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Is Inexpensive Credit a Bargain for Small Farmers?
The Recent Rrazil Exnerience®

by

Dale W Adams, Harlan Davis, and Lee Bettisk*

Credit alone or in combination with suvervision has been a major part

_of programs aimed at increasing small-farmer incomes in less-develoved areas.
A few countries with extensive banking systems, including Brazil, have attemrtad
to reach these operators by sharply expanding the total amount of agricultural
credit. This has been done on the asnumntior that some of these funds would
be provided to those previoualv umable to obtain loans. Other countries have
stressed specially packaged credit programs which are conducted at Zeast
partially outside the normal banking system. lSunervised credit programs in
Latin America, small farmer credit acti?ifies in South Viet Nam and Indonesia,
and cooperative credit efforts in parts of Africa and Cast Pakistan are
examples of this aporoach.

| To date, the problems of extending credit to small farmers have been
largelv viewed from the demand side. Emphasis has been placed on the conser-
vative nature of small farm operators, their unwillingness to change or assume
debt risks, their lack of knowledge on how to use credit, their fear of dealing
with formal credit agenclep and the ahsence of profitable investmen? alter-
natives on their farms. Many of the special credit programs have been focused

on some aspects of chese prcblems, and almost all have included a low interest

%# Colleagucs from The Ohio State University and the Agencv for International
Development provided valuable comments on the paper. The discussion
included herein is the responsibility of the authors and does not neces-
sarily reflect the opinion of the sponsoring agencies.

#% Dale W Adams is professor of agricultural econcmics at The Ohio State
University. Harlan Davis and Lee Bettis are economists with the Agencv
for International Development in Brazil.
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rate policv; Little attention, however, has heen given to vroblems on the
supply side of credit. In the followine discussion we supgest that major
credit distributfon problems may exist. We will also argue that some
adfustments in current policies might substantially increase the flow of
credit to small farmers through regular banking channels. We use informacjbn

frum Brazil to 1llustrate this arpument .

Backeround on Agricultural Credit in Brazil

Since the early 1959's Brazil hng emnhasized various market incentives
to stimulate agricultural development. ‘ftinimum farm nrices, exchange rate
subsidies, ttade.barricrs. tax exemptions and rebates,and inexpensive farm
credit have been some of the‘mensures ndopted.ll Fsnecinlly since the mid-
1960's, a substantial increase in the total amount of institutional asricul-
tural credit also has heen a prominent agricultural development tocl.

Prior to 1964 fcur national banks and cight state banks provided most
of the institutional agricultural credit. The Bank of Rrazil dominated this
lending and provided 85 nercent of the total in fhe early 1960'5.2/ Bv 1970
this fisure had dropoed to less than half becaung pf nolicies which rersuaded
pgivate banks, at;te banks and other national bahks to 1ncrendé'sﬁbntant1311v
their agricultural len'ing. A part of this increase was related to the Central

Bank's Resolution A9 of 1967 which required all coemmercial banks to allocate

1/ ‘Further background on Brazil's recent agricultural development policies can
be found in: G. Fdward Schuh, The Agricultural Development of Brazil, (New
York: Praeger, 1970): %Sordon V. Snith, "“Brazilian Agricultural Policy,
1950-07," in The Econowuv of Brazil, edited bv H, Ellis, (Berkeley: Univ.
of California Press, 1969), pp. 213-265: and Peter T. Knicht, Brazilian

Agricultural Technology and Trade (New York: Praeger, 1971).

2/ Additional information on agricultural credit ia Braz{l can be found in:

' Banco Central do Brazil, Estudio NDe Credito Agricola No Brazil: Relatorio
Da_Pesquisa Institucional {Rio De Janeiro: Banco Centrsl do Brazil, 1969)
and Judith Tendler, '"Agricultural Credit in Brazil,” unpublished report
dated October 1969, on file Agencv for International-Development, Brasilia,
Rrazil. '
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at leagg 10 »ercent of their devosits to agricultural credi;.3/ Additional
funds for agricultural credit were provided by external assistance.él

As'can.be noted in Table I the real value of institutlonal-azricultufal
credit in Brazil increased by more than a factor of four from 1960 to 1976.
This resulted in a sharp increase in the credit-to-agricultural-output ratio
from .13 {n 1960 to .41 in 1970, Brazil also substantiallv increased the
amount of agricultural credit available in comparison with non-agricultural
credit. 1In 1960 only eleven percent of the total credit portfolio went to
agriculture, while in 1970 one-quarter went to this sector.

The Rural Credit luv cf 1965 is the basic enabling legiélation defining
current agricultural credit policy.él Four objectives are specified in the
Taw: (1) to stimulate farm investment, (2) to provide additlonal working

capital to farmers, (3) to strengthen the economic ‘nosition of farmers,

particuieriy small and medium sized units, and (4) to encourage the application
of modern technol&zy to agriculture. In addition to the large overall credit
buildup, Brazil has mainlv stressed manisulatinn of interest rater and credit

rationing to achieve these ohbjectives,

— o ot o

At best, the results from this resolution appear to have been mixed:
for a more detailed d.icussion see Judith Tendler, "Agricultural Credit
in boazil - Part II,” unpublished report dated January 1370, on file
Agency for International Devg}opment. Brasilia, Brazll.

4/ pale W. Adams, "Agricultural Credit in Latin America: A Critical
Review of External Funding Policy,"” American Journal of Agricultural
Econonics, May 1971, p. 163.

' §/ Law 4,829 of 5 November 1965. Additional Resolutions (5 of 1965,
69 of 1967, 97 of 1968 and 181 of 1971) have assisted the implementa- .
- tion of the basmic law, :
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Interest Rate Policv

Interest rates on bank credit in Brazil have been closelv regulated
s@nce at least 1933. Fnactment of a usurv law in that vear prohibited
applying rates above 12 percent ner vear.ﬁl In 1938, a special division
within the Bank of Brazil, CREAI, was organized for the purpose of providing
official credit at subsidized rates to Brazilian Agriculture. Since 1950 the
nominal interest qhnrged on agricultural credit has been lesa-than the annual
rate of 1nflatioﬁ; resulting in a negative real charge for the use ot agricul-
tural credit. The ;2 percent intereat ceiling on agricultural loans was
enforced until 1967. A number of devices, however, were used to circumvent
.effectively the ceiling. In a few cases additional interest was collected:
sub rosa. In others, banks used tied accounts which reauired the borrower
to sign for a loan for more than he received. The balance of the loan was
left on deposit with the bank and the borrower reauired to pay interest on
" the unused monev. ‘ore commonly, service chargres were loaded on top of the
interest to raise credit costs.

The 1965 Banking Reform Law reaffirmed the 12 percent rate but added

the additional proviéo that interest charges on agricultural credit could

not exceed 75 percent of the rate for normal covmercial lending. The

Central Bank Resolution 69 of 1967 authorized a maximum of 6 nercent adminis-
tration and inspection fee, !n addition to the 12 percent, for agricultural

v

loans grehter than 50 times the minimum salarv.z’ ‘mall borrowers were given

8/ Mario Henrique Simonsen, "The Problem of Interast Rnteb in Braz:il,"
, (Bank of London and South Ameciza, Ltd.), December, 1967,
pP. 668'656 .

1/ Fifty minimum salaries equaled Cr$11,280 in mid-1971, This eaualed
$2,062 at an exchange rate of Cr$5.47, in effect September, 1971.
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Inscitutional Agricultural Credit in Braz{il 1960-1970

— e e . EmE me ettt = @ G e — ——- - —— e Sow— . —

Ratio of Net Ratio
B Agricultural Production Aegricultural Internal of
‘Year ______Loans Made During Year _ Credit Product Credit
Index Tndex to Total From to
tumber}/ 19672100 Valued/ 1960=100 ___ Credit2/ _ Apriculeured/ outpur
in Mi{llion Mi{llion
'N0Ns 1669 Cr$ 1969 CrS$
1960 : 231 100 1.811 100 0.11 13.611 0.13
1961 285 123 1.966 108 0.11 15.240 0.13
1962 441 190 2.625 145 N.14 17.83n 0.15
1963 549 237 2.293 126 0.14 15.723 0.15
1964 7 334 2.924 161 0.19. 17.084 0.17
1965 666 288 2.18% 121 0.14 17.793 n.12
1966 856 371 2.715 150 0.16 15.773 0.17
1967 1,029 445 3.349 185 n.18 16.722 0.20
1968 1,500 649 4,106 227 n.18 16.755 0.25
1969 1,145 496 6.4389 358 n.23 17.760% 0.37
1970 1,191 515 7.660 423 n,25 18.826% .41
1, Various Central Bank of Brazil reports.
2/ Total credit is equal to the domestic-crediz-claims-cn-nrivate sector
figure published bv International ‘onetary Fund in Internationai
Financial Statistics. Data vere ad{usted to 1969 nrices uaing the
General Price Indix nublisiied bv the Getulio Vargas Foundation.
2, Center of latiocaal Accounts, Instituto Brasileiro de Estatistica -
Funducao Getulio Varpas (IRGE-FAV) Conjuntura Economica, Veol.-25, No.
9 (Rio de Janeiro: FGV, August 1871) no. 107-111. Data were ad{usted
to 1969 prices using the General Price Indix nublished bv the FGV.
% Projected from the 1966 fipure bv comnoundine a 6 nercent growth race.
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an even larger concession.d/ Regarding loans valued at less than 50 minimum
salaries, the commission and inspection fees were limited tc 2 percent or
less. Borrowers of small amounts thus, generaily. paid 13 to 14 percent while
larger borrowers paid 17 to 18 percent per annum. With inflation of about 20
to 25 percent per year in the late 1960's these rates resulted in significant,
negative real rates of interest.

Interest rate incentives have also been used to acceleraie the diffusion
of modern inputs. Tn April 1966 credit was made available for fertilizer wvur-
chases at zeru nominal rates of interest to the borrowers through a prograr:
called PUNFERTIL.Q/ Until August 1968 the full amount of the interest charge
was subsidized. From August 1968 to mid-1970 the interest rate subsidv was

limited to chargee up to 14 percent.lg/

In Aucust 1970 a new program, FUNDAG.
replaced FUNFERTIL and was aimed at stimulatine the use of a number of modern
inputs: fertilizer, lime, livestock mincrals and protein supolements, imnroved
geed, art?ficial i{nsemination, and agricultural chemicals. Under this program
farmers paid onlv 7 percent annual interest on credit-used to purchase these
inputs.

A recent announcement by the Bank of Brazil indicated that a policy pro-

viding for interest-free loans for some inputs and for hichly subaidized rates

for other production costs (farm equirment., etc.) would be anplied in the

The interest rates and commissions quoted here are on loans covering
operating expenses repavable within one vear. Slightly different
charges are allowed on loans for longer terms.

9/ This program was called the Fundo de Estimulo Financeiro ao so de
Fertilizantes e Suplementos Minerais (FUNFERTIL).
- 10/ Further {nformation on results from FUNFERTIL can be found in Jodo
Braga Costa, '"Agricultural Inputs: Fertilizer,"” unpublished revort .
prepared for USAID/Brazil, datel August 5, 1969, on file The Aqencv for
Intetnational Developmen., drasilia. Brazil.
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economically depressed Northeast.==

Results from Credit and Interest Rate Policies

Brazil's acricultural credit orogram during the 1§60's has been asso-
biited wvith sone notable successes. Cultivated land, for exampl:, increased
from 26 million hectares in 1960 te 35 million in 1970, and chemical ferti-
li=er use 1uﬁped from 300 thousand to 820 thousand43etrie tons.lzl Overall
agricultural yiel& i{ndexes rose from 112 in 1960 t§ 136 in 1970, Over 170
thousand tractors for agricultural use were purchased by farmers from 1960 to
1970. Hhea§ output has quadrupled during the past decade. Less spac;gcplar.
but nonetheless imnressive increases in outnut of.soybeans. corn, rice,.ofinges.
and poultry have also taken place in ;he past 10 vears.

The huge increase in institutional agricultural credit at concessional
interest rates, in conjunction with oth~r price policies, have clearly plaved
an important role in fac{litating these increases in nroductive capacitv as
well as output. It appears, thercfore, thit at least three of the four objec-

tives specified in the 1965 Rural Credit Law have been at least partially

achieved: farm investment has been’stiﬁulated. additional working capital
has been provided 1o farmers, and use of modern technoiogy in agriculture has
been encouraged, These are substantial accomplishments. |

" There are reasons to believe, thever; that little progress has been

made toward the objactive of improving the cconomic position of small and

!'-y Journal do Commercio, Recife, Pernambuco, November. 6, 1971.

12/ These figures are taken from: William Charles Nelson, "An Economic
Analysis of Fertilizer Utilization in Brazil' unpublished Ph.D..
Dissertation, Department of Agricuitural Economics and Rural Socio-
logy, The Ohio State University, 1971 and John Stitzlein, "The -
Economics of Agricultural Mechanization in Southern Brazil"
unpublished Ph.D. Dissertation, Department of Agricultural Economics
and Rural Sociology, The Ohio State Untiversitv, 1972.
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mediun sized farm.uﬁits through credit. Results from a general sample of
392 farm opefgtdrs selected and 1nterviewed in the states of Rio Grande do
Sul aﬁd Santé Catarina in 1965 and reinterviewed in 1969 show this rather
clearly. As can be note! ;n Table I, during this neriod the real value of
aggregate institutional agricultural credit in Brazil more or less tripled.
The availabilityv of agricultural credit in the two states studied increased
at a slower pace, hut more. than doubled during 1965 to 1969.13/ Institu-
tional credit use among the 392 farms studied increased at a slower rate than
was indicated by the state and national fiecures. Overall the farmers studied
increased their institutional credit use, in real terms, by 73 percent.lﬁ/
The increase in credit use, however, was narrowlv concentrated. Onlv
twventy-three of the farmars received loans of 5 thousand new'cruzeiros in
1965. Nevertheless, they absorbed almost three~quarters of the total
increase in the institutional credit available for all 392 farmers by 1969.
It {8 also 1ntefest1ng to note that the number of institutional loans granted
all 392 farmers essentially did not change between 1965 and 1969. Value-wise

15/

;bere was heavy concentration and loan-wise there was little diffusion.—

-

An earlier study of the dis;rtbutional effects of a special Brazilian’

13/ 1Inetituto Brasileirvc de Estatistica (IBGE), Anuario Estatistico do
Brazil, volumes for 1966 & 1970, (Rio de Janeiro: IBGE, 1967 &
1971) p. 268 and pp. 448-449, respectively.

14/ pale V. Adams and others, 'Credit-Brazil' unpublished Research Mote,
- Number 8, om Agricultural Capital Formation end Technological Change,
Department of Agricultural Economics and Rural Sociologv, The Ohio
State University, January 28, 1971,

15/ Purther information on changes in credit use among the small-to-
medium sized operators can he found in Joseph L. Tommy, 'Credit
Use and Capital Formation on Small-to-Medium Size Farms in Southern
Brazil, 1965 to 1969" unpublished M.S. Thesis, Department of Apri-
cultural Economics and Rural Sociology, The Ohio State University,
1971,
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credit-fertilizer program begun in 1965 supgests similar results. A
very limited number of farmers absorbed most of the additional credit
provided for fertilizer purchuses. Many of these borrowers had been'
substantial institutional borrowers nrevioualv.lﬁ/

An analysis of the apricultural loan portfolio of the Northeast
Development Bank (BMB) servicing Northeast Brazil suggests that not only
have additional credit funds not spread. but there even may have been
some contrac;ion.’ In the late 1960's the BNB provided approximafely one~-
quarfer of the institutional agricultural credit in the Northeast. From
1960'to 1967 BNB steadilv increased the number.of loans to agriculture
as well as total value loaned. Alﬁost 29 thousand individual agricul-
tural loans were made in 1967 bv the BNB. 1/ This number decrecased very
sharplv, however, over ihe next three vears, and in 1970 less than 1]
thousand loans were mad:. This was fewer agricultural loans than the
Bank made in 1961 when its agriculturallloan portfolio valve was only’
about 45 percent of its 1979 value in real terms. From 1968 to 1970 the
BNB eliminated from its nortfolio over 12 thousand of its 19 thousand

18/

clients who borrowed less than 50 minimum salaries.—" At the game time
it increased the number of agrichltural loans in the 1,500 minimum
sélaties clagss by more than three times. These studies and data stronglv

suggest that Brazil's recent credit policy has had little positive imnact

—' Donald M. Sorensen and others, "An Evaluation of the CNCR Fertilizer
Loan Program in Brazil," AFC Research Report 118, Department of
Agricultural Esonomics and Rural Sociologv, The Ohio State Universit<,
Ducember, 1967.

17/ pata and information which immediately follows are from unpublished
worksheets from the Div;sion:of Rural Credit. Bank of Northeast Brazil.

Some of the decrease in numbers was due to drought conditions and
gome shifting of snall borrowers to cooperativa sources of credit.
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oﬁ,credit problems of small-to-medium sized farma. The lack of results

in this regard are esnecially nerplexiny in light of the size of the
overall credit increcase. Individual banks can hardlv be blamed, however.
as they are following a perfectlv rational course to minimize costs. The
problem lies with the nbllcy wvhich makes lending to small operators expen-
sive,

Reasons for Loan Concentration

A number of policvmakers in Brazil still feel that the lack of effec-
tive demand among onerators of small-to-medium sized farms for nroduction
credit is the maln reason for the concentration of loans. Some conclude
that "spoon feeding' thrdugh supervised credit programs is the only wav to
increase significantly credit demand among this zroun.Lg/ But Frven and
Rasgk rep&rt that small farmers in one arca of scuthern Brazil rapidlv in-
creased their horrowing from banks once éredit became available.20/ Rao
tebotted that small fﬁrms had much highér;economic recurns at the margins
to inputs which credit typically purchases than did large farm operators
who obtained mosé of the credit.zl/ He also found no positive relationship

between credi” usc and foamily coraumption even among the smallest farms

studied.
12/ For a descrintion of one such program in Brazil see: Jose Paulo

Ribeirn and Clifton R. Wharton Jr. 'The ACAP. Prograr in Minas Gerais,
Brazil," in Subsistence Agriculture and Fconomic Nevelopment, edited
bv Clifton R, Wharton Jr. (Chicago: Aldine, 1969) np. 242-438.

20/ Bernard Erven and Norman Rask, ''Credit Infusion as a Small Farmer
NDevelopment Strategv--The Ibiruba Pilot Profect in Southern Brazil',
Economics and Sociologv Nccasional Pamer Nn. 48, Department of Agri-
cultural Fconomics and Pural Sociology, OSU, December, 1971.

21/ Bodepudi Prasada ﬁao. "The Economics of Agricultural Credit-Use in
Scuthern Brazil', unpublished Pn.D. dissertation, Nepartment of .
Agricultural Fconomics and Rural. Soc{oloev, The Nhio State University,
1970 - , S
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We tentativelyv conclude from thesc studies that a significant
reservoir of unsatisfied éfedit demand mavy exist in the rural area of
Brazil, which the current credit policy is not addressing. This conclu-
sion presumes favorable factor price ratios and tcchnologies, the avail-
ability of complementarv inputs and suitable institutional arrangements for
" profitably utilizin; credit even at the current highly subsidized -interest
rates. Some or all of these condiéiéﬁs may exist in various regions of
Brazil, but the evidence is scattered and/or unavailable in most cases for
any meaningful asseesment. With the recent increase in amount of credit
available in the system it no longer seems vlausible to rationalize this
on the basis of overall credit shortage. It is also difficult to continue
to explain the skewed credit distribution by the "pistolao” dogma, that is.
certain people receive credit because they have nolitical influence with
the bankers. Influence plays some part in anv human {nteraction, but it
probably explains only a small part of Rrazil's credit distribution oroblem.
Credit pricing policy, plus some additional administrative procedures annear
to be the most important factors in determining the severe credit rationing
procedures used by Brazilian banks toward small agricultural borrowers.

Economic logic sugrests that credit which is nepatively oriced in real
terms, has few storage costs or riska, is durable, and is easily exchanged
for other items will have a near horizontal demand schedule. Intereat rates
have a very restricted role to play in allocating credit under these circum-
stances. In fact, interest charges may be irrelevent to some borroners.r
particularly inaller ones, as they cannot get credit at any price. A_ahift‘
‘to the right of the supplv schedule will he absorbed mainly by those vho are
first into the credit market. At nesative interest rates farmers can afford

to use loans for proiects whose rates of return are near zero. As lbhd as
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the ratio of return is greater than the rcal cost of horrowing it will
pay to invest. Under these cxcess demand conditions, and to the extent
they are legally allowed, hanks will conccntrate their funds in large
loans to ninimize average adm.nistration costs, Thev will further try to
minimize operational risks by lending mainlv to those operators with high
equity-to-credit ratios., If banks are forced to charge less interest on
small than larger loans, this will provide further incentive to increase
loan size,

An interesting associated point is that low interest rates on credit
for aall farmers have often heen justified in the nast because nolicvmakers
felt these farmers had high elasticitics of credit demand with respect to
interest rates. Little empirical evidence has been generated to substan-
tiate this poinc. and we feel the nrononition is hichly susnect. 0n the
basis of the Brazilian exnerience, however, it appears that banks have
very interest-sensitive supplv schedules. The low interest rate policv may
not be needed to induce small farmers to use credit where it can he profit-
ably applied. But, the inexnensive credit nolicv mav seriouslv thwart the
inceritives of the lender to make loans to these farmers who were the intended

beneficiaries of thig nolicy!

Conclusions and Policv Recommendations
The RBrazil experience reaffirms the important role of credlt in agri-
cultural develonment. It tcaches the lesson, however, that major nolicy
adjustments are needed in order to channel more credit to small farmers.
It also hints that nrobhlems of credit distribution rather than demand are
important in explaining the current skewed allocation of credit. Overall
supply of credit does not seem to be the major problem in Brazil. Rather,

the lack of apwropria e policies which provide “unks with economic ince: -
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tives to lend to small farmers annears to he the main constraint.

Incentives for the banks could be provided through any one of a
number of:policy alternativea. As a minimum, credit charges on all sizes
of agricultural loans should be equalized in Brazil: banks should not be
penalized for making small loans. It appears politicallv imposaible to
charge higher rates of interest on small loans than Jarge loans. But
higher real interest charges across-the-~hoard for agricultural credit
might achieve many of the same nurnoses. Increased credit charges to
large borrowers mav force them to reduce their horrowine suhstantially
and expand the funds available for small loans. Banks could also be
encouraged to make small loans bv a differential discount rate policv bv
the Central Bank: that i{s, a larger discount snread might be allowed on
small loans than on large loans.

Efforts to lower the administrative costs of small loans may also
provide added incentive. ‘lany banks in Brazil require almost the sume
ahount of paper work on a one hunired dollar loan as on a ten thousand
dpllar ioan. TPew bank managers, nevertheleas, cxpress serious concern
about the willingness of small borrowers to repav loans. Some in fact
feel that small bofrowers are more likelv to repav than large borrovers.
New administrative procedures which required leas documentation on amall
loans along wich modern data processing might bear fruit. Loans up to a
certain limit might be made almost automaticallv to borrowers with good
crgdit ratin; with the bank, to annlicants for loans recommended by exten-
sion agents, and to pcopnle who have several letters of rersmmendation from
borrowers in good standing with the hank. Loosening of lending procedures
would likely result in some incrcase in default rates, but this loss could

be more than covered by lower administrative costs. If it were found that



Vi,
eia

AASIE T NS W

-~

'

-33-

5 default risks wvere a8 serious block to banks lending to small farms a

-Tfnptionnl default {ndirance program might eliminate much of this risk.

(3
A

. Improving the incentive system for banks to loan to smaller borrowvers
will not resolve all small farmer credit problems. It should, however,
clear away a good hit of the fog which currentlv surrounds this toplc.
When banks begin to channel vigorouslv credit to small farmers at
realistic prices, 1ic¢ shouid be possible to identify more clearly demand
constraints caused by lack of nrofitahle investment alternatives, shortage .
of appropriate technology, adverse tenure systems, effects of unstable
marketing conditions, and need for supervision or snecial lendine arrange-
ments. The importance of these issues cannot be clearlv determined until
the distribution of credit is rationalized and current credit volicies
substantially adjusted. Inexpensive credit does not apnear to be a bargain

for amall farmers.



