmers at a particular point 

of time) showed that there were substantial inter-state differences in 

the access to formal credit by the same category of farmers at different 

points of time. While the percentages of farmers accessing formal 

credit declined during the study period in most of the sta tcs, the loan 

amount per account increased. This implies that there was 

concentration of formal loans in fa\'our of a particular group of 

borrowers, and that the banks practised both price and non-pnce 

credit rationing methods rn the borro\\'er selection and fixdlIon of the 

credit limit. The non-prrce rationing bccomcs c\'<'n s\ rtlnL',n 

implication if one observes Ihe f8('\ th81 farmers \\'ithin \)](' ~"n](' SlZt· 



class of landholding obtained substantialh difkrent loan amounts 

across the states. 

It is observed that most of the findings at the district ltTcI 

converged with the state level analysis. The notable similarities in the 

findings relating to the state and district levels analysis were the 

declining share of agricultural credit from net bank credit. uneven 

credit flow across regions and the differences in the availability of 

credit per hectare of gross cropped area. This suggests that the flow oi 

agricultural credit followed similar patterns at both state and district 

levels. 

Higher (or lower) the proportion of net bank credit to the 

agriculture sector does not necessarily mean that the per capita credit 

availability per hectare of gross cropped area was more (or less) in a 

particular state or district. Since the proportion of net bank credit 

does not take the gross cropped area into account, it might be difficult 

to draw a conclusion on whether or not a particular state or district 

was better off in terms of the availability of agricultural credit. 

Therefore, credit (obtained from institutional agencies) per hectare of 

gross cropped area was used as an indicator to measure the variations 

in the supply of agricultural credit in the state and district level 

analvsis. Variables such as area under irrigation, area under 

commercial crops to gross cropped area, Credit Deposit Ratio (CDR) 

and density of bank branches per 1,000 farmers were specified as 

determinants of credit per hectare of gross cropped area for the 

regression analysis at both state and district levels. 



Since different states and districts have different ch"r;ll'lt',']stJ('s 

111 terms of irrigation facilit\', area under commercial em!,,,. lTcdil 

deposit ratio and density of bank branches, panel regression \IdS Liscci 

to assess the separate effect of these variables, Based on the 

Langrange Multiplier statistics and Hausman specification lest, the 

Fixed Effect Model over Random Effect Model was preferred "t Stall' 

level analysis, On the other hand. Random Effect Model ,,'as useo in 

the district level analysis, 

The proportion of irrigated area to gross cropped area and credit 

deposit ratio were found to be the most signifIcant explanatory 

variables for the variations in the credit flow per hectare of gross 

cropped area in 14 major states as well as districts within Orissa, 

While the relationship between the credit per hectare of gross cropped 

area and the former was positive, that with the latter \\'as negau\'l', 

Since assured irrigation reduced crop uncertainty, bankers were 

probably giving priority to lend more to farmers with irngateo 

agriculture, Surprisingly, even when CDR increased, it reduccd the 

supply of credit. The negative sign of CDR could be attributed to 

perception among bankers that loans to agriculture charactt'rised 

high-risk. The density of bank branches positivel" affected the credit 

flow per hectare of gross cropped area at the state level. Although, this 

variable had positive association at the district level, it \\'as not 

significant. The coeffIcient of area under commercial crops to gross 

cropped area was positive but not signifIcant at the state len'!. 

However, this variable was negative and highl\' significant ,,\ t 111' 

district leve!. On the whole, the state and district InTI "',,,1\sls 

suggest that for improved flo\\' of credit to agriculture, tl1<' policies 



aimed at Skppll1g up of the CDR should be backed \)\ (hilS,' OJ) 

improving irrigation and banking infrastructure. 

Operation of Macro Policy at the Micro Level: An AIlCilllSIS of Crcdlf Flou: 

in the Sample Bank Branches 

After 1991. the scope of the pnonty sector was broaclcned to lI1dudc 

activities, which were traditionally excluded from the pun'ie\\ of this 

sector. The fifth chapter has concentrated on an analysis of the 

impact of broadening the coverage of priority sectors on credit flo\\" to 

agriculture at the bank branch level in developed and backward 

blocks in Kalahandi district, Orissa. Based on the data for tlw last fin' 

years ending with 2000-01, the following results haye been arnved: (il 

The share of priority sector from total bank advance had 1l1creased 111 

both the regions, whereas the share of credit flow to agriculture had 

declined during the same period. (ii) The bankers were gIving 

preference to non-agricultural activities especially in the advanced 

region. Although the volume of disbursement of agricultural credit by 

the sample bank branches in the advanced region \vas more, rdatively 

greater share of credit to agriculture from total advances was noticed 

for the sample bank branches of the backward region. The interest 

ll1come on total advance and type of securitY-\\'ise supply of 

agricultural credit were calculated for both the regIOns for 

corroborating the above. It was found that the interest income on 

total advances and the proportion of credit going to agnculture out of 

total loan were inversely related in both the regions. Further. the 110\\· 

of agricultural credit \\'as largely governed by the collateral sccurlt\ 

(either land or gold). Not surpnsingl~', larger the proportion of total 

advance for agricultural credit. more prominent \\'8S the colla tcral 

based lending. 



These two findings had an impact on credit 10 the pn()rlt\ 

sector. in general, and agriculture, in partlcular. as a proportl()11 ot 

(olal bank deposits. In the backward reglLln. the pmportllln ot pnurll \ 

sector to lOtal deposits declined from 81.56 per cent 1I1 I q'Jl-l.ql) t(J 

72.35 per cent in 2000-01. In contrast, the same in the advanced 

region increased from 85.55 per cent to 116.70 per cent during the 

same period. Agricultural credit as proportion to total deposits 

declined from 27.04 per cent in 1998-99 to 23.15 pel' cent in 2000-01 

for the advanced region. A marginal Improvement of the same over the 

initial 39.10 per cent was observed Il1 the backward region during the 

same period. The policy of collateral based lending and expc'cted 

interest income on advances could be attributed to these situations. 

Factors Detennining the Access to Institutional Credit 

Empirical studies reveal that the beneficiaries of rural credit extension 

policies and programmes were the rural well-to-do and not poor 

farmers (Rao 1975; Lipton 1976; Adams and Vogel 1986). Uther 

studies confirm this trend. These studies suggest that only a small 

proportion of the total cultivators in rural areas obtain loans from 

formal financial institutions. Further, a small group among those 

with access to formal credit monopolIsed the lIon's share of the net 

volume of credit disbursed (Lele 1981 ; Gonzalez-Vega 1984; Bra\'Cman 

and Guasch 1986; Egger 1986). Sarap (1990) argues that a large gap 

existed between, on the one hand, the overall supply of credit to small 

and marginal farmers, and on the other, their need for thIS. 

Factors determining the access to institutional credit b\' tilt' 

farm household were analysed in the SIxth chapter. As dIscussed. the 

credit transaction depended not just on the need of the' f~'rm'T t()r " 



loan, and the related need to meet the conditions gOH'fning 1 his 

borrowing, but also the lender's willingness to extend credit. In l his 

context, farmers' access to institutional credit was estimated b,· using 

the Probit Model where the dependent variable was a dichotomous 

variable indicating whether a particular farm household had access to 

credit or not. The assumption made by the Probit Model \\·as that the 

probability of borrowing from the formal sector sources was 

determined completely by the bank which decided whether a farm 

household would get a loan or not. This model also assumed that all 

cultivating households demanded institutional credit at the existing 

interest rate, and that the formal sector was the cheapest source of 

credit for farmer borrowers. 

The analysis at the household level shows that the farm and 

household characteristics like quality of land, value of non-land 

assets, irrigated area and educational qualifications of the borrowers 

improve the prospects of a farm household's access to formal loan, 

and hence, borrowing, The results also show that the actual size of 

landholding did not significantly influence the access, This finding 

contradicts the findings of some of the earlier studies that larger the 

size of land owned by the households, greater was the probabilitv of 

its access to the formal sector (Kochar 1997; Swain 2002), The lower 

caste farmers (SCjST), and a farmer who had higher non-farm income 

as proportion to the total income were less likely to hm'e access to 

credit, as is evident from the negative coefficient of these \'ariablcs, 

It is also evident from the sample of farm households of 

Kalahandi district that even where farmers had access to formal 

credit, the amount obtained \\·as inadequate for their f(:qll1rements. 



This necessitated borrowing from informal sources. This e\'ic!encl' 

supports the argument that the demand for agricultural credit fm 

exceeded its supply, In this context, it is discussed in chapter VI that 

in a financial situation characterised by the absence of C1'edit 

rationing, the factors influencing the demand for credit would 

obviously determine the quantum of credit supply, It is also argued 

that where credit rationing (either in the form of price or non-price) 

existed, the factors influencing the demand for credit could not be 

considered as the ultimate determinants of its supply. It is, therefore, 

to identify which of these factors - demand or supply, accounted for 

the flow of institutional credit, the determinants were estimated. 

Since the formal lenders gave importance to collateral security 

and repayment capacity of the borrower, area under operation (OA) 

and value of farm output (VAO) were considered as suppb;-side 

factors. The percentage of irrigated area to gross cropped area 

(PIAGCA), expenditure on farm inputs like fertiliser and pesticides 

(INEOFA), educational qualification (EDU) and caste of the borrower 

(CASTE) and the ratio of workers to family members (WFM) were 

specified as demand-side factors. As elaborated in this chapter, access 

to formal credit in the case of certain farming was not random. In 

order to correct this problem of selectivity bias, the Inverse Mills Ratio 

(IMR) was calculated from the above Probit equation and the same 

was introduced as an additional explanatory variable in the equation 

on the determinants of credit. The results show that PIAGCA. SOU, 

WFM, EXPFP, INEOFA and VAO positively influenced the supph' of 

agricultural credit, whereas OA and CASTE adversely affected it. 



Logit and Probit Models are useful if the qucstion is Wh"1 her or 

not there is access to credit. But they arc inappropriate \\'hen 11 is 

important to measure the amount of credit obtained. The Tobil i\lllckl 

handles censored dependent variables (continuous between some 

lower and possibly upper bound) better and, hence, is supnior to 

Logit and Probit. The Tobit results again confirm that PIAC'CA. VAO. 

EXPFP, and CASTE were important variables in determining the 

amount of credit obtained. 

Credit Gap and Coping Strategies 

Several factors were, thus, inhibiting agricultural borrO\\'ers, in 

general, and marginal and small farmers in particular, from obtaining 

production credit. It is observed that the credIt rationing went in 

favour of large size farmers. Interestingly, not only a small fractIOn of 

total number of farmers had access to formal credit, but some of them 

also reported that they faced many problems while obtaining the 

credit. Some of these problems also contributed to the higher 

transaction costs and delay in the disbursement of credit. In this 

context, the quality of credit delivery system, the extent of credit-gap, 

and the coping strategy adopted by the farmers in the study area were 

analysed in the seventh chapter. 

The problems faced by the farmers before and after obtaining 

loans have been used as indicators on the quality of the eXIsting credit 

delivery system. Important problems were complicated procedures, 

lack of previous experience, distant location of the bank and untlmcl\ 

and inadequate loan. Of the 200 sample farmers, 56.5 per cem statcd 

that bank procedures were complex, 69.5 per ccnt felt t:1,,1 the 



disbursl'd loan amount was inadequatl' and 49 pl'r cent \\"l'rL' of the 

view thal loans were untimely. 

More importantly, the quality of formal credit dC'liven system 

was particularly poor in the case of marginal and small farmers. 

Bribing the bank officIals was a widespread problem in the case of 

marginal farmers. A general feeling among the borrowers was that 

"bribing is the only means to obtain a loan for allied agricultural 

activities under the subsidy and/ or poverty alleviation sehemes". The 

evidence shows that the creditworthiness, viability of the proposal. 

and the amount of cash disbursed were positively related with the 

amount of bribe, while the time taken to get the loan sanctioned was 

negatively related. 

Given that the above would increase the transaction costs 

(Adams and Nehman 1979; Sarap 1990J., the borrowing costs incurred 

by farmers in obtaining short-term loans were worked out. The 

evidence shows that the average transaction cost as a proportion to 

average borrowing cost was inversely related with the size of the loan, 

whereas, the average interest costs as a percentage of average 

borrowing costs was positively related with the size of the loan. 

The flow of formal credit was insufficient to meet the production 

costs of peasant farmers engaged in culti\'ation. To meet the 

remaining cost they turned either to self-finance or to borrowing from 

the informal market or both or remained satisfied with poo;' 

investment. It was in this context, that the credit-gap had b(TI1 

estimated by size classes of landholdings within and across the 

regIOns. 



The term "credit-gap" has been defined as the un met credit 

needs of potential borrowers from either formal or informal or fmm 

both the sources with their respective terms and conditions. H()\\T\·"J". 

the actual and relative credit-gap per acre of gross cropped arca has 

been worked out to assess the magnitude of shortage of funds to meet 

the cost of production, Given tbe self-finance and formal credit the 

amount of informal credit taken per acre of gross cropped area \\'as 

termed as "actual credit-gap", wbereas, tbe differential amount 

between the maximum and the actual paid-out cost per acre of gross 

cropped area was defined as "relative credit-gap". Since ll1CITaSe 111 

investment on crop production increased the level of production, 

ceteris paribus (viz" crop failure, climatic condition, pnces of 

agricultural product and so on), all categories of farmers \\'ould have 

been interested to invest to the extent of maximum paid-out cost per 

acre in the respective regions provided the required amount of credit 

was available to them, Thus, the latter method assumed to be more 

important in the sense that it explained the situation, where the 

peasant farmer remained satisfied with poor investment due to lack of 

availability of credit from either or both the sources. 

It is noticed that both actual and relative credit-gaps were more 

111 the advanced region as compared to the backward region for all 

categories of farmers, Even if the obtained amount of formal credit per 

acre of gross cropped area and self-finance capacity was more in the 

advanced region, still the extent of credit-gap \\'as more. Gi\Tn the 

self-finance, the higher credit-gap in the advanced region was 

attributed to the higher cost of production. This indicates that the 

available scale of finance was inadequate and well below the actual 

cost of production, 



As a coping strateg:.·. farmers turned to informal credit market 

with some terms and conditions. It was analysed that these contracts 

could be in terms of either collateral or collateral substltutcs or 

personal security or third party guarantor. The composition of 

borrowing against different types of collateral sho\\'s that the quality of 

collateral increased with the rise in the status of borrowers. The terms 

and conditions of loan contract became unfavourable \\'ith the decline 

in the quality of collateral assets provided by the borrowers, and in 

turn, the extent of exploitation. 

Conclusions 

The overall conclusions emerging from the analysis of credit flow to 

agriculture both at the macro and micro levels are briefly provided 

below. 

• The analysis at the all India level shows that the proportion of 

credit going to agriculture sector to net bank credit has been 

declining from 1991. A similar situation was also found across the 

bank groups. 

• The credit in both absolute and real terms grew at much faster rate 

during the period 1981-91 as compared to the period 1992-2000, 

in general, and across the financial institutions. in particular. 

• Despite the fixation of lending target, clubbing of direct and 

indirect finances, deregulation of interest rates, reduction in the 

number of slabs in lending rates and simplification of credit 

delivery system, the banks could not achieve the targeted Clmoun t 

in the case of agricultural lending at the all India level. Although 



the consensus was that the credit to agriculturc should be stepped 

up, the banks did not find the agricultural sector profitable for 

deploying larger proportion of their loanable funds. 

• The state-wise pattern ll1 the agricultural lending shows that the 

proportion of agricultural credit from net bank credit declined in 

most of the states during 1981-90. However, this decline was 

common for all the states during 1990s. The growth rate of 

agricultural credit was higher during the pre-reform period as 

compared to that after the post-1991 period in most of the states. 

The growth rate was found to be uneven during the sub-periods as 

well as across the states. 

• The distribution of loan accounts by size-class of landholdings at 

the all India and State levels shows that better-off farmers had 

improved access to formal credit as compared to small and 

marginal farmers. The low percentage of farmers accessing formal 

credit with more loan amount per account in most of the states 

shows a concentration of formal loans in favour of a particular 

group of borrowers. This also indicates that bankers adopted both 

price and non-price credit rationing technique in the borrower 

selection and fIxation of credit amount. 

• At the state level, irrigation and banking facility were two important 

factors that determined the supply of credit per hectare of gross 

napped area. 

• The analysis on purpose-\\'Jse flo\\" of credit at the bank-branch 1e\"C1 

in Kalahandi district reveals that bankers were giving preference \u 



lend for non-agricultural activilies. The analysis <.lIsa highlights 

that the flow of agricultural credit was largely governed b\' the 

security that the stock of capital offered to thc financial institllt ions 

advancing credit. It IS also observed that for the bank branches 

where the proportion of total bank credit was found to be more for 

agriculture sector, their interest income was found to be less and 

vIce-versa. 

• An analysis on credit delivery system shows that most of the 

agricultural borrowers faced one or other problems before and after 

obtaining loans. It is also observed that these problems were more 

prominent in the case of marginal and small farmers. An analysis 

on the time taken to get a loan sanctioned shows an inverse 

relationship with the size of landholdings. Added to that, the loan 

amounts were inadequate. This indicates the strong practice of 

non-price credit rationing 111 the provision of agricultural credit 111 

fixing the credit limit to a particular borrower. Since the formal 

credit delivery system m the study area was found to be neither 

adequate nor timely, it could be argued that the Gupta Committee 

recommendations had hardly improved the quality of credit 

delivery system in Kalahandi district of Orissa. It may be noted 

that the study by Rajasekhar and Vyasulu (1993) on Kalahandi 

district also noted that the quality of credit delivery system was 

poor. 

• The transaction cost was a major component of the borrow1t1g costs 

in the case of farmers taking smaller loan amounts. Further, the 

effective rate of interest for Rs. 100 of loan was invcrseh' related 

with the size of landholdings. An implication of this was thilt the 



poor quality of the credit deliver.' system made the institutional 
~' ~ -

credit expensive for the small and marginal farmers. 

• The poor quality of land, illiteracy and lower caste status had an 

adverse effect on the access of agricultural borrowers to formal 

credit institutions. However, the value of non-land assets and area 

under irrigation improved the probability of farmer's access to 

formal sector. 

• Irrigated area, value of agricultural output, expenditure on farm 

inputs and caste were important variables that determined the 

amount of credit obtained. 

• The credit-gap was found to be higher in the advanced region due 

to higher cost of production. The magnitude of credit-gap was 

higher among small and marginal farmers. 

Implications of the Study for Policy and Theory 

The analysis carried out in the study has the following implications for 

policy and theory. 

(a) It is noticed from the all India level analysis that an increase in the 

lending rate reduces the supply of agricultural credit. This result is 

quite contradictory to the theory, which shows the positi\"(~ 

association between interest rate and the supply of credit. 

Therefore, increasing lending rate may not be an important means 

to increase the supply of agricultural credit. 



It is argued that increasing interest rate or collateral reqUIrement 

mcreases the risk of the bank's loan portfolio bv either 

discouraging safer investor or by inducing borrowers to invest in 

riskier projects and therefore, decreases the bank profit (Stiglitz 

and Weiss 1981; Besley 1994). A lender may thus be better off 

rationing access to credit at a lower interest rate rather than 

raising the interest rate of agricultural credit. 

Elsewhere, it is also argued that the borrowers were willing to pay 

higher interest rates if they got adequate and timely loans 

(Rajasekhar and Vyasulu 1990; Gadgil 1994, 1997). But in our 

existing credit delivery system "that is a big if'. The borrowers, 

willing to pay high interest rate, may be less worried about 

repayment of the loan. In this context, given the asymmetric 

information, Stiglitz and Weiss (1981) show that a profit 

maximising bank will practice credit rationing and be reluctant to 

increase interest rates in response to an excess demand. 

(b) Our analysis shows the credit subsidy adversely affectmg the 

supply of agricultural credit. It is also noticed that increasing 

lending rate cannot be an appropriate measure to reduce the credit 

subsidy since it also adversely affects the supply of agricultural 

credit. Therefore, it can be suggested that reduction in the cost of 

lending in terms of either financial cost or transaction cost or risk 

cost or by any combinations of these three should be the prime 

objective of the financial institutions to reduce the burden of credit 

subsidy. This can be made possible by better qualIty of credit 

delivery system (timely and adequate) and prompt repa\'ment of 

loans. 



(c) The density of bank branches positively influence the suppl\' of 

formal credit. The regression results show that an increase in the 

rural bank branches by one per cent leads to 0.52 increase in the 

net bank credit at all India leveL This shows that the polic.v of 

closing the loss-making bank branches is not really helpmg the 

cause of agriculture. Any further reduction in the number of bank 

branches may adversely effect the credit flow to agriculture sector. 

Hence, if the rural bank branches are to be closed under 

profitability consideration, importance should be given to 

alternative mechanisms like mcreasmg the number of staff 111 

neighbouring bank branches, simplification of procedures in loan 

sanctioned, computerisation of bank branches, formation of 

larmers' organisations, self-help groups and so on. 

(d) The decline in the proportion of agricultural credit to net bank 

credit has been alarming. The policy, in this context, should be a 

stipulation of linking credit with deposits rather than stipulating 

the floor level as a proportion of net bank credit. This can also be 

supported by the findings of the bank branch level analysis. 

(e) As of now the practice is to monitor the credit flow to agriculture in 

terms of the proportion of credit to agriculture in total net bank 

credit. Our analysis shows that this may not reflect the true 

picture in so far as credit flow to agriculture is concerned. Hence, 

given the positive demand for institutional credit, specific target 

should be made in terms of proportion of credit to agriculture to 

total bank deposits. 



(I) It is found that the security value taken b\' thc bankcrs was much 

more than the loan amount given to thc farmers. A polin' change 

should be made to ensure that the loan sanctioned IS 

commensurate with the value of security. 

(g) At the household level, a relatively high demand for credit was 

found with fairly large credit rationing. This implies that there is 

need to develop credit programmes to support the credit needs of 

different categories of farmers, especially the marginal and small. 

Interestingly, the quality of land and the value of output arc 

significant determinants of access to credit and amount of loan 

obtained respectively rather than the size of land. This calls for 

pollcy and programme support in the form of watershed, irrigation 

development, etc., to improve the quality of land. 

(h) In order to reduce the credit-gap problem, there should be 

rethinking on the scale of finance. Nevertheless, a separate scale of 

finance should be fixed for each service area of the concerned bank 

since the cost of production varies across the regions. 

Banking sector reforms were introduced to improve the quality 

and viability of the credit delivery system, so that the credit flow to thc 

hitherto neglected sectors such as agricultural would bc stepped up. 

This study on institutional finance to agriculture at both macro and 

micro levels found that credit to agriculture had in fact declined and 

the better-off farmers have not been adversely affected by this. Credil 

rationing is widely practised by bankers, and the small and marginal 

farmers have been worse hit. The small and marginal farmers, unable 

to obtain timely and adequate formal credit, turn to informal sourn's. 



and, in the process, are being subjected to an exploitation in the inter­

linked credit markets. The access to institutional credit for small and 

marginal farmers, therefore, continues to be an outstanding Issue 

notwithstanding (or due to?) the recent banking sector reforms. 
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