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Preface
 

The Analytical Paper authors based their analysis primarily on a 
large nwnber of Country Papers and Special Papers assembled for the 
Spring Review. Most oi those Papers were prepared especially for thePRevie,. .Whn the-AP auth -ief4 -the CP nd theydo so by -........ 
abbreviated subject and author without providing detail in footnote or 
bibliography. Instead, a consolidated bibliography of' all the Spring 
Review material is included in a single appendix in this volume. 
Unfortunately references to this other material usually omits page
numbers, since the AP authors used drafts and these have been replaced
by final versions with new page numbers. 

The AP in this volume are themselves final versions of papers that 
w:ere drafted and 'discussed at a series of ten workshops held around the 
world in 'the period April-May 1973. Using new information and ideas 
rtenerated at the workshops, the AP authors have revised their drafts, 
some of' them substantially. A few now AP have "appeared to fill holes 
in the draft set. 2he latter, appearing in a volume similar to this 
in ft.i1:earance but marked Analytical Paers, Draft. can and we hope 
will be elminated. 

*e found in the workshops that discussion sometime.went astray because 
terms had not been well defined. Working definitions of a few of the 
more important concepts are given in the next two pages. AP authors 
were not obliged to accept these definitions, but if differences arose, 
the AF authors were asked to point them out in their text . n example 
appeers in Tony Gayoso's paper, which uses slightly different categories 
of small farmers than the ones used on the definition page. 

E. B. Rice
 
Study Director
AID/PPC/PDA
 

Washington, D.C.
 

June 14, 1973
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Wor-king Definitions 

Institutional or Fornal. Credit Market 

Comprises the conveiltioaal suppliers of loanable funds, e.g., private 
and public commercial banks, privateand public savings and loan 
.nstitut'ions, public finamcial institutions (cooperative, development


* banks, 'redit unions, etc.) and specialized agrarian reform institu

tions and 'their clients. 

Informai Crdit Market 

Consist's of regionalized transactions of money, real goods, and 
oervices among family, friends, neighbors, relatives, shopkeepers, 
itinerant traders, landlords and moneylenders and their clients to 
facilitate consumption, productio,, and trade. 

Equity 

Refers to criteria that aim at achieving a more ecual distribution of 
income. With respect to small farmer credit, describes program criteria 
which see!, to achieve a re-distribution of income, whethe': or not the 
farmers or activities supported are commercial.1y.viable.
 

Efficiency 

Refers to production methods that seek to combine resources in a way 
that minimizes costs and yields a:normal profit. With respect to small 
farmer credit programns, refers to program strategies requiring that
 
any financing combination of inputs yield returns which cover costs. 

0/ 

Efficiency criteria al.so require that only those farmers who are able to 
produce profitably qualify for a small farmer assistance program.
 

A Low Rate of Interest
 
(a) Does not equate supply and demand for institutional funds. 

(b) Makes non-price rationing necessary.
 

(c) Does not cover the costs of supplying credit.
 

(d) Is usually negative, in real terms, in inflationary environments.
 

Supervision
 

Is understood to include' the activities' of the lending agency to over
see and advise the borrower on the use of technology.
 

-
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Sm 11.LFar:ners 

No satisfactory definition bss-'yet been de.vel.oped in the Sprir g Re.view 
to distinguish small farmers from medium and .arge farmers. Attentioni 
hns been focused on distinctions between small farmers and the following 
diagram and categories have been made for expositional purposes.

{.2
eke"' C-1err. - /0: C 

roll. 
C;.r ti,, C /al 

W 

S 4 

Four basic tyr. s of small farms are identi,.,d: (1) thost, (iready 

oi rating as e.-sonably profitable commercial. ,!nterprises with access to 
o1MeC~al Credit 5L1rou) 7_/: (2) those which hpve th, potential to 
cme ia nt.rp s if ucess to technology, inputs and markets 
Sreal. rrices were possible 5 ." (3) those which have the 

rotential to become; prof.itable ente.'rrises but will ned s.ecial 
incentive s - subsidiLed ricr s - during an unslecified period of time 

Lfroup "4; (4) these with ,uch poor resources that improved access 
dr even new technology would not Trovide a viable farm enterprise 
c pable of supporti.2g "he farming unit Lilroup '_"7 - this includes 
landlo:ss farm laborers, garden ploil farmer ,. etc.. 

Small Farmer Credit Programs are usually established to h'.ip groups 
and "4," the one' defined as having fotential co nerc-ial viability. 

The phrases "marginal farmer" "viable farmer" and "non-viable farmer" 
were dropped from ,the Spring Review because they were not suited to 
this scheme. Origfinally "marginal" was applied to group'4. 

Graduation
 

Graduation refers to the transfer up through the -pyramid of small 
farmers in goveinment sponsored credit institutions. Farmers can 
graduate from subsidized to non-subsidized categories or from special
 
small farmer cr..di institutions to commercial institutions. A
 
graduation stretefV includes not only incentives to encourage small
 
farmer transfer as well as promotion of non-subsidized credit institutions
 
for small farmers to be transferred to.
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A TYPOLOGY OF SMALL FARMER CREDIT PROGRAMS
 

Antonio Gayoso
 
AID/AFR/DS 

Washington, D.C.
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A Typology of Small Farmer Credit Programs 

I. Introduction 

A typology, dictionaries tell us, is a doctrine of types or,
 
better still, a classification based on types. To those readers
 
who believe in the purity of the language, the following short
 
essay may not adjust to the true meaning implied in its title.
 

There are, of course, some reasons for this. In the first place 
the author tentatively concluded that some of the simple, straight 
types he had in mind to start with would not individually reflect 
the subtle, albeit important, differences that allow a full evwlua
tion of different programs. Second, in ,any cases, not enough
 
detailed evidence or observations were available in each country
 
a.-e for all countries covered to allow broad general conclusions
 

that might be applicable to all cases. A contributing factor to
 
this cautiousness is the fact that time available only allowed
 
the assessment of 17 country programs to be included in this paper
 
Third, and this is an assertion shared by most credit specialists,
 
the problems addressed by small farmers credit programs are extremely
 
complex and multivariate. 

The way out has been to include a relatively large number of
 
variables in attempting to characterize s-mall farmers credit 
programs. Many of these variables and thc .r implications have 
received a more in-depth assessment in the credit review than it 
is possible or desirable in this paper, ionetheless, its ai is 
to identify what groups of variables s(-o to have beer more prevalent 
in the conduct of the programs chosen at this time. 

Four basic tables are included in the paper. The first three tables 
attempt to organize factual data and information from the Country 
Program Papers in terms of three major groupings which cover, 
respectively, the structure of terms, the mechanics of credit
 
programs and the actual direction of ciLedit flows. The fourth
 
table is an effort to comingle a series of judgments and observations,
 
made by both the country paper authors and the writer, about the
 
degr-ee and the nature of effects which each credit program has had
 
on the recipients. One hesitates to categorize this table as that
 

assessing the degree of success, since in each case the criteria
 
chosen was not entirely explicit and this author has recurring
 
doubts about what elements should be included in a critcria of his
 

own. Further, the table should have ideally reflected w;iose judgment
 

was represented in each case.
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The structure of the tables indicates many of the possibilities for
 
categorizing programs. They also highlight the shortcomings that
 
individual categorizations or types have. For example, selection
 
criteria was initially thought to be a most important basis for a
 
typclogy. However, it would not mean anything by itself, mainly 
because one finds different perceptions of what small farmers are in
 
different countries which do not let themselves to quick, clear
 
differentiation. The tables, therefore, are meant to be observed as
 
collections of closely interrelated variables most of which are
 
important factors in affecting the outcome of credit programs for
 
small farmers.
 

The paper is divided into three basic sections. The first one deals
 
with some of the broad categories presented in the tables. Some
 
structuring was, of course, necessary for the orderly discussion of
 
the variables. However, it would be premature to affirm that the
 
order chosen implies an order of priority. It is fairly difficult,
 
if not impossible, to generalize about which conditions are necessary
 
and which ones are sufficient to assure success in small farmers'
 
credit programs. Success may be defined in different ways in
 
different places, and constraints will also vary among different
 
countries. Section III attempts to define success and, .n turn,
 
evaluates the relationships between different types and program
 
outcome. The paper ends with a short section on conclusions.
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I. Typological Factors
 

a. Size and Access
 

One of the most striking factors which one finds in reviewing
 
the selection criteria for small farmers credit programs is,
 

on one hand, the relative variability of the farm size criterion
 

among co-ntries and, on the other, the absence in many cases of
 

any size criterion or even an income criterion. How, it should
 

be asked, one knows for certain that the programs in question
 

are truly designed to help the small farmer. What is a small
 

farmer if such variability exists. And if there are several
 

kinds, to which ones should credit programs be directed.
 

A small farmer is obviously that one who cultivates a small
 

farm. The problem of defining a small farm seems to be.
 

psychologically at least., a ]ess complex one. A farm size can
 

be defined in terms of either or both of the following factors:
 

its physical size and its economic size. A farm with a small
 

area can be the source of relatively high levels of income.
 

Conversely, an extensive size farm may be a poor income producer.
 

Examples of these are a 3 hectare Carm of Havana type wrapper
 

tobacco as compared to a 500 hectare farm situated in rocky,
 

mountainous land. The income potential of a farm, however, is
 

not only relatcd to physical area or its lard quality, but also
 

to the level of technology in use and the level of administrative
 

skill of the farm operator. A criteria for defining small farms
 

could use beth physical size and size of the income stream. An
 

additional criteria should be that of the income potential of
 

the unit as related to the question of access to technology and
 

other operating and facilitating inputs. The range of farm
 
"sizes" covers, therefore, from the large azrea, good resource
 

quality, high income level farms to small area, low resource
 

quality, very low income level farms. In between, one finds 
differing levels of size, degrees of access to technology and 

inputs and, as a partial result, differing levels of income 

and/or income potential. On the "small" side of the distribution, 
there will be a continuum of small farm types. A clearer typology 
within this continuum is obtained by introducing a concept of 
economic viability. A farm unit can be considered economically
 

viable when it can operate as a reasonably profitable economic
 

enterprise if it has unhindered access to technology and other
 

operating ard facilitating inputs within a price system which
 

reflects the true scarcity value of productive factors and outputs.
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With all of these criteria somewhat combined we may erd up with
 
three basic types of small farms: 1/(1) Those which are already
operating as reasonably profitable enterprises; (2) Those which
 
have the potential to become like type number one if toaccess 
technology and inpats were possible; and (3) Those with such
 
poor resources that improved access or even new technology would
 
not mean anything. if we applied the infant industry protective 
concept to this typology, category two could be further divided
 
into two: 2a.- Those who can become profitable enterprises if

they had access to modern inputs at real prices; and 2b. - Those 
who would need special in.entives - subsidized prices - during 
a limited period of time. By definition, small farms and farmers 
in category three will require very srecial types of solutions 
that go well beyond access to credit or technology. Farmers 
in groups two and three can be broad±y categorized as subsistence 
farmers. 

If we define small farmers economic develcpment in terms of
 
attainment of economic viability it is clear that an approp riate 
rural development policy should aim at maintaining the viability

of group one and at minimizing the time period needed for farmers 
in group two to vecome viable. The proble-n of dealing with 
farmers in group three is complex, for an abstract diagnosis
of the causes leading to their status cannot be made. It can 
be suggested, however, that this group's problems might be corrected
 
by means of specially designed programs. 
 s a means of illustration,

if the main problem impeding potential ecoi omic viability turns
 
out to be an exceedingly small area - micro-farm - a solution
 
could be achieved through land consolidation schemes and/or

migration to unsettled areas, if existent.
 

Undoubtedly, small farmers included under group two would be the
 
main object of a small farmers development policy that pretended
 
to increase the degree cf economic participetion of the rural
 
population. 
Most of the programs reviewed specified that this.
 
indeed, was the group to which credit, as a facilitating input,
 
was being directed. However, in looking at the selection
 
criteria it was sometimes difficult to ascertain whether groups
 
one and three were not included with more frequency than
 
expected in a development as against a maintenance or welfare
 
program. For example, the typical small farmer served by CAJA 
Agraria in Colombia and by the Farmer Associations in Taiwan
 

l/ Notice that differences with the small farm pyramid shown at beginning
of this volume are simply mechanical. Farmers ii my groups 2a and 2b 
correspond to farmers in groups 3 and 4 in the pyramid. 
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seem to be more a group one farmer. While the latter program
 
is clearly at a viability maintenance stage covering more than
 
95 percent of the small farmers, the former CAJA has reached
 
only 25 percent of the small farmers and is reported as refusing
 
access to farmers ready to jump from group two into group one.
 
In other cases, such as Ghana, the rates of input subsidization
 
are so high and the level of repayment so low that the specter
 
of a semi-welfare type program to group three farmers is suspected.
 

The question of access is also heavily influenced by the nature
 
of the land tenure situation in each country. Social scientists
 
interested in the qitestion of land tenure and income distribution
 
in less developed countries usually associate skewed land tenure
 
with similar skewness in the distribution of income and political 
power. Societies where such lopsided distributions exist can be 
categorized as bi-modal and societies where an even distribution 
of land and income exists as uni-modal. In the former, a large 
number of ty-er two and three farmers co-exist with large farms 
whe-eas in the latter a much high-- degree of homogeneity in 
farm physical and economic sizes prevails. In bi-modal societies 
one can speculate that it may be feasible to move farmers from 
group three to group two by means of land reform. In uni-modal 
societies, land consolidation measures and rural-urban migration 
might be necessary.
 

The existence of high levels of concentrated power can also
 
suggest preferential access to sources of inputs and technology,
 
easier attainment of profitable schooling and practical skills,
 
and a powerful basis for maintaining the status quo. While it
 
is difficult to make general assertions since many other factors
 
are at play, it is interesting to note that credit programs in
 
uni-modal countries like Taiwan, Korea and Japan have succeeded
 
in reaching, moving, and maintaining small farmers in their
 
movement from group two to group one. On the other hand, credit
 
programs in many bi-modal countries have failed to reach signi
ficant shares of the small farmer population - Colombia,
 
El Salvador, etc. (See Table 3) 

b. Credit Program Structure
 

Two types of classification can be made in terms of the
 
structure of credit programs: first, grouping by means of
 
delivery; and second, by the degree of comprehensiveness in
 
the number of services delivered.
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Three basic types of credit programs can be identified in terms
 
of the means of delivery. They are: (1) Agency to individual;
 
(2) Agency to group user; and (3) Agency through group to
 
individual. Essentially, types one and two are direct types
 
of operation in which the financing agency makes a direct
 
transfer of the credit resources to the end user, whether an
 
individual or a production co-op or group. Type three is a 
two tier system in which the financing agency transfers financial 
resources to a local group and this, in turn, administers at the 
local level, allocating to end users on the basis of a selection 
criteria that can take fuller account of local characteristics 
and information. In some cases, such as the CADU project in 
Ethiopia, an agency to individual type can also offer the same 
general advantages if located close enough to the end user.
 
It is interesting to note that this type of factor is more
 
prevalent where the credit program is addressing a fairly
 
homogeneous group. That is, even in bi-moda]. societies, in
 
those cases where the project focus is centered on a well
 
delineated area of the country within which uni-modal character
istics are found.
 

The tqo tier system, that is administration by local people at
 
the local level, can increase the degree of management efficiency
 
of the program. Not only is the borrower judged by people who
 
know him well but also he will be sanctioned by the same group
 
if he fails to fulfill his obligation to the group incurred as
 
a borrower. In most cases reviewed, the credit standing of the
 
group before the credit agency depends on full repayment of
 
obligations or the groups becomes ineligible for additional
 
credit. Also che question of assessment of a prospective
 
borrower's capabilities as a producer and assets becomes easier
 
to manage. One is tempted to compare the characteristics of
 
the two tier system with those of the local money lender. The
 
latter operates locally, knows his clients well- and knows the
 
the value and disposition of the boriower's net worth. The
 
degree of social judgment offered by the two tier system is not
 
only stronger then that of the money lender but it is also
 
accompanied by generally lower i.;terest rates and input prices
 
even though somewhat offset by their lesser degree of responsive
 
capacity to the borrower's needs.
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The intermediate tier can take, the form of a credit union as 
in Ecuador, a credit group in Puebla, Mexico, a co-op as in
 
Sri Lanka and Bangladesh, or a farmer's association as in
 
Taiwan and Korea. In many cases these intermediate groups
 
provide with their existence an important part of the collateral
 
required by the central financial agencies. This c-n be a
 
critical factor in making access possible to those small farmers
 
who operate on leased farms and who could not, therefore, offer
 
a land title as collateral.
 

A second ty-pe of grouping, briefly mentioned above, relates to
 
the degree of comprehensiveness in the number of services
 
delivered. Two basic types can be identified: (1) package
 
program; (2) semi-package or partial programns. A package 
program attempts to deliver a,comprehensive group of inputs 
including credit in the context of' specific crcp related 
technologies. Actual delivery of the different components of 
the package is tailored to meet the specific needs of individual 
groups. Generally one thinks of a package in relation to specific 
pilot or area development programs. However, with adequate 
resources it could theoretically be made national in scope. 
Foremost elements in a package are inputs, credit, and specific 
technologies, all geared in terms of market opportunities,
 
nutrition goals, etc. Different packages str-ssed different
 
inputs. The Puebla Project represents a package in which
 
technology has received the highest level of dire2t emphasis by
 
the central agency. The program depends on credit from local
 
banking sources which have been stimulated and coordinated by 
the package. It also depends on the Mexican Government program 
which provides price support and storage for basic commodities 
throughout the country. Some packages, like that of Comilla, 
do not find it necessary to rely on price support programs as
 
the overall scarcity of the main commodity emphasized-rice
results in market maintained profitable price lvels.
 

One of the most vital charactexistics of package programs is
 
that related to the provision of technology. In terms of the
 
concept of economic viability introduced before, the provision
 
of innovative technology may well be the only way to move farmers
 
from group two to group one in terms of our size groupings.
 
Most traditional small farmers, it is now agreed, are producing
 
close to their capacity ceiling given the level of technology
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they have access to. Credit per se, in the absence of knowledge

about new production practices, or varieties, or inputs can
 
be uttcrly sterile. Credit can be the facilitating input that
 
allows effective access to new inputs and technology and the 
package type programs attempt bot, to copen access to new
techniques as well as to increase t,, bsorptiveI f:apacity of 
the, small Carmfer to utilize it. he latter reflects the 
special need for continuous technical assistance required as 
a mainstay of the -ducational processi implied by a conjcentrated 
program. 

A semi-package or partial progrr, cffers a limited nunber of
 
services to small factrmers. Two mr in 'eeoslie behind the
 
partial approach. Resources may ;ot be sufficient to finance 
a comprehensive range of service;, and only those thought to 
6e most critical are addressed. dn the other hand, they may 
:e justified o. the belief that there is a limited n=mber of 
variables serving as constraints to economic develorment of 
srall far:s, iL is someti.,,?s lificult to fully distinguish 
ctwe en package ,Ld partial- piograns. in a packar.e some of 
the com.:,onriets ma not he offered iY the program itself but 
by other agencies. A cua'sor.y look might lead one to believe 
the progrm is partial. It is, however, essential to ascertain
the deiree of' coordination with the agenicies supplying part of 
the prorram components. 3uch degree of coordination does not 
exist in partial progrars. In fact some of the components may 
he missing altogether as they have not been given importance 
by the planner or they have not been sufficiently developed. 
One of such components is frequently that of tecinical assistance 
and there are several cases in which the technical assistance 
subprogram while presmiably available, has not reached even
 
one-fourth of the borrowers - El Salvador, Ecuador, Nigeria. 

c. Other Characteristics
 

The financial viability of small farmers credit programs is 
a
 
necessary condition if these programs are to continue trying
 
to improve the economic status of the small farmer. While
 
repayment rates vary a great deal, most of the programs reviewed
 
showed fairly substantial levels of repayment. So.,:c of these
 
ratesshown in Table 14,can be misleading as they include
 
delinquent loans which have been refinanced. In the case of
 
HAAC-7hailand, over one half of the repayment rate represents
 
refinanced loans. While most of this refinancing is usually
 
granted to farmers who have gone through a far- or family catastrophe
 
their continued increase in some 
cases may result in the ultimate
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abandonment of the program. An observation frequently made
 

by country paper authors was that relating output handling 

facilities with high repayment rates. When the borrower is 

encouraged or forced to market his production through the co-.op 

or agency, as in the case of CADU, Ethiopia or Uganda, the 

amount owed is quickly discounted from the price. In cases 

where there is no effective price support scheme, this may 

work against the farmers best financial interest as marketing 

and repayment take place during what usually are low price 

pericds. Some farr.,ers may prefer to become delinquent and 

sell their prodact to greater advantale later during the 
market year.
 

An additional possible clas,;ification which could be made of 

small farmer credit programs have to do with financial self

sufficiency of the syst-m. The overall impression one gets 

from the cases r-"'-i.mrd(. is that the only programs wihich are 

clearly self-sufficient are those in which most farmers have 

become profitable, independent small farmers suc, as Taiwnn 

and Korea. Most other still receive substantial explicit and 

implicit subsidies from society via the diffe-ient governmental 
is difficultorganizations. The extent of this subsidization 

to quantify and in many cases only benefit the small farmer 

borrower in an indirect and less than proportionate manner. 

15
 



- 10 -


III. Evaluation of Impact
 

What is or what should be the definition of success in assessing
 

small farmers credit programs? It was stated earlier that the Plain 

objective of' a developmei,,.al type program was to assist small farmers 

to accomplish economic viability and independence. These two goals 

can be considered, hoever, as merely two very important means to 

achieve higher levels of socio-economic participation. In a way, the 

latter is a misnomer 'hat translates into fuller participation in the 

political process. In a democracy, there are two principal means of 

ao}:ieving this goal - first, thrc. ch the electoral process and the 

right to vote; and second, bY means of' different kinds and levels of 

association where in conjunction with fellow citizens a man can 

attempt to influence the course of events in the direction of his 

own preference. 

The sequence described above can be used to assess success or lack
 

different levels or in answer to two different questions;of it at two 
Has the progra-i been successful in improving the economic viability 

and degree of participation of thosp individuals it has reached, 

and, from a diffe;ent perspective: Has the program succeeded in 

improving the economic iiability and degr.ee of political participation 

of a substantial enough share of the small farm problem to make a 

difference in the make-up of society" T.he first question is' easier 

to answer than the second one.
 

Table 4 presents a series of essentially judgmental factors based
 

on cbservations by both the country authors and this writer. They 
asattempt to answer basically che first of the success questions 


related to program impact on the individual beneficiaries. A
 

somewhat rough and ready partial answer to the second question is
 

offered on Table 3 inder the heading of coverage.
 

Basically, w- looW<d for evidence that would indicate uward changes 

in production and income, downward changes in the degree of 

dependenc 5 from informal credit sources, possible displacement of 

tenant farmrers as a result of imoroved economic potential of the
 

farm, unit and, finally, summary judgments on how changes in these 

factors translated into increased sociD-economic participation both
 

in the short and in the long run.
 

In over half of the cases reviewed, the country paper authors
 

report increased levels of production and income occuring to borrowers
 

from the credit programs. In some cases, such as INCORA-Columbia,
 

Puebla-Mexico, CCS-Uganda and Taiwan, these improvements were
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categorized as highly significant. In the case of CADU-Ethiopia
 

success in the sense just des.ribed was over-shadowed with the 

specter of tenant dispLacement. In the Turkey case, where succesb 

was spotty and program farmers oere more medium size than small, 

it was reported that up to 20 percent had lost their land because
 
of chaige in dependency fromof default. In irost cases the degree 

informal credity sources was not quantifiable but, in general, it
 

can be concluded that results are quite mixed with the higher degree 

of desirable change occuring in the cases of' package programs. An 

attempt was made to measure or at least observe if the momentum 
an, changesresulting from the programs had been enough to effect 

in a .ricultural legislation. We could not find a case wnere Lhis 

was so. Tn fact, quite the contrary, in the case of CADU, a 

conscious effort was made to have the government (,ffect 	basic 

changes in the lid tenure legislation only to find defeat, thereby 
been successfulendangering the long ru effects of what has a very 

program for the target group. 

changes in socio-economicAssessmi. ,t of short arid long run expected 

participation also seems to indicate that maintenance of program 

gains in the long ri'U1 ma., he me re assured in those cases where 

farmers are size ho.-.ogenous- -ii-modaJ societies. In Colombia, 

Ethiopia, Tunisia, Ecuador titee are serious duubts that the present 
buildingeconomic structure will allrAs small farners to continue 

on their gains. Changes needed to assure this Trocess would he 

of much lesser mranitude in Colombia than they would be in more
 

such as Ethiopia and "cuador.
traditional societies 

Finally, an attmp. ta atns-ering our second question must be made. 

Success, as defined :,y the latter three or four raragraphs can be 

a very and goal to as a whole, cspecially_'lusiv' C..l',5s society 


since the cost of thse partial coverage programs is not really
 

known. A truly succ7,_ssful economic development policy is not
 

an elite. The programs reviewed, with the
desig[ned to bf nefit 

Korea and Taiwan cases, nave merely ferried a
exception of the 


small segment of ru:'al society to a slightly nigher level of the
 

pyramid and while apward changes in socio-economic participation
 

have been reported, they are far from signifying a moderately
 
low levels of coverage
active role in the political activity. The 

are specially significant since in many cases the programs under 

review are merely reincarnations of former credit programs of 

similar nature. In some cases they bear witness to tiie 	basic,
 
From
of burcaucracies 	 their.mmortal nature 	 throughout world. 

this Uoader perspective most programs have been social 	failures
 

@d in Some cases their coverage is even decreasing. 

17
 



- 12 -

Credit cannot, of ccu'se, be blamed for these failures and it would
be perhaps utopic -if we dcducc direct causality between credit 
infusions and "success". Most success cases have includedtechnologri!C innovations', absorption ol which has been facilitated
by the avaiiaiilit oi' credit. Conversely, had credit not 5een
available, neither name'sno institutions could have financed the
adoption of new tcclnologi.-;. Credit Las been the facilitating
input arid ::any oth-r factors must nave ueeri right to allow successes 
to bloon in ti.e sea of despair which is the small farMer's sector
in the developing world. 
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IV. Sumnmary and Coinclusions
 

I more than a way, conclusions have already crept into the text.
 

Nonetheless, if there is a clear conclusion at this time it is
 

acknowledging the basic complexity of the situation faced by both 

the small i'arier and the agricultural planner in less developed 

countries. A besic typology of small farmers characterized them 
small physical and economic size farms atas those operati.i!g 

subsistence cr close to subsistence levels and identified those 

with potential economic viability as the main subjects for special 

credit programs for small farmers. An additional group with no 

economic via;ility potential was identified and some policy 
could enhance their potentialpossibilities wre suggested thal 

viabLlity.
 

The auestion of access to resn-rces and inputs was addressed and 

two asic ru'ips were suggested: heterogenous or bi-modal societies 
of landcharacteriz¢ d by significant skenness in the distribution 

tenure, income and power and homegenous or uni-mnodal societies, 

characterize( b',r more even distribution structures. The significance 

of coicer,trated power -I granting preferential access was highlighted 

classified in terms of their structure: first,Credit programs were 
ano second, by the degree of comprehensiveby the means-of-delivery; 

ne~s. The forer .,as divided into three basic groups: Agency to 

group anid age:cy through group to indiviidual.individual, agency to 
1asic groups: Package programs and
The latter was divided into two 

Finally, other characteristicssemi-package or partial programs. 
financial success and repayments; marketing
were highlighted: 

An evaluation of impact
services; self-sufficiency and subsidies. 

follwed which defired success in terms of both individuals directly 

farmer problem "touched"benefittred as well as the share of the small 
Success was defined as uy7ard change in production
by the program. 


and income leading to increased socio-economic and political
 

What success cases have been ascertained, in the
participation. 

cases under review, suggest several common characteristics that
 

deserve highlighting. Again, we are talking about success from the
 

individual benefitiaries point of view. :', seems that most
 

success"'l! programs have addressed small farmers in homogeneous
 

or uni-modal social systems, be them national in scope or merely
 

limited to a target region. At the same time, one finds that
 

these programs were comprehensive in nature, with a significant
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degree of emphasis on innovations -- new technology -- and a fair
 
degree of internal coordination. Also, they included the main
 
characteristic, in our view, of' two-tier groups. That is, local
 
control of credit allocation and a system of locally enforced
 
incentives to perform.
 

The existence of these three main characteristics - farmers 
homogeneity, comprehensiveiess of services offered, and local 
control - seem to have not only propelled the program and its
 
benefitiaries toward success as defined, but also assure, to a
 
degree, the chances of the program effects enduring into the
 
future. Wile the caprehensiveness of "successful" programs

could suggest hil.er initial 
 costs, it seems that these programs 
were the first, not only to become financially self-sufficient, 
but also, as in Taiwan, to be able to provide financing for other
 
sectors of the economy to devulop.
 

N1eedless to say, it should be emphasized that bi-modal societies 
can be moved towards homogeneity if the proper policy decisions are 
made. Land reform, for example, can be, if correctly planned and 
carried out, astimrrulating and efficient equalizer. The impacts
of' successful programs in uni-modal societi or of unsuccessful 
programs in bi-modal societies on rural-urtax: migration need to be
 
assessed as the latter social and economic costs uay more than
 
offset the cost of packaged small farmer development programs in
 
homogeneous societies or of land reform in heterogeneous ones.
 
Again, the implementation of small farmers credit programs on
 
group three farmers - those with no potential economic viability 
seems to be headed to economic failure if carried out in the absence
 
of special policies directed to change their specific situation.
 

Finally, one has to conclude that, while individual successes were 
ascertained these were e-itist in nature and that all in all the
 
programs, with few exceptions, had not contributed significantly
 
to the overall solution of the small farmer problem in each society.
 

*0
 



Table I - Structure of Terms of Snall Farmers Credit Programs 

Time Period - Subsidies Included 
Interest Interest Input 

Country Program Source Rates Short Medium Long Coimments Rates Prices Foreign Assistance
 

CADU-Ethiopia CPP-3 12 x none none none none none SIDA
 
WNACC-Nigeria CPP-14 na x 
 none none none rcne none none 
LMCIT-Tunisia CPP-27 6 x none none mtnor X seeds none 
CCS-Uganda CPP-1 12 x some none some 2/ na na none 
ADB-Chana CPP-18 6 X x none large x x 
 none
 

Caja Agraria-

Colombia 3/ CPP-19 10 75% x x yes x some none
 

Incora-Colonbia 4/ CPP-2 10 x x x yes X some AID 
ABC-El Salvador CYP-29 10 x x ha minor minor x A!-
Puebla-MEXico -PP-7 12-18 x x some none na na Rockefeller Foundation 
SBN-Cocta ,ica ;PP-5 8 x x none minor minor na AID 
DAPC-Ecuador CSP-5 na mostly some none na na na AID 

Comilla-Bangladesh CPP-8 10-15 X 20% na large none x none 
NACS-Sri Lanka CPP-13 12 x x x large x x none 
BAAC-Thailand CPP-lO 10 70% 28% x minor x none AID 
- Taiwan CSP-1 9-12 x x x none none none Japan 
NACF-Korea CPP-21 19 x x x minor x fertilizer Japan 
SCP-Turkey CPP-17 11 25% 5014 25 x x na AID 

x - yes
 
na - not applicable
 

I/ - Short term - less than 2 years; medium - between 2 and 5 years; long - more than 5 :ears.
 
2/ - In this case the subsidy consisted of Government financing of credit sucieties staff 3uring the first 3 years of operation.
 
3/ - CAJA is a major distributor of inputs.
 
4/ - INCOIRA beneficiaries are expected to graduate after about 4 -,ears under the program.
 



Table 2 - Structure of Mechanics of Smail Farmers Credit Programs 

Country Program So.rce 

Inccme 
Levels 
(in th) 

Selection Criteria -

Max Farm Average 
Size Size 3/ 

(in ha) (in ha) 

Farm 
Plan 

Required Land 

Collat~ral Requird 

Other 
Liens Co-Sicner 

/ 

Firm 
T ... , Cash 

Means of Delivery 

Credit 
Kind Co-Ops Union 

Official 
Agency 

CADU-Ethiopia 
TMCC-Nigeria 
LMCU-Tunisia 
CCS-Uganda 
ADB-Ghana 

CPP-3 
CPP-14 
CPP-27 
CPP-ll 
CPP-18 

na 
na 
na 
na 
na 

20 
2 
5 4/ 
-
1 

5 
na 
na 
na 
4 

x 
x 
x 
x 
x 

none none x 
none none none 
none credit unioq -brship 
co-op mbrship X 
none X co-op :_brship 

x 
none 

none 

na 
x 
x 

minor 

x 
na 
na 
x 
x 

na 
na 
na 
x 
x 

na 
na 
x 

na 
na 

x 
x 
na 
na 
bank 

Caja Agraria-
Colombia 5/ CPP-19 

Incora-Colombia 8/ CPP-2 
ABC-El Salvador CP1-29 

15 6/ 
none 
none 

15 
none 

min.depends on crop 

na 
8-27 
na 

x 
x 
x 

x 
na 
x 

x 
na 
x 

7/ x 
Incora cysigns na 

x x 

x 
x 
x 

x 
x 

soma 

na 
na 
na 

na 
na 
na 

x 
x 
x 

Puebla-Mexico 
SBN-Costa Rica 
DAPC-Ecuador 

CPP-7 
CPP-5 
CSP-5 

no max. 
no established limits 
3 none 
membership in credit union 

2.5 
na 
10 

X 
na 
x 

x 
x 

na 

credit group guaranty na 
x % CN? guaranty 
savings x na 

minor 
x 
x 

x 
na 
x 

na 
na 
na 

priv bank na 
priv bank co-op bank 

x x 

Comilla-Bangladesh -PP-8 
NACS-Sri Lanka CPP-13 
BAAC-Theiland CPP-10 
-Taiwan CSP-l 
NACF-Korea CPP-21 
SCP-Turkey CPP-17 

none none 
none 4 
credit worthiness 
none r.oi,e 
surplus farmers 
none 0.5-240 

2 
na 
5 
na 

I 
na 

x 
x 
x 

na 
na 
x 

x 
x 

none 
x 
x 

savings na na 
na co-op mbrship na 
na liability groups na 
na F.A. mbrship na 
na F.A. mbrship na 
x co-op guaranties X 

some 
x 
x 
x 
rare 
x 

x 
x 

x 
x 

mostly 

x 
x 

FAs 
FAs 

x 
bank 
bank 
bank 

rural banks 
govt banks 

I/ Does not necessa:ily indicate programs are exclusively oriented to small farmers. 
2/ Collateral reqv'.rements do not necessarily include all of these items at the same tine. However, in many 

cases norm than one itemr is required. 
3/ Represent~, actual average area of farmers reached by the program. 
4/ The LMCU-TunisIa program has a TD 500 ceiling for loans which, for most crops, establishes a maximm 

effective size of 5 he. 
5/ CAJA Araria Colombia is also a major manufacturer and distributor of inputs. 
6/ Total farm assets including wife's. 
7/ Three character references are required. 
8/ Under INCORA a farmer graduates after about 4 years in the program. 

na 
FA 
x 

- not applicable 
- farmer associations 
- yes 



Table 3 - Direction of Credit Flows in Small Farmners Credit Programs
 
Product -ife-


Type of Farmer Recipient Elipibilitv of Inputs!
/ Output Handling ./ Coverage Coverage tie 2/
 

Tract Capital
 
incl Improve- 3" /Total 1 Small 

i i 
Country Program Source Individual Co-op Collective Other Fertil Seeds Livestock Implom. ments Purchase' Storage Mono Multi T.A.-Farmers Farmers Yrs. 

CADU-Ethiopia CPP-3 x na na na x x minor minor na x none x minor x na na 7 

WNACC-Nigeria CPP-14 na x na na x x x na na none none na V .- na na 
LMCU-Tunisia CPP-27 x na na ne x x x x na none none na x none 6.0 6.0 10 

i

CCS-Uganda CPP-.ll x x na na x 5/ x x x na x none mostly x x 10.0 na I1 
ADB-Ghana CPP-18 x x na groups x x x x X none na x n'ne mar?. marg. 3 

Caja Agraria-

Colombia CPP-19 x x na x x x x x x nonei x x marg. na 25.0 40 
Incora-Colombia CPP-2 x x na na x x x x x co-ops x x x na 8.0 8 
ABC-El Salvador CPP-29 x x na na x x x x some :3inori minorfi X x marg. na 2.1 10 

x x x xi xii two x na 13.0 4/ 5
Pueb~a-Mexico CPP-7 x na na credit groups x x 
i

SBN-Costa Rica CPP-5 x x na x x x x x x x x i x minor na large 2 
DAPC-Ecuadot CSP-5 x x na credit union x x x none some none nor x inadeq. negligible 7
 

Comilla-Bangladesh CPP-8 x x na na x x x x x none none na x x na na 8 
NACS-Sri Lanka CPP-13 x x na na x x x x x xi someii na x some 25.0 decreas.ng 25 
BAAC-Thaiiand CPP-lG x x na na x x x x x rae none na x avail 5.0 1.4 7 

i ii  

- Taiwan CSF-1 x FAs na na x x x x x x x na x avail 95.0 55
 
NACF-Korea CPP-21 x FAs na na x x x x x x x na x x 30.0 95.0 12
 
SCP-Turkey CPP-17 x na na na x x x x x none7/ none na x x 0.46/ na S
 

I/ Indicates what inputs were eligible for financing under the credit program. ma = not applicable.
 
2/ Since the current program was founded. x = yes
 
3/ Technical assistance FAs - Farmers Associations
 
41 13 percent of target group.
 
5/ Limitations of access to supplies have reduced the impact of the program.
 
6/ 0.4 percent of target group.
 
7/ Marketing services available from marketing co-ops to their members.
 
8/ Availability cf purchasing facilities would indicate advantages in repayment control only when such a
 

mechanism is expressly designed to that effect.
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Table 4 - A Summary of Judgments of Effects on Recipients of Small Farmers Credit Programs I/ 

Repayment Downward Changes in Changes in Socio-Economic
 
Ratios Dependence from Iformal Participation 2/
 

Country Program Source Increases in Production Increases in Family Income % Renter. Displacement Credit Sources- Short Run lon-g Run
 

CADU-Ethiopia. CPP-3 Yes Yes 93 Very lerge Mixed exparicnce Yes Doubtful 3/ 
WNACC-Nigeria CPP-14 NA NA 63 NA Negligible change NA NA 
LMCU-Tunisia CPP-27 Marginal Marginal 50-80 None ICS no longer exist Pirginal 
CCS-Uganda CPP-ll Yes Significant 90 None ICS scarce or non existent Yes Yes 
ADB-Ghana CPP-18 NA NA NA Negligible None None 

Caja Agraria-

Colombia CPP-19 Mrginal - except in the case of potato farmers 84 None Yes for chosen few Mixed feelings by observers
 

Incora-Colombia CPP-2 Highly significant Highly significant 89 None Much lesser dependence Yes Mixed feeling
 
ABC-El Salvador CPP-29 Some apparent Some apparent 90 Rents have increased Marginal None None
 

for succe.,sful farmers 
Puebla-Mexico CPP-7 Highly significant Highly significant 96 None Much lesser dependence 
SBN-Costa Rica CPP-5 Yes Yes 95 None "a Seems positive Yes 
DAPC-Ecuador CSP-5 Yej about cases Yes about cases NA NA Marginal Negligible 

Comilla-Bangladesh CPP-8 Stgnificant Sinificant NA NA Still important Seems NA 
significant
 

1XXCS-Sri Lanka CPP-13 Yes Yes 47-76 NA Yes but seems temporary NA NA 
BAAC-Thailand CPP-10 About 1/3 cases (est) About 1/3 cases (est) I/ 95 NA Doubtful Small if any NA 
-Taiwan CSP-l Yes Yes 95 "one Significant decrease Substantial 

in dependency 

NACF-Korea CPP-21 Yes Yes 95 None Private sources still Yes Yes 
very important 

SCP-Turkey CPP-17 Yes, for participants Yes 6/ 53 20Z small farmers Still very important Yes Yes 
lost land because 7, 

of default 

1/ Based on both quantitative and qualitative ubservations by country autnors. The effects oz these progrpms on successive 
agricultural legislation were found to be negligible if not entirely non-exst'nt. 

2/ See texz for explanation of this concept.
 
3/ Unleds land tenure :hanges are approved.
 
4/ Based on changes in percentage of credit st:,-..ied by informal credit sources.
 
5/ Includes a very large percentage of refinan ,d loans.
 
5/ Non-delinquent loans - default rate unavailabie.
 
7/ Informal credit sources still provide about 68 perLenL of farmers credit needs. NA = Not Available
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REGIONAL SIMILARITIES AND DIFFERENCES IN SMALL FARMER CREDIT
 

By Marvin P. Miracle, University of Wisconsin
 

Interest in small farmer credit in developing countries centers
 
mainly on how traditional credit systems and those introduced by planners
 
relate to development objectives, of which the most important at the
 
present seem to be increasing production and productivity, increasing
 
employment, and changing the distribution of income.
 

This paper will concentrate on arparent differences that are
 
found between groups of countries in the Third World, and in some
 
cases may involve continent-wide comparisons while in others the analysis
 
may focus on clusters of countries or even groups of areas or zones within
 
countries.
 

In addition to the more than 60 country papers prepared for the
 
Spring Review, this paper draws heavily on the discussicns at the Spring
 
Review workshops in San Jose, Costa Rica; Quito, Ecuador; Abidjang

Ivory Coast; Accra, Ghana; Ibadan, Nigeria; Nairobi, Kenya; Ankara,
 
Turkey; Dacc3, Bangladesh; Saigon, South Vietnam; and Maaila, Philippines
 
in March, April, and early May, 1973.
 

APPARENT SIMI LARITIES
 

There are several simflarities in the small farmer populations

of the countries represented in the Spring Review, of which one of the
 
most important in terms of its policy impli'!ations is the great internal
 
diversity of small-scale agriculture. Within all developing countries
 
there are large differences in the physical, economic, and social
 
environments in which small farmers operate, e.g., in soils, rainfall
 
patterns, combinations of crop and livestock enterprises, marketing

opportunities, and systems of property rights, 
as well as other
 
differences discussed in more detail in a later section. 
Thus a common
 
problem in small farmer credit programs in all developing countries is
 
determining amounts of credit typically needed and the cepacity of small
 
farmers to adopt new technologies when the character'istics of the target group
 
differ greatly from area to area and sometimes from it.rm to farm.
 

One characteristic that seems to be much the same within and
 
among countries represented in the Spring Review is the largely unrecognized
 
capacity of small farmers to 
save. It has long been fashionable to
 
equate small farmers with "subsistence" producers --a grossly misleading

term -- 1/ hence the assumption has usually been that small farmers
 
produce so little beyond their minimum physiological needs that it is
 
impossible for them to save. The discussions at the Spring Review in
 
workshops and a variety of other evidence, suggests that small farmers
 
throughout the Third World have a greater capacity to save than has
 
usually been r'cognized.
 

1/ 	 See my "Subsistence Agriculture': Analytical Problems and Alternative
 
Concepts, American Journal of Agriculture Economics,
 

Vol.50, No.2, May, 1968, pp. 292-310.
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Another similarity is that small farmers at present are much more
 
Aependent on informal lenders - e.g. friends, relatives, crop buyera,
 
merchants and professional money lenders - than on formal institutional
 
lenders. Part of the reason for this is current interest rate policies
 
for agricultural credit which result in the larger farmers getting by far
 
the greatest share of agricultural credit made available through the formal
 
capital market. Both the country papers and the majority view at all the
 
Spring Review workshops also strongly suggest that most small farmers ars
 
heavily dependent on informal lenders who have conside-able monopoly power,
 
although a few workshop participants now and then expresbt2 the view that the
 
monopoly power of such lenders is commonly exaggerated. It is also clear
 
that the lenders in the informal capital market - except possibly, a portion
 
of the friends and relatives - commonly charge much higher interest rates
 
than do institutional lenders although at this juncture there are no
 
reliable data on the magnitude of such differences.
 

An additional common feature of loans in the informal credit system
 
is that they are frequently secured with unharvested crops. Examples of
 
farmers getting credit in the form of an advance from a crop buyer on
 
unharvested crops - typically at a large discount from the expected ptice
 
at harvest - were reported at all of the Spring Review workshops and in many of 
the country papers as well as other literature. This is an arrangement
 
which appears to be known wherever there are small farmers.
 

Lack of effective institutions for dealing with small farmers is also
 
a phenomena widely found on all three continents. Not only do research
 
institutions throughout the Third World commonly ask the wrong questions
 
and produce results which are of little value to small farmers, but even
 
worse, when they do come up with something profitable for at least part
 
of the small farmer population, the institutions responsible for extending
 
these results to the rural areas and providing whatever credit may be 
needed to successfully implement them rarely reach more than a small percentage
 
of small farmers and often are not effective in changing the techniques of
 
farmers they do reach. Lack of sufficient numbers of extension agents,
 
shortage of vehicles needed for them to effectively service rural areas,
 
inadequate incentives for good performance, and the negative attitudes of
 
most extension workers concerning the capacity of small farmers, are among
 
the factors that explain the poor performance of most extension services
 
in developing countries.
 

The record of another institution attempting to help small farmers 
co-operatives - is, if anything, worse. The Spring Review workshops
 
revealed that of the several hundred co-operatives attempted in the countries
 
represented, all but a handful failed as a vehicle for delivering credit
 
to small farmers, a finding which is also strongly supported in the
 
literature on co-operatives in developing countries.
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A major problem of co-operatives that handle small farmer 
credit is
 

a problem shared by most other institutional devices for
high default rates, 


delivkring small farmer credit, with the exception of private rural banks.
 

the countries represented in the Spring Review seems
 Average default rates of 

three continents, but
 to lie somewhere between 20 and 30 per cent in all 


date-or. default are Fo rough and incomplete that one cannot estimate the
 

precisely or be sure whether there are significant
typical default rate more 


differences among the three continents.3/ The country experience 
with
 

also similar in the wide range of default 
rates reported. All

defaults is 


continents have a few credit programs with default rates under 10 per cent
 

and at the same time a number of programs with default rates 
over 30 per cent.
 

reasons for these
 
There are, however some interesting differences in the 


the end of the following
high default rates and these will be taken up at 


section on apparent differences in small farmer credit.
 

APPAIENT DIFFERENCES 

Differences in Constraints Faced by Small Farmers 4/
 

Very little careful or systematic work has been done on regional
 

differences in small farmer agriculture in developing 
countries with the
 

there
 vs many definitions of small farmers as 
result that there are about 


are participants.5/
 

3/ There is a great variety of definitions of default rates in the
 
the
 

country papers prepared for the Spring Review and 
in many cases 


definition is incomplete, hence it is impossible to tell 
whether
 

default rates cited are comparable.
 

4/ 	 Parts of this sub-section draw heavily on my article on so-called
 

1isubsistence agriculture" cited above.
 

5/ At the Purdue workshop on "Empir cal Studies of Small-Farm Agriculture
 

in Developing Nations" held in November, 1972, many authors relied
 

heavily on the size of farm in their definitions with the result
 

that small farmers were being defined by some as those with 1.5 to 5
 

farmers with 3 to 10 hectares, and by one
hectares and by others as 

(The latter definition
participant as farmers with 10 to 50 hectares. 


would have excluded 98 per cent of the farmers in tropical Africai)
 

Another current approach to 	the definitional problem is to define
 

lower fraction-- for example, the lower
small farmers as all those in some 


one-third of the size distribution. This has the advantage in avoiding some
 

- whether acreage, production,
of the problems of using absolute size 


a measure which itself is of very limited value in
 or income, but is 


making comparisons among countries or among regions and aeas within
 

countries.
 

A third definition which is moderately popular at present is to make
 

small farmers synonymous with the "rural poor" in developing countries.
 

also reject as inadequate for a meaningful comparative
This approach we 


analysis since poverty is a subjective and culture-specific concept which
 

lump together individuals who are 7astly different in terms of
 

their economic characteristics.
 
tends to 
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We ake no attempt here to provide a definition of small farmers, bu'
 

instead will employ a classification which will allow development planners
 

and action agencies to differentiate farmers-- whether called small, poor,
 

marginal, or what - according to the decision-making context in which they
 

operate. The key to changing the production or productivity, the employment,
 

or the disteibution of income of farmers in developing countries is
 

understanding the prevailing patterns of decision-making and the potential
 

for changing them. New inputs (for example, fertilizers, improved seed, and
 

pesticides) need to be provided and situations createa such that farmers will
 

decide to use them; new economic a-ctivities and techniques need to be tested
 

and disseminated by means that will maximize the rate of their adoption;
 

decisioa-makers in rural areas need to be encour
aged to react constantly to available resources, techniques, enterprises,
 

and consumption possibilities in ways that are favourable to the needs of
 

an expanding and developing economy. If there are substantial differences
 

in the patterns of decision-making among small farmers, as one would
 

expect because of differences in the resource situations and institutional
 

restrictions that they face, we need to at least begin to discover what
 

these are if policies are going to be at all effective.
 

This paper will look at differences in the decision-making situations
 

facing farmers in developing countries according to the following five
 

categories:
 

a) 	 Chronic low-level of living.
 

b) Weak commitment to agriculture.
 

c) Insecurity of land tenure
 

d) Labor dependency.
 

e) Capital dependency.
 

a) 	 Chronic Low Level of Living: In any country there are farmers who
 

are chronically unable to produce enough to maintain minimum consumption
 

standards set by society. This category includes farmers which at
 

the Spring Review workshops many participants called marginal
 

small farmers, but I prefer to not use this terminology since these
 

farmers are no, necessarily incapable of responding to policies
 

designed to increase their productivity.6/
 

A major cause of a chronic low level of living is restricted access
 

to land, and on this there seeins to be clear distinction between
 

tropical Africa 7/ and much of the rest of developing
 

6/ 	 We would agree, however, that the percentage of farmers in this
 

category who can respond is clearly likely to be lower than in some
 

of the 	other categories in our list.
 

7/ 	 Defined as sub-Saharan Africa including the Malagasy Republic
 

and the other islands off the continent between the tropics.
 

29 
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unlike those in
 

North Africa, Asia, and Latin America, operate under land tenure systems
 

which guarantee that they can always obtain land in the areas where they
 

were born. Thus, in the forty-odd countries of tropical Africa, a
 

living is more likely to be caused by factors other
 

countries. Most of the farmers in tropical Africa, 


chronic low level of 

The most obvious of these is techniques
than restricted access to land. 


of production. In trpical Africa most farmers-- perhaps 95 per cent-

practice hoe culture and shifting cultivation, a system under which land
 

is cleared and cropped for a while and then followed as long as possible-

often several years and a longer period than it is cropped - in an
 

attempt to restire nutrients lost during cropping. Thus, under this
 

areas every year-- new land must
agricultural system most years-- in many 


be cleared and other land is allowed to go fallow. A major reason hoe
 

culture predominates in this broad belt is the existence in large areas of
 

a majority of these countries of the tsetse fly, a pest that carries
 

a form 	of sleeping sickness in livestock.
trypanosomiasis, the cause of 


of living
Another distinction that emerges is a chronic low level 


caused by weather. In much of tne large savanna belt of tropical Africa,
 

in northeast Brazil, and in most of Bangladesh and India, for example,
 

farmers not uncommonly suffer food shortages in the preharvest period
 

because of the irregularity of rainfall. !n the savanna belts it is years
 

crop yields whereas in
of abnormally low rainfall that typically reduces 


much of India outside the savanna area, and in Bangladesh, it is excessive
 

rain that is more frequently the problem.
 

b) 	 Weak Commitment t- Agriculture: Farmers who are weakly committed to
 

agriculture-- those who can rely on non-agricultural pursuits 
- are
 

under less pressure to consider seriously output - or productivity

increasing measures than are those who have no alternative 
but
 

agriculture; but, depending on their nonagricultural opportunities,
 

they may have more capital with which to try ianovations. The
 

ease with which farmers can turn to wage labor or commerce varies
 

greatly in developing countries, and, in addition, opportunities in
 

crafts, hunting, fishing and gathering can be vastly different. In
 

much of the Amazon and Zaire Basins, fish, game, and/or insects are
 

still the major sources of protein or important sources of cash
 

income. Throughout developing countries some farmers can readily
 

two or three years, not only in
find employment seasonally or for 


large scale agriculture, mines, or factories, but also in small-farm
 

However, the nature and extent of oppottunities
agriculture. 

is evidenced by the big
avail:ible to farmers differs greatly as 


some countries and
differences in the flow of migrant laborers in 


Making continent-wide
continents as opposed to others. 


generalivations, one can probably say that farmers are much more
 

a laborer
mobile in tropical Africa-- much more likely to work as 


than in Latin America or Asia, but
 or at least consider doing so.-

areas where there are large
in all of these continents there are 


flows of migrant laborers coming out of agriculture.
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The nature of such off-farm activities can be of considerable
 
importance in changing farmers' decision-making horizons. Farmers wno
 
work elsewhere In agriculture - especially those working on farms much
 

like their own except that a higher level of productivity ias been
 
achieved - are more likely to adopt innovations than those whose wage
 

experiences are in mining or manufactuking. Moreover, where farmers work
 
elsewhere in agriculture the impact on their future decision-making
 
depends greatly on how transferrable their experience is bac% to their
 

home farms. For example, a migrant laborer from the cotton area in
 

Sonora, Mexico is much more likely to bring back applicable ideas if
 
he works in a cotton area in adjacent Arizona or California than if he
 
works in the apple orchzrds of the State of Washington or the cranberry
 

bogs of Wisconsin.
 

There are also great regional differences in the extent to which
 
off-farm economic activity affects the farmer's production while he is
 
away from his farm. In tropical Africa polygamy is permitted throughout
 

rural areas and many farmers have more than one wife. It is significant
 
that women do much of the agticultural work - in some instances all of
 

it except clearing land - but the sex division of labor differs greatly 
from country to country and area to area within countries in tropical 

Africa. In those areas where women do all of the agricultural work 

except clearing land men can be away much of the time hunting and 
gathering, trading, or working somewhere for a wage without greatly affecting 

the production on their own farms. This would not be the case for most 
of Latin America and Asia, thus, in tropical Africa a migrant laborer 

may be a very important decision-maker who should be included in programs to 

improve the productivity of agriculture, whereas in much of Latin America 

and Avia he is much more likely to be a landless individual with no 

hope of ever adopting significant agricultural innovations even if they 
are made available to him. 

c) 	 Insecurity of Land Tenure: The importanceof identifying farmers
 
who have little or no incentive to improve land because of uncertainty
 

about the duration of their rights has long been recognized. A
 

major distinction here is the one alluded to earlier. For most of
 

tropical Africa and probably much of the Amazon Basin, at least,
 

some sort of communal land tenure system prevails, land being
 
allocated by kinship units with nearly everyone having the right
 
to use land, hence the enormous inequalities in landholding that
 

are characteristic of most of Latin America and much of Asia and
 

North Africa and Ethiopia are not found.
 

In tropical Africa, farmers typically have use of land only so
 
long as it is yielding a harvest. Once land is returned to
 

nature to replenish fertility - the forest or "bush" fallow portion
 

of the shifting cultivation cycle - land returns to the common
 

pool and is available for reallocation as soon as enough fertility
 

has been replaced through fallow to make it worthwhile using it
 

again.
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There are, however, two major qualifications that must be made.
 

In some parts of all of the couatries of tropical Africa the
 
traditional tenure system is breaking down and either a freehold
 
system 	of tenure or a modification of it is increasingly
 
replacing the traditional system. A second qualification is for
 
areas where tree crops can be grown. Because land need never
 
be fallowed with tree crops, even under traditional systems of
 
tenure, there is no requirement that it be returned to the common
 
pool periodically. As tree crop plantings have expanded during
 
this century, particularly in Liberia, the Ivory Coast, Ghana,
 
Nigeria, Cameroon, Gabon, Rwanda, Burundi, Uganda, and Kenya,
 
it has 	been possible for farmers to accumulate increasingly large
 
acreages, planting a few more acres every year until rather
 
striking differences in the per capita holdings of tree crops have
 
emerged. Except, perhaps, in Kenya, this trend has not yet led
 
to development of a large landless class because of the
 
abundance of land relative to population and the mobility of labor,
 
particularly the ability of farmers to leave their home areas and
 
obtain 	land elsewhere - even in another African country - without
 

great difficulty.
 

Another interesting distinction that needs to be made within
 
countries is between biarecrcppers and those operating under other
 
tenure systems. Sharecroppers are of special interest in looking
 
at the dGcision-making situations of farmers since they sometimes
 
are not independent, being forced to follow the advice of the
 

landlord to secure the use of land.
 

d) 	 Labor Dependency' Farmers who must manage non-family labor can
 
be expected to differ from those with only family labor, both in
 
their decisions on allocation of labor and in their response to
 
innovations. The avai,.aoility of labor for any particular
 
enterprise or technique- (or combinations of enterprises or
 
techniques) is much more certain when farmers rely entirely on
 
family labor and usually need to make no decisions with respect
 
to the size of the labor force. Moreover, the cost of family
 
labor is hidden and is incurred whether or not it is utilized.
 

Thus, labor has to be treated either as though it has n,- cost or
 
as though it is a fixed cost, until the farmers begin to explore
 
the possibility of reaching beyond the family for laborers. Once
 
some paid workers are included in the farmer's labor force - as
 
is common in parts of all developing countries - at least part
 
of th total labor force becomes a variable input. The number 
and iinis of decisions to be made increase as enterprises and 
techniques that were previously ignored, because they were outside 
the labor restraint, become eligible, and as the cost and 
probab:e return from hired labor are considered in the process of 
choosing between alternatives. 

It is likely that farmers who hire no labor tend to ignore
 
new enterprises or techniques that require more labor than is
 
available within the family, both because of inexperience with
 
hired labor and because of reluctance to add another source of
 
uncertainty to their operations. Z 
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On the other hand, farmers who have already broken away from
 
labor self-sufficiency regard their labor restraint as expandable
 
and have already had some experience with the kind and amount of
 
uncertainty involved when they depend on hired labor; therefore,
 
such farmers are much more likely other things being equal, to
 
consider innovations.
 

e) Capital Dependency: Decision-making by farmers can vary because
 
of capital considerations in much the same way it varies because of
 
labor, and there are reasons to expect variations in decision-making
 
situations among even small farmers if they become dependent on
 
sources outside the family for capital.
 

Where family capital is obtined only through savings, the range
 
of enterprise combinations and techniques considered is severely
 
restricted by the volume of savings. Farmers who cen borrow from
 
relatives but cannot or will not borrow elsewhere can consider a
 
somewhat larger range of innovations.8/ However, by borrowing
 
they also place themselves in a situation involving more uncertainty,
 
and possibly also a cost-of-capital consideration, through paying
 
either explicit or implicit interest (for example, through an agreement
 
to pay the lender a share of any net returns resulting from the
 
loan as is common in much of tropical Africa among Muslim groups).
 

If, however, Oarmers rely on sources of credit outside the kinship
 
group, the uncertainty added is usually even higher, the obligation
 
to repay may be stronger, and the farmer may lose a great deal of
 
his independence as a decision-maker. Especially where capital is
 
obtained largely from buyers of crops, as seems to be common in
 
developing countries everywhere, farmers may have their freedom to
 
make decisions regarding crops and techniques severely restricted.
 

Disappointingly little can be squeezed out of the country papers
 
concerning the sources of credit available to farmers. Many authors
 
have nothing to say on this subject or at most devote a paragraph
 
or two stating the obvious that farmers may be able at times to get
 
credit from kinsmen, friends, as well as from money-lenders. A few
 
studies discuss other sources of credit and some even have information
 
on the terms under which credit is extended, hut collectively the
 
country papers yield little in the way of differences from one
 
continent to the other. One of the few distiictions that does emerge
 
in these vatious accounts concerns the natare and importance of
 
mutual credit associations.
 

8/ There is little hard data on the extent to which farmers borrow from
 
friends and relatives, but in the areas of Mexico and Asia where the
 
'Green Revolution" has provided extremely profitable new technologies,
 
small farmers have probably been largely cut off from these sources
 
of credit - where new technologies are available and highly 
profitable one would expect most friends and relatives to be investing 
their savings in agriculture rather than lending them to farmers. 

U- 3 
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There are systems by which each of several individuals deposits
 
a given sum with one individual during a particular time period,
 
e.g., during a week, and then by some set of rules the group has agreed
 
to abide by, one member gets the deposit. The next time period the
 
process is repeated, a different member getting the deposit. The process
 
continues until each member has received the deposit once. Thus, if
 
there are nine members the scheme runs for nine time periods and the
 
tenth time period either the scheme dies or is reorganized. If it is
 
reorganized it will run as many time periods as there are members, thus
 
each cycle there may either be fewer or more members than the previous
 
cycle.
 

These mutual credit associations known as ke in parts of Asia
 
and as esusu in parts of West Africa appear to many to have an important
 
potential role in improving the credit systems available to small farmers.
 
The potential of such informal credit institution& depends a great deal
 
on how they are organized and how extensively they are found in any
 
given country. They appear to be extremely common in Taiwan and Korea,
 
for example, being found in every village with virtually every villege
 
member participating in one or more mutual credit associations. They are
 
much less widely found - or possibly very poorly reported - in tropical
 
Africa but, nevertheless, are conspicuous in West Africa from Sierra Leone
 
to Cameroon as well as in Ethiopia. They are very little reported in
 
eastern tropical Africa outside of Ethiopia although they are known to
 
exist here and there. For Latin America we have little detailed information
 
on them except in the Dominican Republic although they are known to exist
 
at least in Trinidad, Brazil and Guatemala.9/
 

Whether the working rules by which these mutual savings associations
 
are organized vary enough to significantly affect their potential role Is
 
not clear. In theory they could be an extremely important device not only
 
for channelling savings from savers to investors but as a means of
 
increasing the rate of savings. The social contact involved makes the act
 
of saving much more pleasant than solitary saving would be and there is a
 
good reason to think that the discipline provided by the group causes
 
participants to save more than they would have saved had they not
 
participated. On the other hand, whether the amounts mobilized by the
 
process are used productively or, in tie limiting case, all dissipated in
 
a wild party held in the hours immediately following receipt of th total
 
deposit depends on many factors. Among the Ibo of eastern Nigeria there is
 
said to be a great stigma attached to usirg the proceeds from the mutual
 
credit association for anything but productive purposes, but a far more
 
widely encountered stereotype is that participants in such associations in
 
Africa, at least, tend to spend most of the funds they receive in hosting
 
parties for other members of the group and friends.
 

9/ It is well possible that mutual credit associations are vastly
 

underreported in these areas. One of the participants at the
 

Costa Rica workshop had encountered them in Bolivia, Peru and
 
Colombia although they are not reported in the literature on these
 
countries.
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The Ratio of Institutional Credit to Agricultural Output
 

It appears that the ratio of institutional credit to the value of
 
agricultural output i significantly higher in Latin America than in
 

As'a or Africa. Although we have little trcstworthy quantitative dai
on this - and no datA at all for a number of countries in all three
 
continents - the value of institutional credit received by farmers appears
 

to be as high as 10 or 15 per cent of agricultural output in Gome of
 
the countries of Latin America while in most of Afima and Asia it is
 
probably commonly two to three per cent and rarely more than five per cent.
 

Part of the explanation for this may be the fact that much more of
 
total governmental development expenditures appear to have been funneled
 
into credit programs in Latin America. For example, of total AID
 

assistance to developing countries through agricultural credit programs
 
between 1950 and 1972, $ 425,110,000, or 64 per cent of the total has
 
gone to Latin America,l0/ the remaining 36 per cent being divided between
 
Africa and Asia.
 

The Role of New Technologies
 

A hotly debated issue at all of the Spring Review workshops was
 
the question of whether small farmers can make profitable use of
 
additional credit without simultaneously receiving more productive
 

technologies. It appears that this may be the case for a good deal of
 
Latin America ,'dAsia, but it clearly is not for some areas of those
 
c3ntinents and for the bulk of tropical Africa. A notable exception in
 

Asia is the Mekong Delta where most farmers presently could expand the
 
acreages they cultivate if they had additional capital for needed increments
 

of labor and other inputs. It was strongly argued at all of the
 
Spring Review workshop;s in Africa that the Mekong Delta situation is
 
the typical case of small farmers in tropical Africa.
 

Supervised Credit
 

Supervised credit programs, programs in which technical assistance
 
io provided with credit, are found principally in Latin America. E. B. Rice
 

notes that of 41 country agricultural programs he surveyed, 77 per cent of
 
those with supervised credit schemes were in Latin America and the
 
remaining 23 per cent in Africa or the Middle East, none being reported
 
fcr South or East Asia, a phenomenon which appears to be partly explained
 

by the distribution of U.S.A.I.D. personnel with Farmers' Home
 
Administration background. U1/
 

10/ E. B. Rice, "History of A.I.D. Programs in Agricultural Credit,"
 

A.I.D. Spring Review of Small Farmer Credit, Analytical Papers,
 
Draft, February, 1973, p.4. 

11/ E. B. Rice, ibid., pp. 14 and 15.
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Role of the Private Sector in Lending
 

There appear to be notable differences in th'e extent to which
 
institutional credit extended to small farmers comes through the private
 
sector. Almost no use is made of the private sector in extending credit
 
to small farmers in tropical Africa partly because there are few branches
 
of private banks in rural areas, but beyond that because banks are
 
extremely reluctant to lend -to small farmers since their land usually
 
cannot be t-,"d as collateral, as was noted earlier in discussion of land
 
tenure systems. In Latin America and Asia, most countries appear to
 
have a somewhat better developed network of rural banks, but the private
 
sector is dramatically more important only in the Phillippines and
 

South Vietnam,12/ where private rural banks are of considerable importance,
 
and in Malaysia where merchants in the private sector have been used as
 
a vehicle for delivering credit to farmers in the Muda irrigation project.
 

Interest Rate Policy
 

Interest rates charged to small farmers as borrowers and paid to
 
them as savers are relatively low everywhere, being typically less than
 
10 per cent per year and far below the rate of return on capital, except
 
in South Vietnam, wnere small farmers are charged 26 per cent for loans
 
extended to vhem and are paid as much as 17 per cent on their savings.
 

Loans for Consumption
 

The only ongoing program for providing small farmers loans without
 
specifying whether the funds are to be used for production or consumption
 
mentioned in either the country papers or the Spring Review vYrkshops,
 
is the Prets de Soudure program of the Ivory Coast.13/ There was however
 
enough discussion of the desirability of making this sort of loan to'
 
small farmers at the workshops in Costa Rica and Bangladesh, at least,
 
that other programs may be initiated in the near future.
 

Apparent Reasons for High Default Rates
 

Collectively, the country papers and the Spring Review workshop
 
discussions provide a large vatiety of reasons for high default rates and
 
clearly this is a complex phenomenon, but there bre some interesting
 
differences in the reasons given in various countries. In the Latin American
 
and Asian workshops it was frequently noted that default rates were high
 
among small farmers in part because small farmers lernii bad habits from
 
the larger farmers. Large farmers, because of their greater (and often
 
considerable) economic and political power, are frequently able to make
 
arrangements to prevent being prosecuted for defaulting.
 

12/ 	 For a brief deLcription of private rural banks in thtese two countries
 
see my "Notes on Developing Small Farmer Credit Institutions in
 
Third World Countries" also in this volume.
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This connection between the behavior of large and small farmers was not
prominent in discussion of default rates at the African workshops

largely because the size differences between large and small farmers are
much less pronounced particularly in tropical Africa than Latin America
 
and Asia. 
In Latin America, farmers with very large resources - e.g.

land holdings of over 100 hectares 
- coexist with farmers who commonly
have access to less than three hectares. There is 
no such sharp dichotomy

in tropical Africa, where even the lar-est farmers usually have access
 
to only a few hectares.
 

Another distinction related to default rates which separates
tropical Africa from Latin America and Asia is the role of technology

and marketing. 
As was noted earlier, lack of technology rarely seems
 
to be a major cause of delault in tropical Africa whereas in parts of
 
Latin America and Asia it may be. Inadequacy of marketing was commonly

listed as 
a serious problem in Latin America and Asia at the workshops

there, but tended to be given little attention at the African workshops.

Part of the reason for this may be that in a number of tropical African

countries many of the more profitable crops grown by small farmers are
marketed through marketing boards, institutions which are usually

statutory monopolies that buy the farmer's crops directly or 
through

licensed agents and control the price he receives. Similar marketing

arrangements are found for some commodities in the 
former British colonies

in Asia - e.g., in Bangladesh and Burma 
- but are little found in
 
Latin America.
 

A reason for high default rates which was emphasized at the

workshops in Africa and Bangladesh, but not elsewhere, is 
a feeling

among small farmers that over the years the government had promised

far more than it had delivered, therefore they were justified in not
paying back loans associatedwith governmental agencies. 
It is not

surprising to find this problem receivtig special Gmphasis in newly

independent countries considering that the struggle for independence can
 
easily raise expectations considerahly above levels of achievement that
 
can be reasonably expected from the government of 
a developing country,

but there may well be other explanations.
 

The final regional distinction in causes of high default rates is
the influence of naturai calamities such as drought, floods, and typhoons.

In Bangladesh and Indi2 natural calamities are given heavy emphasis as

the explanation for high default rates, the representatives of those
 
countries arguing at the Spring Review workshops that crop yields 
are

reduced by natural calamities a majority of the time. 
Clearly there are
 areas 
in all three continents where the same would be true, but this
 
appears to be more widely a problem with credit programs in Asia than
 
elsewhere.
 

13/ See The Staff 4 BNDA, "Banque National pour le Diveloppement

Agricole: Prets de Soudure," A.I.D. Spring Review of Small Farmer
 
Credit, Country Papers, Vol. VI, 
No. SR 106, February, 1973.
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SUMMARY AND IMPLICATIONS FOR ACTION AGENCIES
 

This paper looks at apparent differences in small farmer credit
 
among continents in the Third World and in some cases between clusters
 
of countries and groups of areas or zones within countries.
 

The paper first takes up similarities in the characteristics
 
of small farm agriculture and small farmer credit, then turns to
 
differences. In discussion of differences, the paper employs a classification
 
which allows differentiation of farmers - whether called small, marginal,
 
poor, or whatever - according to the decision-making context in which
 
they operate. The paper argues that understanding the differences in the
 
decision-making context of farmcrs is critical in fashioning effective
 
policies for extending credit to small farmers.
 

The categories of decision-making situations facing farmers that
 
are used in the paper are the following:
 

1) Chronic low-level of living
 
2) Weak cowmitment to agriculture
 

3) Insecurity of land tenure
 

4) Labor dependency
 
5) Capita. dependency
 

The paper concludes that there are large differences in the
 
decision-making context in which farmers in developing co.ntries operate.
 
Greatest attention is given to differences in the level of living that
 
are related to access to land and unfavorable weather; to differences in
 
the non-agricultural or off-farm income-earning opportunities open to
 
farmers as manifested particularly by labor migration; to differences
 
in land tenure systems; and to differences in farmers as users of labor
 
and capital.
 

Differences in small farmer credit programs in developing countries
 
are discussed in terms of the ratio of available institutional credit to
 
the value of agricultural output; the role of technology in credit
 
programs; supervised credit; the use of the private sector in lending;
 
intert rate policies; loans for consumption; and reasons for high default
 
ratesi
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Role of Credit in the Economic Development
 
of Small Farm Agriculturea/
 

C. B. Bakery/ 

Most small farm credit programs are narrow in terms
 
of small farmer concerns and broad in terms of
 
national concerns. By confining loans to Production
 
uses they invite rejection or misuse by the small
 
farmer. 
Made to carry wider infrastructure reform
 
they are limited in outreach and permanence because 
of excessive cost and incompatibility: cultural,
 
institutional or both. 
It is essential, therefore,
 
to review the scope, content and conduct of SFCPs
 
in terms of the role of credit in the economic
 
development of small farm agriculture.
 

Agriculture is the dominant sector of virtually all less developed

economies. Small farms dominate the agriculture of those economies,
though highly commercialized large farms also may exist, often centered
 
on 	export crops. Thus the contributions and responses of agriculture
in generaL, and small farm egriculture in particular, are matters of
 
considerable concern to policy makers of less developed countries and
 
of associated donor agencies in developed countries. Especially rele
vant are the centributions and responses of small farms to economic
 
growth and development of less developed countries. 
Many observers
 
find their contributions to be slight and their responses to be slow.
 

The country papers of the Spring Review generally support the

Schultzian hypothesis [Schultz, 1964] that the small farmer responds to
 
his opportunities with considerable economic rationality. 
At the same

time, many reports suggest that small farmers fail to respond to tech
nical opportunities in production that promise 
high economic rewards. 
The frequent use of small farm credit programs (SFCP) implies that many
political leaders 
believe small farmers would innovate more readily but 
for lack of capital. The logic is simple: 
 reduce the rate of interest
 
paid by the small farmer and thus increase the range of admissible tech
nolog-es ne can incorporate in his production organization.
 

However, the results in general are less than satisfactory. The low
 
interest rates tend to divert limited loan funds of the SFCP to large

farmers who are attracted by the low interest rates. Default rates fre
quently are high with large farmers often defaulting at relatively high

rates. And the effect 
 of the SFCP on technical change is often negli
gible. Nor is there much other measurable effect on small farm develop
ment. 
What accounts for such widespread failure in SFCPs?
 

2a 
alytical paper for the Spring Review of Small Farm Credit Programs,

AID, Washington 
D. 	C., 1973.
 

b 	 Professor of Agricultural Economics, University of Illinois, Urbana-
Champaign. Thanks are due to my colleagues, Professor R. W. Herdt and 
Mr. Vinay Bhargava for reviewing an earlier draft of this paper.
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Some search for explanation in the delivery system for th-3 SFCP.
 

The country papers reveal no strong consensus of either success or fail

ure for a given delivery system. There are instances of success with
 

cooperatives [Korea, Morrow et al; Taiwan, Adams et all, often aided by
 

considerable government support and direction. Yet there are many in

stances of disappointments too in cooperative systems [India, Shah;
 

Thailand, Ingle]. Some find that the small farmer does not respect the
 

cooperative l.ender. Others observe that cooperatives are subject to 

control by large farmers. Unwieldy bureaucracy often is reported. Etc. 

Constraining commercial banks to make agricultural loans also has 

yielded mixed results [India, Sen; Philippines, Sacay]. Specialized
 

agricultural development banks, with varied retail systems, are common
 

to many SFCPs, though the specifications on Bank role and functions 

vary widely. Few if any have yet been able to operate without direct 
dependence upon the public sector for funds to loan to small farmers.
 

Evidence in country papers suggests that the small farmer often regards
 
the agency of the agvcicltural development bank as another government
 

agency to be foiled if the occasion permits. And in the administration
 

of the SFCP, the occasion often does permit--in the form of default, 
and in the "misuse" of borrowed funds. 

However, the country papers and workshops would support a more 

general explanation for disappointing results from SFCPs: failure to
 

appreciate the role of credit in the economic development of small farms
 

and the dependence of economic development cn other infrastructure re

form. In the absence of reliable input and product markets, transporta
tion and communication systems, and a reasonable flow of dependable 

information, no SFCP is likely to be wholly or perhaps even tolerably 
satisfactory. Mreover, the evidence is increasingly clear that the
 

S1.UP may be peculiarly inappropriate as a vehicle for wider infra

structure reform. The "credit in a package" programs have often failed.
 

The costs exceed tolerance levels of local governments and hence break
 

the "credit" program. The concept of integrated programs may be cultur
ally rejected [Vietnam, Barton]. A complex delivery system often is so 

bureaucratized as to be rejected by the small farmers themselves. Small 
farmer credit may be successful as a small coponent in some other 
infrastructure reform (for example, input marketing), given proper con

ditions. It seldom is successful as the principal carrier of wider
 
infrastructure reform.
 

It seems more likely, therefore, that small farm credit programs have 

failed, relative to expectations, largely because of a misccnception of 

the role of credit in the economic development of small farms and, more 

generally, small farm agriculture. The principal objective of this paper 

is to explain this contention and to develop the associated policy impli

cations. I shall organize my remarks around (1) the financial behavior 

of tne small farmer, (2) the financial environment of the small farmer 

(a) without a SFCP and (b) with a SFCP, (3) issues to be resolved in
 

formulating a SFCP and (4) suggestions on desirable properties of a SFCP.
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Financial Behavior of the Small Farmer
 

Financial behavior is a part of economic behavior which otherwise
 
consists of choosing and managing alternatives in producticn, marketing,
 
and consumption [Hopkin et al, 1973]. Financial management interacts
 
with other economic behavior. The interaction is especially significant
 
for the small farmer. He must solve problems of cash flow and risk
 
management without large flows of cash. He may be onaLy marginally 
oriented to the market. The cash flow problems arise from seasonal 
deficits and surpluses inherent in the biological characteristics of 
farming. In addition to predicted deficits he must consider unpredicted 
failures in growing conditions, disease, markets, health, etc. Risks
 
ar generated by the biology of farming, by uncertain markets and by 
household events. Despite a low volume of cash flow he must find a 
basis in reserves with which to meet both the predicted deficits and the 
unpredicted adversities. Without insurance he must find the reserves
 
in his own small organization. 

Requirements of the household cannot be ignored in the organization
 
of the small farm [De.ai, 1963]. To the degree that the small farmer is
 
a subsistence farmer, crop inventories to meet food requirements of the
 
household are as important as cash flow requirements to meet operating
 
expenses of the firm. The subsistence character of small farms enforces
 
the need to incorporate consumption with production requirements in any
 
serious consideration of economic behavior in general and financial
 
behavior in particular.
 

In producing, marketing and consuming, the small farmer incurs lia
bilities, as do large farmers. But limited net worth and restricted
 
sources of repayment, owing to small volumes of cash flows, limit the
 
small farmer's credit access to high cost lenders. These "informal"
 
lenders ordinarily operate with local resources and in a highly local
ized financial -arket. These limitations have profound consequences 
for the small farmer in terms of choices in production and marketing, 
as wel. as consumption. They also accounc for some of the outstanding 
characteristics of financial organizations commonly found and reported 
in the country papers, as will be developed more fully below. 

Financing production 

The small farmer's dependence on high cost informal lending has a 
severe direct effect on production choices. Other than for loans from 
friends and relatives, the small farmer pays the moneylender an interest 
rate that may range from 50 percent to 100 percent and more per year. 
Such rates imnose minimum requirements in rates of return that simply 
exclude too many alternatives that otherwise would be economically use
ful for him as well as for the economy of his country. Even important 
improvements in technology mety fail to generate payoffs that reach the 
50 percent to 100 percent levels! 
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Other terms of loans from the moneylender constrain the small farmer 

.inmaking capit-l investments (for example, land improvements, bullocks,
 
moneylender is ill-equipped and unintertillage equipment, etc.). The 

for much of the
ested in making loans over a period of time that allows 


farmer income to serve as the basis for repaying the
increase in simalL 
Credit access that is limited to high cost lenders with ill-adapted
loon. 


rates of interest severely restricts the terms of repayment and very high 

small farmer's response to production -lternatives that otherwise might 
is the production

be rewarding to him and to the general economy. This 
SFCPs are justified. Limiting the operabasis on which many if not most 

tional scope of the SFCP to this basis, however, may and apparently 
does
 

often jeopardize the zuccess; of the program.
 

Financin, marketing
 

Large seasona-l variations in product prices are commonly observed 
in
 

less developed c utries. These variations comrise one of the more 

of the small farmer's economic environment. But
visible characteristics 

including a repayment commitment to
his requirements in cash flow, often 

the chance to gain from seasonal price appre
the .monycuer,deny him 

to repay at harvest.
ciation. The money2lendor requires the small farmer 

He may even commit the small farmer to repay in kind. Thus the money
price

lender may acquire a crop inventory with which to gain in seasonal 

exacted from the


appreciation in addition to the high rate of interest 
risk of default by controlling the

small farmer. H, also reduces the 


smal farmer's marketing.
 

Input marketing poses especially serious problems for the small 

oriented to the market, his cash purchases may be
farimer. Marginally 
few and small. But they are demanding nonetheless because of his limited 

liquid resources. M'any small farmers apparently are supplied in kind by 
The


the moneylender to whom they become obligated, as already described. 

farmer may be and often is forced to use his and his family's 
labor


small 
the high of borrowing,as an important source of cash flow. Given cost 

he may withhold labor commitment in his own operation, in favor of work

ing elsewhere to generate added liquidity.
 

Financing consumption
 

In the organization of the small farm it is difficult and 
perhaps
 

unrewarding to separate the household from the firm--consumption, 
as
 

commonly understood, from oroduction. Input requirements for the house

hold are just as demanding as are input requirements for the 
firm. Here
 

too there are not only the predictable deficits and surpluses 
already
 

noted, but also unpredicted events. Weddings, funerals and other cere

monies, so abhorred in statements outlining the SFCPs, are 
nonetheless
 

as viewed by the small farmer [Thailand, Ingle].
very real requirements 


If the SFCP does not allow for them, the small farmer is 
left to meet
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these requirements elsewhere. This means the use of the informal lender
 
or holding reserves at high cost for such contingencies. It is sub
-itted that this airgument supports the inclusion of consumotion within 

the scope of SFCPs. 

Reserves minagement 

W, already have rcefrred to liquidity and to reserves, and to how 
they affect and are affect-e by the financial behavior of the small 
farmer. We mean by liquidity the ability to generate cash, and by re
serves, those assets held princiDally for this purpose: cash, cash sub
stitutes, and other assets, insofar as they can be converted to cash. 
Lack of market infrastructure restricts the latter, except at exchange 
costs that are so hi, )Is to :.ae the conversion options virtua].ly pro
hibitive for many hys-ical assets of the small farmer. In developed 
economies, insurance can serve as a useful reserve for some purposes. 
But ins-urance aginst most i.portant risks is seldom available to the 
smal farmer in less developed courtries. 

Therefore, cash plus gold, jewelry and other items readily accepted
in a given society as cu.n suntitutes, are cormonly found on smal 

farms, as reported in the country papers,. In fact, Goldsmith r1969] has 
found among econ,-m units thrt the lower the level of income and value 
of assets, the hiarr the percnt of all ascets that are liquid. These 
f.-ndi. ,s can be accounted for in the high liquidity value the small 
farmer ascribes to th-em. jiss'ted in other forms of liquidity, he simply 
has no alternati:e than to arovid,_ himself with such reserves. At the 
same time, w7 must recognize the high cost at which they are held. The 
opportunity cost of holdin hie as reser.es is the poten*hially hig-h 
returns they would earn if cormitted in r)roduction ant marketinF, alterna
tives. 

it is Lmortant, finally, to recognize the role played by credit in 
reserves management. To do so requires that we use a concept of credit 
that may differ (or seem to differ) from the concept used elsewhere in 
the Spring Review. Here we conceive of credit .s an asset, possessed by 
the smini farmer, not a fund borrowed from a lender. We refer to the 
latter sinmply as a loan. in fact, the basic borrowing transaction is an 
exchange by the small farmer of credit for a loan. The evidence of the 
transaction is the debt instrunient, if any, used to formalize the obli
gation of the small farmer. We already have dis.cussed the use of credit 
to acquire Loans. We turn now to the use of credit in reserves manage
ment.
 

The mechanics are simple enough. Credit is used as a reserve by
 
simply not using it for borrowing. In Appendix I (see 1ig. lb), we de

scribe a value relationship for reserved credit that accords with the law 
of diminishing returns. In this simple sense, credit can serve as a cash 
substitute, just as can gold, jewelry or other cash substitutes. In 
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fact, cash itself can be valued in reserve, as indicated in Fig. la. 
 The
base value for cash is the face value of money. To this is added the
liquidity value, an amount that decreases as 
cash reserves increase (read
right to left in Fig. la). The liquidity value of cash is linked to the
rate of interest on loans that can be obtained with credit which, other
wise reserved, serves as a cash substitute. The reserve value of credittoo diminishes with increases in amount reserved (read right to left in
 
Fig. lb).
 

We recognize, of course, that hoards of gold, jewelry, etc. may servepurposes other than reserves [Gillette, et al]. They may produce esthetic

values as well. 
we clso recognize that credit may not satisfy those purposes. However, we might also note that some individuals gain consider
able satisfaction from a "good credit rating." To constitute a reserve,the credit must be perceived as predictable and permanent. 
For the small
farmer in a less developed country, virtually the only credit that meets 
these criteria is moneylender credit.
 

The value of credit in reserve can be seen in 
several country papers.
For example, the farmer Indiasmall in is reported willing to use the"exotic" SFCP to finance modern inputs if in doing so doeshe not reducehis capacity to borrow from informal sources [IndLa, Schluter]. Clearly,he values the latter more highly than the former as a reserve, lie pcrceives the moneylender as a permanent and reliable source, available to
finance consumption expenses as well as production expenses. In contrast, the SFCP credit, though lower in current borrowing costs, is per
ceived as more likely to be temporary. 
It also is less flexible as a
reserve, owing to its scope being confined to production. In any event,

the small farmer feels that he cannot "afford" to jeopardize his line of
 
credit with the moneylender, by using the SFCP agency.
 

The Financial Environment of the 
Small Farmer Without SFCP 

It is difficult to generalize in much detail on the financial en
vironment of the small farmer in less developed countries. In most of
the African countries, national money markets with much sophistication

have yet t'j be aeveloped. In contrast, India and other Asian countries

have long histories of well defined and highly differentiated financial

intermediation and financial marketing. 
The countries of South America
 
appear more mixed. 
However, in all less developed countries the financial markets appear to have failed massively in developing loan sources

available to the small farmer at interest rates between those charged by
commercial banks, at the one extreme (i.e., 6-12 percent) and by informal
lenders, at the other extreme (i.e., 
50-100 percent and more).
 

In fact, the gap is wider still, considering other terms of loans

that differentiate institutional from informal lenders. 
The result is 
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a "fragmented" financial environment [McKinnon, 1973], one that generates 
opportunities in financial maagement that vary for the small farmer from 
one location to another, The financial market relevant to a given small 
farmer i. an ext.rmely oceal one. The "fragments" remain unconnectedwithin a :,ore general maret network. That is, financial markets have 

failed to dervelop that would provide competition for the moneylender, or 
suVffiCient arbitrage opportunities to reduce market imperfections between 
bc-rcwer and lender. 

Restricted commitment of cash and cash substitutes 

We already have identified the effects of this kind of environment 
on the financial behavior of the sm' ll farmer. What arv. the effects 
more Cenerally on hi.; economic performance? 

In Appenri': 1, we provide ! technical demonstration c' the effect 
of reserves maLnagement on production, marketing -and consuimuption choices. 
[See also B"-er, 1978.] T 1 eD? -ays that any commitment of cash to 
one or more of these purposes (columns; headed "use cash") must promise 
the smell farmer a return that exceeds the value of the cash in reserve. 
The:se values are sho;n in the "(ross Margin" roi*; (that is, the objective
function of the deci:ion model) of the tabie. Mutiple valses are sug

gestedi for diffe-ent reservation ]evels, to conform to the assumwption 
thrat liquidity values ef cash diminish as the amount of cash reserved 
increases. Table la does not include specifications that show profits 
from using cash in preduction or marketing, or how cash is used to meet 
consumption requireimnts. These specificatiors would be shown in co
efficients in added rows in the "use cash" coluTmns. But the logic is 
oinple: profits from using cash _or production and marhketing wou.ld have 
Uo eceed the v3luc of reserved] cash. And the cash consumption require
ments would be met at a cost that includes the liquidity value of cash. 

In the same manner, credit use for production, marketing or con
sunption is subject to liquidi~j values of credit. The logic of this 
kind of allocation is demonstrated in Table lb. [See also Vandeputte
 
and Baker, 1971.] The table is complicated by the fact that the use of 
credit to borrow produces cash, not profits. The cash, in turn, is sub
ject to use in production, marketing or consumption, or reserved as 
shown in Table la. Borrowing also generates a debt that must be managed 
and an interest ezoense that must be met. Otherwise, the logic is 
exactly the same as for cash. 

We show the liquidity value of credit at the moneylender to exceed
 
the liquidity value of credit at the SFCP. This differentiation is, of
 
course, only an assumption. However, it is plausible and supported by
 
[India, Schluter] because cf restrictions often imposed on the use of
 
proceeds from SFCP loans. Making the proceeds more generally available
 
would raise the liquidity value of SFCP credit. On the other hand, the
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has the general effect
much lower rate of interest assumed for SFCP loans 

of reducing the total "opportunity cost" of using SFCP 2oans to finance 

production and marketing activities of the small farm. 

Restricted economic groi-rh 

In Appendix 2, we Provide in Equation (2) the logical relaticnship
 

of borrowing and economic growth of the firm [Baker and Jopkin, 1969].
 

Gromth is measured in net worth and does not necessarily 
imply increase
 

in land size of the farm. Specifically, Equation (2) reveals that if
 

the rate earned on debt-financed assets exceeds the rate 
paid on the
 

Let the
 
debt, borrowing accelerates the economic growth rate 

of the firm. 

rate earned on assets be 1! percent, the rate paid on debt, 12 percent 

per year. If the rate of consumption is 25 percent, the rate of 
growrth 

.015L + .105, w:here L (leverage) is the ratio of debt 
to not worth.
 

is 

= is thus 10.5 percent. For
 

The grow¢th rate of a debt-free farmer (L 0) 
assets (L = 1), the growth 

a farmer who finances half the value of' his 

= 1/3),


rate is 12 Percent. if debt is a fourth the value of assets (L 


If debt is three-fourths the value of
 the rc..;rth rate is L rereent. 

clLnbs to 15 percent. Borrowing in

a"ssets (L ), the grothh rate 
if the rate earned on assets exceeds the rate
 

creases the growth rate 


paid on debt.
 

dampened by the

Equation (2) also reveals that the grorth rate is 

rate at which income is spent for cons=.uption. In the simpllcity of 

this crude relationship, the rates of earning, interest, 
and conswnp

are likely to
 
tion are taken as constants. in fact, all three rates 

change with increases in borrowing that produces economic growth. The 

rate of earning is likely to fall after the more 
p-oductive alternatives
 

The rate of interest may i-creL.se as the borrower
 have been financed. 

lie rate of consump

absorbs more and more of his borrowing capacit. 


tion is more questionable. For large farmers, we suppose the percent
 

income and assets inof incomne spent for consun,ption to decrease as 


For small farmers breaking out of subsistence agriculture, 
the
 

crease. 

It may depend to a considerable degree on the
clear. 


effect of growth on liquidity. But even if consumption increases, is
 

it is consistent with the general growth
 

answer is not so 


this not a desirable result? 


and development objective of increasing the small 
farmer's participa-


The problem is to restrain any such intion in the market economy. 


crease within bounds so that the added consumption 
does not stifle
 

economic growth and jeopardize repayment. Given proper incentives,
 

perhaps the economiic rationality of the 
small farmer can be relied upon.
 

Credit in risk management
 

Why does the farmer, especially the small farmer, not 
borrow what

ever he can, driving L to as large a value as he can 
manage in terms of
 

debt repayment? The law of diminishing returns may limit the opportuni

ties to finance ventures where an earnings rate on 
assets exceeds the
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rate paid on debt, especially if the latter is high. Probably more im

portant to the small fariner, though, is the effect of borrowing on his
 

financial position, especially his vulnerability to risks. Contrast
 

two farm situations with equal net worth. In I, assets are valued at 

,l00, debt at $10. In II, assets are valued at $200, debt at $110.
 

Let asset prices drop by 10 percent. In I, the percentage change in
 

net worth is 10/90 (= 11 percent). In II, the percentage change in net
 

worth is 20/90 (= 22 percent). The danmage to the proprietor's claim on
 

assets of the firm is increased by the amount of debt. This simple
 

fact is recognized by both borrower and lender. The :,ender uses rules
 

of thumb to as2ure safety margins for loans. The borrower protects his
 

credit by placing increasing reservation prices on it. (See Fig. lb,
 

Appendix 1.)
 

Analogous risks are added in terms of cash flow. (SeL Fig. la,
 

Apendix 1.) Debt generates an obligation that is fixed in time and
 

money (or kind), regardless of the economic outcome from the financed
 

outlay. Therefore, any gain in expected net cash flow is subject to an
 

increased variation in the net when debt management commitments are
 

taken into account. A variation may be positive as well as negative.
 

But the adverse effects of negative variation are likely to claim the
 

attention of the small farmer.
 

in ;Tu~nry, the farmer values his ability to borrow, since such 

capacity generates a source of liquidity. This point is especially im

portant for the sis ll farmer, owing to the relatively few sources of 

liquidity availble to him. Hence it is not surprising to find him 

averse to borrowing. The "opportnity cost" of using his borrowing 

capacity can be very high. in the absence of reliable institutional 

sources for loans, the only credit available for reserves management is
 

moneylender credit. The hig1 cost of borrowing from the moneylender
 

imposes at once a high reservation price on all forms of liquidity. It
 

restrains him not only from borrowing, but also from committing cash
 

and cash substitutes to his farm unit, owing to high reservation prices
 

on his reserves.
 

The Financial Environment of the 
Small Farmer with SFCP
 

How does the SFCP modify the financial environment of the small
 

farmer? The answer depends, of course, upon properties of the SFCP. At
 

a minimum, it offers an added source of loans. Under provisions of vir

tually all SFCPs, the loans are available at an interest rate that is
 

nearly negligible, when compared with rates paid to the moneylender.
 

However, the interest rate is not the only basis for comparing the new
 

source with the moneylender. The small farmer must consider the timeli

ness of delivery of loans from the new source. The country papers re

port quick delivery to be a substantial advantage of loans from the
 

moneylender. There is the formality and "red tape" of applying to the
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SFCP agency. Again, the moneylender has real advantages with his informal
 
but effective control of information (and perhaps marketing as well, as
 

suggested above). The SFCP agency typically is staffed by personnel from
 

outside the village of the small farmer, and perhaps for only a part of
 

the year. The need for greater formality is clear. But it adds to the
 

small farmer's "cost" in using the new source. 

If the SFCP P charged with other infrastructural reform, the small 

farmer is confronted with added difficulties. For example, technical 
education may be added to the SFCP. Further, loans to the small farmer 

may be contingent on technical performance. If the small farmer must 

conform to farm plans consistent with the educational program, he must 
evaluate the content of the educational component of SFCP as well as the 
credit component. The evaluation must, of course, be done in the small 
farmer's frame ol reference. We have suggested elements of this above. 

Some SFCPs contain elements of marketing as well. A common example 
is to disburse loans in terms of improved seeds and fertilizer, on the 

input side. Less common, perhaps unfortunately, is an assurance of mar
ket outlet on the product side. Again, such provisions confront the 
small. farmer with the need to compare these "parts of the package" with 
comparable facilities he has been accustomed to using. And again, the 

timeliness and reliability of delivery is essential. 

Should the small- farmer be uncertain as to the performance charac
teristics of the SFCP in these components as well as in lending, the out

come of the comparison may not always favor the new SFCP. There is ample 
evidence that many SFCPs do not perform well when they contain these non
credit components. Hence it is easy to see why the small farmer may 

remain skeptical of net benefits from the SFCP. It is also relevant to 
note that if the SFCP agency requires specified production and marketing 

performance, the agency must administer a monitoring system, to prevent 
a "misuse" of funds. The diversion of production loans for consumption 
purposes occurs frequently in reports of the country papers. The SFCP 

is likely to be more formal in nonitoring activities than is the money
lender. Indeed, the moneylender may be iunconcerned about such diver
sions if they don't jeopardize the safety of the loan. In any event, 
the "cost" of the SFCP loans, as seen by the small farmer, may be 
effectively higher than is appreciated by SFCP personnel. 

But the most serious "cost" is more subtle. If use of SFCP loans 
is confined to production, the utility of SFCP credit in reserves
 
management is distinctly limited. For reserves management, the credit
 
must be more versatile, given the intimate economic relation of house

hold to firm in the case of the small farmer. Also, if the small farmer 
perceives the SFCP to be culturally i.ll-adapted, he will view it as tem

porary and therefore valueless to him as a reserve. Two results follow, 
both exceedingly damaging. (1) He may consider default to be an accept

able behavior. He will "get his" while the SFCP is there. He will 
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return to the moneylonder after the SFCP has departed. (2) He may con
sider the temporary advantages gained in the new program to be out
weighed by damage done to his line of credit with the moneylender. Money
lender credit is permanent and versatile, however costly it may be to 
borrow from the moneylender. SFCP credit is fleeting and questionable,
however rewarding it may be in the short run to borrow from the SFCP
 
lending agency. Hence he may, understandably, ignore the SFCP until its
 
permanence is demonstrated to his own satisfaction.
 

Issues to be Resolved in Formulating a SFCP 

Default management 

Default consists of failure of borrowers to conform to contractual 
obligations. Default is not the sole criterion by which success of the
 
program is to be judged. To reduce default to within an acceptable
 
tolerance is a necessary condition for program success. It is not a
 
sufficient condition. 
Default can arise from a conscious choice of the
 
borrower or from a misunderstanding of his contractual obligations. He
 
may choose not to repay because he rejects the program and hence does
 
not expect to participate in the future. 
He also may default because he
 
expects that the programn will not be cc:&tinued. The latter reason is
 
plausible when the program contains "exotic" features likely to cause
 
the program to be culturally rejected.
 

Default also can arise from factors external to the client (weather,

prices, illness,...). 
 Should default from these sources be dismissed?
 
There are ahtractive features in the concept of converting loans into un
income transfer [Long]. Given proper client selection, there may be real 
merit in providing income transfers, especially those that materialize 
from factors over which the borrower has no control. For clients rescued
 
from the lowest income class(es) a strong case likely could be made on
 
equity grounds if not on efficiency grounds as well. However, there are 
two problems in this concept. (1) Large defaults can jeopardize the 
continuation of any program that has progressed beyond pilot stage.a 
The country reports supply plenty of evidence that. the suspicion of
 
default generates still further default. 
(2) To forgive indebtedness
 
once contracted may seriously damage any educational program to develop

skills in financial management. External factors that generate default
 
by some borrowers do not do so for others. Financial skills are likely 
to be wanting among small farmers. An important financial skill is the 
honoring of debt obligations.
 

There seems little doubt that SFCP lending is subject to greater

risks of default from external cau.ses. The safety margins are much less 
than required by commercial lenders. Hence the SFCP must be prepared to 
accept default rates that exceed those experienced by commercial lenders. 
Still, to allow "easy default," without penalty is to reduce the value of 
the SFCP in terms of financial education. Perhaps the premium required
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of the small farmer borrower (see below) can be used. They provide a re
serve fund that can be used to reduce default. They might also be used 
to reward good performance in the face of adversity. 

Program outreach
 

Insofar as the SFCP remains an "experiment" supported from foreign
 
sources, program outreach may remain an issue of small concern to the
 
host country. But what if the donor support terminates? And what is
 
required if the SFCP does expand beyond the fractional scope that now
 
characterizes virtually all SFCPs? For permanence, an enlarged SFCP 
must eventually be rooted in the general credit programs and financial
 
markets of the host country. The program must therefore be scaled to a 
scope that does not exceed the commitments that can be supported by the 
host country. To include the wide range of infrastructure reform now 
common requires public coimmitments so large as to raise serious feasi
bility questions, especially if the program expands beyond the "pilot 
stage" characteristic of current programs. 

The interesting program in Ivory Coast ["Prets de Soudure"] has yet 
to reach a large fraction of small farmers. Yet it does promise to be a
 
lasting program, and to contain within it the capacity to draw resources
 
that would make sustained expansion possible. With all the success won 
in the CADU progrmn in Ethiopia [Ethiopia, HoLrberg], the final success 
of the program seems much in the balance, owing to its cultural dispari
ties, as well as secondary effects and high cost [Ethiopia, Cohen]. Re
jection of program can be signaled by refusal to participate as well as
 
by default among participators.
 

Progress of small farmers 

Few SFCPs provide evidence of movement of small farmers up the 
"economic scale"--especially to become eligible for commercial loans. 
Those who default leave the program, often bec;ause repayment is a con
dition to new borrowing. Others stay in the program as long as it is 
available. Only rarely do the papers suggest that appreciable numbers 
have been so helped by credit programs that they are thenceforth able to 
finance continued growth and development with their own savings or 
through use of commercially organized credit programs. Often there may 
be a strong desire in the SFCP institutions to retain those who might
"graduate," thus reducing the default rate already alluded to. A case 
can be wade to retain a successful small farmer in the SFCP. Small 
farming in a given country may be a permanent state. .nd the country's 
financial system may fail to generate a source of loanis to meet the 
needs of a small farmer on a basis permanent enough that the farmer can
 
ascribe liquidity values to the source. There is considerable evidence
 
to suggest that the demand for loans by small farmers increases after 
economic growth is stimulated, not before, if suitable loan sources are 
available. Reserves management as described above would explain such a 
result. 
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If economic progress of small farm clients is taken as a SFCP objec
tive, then a suitable measurement of progress must be devised, together
 
with a monitoring system to detect progress. A proposal will be made
 
below for a rewards and incentives plan, designed to facilitate achieve
ment of this kind of objective. The proposal should help in default
 
management as well.
 

Infrastructure reform
 

We already have outlined problems in using the SFCP as a vehicle for
 
improving other aspects of the small farmer's economic environment. The
 
aspects most often brought within the scope of the SFCP are technical
 
education (managerial counselling) and input marketing. The programs and 
evaluations range widely on this issue. In some programs it is taken as 
a revealed trnth that no credit program for small farmers can succeed in 
any worthwhile terms without an educational program closely coordinated, 
preferably within the program itself. Some see the cost of this activity 
as the essential subsidy to be borne in the program. In other programs, 
a similar assumption is made for packaging loan disbursements with the 
purchase of inputs, perhaps disbursing the loan in kind: with the actual 
physical inputs, or with purchase orders on those inputs. In this way 
diversion of loan proceeds to consumption uses might be controlled. Re
ports of the sale of such inputs by loan recipients attest to the strength 
of incentives to convert inputs to cash. They also must cause us to con
sider the advisability of a laternalism that arbitrarily sorts production 
from consumption commitments. However, the issue of "credit in the 
package" remains. And if in a package, what components are compatible 
with credit that make the most sense in terms of goals for the program 
as a whole?
 

Interest rate subsidy 

The final issue I will identify is that of interest rate subsidy.
 
Again, as long as the program is supported with donor funds, the issue
 
of subsidy may seem unimportant to the host country. However, there is
 
ample evidence from the country papers and in proceedings of the work
shops to suggest that low interest rates are damaging to legitimate
 
objectives of the SFCP. They produce a "portfolio shift" toward large
 
farmers [India, Abraham], thus thwarting objectives centered on small 
farmers. They generate on the part of all borrowers an expectation that 
the SFCP will be temporary, thus producing through default a self
fulfilling prophecy. They generate suboptimal choices by the borrower 
in his production, marketing and consumption plan. And they make it 
more difficult to devise a savings program and/or a secondary market for 
debt instruments that might add permanence and outreach for the SFCP. 

The portfolio shift, the self-fulfilling prophecy, and the suboptima
 
are important even in pilot stages of the SFCP, while donor support re
mains. After donor support is withdrawn, the problems of financial mar
keting become imperative: attracting savings, on the one hand, and, on
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the other, finding markets for notes obtained from farmers. Reducing the
 
drain on public funds is necessary if the SFCP is to survive and expand.

The problem is all the more urgent if "small farm" categories are deemed
 
permanent, as seems to be a near consensus, and if the program is to
 
provide the small farmer with a credible alternative to the moneylender.
 

Subsidy is a perplexing issue. It is tempting to suggest that the
 
market interest rate should not be tampered 0ith. To do so reduces its
 
value as a signal in the financial markets, and hence leads to suboptimal

allocations in the flow of funds 
[Eckaus]. The problem is especially

serious in less developed countries, where an efficient allocation of
 
flows of funds is a matter of considerable importance, and where markets
 
need to be developed. 
The trouble with an extreme position is that the
 
same point can be made with respect to subsidy in the price of anything

else that may be packaged or associated with the credit program. 
Sub
sidizing managerial inputs can stifle market development in managerial

services. 
The same is true for fertilizer markets. From an equity point

of view, those who respond first, fastest and most enduringly to subsi
dized educational programs are the producers already well in advance of
 
the farm population as a whole. 
Those who respond first, fastest and
 
most enduringly to subsidized markets are those already strongly market
 
oriented, especially the larger and nore affluent. 
Subsidy can be damag
ing in terms of equity as well as efficiency.
 

It is important to keep a proper quantitative perspective in the
 
matter of interest rate subsidy. The decision as to SFCP interest rates
 
is more properly related to moneylender rates than to commercial bank
 
rates. 
 In the absence of a SFCP, the small farmer may pay the moneylender
 
an interest rate, in cash or kind, that is 
so high as to be confiscatory

of any surplus he might be able to generate. Rates of 50 percent and more
 
are common. Hence an interest rate of 18-24 percent paid to the SFCP
 
agency represents a gross reduction from the interest rate the small farmer
 
otherwise would pay. 
The issue is not whether to raise the SFCP interest
 
from 6 percent to 8 or 10 percent. It is whether to keep it within this
 
range, and hence subject to a gross subsidy, or whether to reduce the
 
subsidy to a modest (and perhaps tolerable) level by raising the SFCP
 
interest rate to the 18-24 percent range. 
 Insofar as the small farmer is
 
concerned, timeliness of loan delivery, simplicity of loan negotiation
 
and suitable loan maturities are likely more important in any event.
 

Desirable Properties of a SFCP
 

The moneylender may well be more appropriate as a guide to success
ful SFCP properties than is the commercial institutional lender. There
 
is little in the history or current behavior of the commercial institu
tional lender to suggest that he provides many useful guides to the formu
lation of a loan program directed to the small farmer. Small farmers 
simply have been and remain outside the scope, traditions and interest of
 
commercial banks. If commercial banks have developed useful properties
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with respect to small farm loans and loan management, they remain untested.
 
On the other hand, the moneylender has survived through time, making loans 
to the clientele addressed by the SFCP. The moneylender likely will re
main aii alternative (or supplemental) source of loans for the small farmer,
 
even if the SFCP is successful. Finally, should the SFCP dislodge the
 
moneylender, it is essential that institutions of the new program not
 
fail to deliver valuable services heretofore delivered by the moneylender.
 

It is inappropriate to economic objectives of SFCP, however, that the 
moneylender model be followed slavishly. It is legitimate to use the SFCP 
to enhance the economic growth and development of small farms. The money
lender need not and typically appears not to share such an objective. If 
public resources are used to develop the SFCP, it is reasonable to require 
that the program be made to meet objectives of the national economy. This 
is a subtle requirement. insofar as national objectives are consistent
 
with objectives of the small farmer, there is no fundamental problem. But
 
where national objectives run counter to small farmer objectives a SFCP 
that supports the former may have great difficulty in surviving.
 

Defau.lt may have become a dominant issue in SFCPs because of failure
 
to specify other measures cf success. Among the more prominent specified
 
measures are (1) increased output and (2) increased income. But these
 
objectives may be attained more easily, cheaply and with less market
 
damage, by other types of programs. A more modest objective is that of
 
financial independence of the small farmer. This objective is net with
 
credit (and perhaps marketing) choices opened to hLn by the existence of
 
a viab.e SFCP, whether or not he chooses to participate in the program. 
Simply providing an alternative may be the surest method of curbing 
excesses of informal lenders, without denying the small farmer the posi
tive contributions that can be obtained from informal lenders. Country
 
reports reveal these to be substantial.
 

Whole farm line of credit
 

To gain USAID support it is required that SFCPs contain as an objec
tive increased output from small farms. It is clear from country reports
 
and workshops that technical change is perceived as the prime source of
 
increased output. There is room for argument on the compatibility of
 
this objective with objectives of small farmers [Gillette et al]. Bat
 
the range of incompatibility may be small, and further may be reduced by 
a more tolerant perception of means by which increased output can be won. 

A reduction of interest rate, given reliable access to timely loans,
 
can increase the range of production alternatives that yield positive
 
returns to the small. farmer. This is a direct production effect of a
 
successful SFCP that manages to reduce the interest rate from moneylender
 
levels. It is the effect sought in the objectives of nearly all SFCPs.
 
(We do not ignore the often elaborate educational and marketing programs
often associated with the SFCPs. But here we are concerned principally
 
with the credit component per se.)
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However, there is a potential indirect effect of the SFCP on produc
tion: an increased commitment by the small farmer of cash and cash sub
stitutes to production and marketing uses. The commitment is gained by
 
providing, in the SFCP, lower cost credit to substitute for cash and
 
other cash substitutes in reserves management. Both direct and indirect
 
effects are important in terms of production. But to achieve both re
quires a progrom that meets all the financial management needs of the
 
small farmer--not just the narrow part of the spectrum identified as 
credit to finance technological change.
 

A whole farm line of credit also provides the small farmer with
 
greater flexibility to respond to market opportunities. He need not re
main tied to fixed sources and outlets by hi7 oredit line with the money
lender. However, to gain from this source requires that market alternatives
 
exist. The evidence in country papers and workshops attest to the necessity
 
of appropriate market infrastructure. The evidence also attests to the
 
difficulty of accomplishing market reform within the SFCF. In summary,
 
if market requirements are otherwise met, the chances of SFCP success are 
high. If not, the chances of SFCP are low. What is not clear is the 
necessity or feasibility of combining both in one program.
 

To the small farmer, financing consumption is as demanding as financ
ing production and marketing. Failure to accommodate consumption finance
 
leaves him still dependent on the moneylender. Thus he is restricted in
 
his capacity to perform well in the SFCP. Conversely, participation in
 
SFCP jeopardizes his line of moneylender credit. The case has already
 
been made. In summary, both logic and evidence support the proposal to
 
include a whole farm line of credit in the SFCP.
 

Permanence of SFCP
 

To be successful, the SFCP must be perceived by the small farmer as
 
permanent. Otherwise, the program provides no basis for reserves manage
ment, as outlined above and elaborated in Appendix 1. Indeed, all Te
 
problems already identified become manageable only if the program is
 
recognized as permanent. The conditions for permanence are made clear by
 
evidence from the country papers and from workshops as well. The SFCP
 
must be culturally adapted. It must provide simple and reliable access
 
for the small farmer. It must be operational within budget constraints
 
of the host country.
 

Cultural requirements vary considerably from country to country. The
 
sanctions that can be imposed to enforce contract performance differ
 
between African countries, where title to real property is tenuous and 
Asian countries, with other cultural differentiations. Methods of loan
 
investigation and monitoring that are acceptable in Korea may be unaccept
able in Colombia. Little attention was given in the Spring Review to
 
variations in cultural requirements and to associated sanctions, legal
 
(especially) and otherwise, among the developing countries. It is an
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Without this foundation, a substantial reliance must
important omission. 


be placed upon the expertise founi in host countries, to supplement 
the
 

findings of anthropologists, legal investi./ators and others who have 

generated a literature in this area [Gill-!ttc et all. 

that the small farmer frequently
Country papers and workshops suggesi 


is repelled by the complexity and formality of procedures in the 
SFCP.
 

They contrast sharply with the informality and flexible procedures 
of the
 

long has been accustomed [moneymoneylender, to whom the small farmer 


lender, Nisbet]. To gain the permanent adherence of the small farmer,
 

some means must be found 'n the SFCP to reduce the difficulties 
of access
 

and to provide a more understandable and feasible basis for the 
small
 

farmer to perform on his debt contract. Providing a whole farm line of 

credit would simplify the application procedure by removing the artificial 
At the


(to the farmer) distinctions of production from other credit. 


same time, problems of monitoring performance on the debt contract 
would
 

be greatly reduced. Problems of misuse of loan proceeds would no longer
 

Nor would prior claims of other lenders, if all credit needs were
 arise. 

be achieved with properties

met in the SFCP. Fortunately, simplicity can 

of the SFCP that are otherwise useful as well. 

Permanence of program, after departure of' donor agencies, and expan

sion of the SFCP require a reduction in dependence on the public sector 

of the host country. Several possibilities exist and all must be ex-


We already have referred to the interest rate. It can be raised
• lored. 

cost of capitalto a level that more closely approximates the opportunity 

in the host country, plus many of the administrative costs, without en

dangering most ef the positive effects (direct and indirect) on produc-


At the same time, the reduced subsidy would increase thetion. 
The principal
feasibility of public support to meet the remaining costs. 


of supporting the educationalremaining cost is that of default, and com
for managerial educaponent of the SFCP. Much has been made of the need 

It is far from clea" from the evidence that
tion as a part of the SFCP. 
How

production and marketing education is best managed within the SFCP. 


ever, it is well within the comparative advantages of SFCP to provide
 
Hence this educational
educational services in financial management. 


component could be provided at low cost and reduce the default costs 
as
 

well.
 

Dependence on the public sector could be reduced by seeking other
 

sources of loanable funds. In all instances reported, possibly excepting
 

Ivory Coast, loanable funds are provided solely from the public sector, or
 

from donor agencies. In a more permanent setting and on a larger scale,
 

permanence of the program might be enhanced by developing secondary 
markets
 

We recognize at once
for the debt instruments obtained from small farmers. 


that these debt instruments are not very marketable as they now exist. But
 

this does not preclude explorations into methods for making them more 
mar

ketable. One possibility is in methods that would reduce default rates to
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More tolerable limits. Another is in using public funds to insure the 
debt instruments at some (high) percentage, thus guaranteeing the owner
 
of SFCP debt instruments against loss that would exceed some (low) per
centage of face value. In such way, funds from the private sector
 
might be attracted that could be substituted for funds fr,:m the public
 
sector, thus reducing costs to the latter and adding to the permanence
 
of the SFCP.
 

Client inorovement
 

Most of the existing SFCPs are centered on the objective of increas
ing production of small farms. There is an implicit assumption that
 
economic improvement of the small farmer would follow automatically. We
 
propose as an alternative that the basic objective of the SFCP be economic
 
improvement of the small farmer. There are compelling reasons for suppos
ing that the small farmer's economic contribution will be increased as a
 
consequence. In any event, it is doubtful that the SFCP will survive
 
unless the objectives of the small farmer are met. Increasing the national
 
product does not seem likely as one of his objectives. Increasing his
 
economic status does.
 

The implications of this mdest shift in program objectives are seen 
in the selection and management of clients from the population of small 
farmers. By restricting the SF7CP to the "upper ranges" of the small farm 
population, loan management is simplified and the problems of default are 
reduced. However, the gains from client imriprovement (i.e., movement "up" 
the profile of small farmers) are also made less likely. 

Were production alone to be the criterion for SFCP success, the loan
able funds might he allocated among the top group(s) of small farmers.
 
They have already demonstrated relatively higher rates of achieved economic
 
performance. Simple marginal analysis aould suggest allocating the scarce
 
funds first to them, extending "down" the profile only insofar as the
 
funds can be made to reach the lower classes.
 

Were economic progress to be made the criterion for SFCP success
 
(or to be introduced with the production criterion), the answer is differ
ent. One then is led to compare changes in economic status that can be
 
gained by lending to those in lower versus those in upper levels of the
 
small farm population profile.
 

We do not propose to answer this important question, and doubt that
 
an answer can be provided that ill be uniformly acceptable in all less 
developed countries and for all time. We do propose, however, that
 
economic progress be used as a criterion for evaluating SFCF success, and,
 
further that the progress be measured in terms of net worth of the bor
rower, given first that he conforms to the commitments of the debt con
tract when he borrows.
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Rewards and incentives
 

A quantum increase is needed in commitment and skills to improve the
quality of the SFCP portfolio of loans, subject to the requirement to in
clude lower class participnits in the program. 
This might be facilitated
 
by (a) a serious recognition of need for skills in loan management in the
 
agency; (b) an awareness of the need fo- an education program in financial
 
management for clients (analogous to -roduction and marketing management);

(c) a grading system differentiating clients at any given point in time,
 
as to their qualitative ran: and loan quality; and (d) a policy that pro
vides, in loan terms, a real incentive for a client to move 
upward through

the small farmer population profile. W.hat seems needed here is a strong

system of incentives that provide rewards (and penalties) to both agency
 
uersonnel and clients.
 

A rewards system might be sought that offers incentives to SFCP agencepersonnel for (a) securing compliance with provisions of loan contracts and 
(b) improving the economic status of borrowers. Such a system could lead
 
to selecting clients already in upper classes of the small farm population
lrofile. To neutralize the tendency toward selecting against lower class
participants, the sccring basis for rewards would weight more highly an
imrovement from a low to a medium class than from a medium to an upper
class. Occasional audits.would be required, of course, to assure that the

economic progre!ss of small farmers is actual rather than fictional. Other
wise, the SFCP lender would be left with considerable autonomy, including

responsibilities for controlling costs and designing effective methods for

investigating, closing and collecting .oans. 
 In short, the moneylender

offers the basic guide toward suggestions for designing a reduced-cost
 
SFCP system.
 

The SFCP lender (cooperative, etc.) could be aided considerably by
including in the SFCP design the possibility for incentives to clients as
well. A proposal already has been made [Sudan, Stickley et al] for a 
SFCP that responds to loan applications and charges interest rates accord.
ing to past performance of the applicant in the SFCP. 
Given the d.ffer
ential in interest rates between the moneylender and the commercial bank,

there certainly is room for developing an incentive system that might pro
duce important gains in client perfornance.
 

Here is one suggestion (among many that might be explored and perhaps

experimented with in given situations). 
 Let clients in all categories be

charged an interest rate fixed at "market level" plus an amount for ad
ministration for the client defined as 
modal in the portfolio of small
 
farmer loans. 
Add a premium to be paid by a given borrower into a reserve
 
fund. 
The premium would. be scaled for him in proportion to his ranking

relative to the mode. Clients above the mode would pay less; those below,
 
more. The regressive effects of such a plan are likely to be minimal when
 
compared with pre-program options of the small farmer. 
They can be reduced
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still further by two added provisions: (1) at the time of loan retire
ment, return to the borrower a portion of the premim he previously paid, 
the fraction depending on his performance on the debt contract; and (2) at 
disbursement of loan, advise the client of the prospect of earning an
 
"advance in grade" in a new future loan, and hence a lowered premium re
quirement to be met by him in future dealings with the SFCP. The premium 
would provide for rewarding borrowers also for good performance in the 
presence of external causes of default--e.g, weather disasters, disease, 
health problems, etc. 

Barton's interesting paper [Credit ... South Vietnam] reminds us of the 
organic character of credit markets. The selection and management of
 
loans murL be designed with careful attention to the characteristics of 
culture (including contract law) in which the program is to be rooted. 
For example, there appear to be positive results from lending to small 
groups who by co-signing the debt instrument assume a joint liability. 
The good results probably come from the sociological sanctions that are
 
invoked. Positive results also seem likely in response to economic incen
tives. To provide economic incentives for repayment seems peculiarly well
 
adapted to a program designed to increase the economic participation of
 
small farmers.
 

Summary
 

Most current SFCFs are narrow in terms of small farm concerns and
 
broad in terms of national concerns. They confine loans to production
 
purposes whereas the small farmer needs loans to finance consumption and 
marketing as well. Failure to inclade these uses for loan proceeds leaves 
the small farmer dependent wholly L)- in part on the moneylender. The re
sult is to jeocardize the SFCP, especially in terms of significant expan
sion, and pernans in terms even of su'rvival.
 

On the other hand, many SFCPs have been made to carry wider infra
structure reform, especially in input marketing and I .chnical production
 
education. However, such components are costly to support in the SFCP;
 
exotic to the SFCP, as perceived by the small farmer; and of questionable 
compatibility with skills found in personnel of lending institutions.
 

Longevity of the moneylender suggests the relevance of using his mode 
of operation as a point of departure in designing a successful SFCP. How
eier, objectives and procedures necd to be added that are compatible with
 
the goals of economic progress for the small farmer and his economic con
tribution to the national economy.
 

The result is a SFCP desited with performance incentives for both the
 
small farmer and for personnel of the SFCP. To gain permanence also re
quires a search for means to reduce the cost of the SFCP to the public
 
sector. The incentives scheme should reduce the incidence of default.
 
Defau.t also can be reduced by intelligent use of sanctions, legal and 
other, that are culturally adapted. Ultimately, to support an expanded
 
program, some means must be found to attract funds from the private sector
 
into the SFCP.
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A2endix 1: Reserves Management 

In Figure la and Figure lb we 	 display the reserve values of cash and 
,credit, respectively. In each cao- the functional relationship is im

plied by the law of diminishing returns. The smaller the reserve the
 

higher the value of an increment left in the reserve.
 

V 	 V 

Value of
 
reserved 

Value of 


reserved
 
credit
cash 


1.00 	 % i 1) 
1 	 0- used - 1000 used > 

0 100 < reserved 0100 ( re.,erved 

Fig. la. 	 Hypothetical values Fig. lb. Hypothetical values
 

of cash held in 
 of credit held in
 
reserve.
reserve. 


In Table la we present a segment of a linear programming tableau that
 

represents cash reserves management as described in the text. Numerical
 

values have been introduced to illustrate the generalized assumption of
 

Fig. la. In the right column of the first row, we indicate with "b," the 

cash owned by the small farmer at the first of Season 1 (CS1). The co

efficient, a , in this row represents the rate at which it is used in 

Season 1 (S1 to support an activity in production, marketing, consumption 
The section headed '"Use cash" 	represents, in abstraction,
or finance. 


much of a typical farm planning linear programming tableau as it relates
 

to cash. We have omitted cash transfer vectors that would supply S2...SS
 

with cash, each from a preceding season. We also have omitted vectors
 

that produce cash from sales or borrowing. Our purpose is to reflect
 

cash.reservation behavior as it relates to cash use.
 

The percentages at the head of columns entitled "Reserve CS1..." are 
the numerical counterparts of values on the horizontal axis of Fig. la. 

in these columns, are the numericalThe values in the gross margin row (Z), 

counterparts of values on the vertical axis of Fig. la. Numbers in paren

theses are values in the presence of a SFCP; those outside parentheses, 
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Specif'ying liquidity preference functions ror cash 
in linear progran-.-ing models: by season
 

Table la. 

(hypothetical values). 
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values without a SFCP. Each coefficient in the CRS1 row equals the differ
ence between 1.0 and the percentage of reservation, as indicated at the top 
of the column vector. For example, in the first column we read that when 
no cash has been reserved in Season 1, a dollar (shilling, franc, rupee, ...) 
is worth $1.90 to the small farmer. The value is diminished as higher per
centages of cash are reserved. We have repeated the vectors, row and 
column, for the last season, SS. Of course the values of reserved cash 
need not be the same among seasons. There is a ninor problem in interpret
ing results from a model with such specifications. The contributions of 
reserved cash to the total gross margin, Z, will exceed any orthodox 
accounting concept of returns. But the adjustments are easy to make. The 
solution yields levels at which each column vector enters the optimum plan. 
Hence the part of Z that consists of reserves values can easily be sub
tracted in deriving a more conventional quantity. 

In Table lb we develop a comparable tableau to represent the management 
options.relating to credit. With respect to cash, we include only the cash 
supply rows, showing how cash is added by borrcwing (from the moneylender: 
BML; and from SFCP: BSPL) and how cash is used to repay debts (to the 
moneylender: R1S; and the SFCP agency: RSPL). In this simple version of 
credit and debt management, w;e exclude loans made and debts paid in kind.
 
This is an important omission for small farmers borrowirg from moneylenders
 
in less developed countries. But once the logic is understood, the addi
tion of this option is not difficult. It simply requires the use of in
ventory rows for materials borrowed and crops used for repayment.
 

The other coefficients in the "Borrow" activities need to be explained. 
In BM4L, the coefficient, a, reflects the rate at which the small farmer's 
credit ("b" in the row, ) is used when he borrows from the moneylender. 
There may, of course, be several borrowing vectors to distinguish several 
types of loans from the moneylender: loans in kind vs. cash, loans on 
account vs. loans pn promissory note; loans differing in maturity; etc. 
The coefficient, asp, immediately below aM, reflects the rate at which 
borrowing from the moneylender reduces the small farmer's credit with 
respect to the SFCP (i.e., "b" in SPL). 

In each of the "Borrow" vectors, there is a -1 in the row, CS1. This 
reflects the cash supplied by borrowing. The specification in Table lb 
assumes borrowing to occur on the first day of Season 1 (supplying CS1), 
and interest to accrue from a debt created on the same day (DM1 and DSP1, 
for debt owed to the moneylender and SFCP lender, respectively). The 
debts are repaid in "Repay debt" vectors, a unit of debt requiring a pay
ment of interest, I, as well as principal, as indicated in CSS. It is 
not uncomnon for interest to be collected as the loan is disbursed. If
 
so, the -1 in row, CS1, would be reduced by the amount of interest per
 
unit of loan (i.e., dollar, shilling, etc.). We have omitted inter-season
 
debt transfer vectors and other refinements that would be relevant in
 
empirically accurate and logically complete modelling.
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Table lb. Specifying liquidity preference functions for credit in linear progrmring models : by lender 

(hypothetical values). 
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The main reason for Table lb, however, is to demonstrate the logic of
 
using credit in reserves management. It is parallel with the logic of
 
cash reservations. We show reserving moneylender (ML) credit at alterna
tive percentages, analogous to the functional relationship of Fig. 2b.
 
Values in the bottom or "Gross Margin" row reflect the values of reserved
 
credit at each of the reservation levels. For each dollar (shilling,

franc,...) borrowed there is a debt plus interest to be repaid. These
 
qunntities are reflected in the "Repay debt" column vectors. 
Hence the
 
amounts in the Gross Margin row are simply the reservation values alone.
 
They are shown to diminish as the amount of credit reserved increases.
 
This accords with the relationship of Fig. lb. 

The credit at the SFCP agency is subject to the same options, if the
 
small farmer regards the agency as sufficiently permanent and accessible
 
to provide a credit reserve source. The coefficients in the Gross Margin
 
row have the same components in these column vectors as they do in the
 
vectors for moneylender credit. However, the comparable reserve values
 
are assumed lower, owing to the lesser versatility of loans from the SFCP
 
agency. With few exceptions, the programs reported in country papers

severely restrict the uses permitted for proceeds of SFCP loans.
 

Finally, it seems plausible to assume a relationship between liquidity

values of cash and liquidity values of credit. Reserved cash has a maximum
 
of versatility. It is immediately available and can be used for any pur
pose, subject only to preferences of the farmer himself. Insofar as
 
liquidity preferences are concerned, they are reflected in gross margin

values in the "Reserve CS1... CSS" columns. Insofar as other preferences 
are concerned, they are reflected in the production, marketing and con
sumption vectors, largely omitted in the specifications of Tables la and
 
lb. They would be needed, of course, in any operational specification of
 
a complete tableau.
 

Liquidity in credit, on the other hand, is less certain and less ver
satile. To actually use reserved credit requires the farmer to borrow.
 
Hence he is dependent on a lender response that doubtless is subject to

imperfect estimate on the part of the farmer. 
The lender is not indifferent
 
as to the many uses of loan proceeds and the many differences in loan
 
maturities, collateral, etc. Amounts available to finance the purchase of
 
bullocks or other production assets may well exceed amounts available to
 
buy consumption goods or (especially) services, such as religious cere
monies.
 

The gross margin numbers in Tables la and lb are hypothetical. But
 
they are designed to reflect the relative values one might logically ex
pect to find among small farmers confronted writh reserves alternatives of
 
cash, moneylender credit and SFCP credit. The relative values of money
lender and SFCP credit already have been explained. Reserved cash is shown
 
at a higher value than either type of credit, at low percentages of
 
reserves.
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Without a SFCP, the farmer can borrow only fror the moneylender. To do so 
obligates him to repay 1.50 for each 1.0 borrowed. The 0.35 shown in 
Table 1b under "Reserve ML credit at 0%" brings the total returns require
ment to 1.85. But in Table la, the counterpart value for cash is 1.90. 
This hypothesis or, small farmer behavior implies that at these extremely
low reserves levels, he would exhaust his credit before he would exhaust 
his cash. (There is ample casual evidence to suggest that farmers borrow 
while they have cash on hand.) 

The introduction of a SFCP reduces the interest rate paid by the small 
farmer (to an assumed 18 percent). The effect on cash reserves values is 
reflected in the numbers in parentheses in the gross margin row of Table la. 
Cash reserves remain higher in value et extremely low reservation levels.
 
Bt the whole schedule is reduced, leading to a lowered cost and hence
 
greater commitment of cash to the farm firm and household.
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Appendix 2: Credit and Economic Growth of the Small Farm
 

It is useful to conceive the growth of a firm as an increment in
 
equity, the owner's net claim on assets of the firm. Thus the annual
 
growth of the firm can be expressed as
 

(1) g = (rA- iD) (1- c),
 

where r is the rate earned on assets, net except for interest;
 
i is the rate paid on debt; and
 
c is the rate spent on consumption, from firm earnings.
 

We can convert g to an annual percentage growth rate, g', given by
 

(2) g' = [L(r - i) + r] (1 - c), 

where L is "leverage," the ratio of debt, D, to equity, E. For taxes not 
accounted for in r, a term (1 - t) can be applied to (2) to reflect an 
after-tax growth rate. 

This simple expression reveals the relation of credit use to growth 
rates. Given that r exceeds i, the rate of grow;th is increased, the 
larger is T (i.e., debt relative to equity). The relationship also re
veals the aampening effect of consumption on growth rates. It provides, 
therefore, solid logical support for the concern expressed by many about 
the diversion of loans for production purposes into consumption uses. 
However, what is not realized is that there are instances where the use 
of loan funds for consumption purposes might well increase the value of r 
sufficiently to offset the negative results from increased rates of con
sumption. Financing the storage of crops to take advantage of seasonal 
price movements may well be such a case. 
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(1) 
Summary
 

For 	a public credit program for small farmers to stimulate additional
 

output, the following stringent conditions must be met:
 

I. 	Technology
 

1) There must be a more productive agricultural technology;
 
if not, farmers will not invest.
 

2) The new technology must be more capital intensive; if not,
 
it can be adopted by farmers without adding to capital.
 

II. Markets
 

1) The additional inputs required by the new technology must
 
be available to farmers and at reasonable prices. There
 
must be a market for the output, also at reasonable prices;
 
if not, adoption of the new practices will not be profit
able to the farmers.
 

2) There must be a relatively imperfect capital market. If
 
private capital is reasonably mobile, it will tend to flow
 
into agricuiture in response to the additional demand making
 
a public credit program less necessary. Furthermore, private
 
lenders, when confronted with competition from public pro
grams, may reduce the volume of their lending. In this case
 
public programs will have less impact on the total credit
 
supply.
 

III. Institutions
 

1) 	The credit institutions must lend the bulk of available funds
 
to small farmers; in fact existing public credit programs
 
lend primarily to larger farmers.
 

2) 	The loans from the public credit institutions must be on
 
terms more attractive than alternative sources of finance;
 
if not, farmers will fund their investment through other
 
sources insofar as money is available.
 

IV. Small Farmers
 

1) 	Small farmers must be informed of the opportunity to use
 
additional capital and be convinced that the expectations of
 
increased income justify assuming the additional risk; other
wise they will not invest.
 

i
 

This paper was prepared in connection with the Spring Review on
 
Agricultural Credit undertaken by the United States Agency for Inter
national Development. It reflects only the views of the author.
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2) 	Small farmers must choose to borrow from the public
 
institution and use the borrowed funds primarily, if
 
not 	exclusively, for production.
 

V. Costs
 

1) 	The value of the additional output must exceed the costs
 
of the program; if not, an alternative program would be
 
of greater social value.
 

2) 	To the extent the borrowed funds are used to buy land
 
exacerbating a land tenure problem or to invest in labor
saving machinery exacerbating an employment problem, these
 
social costs mu:;t be subtracted from program benefits.
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I. Introduction
 

In idealized form, the scenario for a public sector
 

program of credit for small farmers goes as follows: the govern

ment or central bank loans money to an agricultural bonk which
 

turn relends the funds either directly or through cooperatives
in 

The farmers use the funds to purchase producto small farmers. 


tive inputs--fertilizer, seeds, pesticides, etc., which are com

bined with family labor to prodtce more output. The additional
 

output is sold and the proceeds are sufficient to repay the loan 

yet leave the farmer better off. The payments received from the 

farmers by the agricultural bank are sufficient to regenerate lend

ing capacity, to cover administracive costs and to pay the interest
 

on the government loan.
 

Such q program consumes no resources; the money com

mitted simply constitutes a revolving fund. The loans are repaid 

and the interest charges are sufficient to cover costs and any de

faults. Yer experience, as shown by the country studies, belies 

the model. There may be no increase in agricultural production 
of a high rate of
follot¢ing the credit program. And, because 

default, the funds pledged by governments to agricultural credit
 

do not regenerate themselves, nor does the interest received
 

cover costs. Somewhere between model and reality something often 

goes wrong.
 

For the success of a credit program, more than money
 

is needed, in fact much more. There must be a new technology,
 

markets that can supply additional inputs and absorb additional
 

output, institutions willing to lend to small farmers on terms
 

the larmers consider attractive, and, perhaps most important,
 

farmers willing to borrow, to invest and to repay loans. If
 

these stringent conditions hold, a program of public credit for
 

small farmers will lead to an increase in the value of output.
 

Whether the credit program is then justified depends upon its
 

costs and the costs of alternative programs for producing compar

able results.
 

Earlier credit programs were designed to relieve small
 

farmers with substantial debts or those otherwise unable to sup

port their families. Today's credit programs for small farmers, 

often coupled with advice and supplies of modern inputs, are
 

aimed at raising production. This is a paper on the success of
 
2 and the measure of success is taken as the value
such programs
 

2Credit programs strictly for welfare support, or as a
 

an expanding popuform of disaster relief or to meet the needs of 


lation using traditional farm practices are not considered in this
 

paper.
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of additional production by small farmers in excess of the costs
 
of the program.
 

A second measure of success often applied to credit pro
grams is the extent to which borrowers pay the costs of the program 
in terms of loan repayment and interest charges. The advantages 
and disadvantages of subsidized interest rates and the problems and 
policies associated with default are both interesting and important 
questions, but they require separate treatment. Only as these
 
issues affect the primary question--the impact of credit on output-
will they be considered in this paper. Nor is any cori.ideration 
given to the mobilization of rural savings. This paper 6eals solely 
with the conditions that must exist to make a success of a program 
injecting public funds into agriculture through loans to small 
farmers. Unfortunately, the available data are insufficient tu test
 
the many hypotheses raised in this paper. However, the author does 
feel the conclusions reached are consistent with the bulk of the 
evidence from the individual country papers and with the recent 
research that has been done on agricultural credit in developing 
countries.3 

II. Technology
 

Formerly it was believed that a shortage of capital was
 
a constraint on the productivity of small farmers. Today most of
 
the work on agricultural development supports the view propounded
 
by T. W. Schultz [21]. In traditional agriculture capital is not
 
a significant constraint on the output of small farmers. 4 Over
 
time farmers in traditional settings have acquired the amount of
 
capital that is consistent with their technology and their holdings
 
of land and labor. Thus in the absence of new techniques the pro
ceeds of public loans will be used primarily to finance non-produc
tive expenditures.
 

Penny [171 examines the failure of many government credit
 
programs for small farmers to expand production. He cites several
 
reasons why they have not succeeded, but his major point is that
 
the attitudes of peasants in traditional agriculture militates
 
against their using credit for productive investment, a view he
 

Adams and Singh [2] for example, in their recent
 
paper pursue a rather similar line of argument, Note numbers in
 
brackets refer to references cited in the bibliography to this
 
paper. Citations to papers prepared for the Spring Review are
 
given in parentheses.
 

4 This refers to small farmers as a group; individuals
 
may, of course, have insufficient capital. For a discussion of this
 
point see Long [9].
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backs with evidence from North Sumatra. Indeed, "they

(peasants) also feel that debt is something to be avoided,
 
but if the government wants to provide cheap credit they are
 
usually willing to take the handout." [Penny, 17, p. 44].

Penny cites evidence from India that peasants have a considerable
 
potential to save, but that in traditional situations this is
 
channelled into unproductive uses. However, he argues, they have
 
the potential to finance productive investment and do so once their
 
objective becomes increased production.
 

Those. commenting on Africa and Latin America agree with the

reporLs from Asia. Roberts (Zambia) in his study states: "Certain
 
conclusions can be drawn from the evidence given above. 
Firstly,

the constraints to innovation itself are not of the type that would
 
be overcome by providing the cultivators with funds, for shortage of
 
money is not an immediate constraint. Clearly what is needed here is
 
an educative process, with regard both to the potential commercial
 
nature of farming and to the profitablility of innovation." The
 
findings from Latin America are 
similar; Nesbit [14] in analyzing

the credit program in Chile and Miller [11] and Tinnermeir [23] in
 
separate reports on the Peruvian scheme, all conclude that the
 
availability of credit has not been a constraint on output.
 

On this point the evidence is convincing. For a credit
 
program to lead to greater output, there must be a desire on the
 
part of farmers to invest more capital. Such a desire arises in
 
a group of small farmers from the realization that there are pro
fitable investments which they cannot undertake with their present

holdings of capital. Such opportunities for investment arise out
 
of a change in agricultural technology.
 

Some new technologies require no additional capital:
 
Lowdermilk (Pakistan) shows that the availability of credit was
 
not important for the adoption of new seed because the new seed
 
cost little more than the old. However, for best results the new
 
seeds must be combined with other inputs including fertilizer
 
and water and the package of inputs together did require more
 
capital. In general, to take full advantage of most new agricul
tural technologies will require a deepening of farm capital.
 

III Markets
 

Technical change should not be confused with economic
 
opportunity. The new investments must be sufficiently profitable

to overcome the small farmers' innate conservatism toward risky
 
new ventures. And profitability depends upon the availability of
 
inputs and access to markets for sale of the output. A credit
 
financed expansion in the demand for inputs, not matched by addi
tional supplies, will only produce a rise in prices, not an expan
sion in output. Correspardingly, any fall in the price of the pro
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duct in response to additional output will lower the profitability
 

of innovation to the farmer. In many markets the new grain varieties
 

do sell at a discount, sometimes because they are not considered by
 

consumers to be as tasty as native grain. More important than tastes
 

though in the long run is an absence of adequate infrastructure
 

which makes marketing additional output costly, The adverse impact
 

of markets on adoption of new practices is mentioned in a number of
 

country studies--Ecuador (Cuzman), Ghana (Goodwin and Selley), India
 

(Hendrix), and Malaysia (Long and Hoover). In the end, it is the
 

economic and not the technical potential which determines profitabil

ity and that in turn depends upon the adequacy of markets.
 

Markets affect the outcome of credit programs in yet another 

way. Credit is a commodity sold in a market for a price. Among the 

lenders on the private side are colnercial sources making loans to 

earn profits. Public credit programs are in competition with private 

lenders and when the former expand the latter are likely to contract.
 

The extent to which this happens will depend upon the particular
 

markets, the degree to which the commercial lenders are earning
 

monopoly rents, and the ease with which lenders can shift capital
 

to alternative uses. The country studies do show an inverse rela

tionship between the availability of public and private sector
 

credit and between institutional and non-institutional credit.
 

Still the evidence is insufficient to permit any conclusion about
 

the ease with which credit flows among markets.
 

None of the country studies have much information on the
 

credit markets, but some earlier studies did examine the degree of
 

monopoly power in certain credit markets. Long [8] attempted to
 

show that observed high interest rates on agricultural loans in
 

India and Thailand were consistent with competition in the credit
 

market and a relatively free flow of capital among sectors. Very
 

likely there are isolated individuals or whole villages in which
 

the credit market is monopolized but that is not a primary cause of
 

high interest rates. Rather rates on commercial loans in agricul

ture are high because capital is scarce, because farm loans are costly
 

to administer, because the rate of default is high, and because the
 

demand for credit is seasonal causing loanable funds to be employed
 

only part of the year. Penny [171 supports this view of Asian credit
 

markets. Sansom [201 in his study of Vietnam also concluded that the
 

interest rates on agricultural loans in that country were consistent
 

with a competitive market and mobility of capital.
 

Still this view is less than universally accepted. Wharton
 
the key to middlemen's monopsees control over the credit market as 


sonistic power in rural Malaya. Bottomley [3,4,5] argues that much
 

of the difference in interest rates between non-agricultural and
 

agricultural loans can be explained by higher administrative costs
 

and greater default but still believes there is an element of
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monopoly rent. In an anlysis similar to that of Wharton's, Nesbit
 
l13idescribes the agricultural credit market in Chile as being
 
monopolized.
 

Neither absolutely high rates on agricultural loans nor
 
disparity in rates between agricultural and other credits is in
 
itself proof of monopoly. The more sophisticated analysis on
 
credit markets, which will enable us to distinguish cost differ
ences from monopoly rents, is only just beginning; when completed
 
the results are likely to show different degrees of monopoly in
 
various markets. In those where monopoly exists, public credit
 
programs are likely through competition to bring down the rate of
 
interest on private commercial loans. But in those markets which
 
are fairly competitive, an increase in public credit will to a
 
large extent replace rather than supplement private credit. In
 
many Asian credit markets monopoly rents are small, and the shift
ing of funds by commercial lenders relatively easy. In these markets
 
an increase in public loans will have only a limited impact on the
 
total supply of credit.
 

In most developing countries private credit is a far more
 
important source of funds than public credit; in only a few countries
 
does public credit exceed 20 percent of outstanding agricultural loans.
 
In addition, household savings, even among small farmers, is probably
 
the most important source of financing for new investment.5 Thus
 
many small farmers have been able to take advantage of the new prac
tices without access to institutional credit. Adoption of new tech
nologies by farmers of different size and different sources of finan
cing has been most extensively studied in India and Pakistan. M.lone
 
[10] found in his study of the Intensive Agricultural Development 
Program (IADP) in India that as many very small and small farmers 
had adopted the new technology and had the same level of success as
 
the larger farmers. This was true of small farmers on average despite
 

5 Savings by small farmers is the subject of another analytical
 
paper and is not reported on here. But a few ccmments are worth
 
noting: on Zambia: "The cultf-'ators, as a whole, possess monetary
 
resources which, if invested in farming, might be expected to bring
 
about worthwhile increases in production (Zambia, Roberts). On India:
 
"The owned funds of sample cultivators needed to be supplemented only
 
marginally by borrowings in order to meet the input expenscs of high
yielding varieties." (Desai and Naik as quoted in India, Schluter).
 
However, others are not so sanguine about the ability of the small
 
farmer in India to finance the new technology without public credit.
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a much lower participation rate of the smaller farmers in the government's special program (IADP). 
 Hendrix (India) also reports that in
India availability of credit was 
not a constraint on small farmers
raising new varieties of wheat. 
For all inputs except tubwell water,
Gotsch 
[Y] reports similar findings for Pakistan--small farmers as
well as ,arge are using the 
new inputs regardless of credit conditions.
Lowdermi.k, however, in his study of the Pakistan Punjab presents
evidence that private financing is inadequate. Seventy-five percent
of farmers reported funds insufficient to use the desired amount of
fertilizer with the percentage as 
high as 
81 rercent among the smallest
farmers (Pakistan, Lowdermilk). In the 
case of both India and Pakistan,
some small farmers without access to institutional credit have adopted
the new technologies, though perhaps at 
a slightly less rapid pace

than larger farmers (Gotsch 7).
 

Researchers working on Latin America report that on that
continent access 
to 
credit does affect agricultural practices. 
 Rask's
study [18] of a sample of farms in Southern Brazil shows the larger
farms used more 
credit and more modern inputs. In a separate paper on
the same 
program in Southern Brazil, Rask and Sorenson [191 
concluded that
while the credit scheme did increase output the benefits did not 
cover
 
the program's social costs. 
 Colyer and Jimenez [6] examined use ofcredit by farmers in Colomlha. They attempted to match a sample of
farmers in and outside an institutional credit program. 
Those involved
in the program, they found, used more 
fertilizer, pesticides, etc.
than those who were net. 
 In summary, almost cortainly if small farmers
have access to public credit, it will spedc 
 their acceptance of new,
more capital intensive production techniqe Without credit
.s. 
 some
farmers will not adopt 
the more costly procedures; others will adopt

the new techniques but only more 
slowly.
 

IV. Institutions
 

Few of the existing public credit institutions lend their
funds to small farmers. Larger farmers are 
the primary beneficiarieE
of public credit programs. In Pakistan (McIntyre) the smaller 60 per
cent of farmers got 3 percent of the institutional credit;
Bangladesh (Rahman) few farmers hold more 
in
 

than 3 acres, yet these
larger farmers corralled more 
than 80 percent of the loans 
from the
Agricultural Development Bank; 
in Thailand (Ingle), those re.eiving
institutional credit held on average 60 percent more land than the
average farmer; in Tunisia (Johnson), 90 percent of the farmers could
not qualify for institutional credit; 
in Bolivia (Royden), only 3.5
percent of institutional credit goes to 
the campesinos. Studies of
Brazil (Meyer et al), 
Chile 
[14], Colombia (Montero), Ethiopia (Cohen),Honduras (Santos), Morocco (Ulsa Rer), the Philippines (Sacay) all show
the larger farmers 
are the main beneficiaries of institutional credit.
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Public credit institutions 
are under various pressures which
 
cause them to lend primarily to larger farmers. 
Among these pressures
 
are those to keep administrative costs down, to avoid default, and to
 
use credit to increase production. It is certainly true that admin
istrative costs rise, especially if they include loan supervision, as
 
the number of loans increase and their average size falls. 
 But in
 
addition there is widespread belief among credit agencies that the
 
larger farmers are less likely to default and are more likely to adopt

the new technology. Furthermore, given the constraints on interest
 
rates, credit agencies cannot cover 
the costs of their loans to smaller
 
farmers. Because an inability to 
cover costs and a high default rate
 
are considered the hallmarks of 
a poorly administered credit program,

credit managers keep loans to 
small farmers to a minimum, in order to
 
meet the criteria by which they are 
judged. In addition, sometimes
 
only larger farmers 
can provide the land required as collateral. And
 
larger farmers, because they are much better connected with loan offi
cers can exert the political pressure needed to corral available public
 
funds.
 

The interest charged on public sector credit is usually well
 
below the rates charged by commercial lenders in the private sector,

about the same as private institutions constrained by usury laws, and
 
above the rates charged by "friends and relatives," the source of about
 
two-thirds of private sector credit.6 
 The country papers indicate that
 
in some public programs farmers must bribe officials to get loans; 
in
 
these cases the subsidy on credit goes to 
the officials not the borrowers.
 
And aside from interest rates, other terms offered by public sector
 
agencies tend to be less attractive to small farmers than those offered
 
by the private sector lenders. Timeliness, absence of red tape, duration
 
of loans, flexibility in repayment, absence of collateral requirements
 
are often cited as advantages of private loans. Nesbit [16] in a survey

of attitudes among farmers in Colombia found that despite the higher

interest rates more preferred to borrow from the money lenders than the
 
banks. Their complaints were that institutional programs involved too
 
much red tape, were 
too slow, too rigid as regards repayment, etc. In a
 
detailed study 'f the "true" 
cost to the farmer of official credit in
 
East Pakistan, Shahjahan [221 
concluded that a combination of application

fees, travel and entertainment costs, and loss of working days in getting

loans made public credit as expensive as private borrowing.
 

60n loans from friends and relatives, there is usually no 
interest
 
charged, but there is a reciprocal obligation to assist the lender at 
some
 
future date should he require aid.
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While some public credit programs are very popular, the
 

evidence itrdicates many are not. Wti.le it is true that most public
 

credit programs do not suffer from a lack of demand for funds, that
 

is due in part to their rather cavalier attitude in the past toward
 

defaulting. As the agencies tighten up on ripayment, they may find
 

less interest in their loans unless they eliminate bribery and improve
 

their other terms. To have a successful credit program one must
 

devise ways to insure that small farmers get the credit and on reason

able terms. To rectify the present situation, it may not be sufficient
 

to start a new credit organization with a mandate to lend to small
 

farmers; it may require more fundamental changes in the rural power
 

structure and in the operations of the credit bureaucracy.
 

V. Small Farmers
 

No public credit program for small farmers will lead to 

additional output unless the farmers are willing and able to borrow
 

from the institution, to use the borrowed funds primarily for produc

tive purposes and to repay the loans. Before a small farmer will
 

borrow for productive purposes, he must be informed of the investment
 

opportunity and be convinced the expected yield justifies the addi

tional risk. As the country studies indicate, both a lack of informa

tion and risk aversion often retard innovation among small farmers.
 

When farmers do decide to invest for production, they finance the out

lay from several sources: by additional savings, by the sale of low
 

yielding assets, and by borrowing from public and private sources.
 

The amount of financing from any one source depends upon the availa

bility of funds and the ease with which each source of financing
 

can be tapped.
 

Even when there is an opportunity to invest, some of the
 

funds borrowed from institutions will be used by small farmers for
 

non-productive purposes, which is usually considered an unwarranted
 

diversion of funds. Yet it is by increasing consumption that the
 

farmer's welfare is improved, which is the ultimate objective of any
 
today in response
credit program. Like others, farmers wish to consume 


to an expected rise in income. Supervision and voucher systems instead
 

of cash payments can reduce the use of borrowed funds for consumption.
7
 

But even with supervision. farmers still have considerable flexibility
 

in the use of money. Only the opportunity to use additional capital
 

profitably will substantially lessen, but zannot eliminate, the
 
8
 

tendency to use borrowed funds for consumption.


70hather supervision is worth the money spent on it deserves
 

more consideration than can be given in this paper.
 

8 Productivity change has both a price and an income effect
 

on consumption. The increase in productivity makes present consump

tion more "expensive" in terms of foregone future consumption. But
 

the higher incomes encourage farmers to consume more now. The choice
 

for the individual farmer depends upon his resolution of these
 

c nflicting forces. 
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The decision to repay loans is both a moral and an economic
 
decision. Many of the country reports state that farmers do not con
sider the repayment of public luans a compelling moral obligation. In
 
such a situation, the rate of repayment will be low unless there are
 
significant economic sanctions against default. However, in many
 
developing countries stated sanctions against default by small farmers
 
are not enforced. Frequently the only real sanction is that a farmer
 
cannot get new loans unless he repays outstanding credits. But the
 
size of loan to an individual farmer cannot be increased indefinitely.
 
Once the amount has leveled off, the farmer has no incdntive to repay,
 
because he only gets back next period what he returns today. This
 
helps explain why repayment percentages fall as credit programs mature.
 
Credit institutions are very concerned about repayment because a high
 
rate of default reflects badly on management. Perhaps of greater
 
importance to society is that farmers who are not required to repay
 
their loans are more likely to use the borrowed funds for consumption
 
rather than production.
 

VI Costs
 

All of the above has dealt with the conditions required for
 
an agricultural credit program for small farmers to increase the value
 
of agricultural production. Yet even such an increase is not sufficient
 
to call a credit program a success. Credit programs are costly and in
 
a successful program the benefits must exceed the costs. Among the
 
costs are administrative costs; supervisory costs; alternative costs on
 
the funds invested; default and social costs. The reported costs of
 
some of the programs are presented below; unfortunately the recording
 
of costs differs so much from program to program that no meaningful
 
comparisons are possible. Had adequate data been available, it would
 
be useful to analyze how costs differed by type of program and size of
 
loan.
 

To say a few words about the various costs: default is a cost
 
to the credit institution, but to society it is a transfer payment in
 

the sense that default does not consume resources. However, the
 
benefits of that transfet are not decided by government and are often
 
most inequitably distributed. To the lender default is a cost and
 
there is a trade off for the institution between administrative costs
 
and default. The more carefully the institution scrutinizes the appli
cants, supervises the use or loans and pursues delinquents, the lower
 
the default rate but the higher the administrative costs.
 

Some public credit institutions operate on borrowed funds,
 
on which they are required to pay interest, others do not. In any
 
case, there is a real opportunity cost of using the funds for credit
 
rather than in some other program. This opportunity cost is not ade
quately measured by the low interest rates most governments charge the
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credit institutions. There is a substantial literature with various
 
estimates of the opportunity costs of capital in developing countries;
 
suffice it to say that those estimates are almost always in excess of
 
10 percent, in real not inflationary terms, which greatly exceed the
 
3 to 4 percent which the credit institutions usually pay the governments
 
for funds.
 

The costs of administration are reported on various bases-
sometimes including, sometimes excluding supervisnry costs and capital
 
costs. In the figures below, capital costs have been eliminated, but
 
the amount of supervisory costs included is not determinable. For the 9
 
programs reporting .osts, the figures as a percentage of new loans issued
 
cover a wide rarr- 5 percent in the Phillipines (Secay), 3 percent in
 
Thailand (Ingle), 10 percent in Ghana (Goodwin and Selley), 15 percent
 
in Turkey (Stickley and Satana), 22 percent in Colombia (Tinmermeir), 25
 
percent in Indonesia (Moneylender, Long), 28 percent in El Salvador
 
(Vasquez et al.), 30 percent in Jordan (Stickley and Hazek), 60 percent
 
in Uganda (Frederickson) to over 150 percent in Nigeria (Ijose). Default
 
rates are equally difficult to compare because some agencies refinance
 
overdue loans, others do not. And among agencies practices differ greatly
 
between calling a loan overdue or defaulted. For the same sample of
 
countries defaults were: Phillipines--2 percent (Sacay), El Salvador
 
--10 percent (Vasquez et al.), Colombia--l& percent (Tinnermeir) Indonesia
 
--19 percent (Money".ender, Long), Jordan--30 percent (Stickley and Hazek),
 
Ghana--35 percent (3j.odwin and Selley), Turkey--47 percent (Stickley and
 
Satana), Thailand--49 percent (Ingle), and Nigeria--64 percent (Ijose).
 

In summary, administrative plus supervisory costs average
 
around 20 percent, default around 30 percent. The foregone earnings on
 
the invested capital are of the order of 10 percent. Making no allowance
 
for the sociaL costs discussed below, the costs of existing agricultural
 
credit programs range from a low of about 15 percent to a high of well
 
over 100 percent of new loans made with an average of around 50 percent.
 
Existing programs include farmers of all sizes; special programs for
 
small farmers would be expected to show costs at least as high as the
 
average figure.
 

Tnere often are social costs associated with public credit
 
programs. In developed countries modern agriculture has been marked by
 
a continual deepening of capital on the farm. It is not clear that
 
capital deepening will--or should be-- a continual process in countries
 
with large pools of unemployed labor. Pakistan is a case in which cheap
 
credit for mechanization led to an excessive introduction of tractors and
 
a corresponding displacement of farm labor. Or alternatively, the cheap
 
government credit may be used to purchase land exacerbating the land
 

.91t was aot always possible to be certain of the base; in
 
some cases, the base may have been loans outstanding rather than new
 
loans, which may explain part of the cost dispersion.
 

so
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tenure program. Colyer and Jimenez [6] cite evidence from Colombia
 
that those receiving institutional loans had in three years increased
 

their land holdings by 40 percent, despite a b., on borrowing to buy
 
land. Speaking of the credit progran in Ethiojpia, Holmberg (Ethiopia)
 
writes, "The exact magnitude of the tenant displacements indirectly
 
caused by CADU is not known, but it is believed to be considerable ...
 

It is apparent that the social costs of this tenant displacement in
 
any benefit/cost calculation foz CADU as a whole would have to reduce
 
the benefits generated by the iproject." The success of a credit program
 
depends upon investment, but ,,ot every "investment" is socially
 
desirable, If individual farmers receive more public credit than they
 
need to finance a new technology, they may use additional subsidized 
public credit to expand land holdings which could exacerbate the employ
ment--and tenure problem. Public sector credits should be confined to
 
transitional s~tuationF in which more capital is needed to finance new
 
methods of production.
 

Because existing information is inadequate, it is not possible
 
to estimate whether tha benefits of credit programs for small farmers
 
justify the high costs. Default excluded, the costs to the society of
 
a supervised credit program for small faimers, would be of the order
 
of 30 percent per y-ar. The author would hazard the guess that many
 
existing credit nr.grams do not yield a return of that magnitude.
 

But in those situations dhere the conditions of success listed in this
 
paper are met, the vilu, of increased production could greatly exceed
 
those costs.
 

In a technical. sanse, it is not credit but the physical inputs
 
of fertilizer, seeds, labor, etc., which are responsible for the increase
 

in output. Where the condition, of success for a credit program for
 
small farmers arc not met, altLrnative programs--subsidies to the in
puts, price supports for the outpit, more extension work, or even credits
 
to the marketing system rather than the small farmer--may be capable
 
of raising the welfare of small farmers at considerably lower costs
 

than a credit program.
 

VII Conclusions
 

1) Additional loans to small farmers will not in and of
 

tbemselves lead to greater production. For a credit program to be
 
successful in increasing output, there must be an opportunity for
 
small farmers to utilize additional cepital profitably, which itself
 
requires an improvement in technology backed by markets that co
 
supply the necessary inputs and absorb the output. As the country
 
studies show, credit programs have had little impact on output in
 
agricultures with a stagnant technology and have had only limited success
 
in countries with inadequate markets.
 

2) Many small farmers without access to public credit have
 

shifted to more productive agricultural technologies. Some new
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techniques, like improved seed, require little additional capital.
 
Other inputs like fertilizer, pesticides, and tubewell water do
 

require additional investment; but some of the farmers without access
 
to public credit have financed these expenditures from savings, sale
 
of non-productive assets and borrowing from private sources. In fact,
 
in most areas public credit has financed little of the investment by
 
small farmers. Still the preponderance of evidence suggests that a
 
shortage of capital is a constraint on the adoption of new techniques
 

by small farmers as a group. In areas where the other conditions are
 
met, an expansion in the supply of funds does lead to an increase in
 
production by small farmers.
 

3) Public sector credit programs, however, have in many
 
cases not produced a significant expansion in the availability of
 
credit to small farmers. Credit is a commodity like any other; an
 
increase in supply from one source will through competiton discourage
 
other sources of supply. This means that part of the infl(.! of public
 
sector credit into agriculture will be offset by an outflow of private
 
credit. While the studies do show inverse relationships between the
 

availability of public sector and private sector credit and institu
tional and non-institutional credit, present research is insufficient
 
to permit any conclusions about the degree of fungibility of agricul
tural credit. Still planning on the assumption that there is no flow
 

of private credit among sectors is likely to lead to unnecessary credit
 

progratis with unhappy results.
 

4) A second reason why an expansion in public credit may
 
have little impact oni small farmers is that most public credit goes
 
to the larger farmers. Even programs with the specific objective of
 
helping the little man make few loans to the bottom forty percent of
 
farmers. Credit institutions are under a variety of pressures, poli
tical, economic and administrative. Loans to small farmers are more
 

costly and more difficult to administer and supervise r.nd often have
 

higher default rates. Yet public institutions are not permitted to
 

levy interest charges on small loans high enough to cover costs.
 

Such loans thus make the credit organization's performance appear
 
inadequate. This, combined with the political pressure larger farmers
 

can exert at the local level, has meant that larger farmers have been
 
the main beneficiaries of public credit. To rectify this problem it
 

may not be sufficient to start a new credit organization with a mandate
 

to lend to small farmers; it may require more fundamental changes in
 
the rural power structure and in the operations of the credit bureau
cracy.
 

829. 
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The costs of lending to small farmers is high. If costs
5) 

are defined to include administrative costs, supervisory costs, the
 

foregone opportunity costs of use of the invested capital for other
 

100 percent of new loans
 purposes, and default, costs run as high as 


in some programs and average 50 percent.
 

When public credit is made available, a substantial
6 

fraction of the borrowed 	funds are used by small farmers for consumption
 

But even if the funds are used for investment
rather than production. 

purposes, there are social costs to subsidized credit. In some cases,
 

the proceeds of subsidized loans have been used to buy land, exacerbat

ing an incipient land tenure problem; in others the funds have been used
 

for the purchase of tractors causing a socially disadvantageous dis

placement of agricultural labor.
 

7) Though credit is neither a necessary or sufficient condition
 

for an increase in agricultural output, the benefits from a public 
credit
 

program for small farme~rs will, where the conditions are right, justify
 
some small farmers are
the costs. Through borrowing from public sources 


enabled to shift to a more productive technology they otherwise could not
 

have financed; other farmers are encouraged to move along a path of modern

isation they would have followed without public credit, but only more
 
same amount of credit but
slowly; and still others 	will get roughly the 


Still
 on terms more favorable than available from the private sector. 

Instead of
the above considerations 	do suggest a cautiot-3 attitude. 


simply assuming public credit programs are socially advantageous 
as so
 

in the past, countries should ccusider
frequently have been the 	case 

in their particular situation.
whether the benefits will justify the costs 


improving the conditions of small
Furthermore, alternative approaches to 


farmers should be given careful consideration.
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TECHNOLOGY, PROFIT, AND AGRICULTURAL CREDIT
 

by Ronald Tinnermeier*
 

Despite all that has been written to show that farmers
 

in poor communities are subject to all manner of cul

tural constraints that make them unresponsive to normal
 

economic incentives in accepting a new agricultural
 
Factor, studies of the observed lags in the acceptance
 

of particular new agricultural factors show that these
 

lags are explained satisfactorily by profitability
 
[Schultz, 261.1
 

1. Introduction
 

Much attention in the development literature is now being
 

given to increasing productivity and income levels in the small
 

farm sector. In fact, many development sp:-ecialists now feel that
 

raising small farm output with a corresponding increase in farm
 

Income is essential for continued economic development and poli

tical stability. Many different kinds of programs have been de

signed to help the small farmers increase their incomes and to
 

improve their gencral well-being. However, not all programs
 

have proven successful in their execution. Agricultural credit,
 

even under its many organizational forms and disguises, is no ex

cepcion.
 

Credit programs for increasing the productivity and income
 

levels of small farms have been introduced in most of the develop

ing countries. 2 Some are pilot programs, others are more exten

sive in coverage, and yet others are only parts of more general
 

credit programs geared for medium-sized and larger farms. A re

view of the credit programs for small and medium-sized farms
 

covered in the AID Spring Review leads one to conclude that there
 

are few programs that can be classified as relatively successful.
 

*Associate Professor, Department of Economics, Colorado State
 

University, Fort Collins, Colorado 80521.
 
1Information within brackets refers to: (a) numbered refer

ences found at the end of the paper or (b) particular country pa
in another part of
 pers prepared for the Spring Review and listed 


this volume.
 
2Credit programs have also been used as income transfer
 

mechanisms but most researchers feel such a policy seriously mis

3carce capital and tends to perpetuate rural poverty
allocates 

[Tinnermeier and Dowswell, 31].
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Increasingly, credit programs are coming under attack for two
 

reasons: 
 (1) almost all of the programs have relatively high
 

rates of delinquency and (2) there is little evidence that the
 

credit has had any positive impact on small farm productivity
 

or income.3 If this is indeed the case, what are the possible
 

causes for this poor showing?
 
The causes are many and complex and vary from country to
 

country. A review of existing program reports will bring to
 

light a multitude of organizational, administrative, leadership,
 
However, overemphasizpolitical, financial, and other problems. 


they might be, often causes us
ing those problems, important as 


to lose sight of the very essence of agricultural credit--in

creasing productivity.
 
Credit normally is used synonymously with borrowing and both
 

terms connote that the transfer of funds from the lender to bor

rower is temporary. Loan repayment is assumed. Small farmers
 
either they
consistently have delinquency problems which means 


can repay the loans but do not want to or that they are unable
 

to repay the loan when it comes due without placing themselves
 

in a worse condition compared with their status before the loan
 

The underlying hypothesis of this paper is that
was obtained. 

small farmers have not been able to repay because they have had
 

few or no means of productively using the credit when available.
 

The main intent of this paper is to critically assess the
 

following general propositions:
 
(1) Agricultural credit will be ineffective without
 

technology which is profitable to the farmer.
 

There is a direct correlation between repay

ment and the availability of profitable tech

nology.
 
(2) Risk and uncertainty directly affect the use or
 

adoption of new technology and its profitabili

ty for the small farmer.
 
(3) 	An education program is needed to successfully
 

combine credit with new technology.
 

Despite the continued emphasis on agricultural credit in the
 

developing countries, very little evaluation of the
 

3Even so, the credit program could have benefited the farmer
 

by either reducing his indebtedness with higher priced non
simply by adding to his coninstitutional sources of credit or 


this basis. It
sumption. However, few programs have survived on 


should be obvious that delinquency rates over 20 percent (and most
 

programs fall in this category) will cause the initial capital
 

value within three years.
fund to erode to one-half its original 


In addition, if such erosion is accompanied by evidence that the
 

credit is ineffective at the farm level, the agency has little
 

hope of surviving over time.
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has been done. Nevertheeffects of the credit at the farm level 


less, some tentative generalizations on the importance of profi
small farmer credit programs will
table technology to successful 


be made, based on a review of the existing studies, documents,
 

and experiences of agricultural credit.
 

II. Does Profitable Technology Exist?
 

is simply the way things are done [Mosher,
.Technology in farming 

173 A given technology implies a gien set of inputs or factors
 

of production. Thus, "traditional technology" means the particu

lar way the traditional inputs of land, labor, seed, hand imple

ments, oxen, organic fertilizer, and water are combined and used.
 
than a new set of inputs or factors of
"New technology" is no more 


production which are different from the traditional set. That is,
 

at least one factor has been added, dropped, or changed in some
 

way. New technology has also been classified as biological, chemi

cal, or mechanical innovationF [Southworth, 28].
 

To be profitable, the increase in the value of the output re

sulting from the investment must be more than the increase in the
 

input costs. It has been widely held that large doses of credit
 

are needed to facilitate rapid technological change inagricul

ture, but, again, this presupposes that such profitable investment
 

in fact, exist for the farmer. What evidence is
alternatives do, 

there to support this assumption?
 

Traditional Technology
 

It is now generally accepted that most farm operators in less

developed countries operate in a rational economic manner. This
 

implies they cannot significantly increase their farm production
 
their disposal or by adby either reallocating the resources at 


ding mo,-e of the traditional inputs [Mellor, 16]. A number of
 

other studies also reach this conclusion. For example, Eckert [7]
 

concluded that Pakistani farmers had achieved economic optimum
 

levels of nitrogen use for native wheat varieties. Thus, little
 
investment utilizing the existopportunity existed for additional 


was not profiing technology. Studies in Brazil also showed it 

This is
table to fertilize many existing crops [Meyer, et al].]. 


primarily due to the very low production functions that exist for
 

practices. While this low profitability probably
traditional 

holds for most areas, under some circumstances changes in land
 

tenure patterns, leasing arrangements, or availability of credit
 

may bring about increases in production and income while still
 

using traditional inputs.
 

4For a general review of technology for developing countries,
 

see Jackson [12].
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A number of participants in the Spring Review Regional Work
shops suggested that unemployed technologies 5 are available and
 
that additional credit will allow farmers to put them to use.
 
Along the same line, Bethke [2] concluded, after reviewing a
 
number of agricultural credit programs in Latin America, that
 
those credit programs have overemphasized increasing yields at
 
the expense of identifying other means for increasing farmer
 
incomes--land expansion, diversification, and increasing labor
 
productivity, rather than land productivity. Thus, controversy
 
still exists as to whether or not small farmers are doing a good
 
job oF allocating their resources, given the technological pos
sibilities and factor and product-cost relationships which they
 
face.
 

Unfortunately, few data are available concerning the profi
tability of expanding the use of traditional technology. How
ever, the data which do exist tend to support Schultz's original
 
thesis that it is unprofitable to further expand the use of the
 
traditional technology. Perhaps the expansion of land area does
 
hold promise for some areas of Latin America and Africa, but
 
input constraints rapidly set in where traditional inputs are
 
used, especially for labor. Furthermore, it is not at all clear
 
that such expansion will increase a small farmer's net income com
mensurate with the added risk involved in borrowing capital to
 
finance such expansion. One could ask, if such expansion is so
 
profitable, why are not more farmers doing it? Inaddition,
 
large-scale land expansion is normally very expensive, relative
 
to the income generated using traditional technology, especi
ally as compared with the development of other sectors of the
 
economy or with other investments in agriculture (introducing
 
new technology).
 

Although not at all conclusive, it does appear that few
 
profitable investment opportunities are available for small
 
farmers when applying existing technology. The additional re
turns from the investments do not cover the additional costs.
 
This conclusion, then, forces us to turn to the introduction of
 
new technology if we expect to increase incomes in the small farm
 
sector.
 

New Technology
 

A majority of the credit programs reviewed assumed that new
 
technology was available or at least could be made readily
 

5 1t is important to distinguish between available technology
 
at the farm gate and technology that might be known at the experi
ment station or in other parts of the world. This paper is fo
cusing on technology as known and used by the small farmer. An
 
unused technology available in the region but never used by small
 
farmers is a new technology to them.
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available to the small farmer if desired. Therefore, their main
 
concern was getting the credit to the farmer. A few programs as
sumed otherwise and placed heavy emphasis on developing appropri
ate new technologies for small farmers and assuring that they
 
were made available with the credit.0
 

To assume that new technology is available for the small farmer
 
and that it is profitable is the biggest error the proponents of
 
agricultural credit have made. A striking similarity in almost all
 
the country papers is that virtually no technical assistance has
 
been provided with credit. Now, if technical assistance is not
 
provided with credit, this either assumes such assistance is avail
able through a sister agency, that the technology is already known
 
and accepted at the farm level, or that it is not needed (unem
ployed, profitable traditional technology exists). ThF third as
sumption has already been discussed. The first two assumptions
 
no doubt result from the widespread availability and use of the
 
so-called modern inputs in the developed countries. It is simply
 
a matter of adapting those inputs to new conditions. The recent
 
development of the high yielding rice and wheat varieties has also
 
lulled us into complacence. However, very often the new technology
 
has not been locally adapted or tested under conditions similar to
 
those faced by the farmer. Or, if shown to be physically better
 
under local conditions, such technology still may be unprofitable.
 

On the positive side, studies in Africa [Zambia, Roberts]
 
show new innovations to be profitable for farmers in parts of
 
Zambia and Rhodesia. New and profitable technologies were also
 
successfully introduced with credit inMexico [Mexico, Diaz],
 
Ethiopia [Ethiopia, Homberg and Cohen], and Colombia [Colombia,
 
Schwinden et al.; Whitaker, 34]. Sacay [Philippines, Sacay]
 
generally concluded that the new rice varieties were profitable
 
in the Philippines during the regular rice growing season. On
 

Still other programs assumed that small farms could not
 
compete with larger units so little emphasis was placed on pro
duction as such. These programs extended credit on the basis of
 
need rather than on productivity.
 

The feeling that small farms are not economically viable
 
permeates most small farmer programs and often leads to poli
cies that ensure that such units will not be viable. If ef
ficiency is viewed in terms of the value added (output) divided
 
by the social opportunity costs of the factors, then it is not
 
at all obvious that the smaller units cannot compete with the
 
larger ones in the developing countries. The equity-efficiency
 
conflict discussed in the paper by Tendler is valid only if
 
larger units are in fact more efficient than smaller ones. The
 
conflict disappears if the opposite case exists. Empirical evi
dence is beginning to suggest the latter.
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the other hand, for a different province Smith states that "in
 
the lower price ranges which prevail, the HYV technology is less
 
profitable, per crop, than the lower yielding traditional metho
dology, for the typical yields cited" [Philippines, Smith]. Sacay
 
also found lower yields during the dry season for the high yield
ing varieties, as compared with the yields of the traditional
 
varieties. Large yield variations were also found in India [Lele,
 
143. Similar experiences can be drawn from many of the other
 
country papers.
 

Therefore, it should not be too surprising to find slower
 
rates of adoption of new techniques when additional risk is in
volved or when the technique is less profitable. Fogg [9] found
 
a direct relationship between the adoption of a new technology
 
and its monetary return to the farmer in Nigeria. A similar
 
relationship was found in Pokistan [Pakistan, Rochin]. On the
 
other hand, for wheat and corn production in Argentina, it was
 
found that "the major limiting factor [was] the real unavaila
bility of the fertilizer technology for farmers in the sense
 
that technical and economic information on its use [was] almost
 
totally nonexistent' [De Janvry, 6].
 

What is often assumed profitable is, in fact, less so for
 
the farmer. A rigorous test of profitability (requiring a 50
 
percent margin for risk and uncertainty) from a carefully se
lected set of improved practices in a district in India showed
 
that over half of the demonstrations did not pay [Mellor, 6].
 
Ofter. by the time the innovation gets to the farmer, it is even
 
less profitable and attractive. Oluwasanwi [22] concluded that
 
the farm credit schemes in Nigeria have only a limited effect so
 
long as they are operated without due regard to the earning capa
bilities of the innovations being financed. Unfortunately, very
 
little or no testing of the profitability of recommended prac
tices by the lending agenmy takes place at the farm level.
 

Thus, to assume profitable technology is available, especi
ally for the small farmer, is very questionable. Even with the
 
new wheat and rice varieties, a small farmer is not always as
sured a profit above that found in using traditional varieties.
 
The factors or components which determine profitability are many.
 
These include relative prices of the inputs and products, land
 
tenure arrangements, risk, knowledge and skill of the farmer, and
 
the transportation and marketing systems [Schultz, 26; Wharton,
 
33]. But the most important component is output-iincreasing or
 
cost-reducing technology, the absence of which will limit the ef
fectiveness of any credit program.
 

Profitable technology depends not only on the physical pro
ductivity of resources but also on the input and product price
 
relationships. Wthin the context of traditional agriculture, farm
 
incomes might be increased by raising product prices, but there
 
is little evidence that this po~icy would be effective in
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increasing aggregate production or in raising farm incomes. Sub
sidizing traditional inputs might also encourage greater input
 
use and production, but, again, such a policy may have undesirable
 
consequences. Among others, such a policy may distract attention
 
from the need for more research to increase resource productivity
 
and it may misallocate resources to agriculture at the expense of
 
other -,ore productive uses.
 

It is interesting to note that the output-increasing tech
nology which has been introduced to date has largely been around
 
single crops (rice, wheat, and corn). Technicians have become
 
seed and fertilizer salesmen, and the results have been dramatic.
 
Nevertheless, one should not assume that new technology only means
 
high yielding varieties and fertilization. Nor should it be as
sumed that similar dramatic breakthroughs will come in the future.
 
Successful small farmer development programs (including credit
 
programs) may have to rely on more modest technological advance
ments. Even so, these improvements must be profitable to the
 
farmer, and demonstratively so on his own plots. If the farmer
 
sees the possibility of a meager added return for what may be a
 
major added cost or risk, considerable resistance to adoption
 
will be likely.
 

If our objective is small farmer development, then research
 
must be oriented to produce those output-increasing or cost-saving
 
technologies appropriate for small farms. Too often, research is
 
designed to provide new knowledge for the medium and large-sized
 
units. Also, experiment stations are located on the best land
 
with good water availability, a far cry from the conditions under
 
which many small farmers operate. The final test of a research
 
recommendation is its economic performance for the farmer. Said
 
another way, credit programs must shift the present emphasis of
 
paper performance to field performance on the farmer's land.
 

In summary, there is sufficient evidence from the credit
 
studies to suggest that profitable technology is not always avail
able to the farmer when the credit is extended. Furthermore, an
 
important explanation for the low profitability is the lack of
 
new, output-increasing or cost-reducing technology. New, appro
priate technology may be the key to small farmer programs, as
 
well as to the general development of the LDC's [Singer, 27].
 

Small Farmer Technologies
 

Fortunately, the new HYV technology has beer, neutral to farm
 
size although small farmers have not adopted as rap dly as larger
 
farmers, for many reasons, one of which was lack of credit.7 But
 

.Lack of credit usually becomes a constraint for small farmers
 
once they begin widespread adoption of new technology. Schulter
 
[253 found a greater percentage of cash expenditures was borrowed
 
by small farmers who adopt new technology when compared with larger
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should other kinds of technologies be developed to better assist
the small farmer? 
This 	question can only be answered by thoroughly researching the problems faced by the small 
farmers and designing experimental and other research to fit those needs.
 

However, a cursory review of small 
farmer studies does suggest a number of researchable areas appropriate for solving their
production problems and constraints. Some possibilities include:
 
(1) new water management techniques for storing and using
water, including the economics of small 
scale irriga

tion projects,

(2) water-nutrient interactions for crops presently
 

grown on small farms as well as those with poten
tial, i.e., horticultural crops, fruits and nuts,
especially under less than ideal 
rainfall or ir
rigated conditions,
 

(3) new output-increasing techniques for the more tra
ditional crops such as cassava, potatoes, and le
gumes and for 
livestock activities,


(4) 	information on the sensitivity of yields to land
 
preparation and timing,


(5) 	feeding rations utilizing the increased output from
 
the traditional crops,


(6) seeds with high yields but with less variation
 
under different climatic conditions,
 

(7) 	new animal powered farm implements,

(8) mechanical tillers and other small power imple

ments, as needed,
 
(9) 	low-cost and effective on-fdrm storage and drying
 

facilities,
 
(10) 
 new techniques of multiple- and inter-cropping to
 

increase incomes and reduce risk,

(11) techniques for 
improving managerial skills.
The aforementioned research topics: 
 (1) tend to enhance rural


employment, 
if applied, (2) specifically relate to the needs of
small farmers, and (3) are presently poorly researched. Fortunate
ly, the International Research Institutes, as well 
as some LDC research stations, are now beginning to shift a portion of their
research funds 
to meet the needs of small farmers. For example,
over the past few years, the Intt-rnational Rice Research Insti
tute has carried out research on 
the effects of successively

planting different crops 
on the same plot (multiple cropping), as
 

farmers, demcnstrating more small 
farmer dependence on credit.
In Pakistan, Gotsch [10] 
found less dependence on credit for the
adoption of 
new inputs, other than tubewells, while a second 
researcher found the opposite [Pakistan, Lowdermilk]. The Spring
Review papers generally conclude that credit does become a prob
lem for small farmers once adoption takes place.
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well as planting more than one crop in the same field at the same
 
time (intercropping). Interestingly, it was found that in the
 
tropics total production increased when crops were intercropped
 
[IRRI, 11]. Intercropping also significantly affected weed and
 
insect populations. As is widely known, small farmers around the
 
world practice intercropping and perhaps with reason. Thus, mono
crop recommendations may not be as useful to them as is often as
sum & 

Most LDC's are facing serious unemployment problems in the
 
rural, as well as the urban, areas. Providing research results
 
for small farmers which allothem to increase their farm incomes
 
concurrently with providing more employment can help alleviate this
 
problem. Eicher [8] suggests that employment in Africa would be
 
increased by a greater use of animal power and by paying more at
tention to small-scale, rather than large-scale, irrigation pro
jects. Stokes [29] also argues for greater use of animal power
 
since it has the greatest potential for increasing the small
 
farmer's productivity.
 

New technology, even for small farmers, is not neutral in its
 

effect. Some groups may receive more benefits than others. The
 
CADU program in Ethiopia is especially illustrative of the possible
 
negative distributive effects of new technology, even when focused
 

on small farmers [Ethiopia, Holmberg]. CADU was successful in
 
promoting the adoption of new wheat technology, but this resulted
 
in increased land values which then caused widespread eviction of
 

small renters by landlords. Thus, the existing land tenure strt':
ture seriously distorted the income distribution of such technolo
gy. Uchendu [32] also suggests that change agents in Africa must
 

be especially aware of the tenure implications of new innovations
 
which they promote. A recent article on Latin America [Barra
clough and Schatan, 1] predicts that a continual improvement of
 
agricultural technology without structural change will only ac
celerate the displacement of farm labor, transferring rural unem
ployment and poverty to the cities where there are too few avail
able jobs now. Cepede [5] makes a similar plea for land reform. 
Nair [20] fears that the Green Revolution could lead to a dis
placement of millions of farmers in !ndia unless policies to
 
bring about modernization of small farms are followed.
 

It is clear that new technology is not neutral in terms of
 
farm size, effect on employment, or income distribution. There
fore, those who develop and promote innovations, including the
 

international lending agencies, must be especially sensitive to
 

the distributive effects of such innovations.
 

Technology and Delinquency
 

Although inconclusive, there does appear to be a direct cor
relation between loan repayment and the availability of new and
 

profitable technology. Only a few of the projects covered in the
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Spring Review had repayment rates above 90 percent and only these
 
projects successfully provided profitable technology to the farmer.
 
The Pueblo project in Mexico significantly improved corn yields
 
under rainfall conditions, primarily through higher planting
 
rates and by changing the amount and timing of fertilizer applica
tion. Incomes for participants doubled or tripled as a result of
 
the program [Mexico, Diaz]. The CADU project in Ethiopia success
fully introduced new wheat varieties with fertilization, roughly
 
doubling cash incomes. Nevertheless, the existing land tenure
 
pattern seriously distorted the distribution of these benefits
 
among the tenants and landlords, as mentioned previously. The
 
Comilla project in Bangladesh centered around the dissemination
 
of high yielding rice seed, fertilizer, and small irrigation pumps.
 
Again, high rates of repayment were experienced. However, extend
ing the program tc a much wider area has caused some repayment
 
problems [Bangladesh, Solaimen et al.]. The INCORA program in
 
Colombia and the ACAR progr&m in Brazil are additional examples
 
of programs with relatively low rates of delinquency associated
 
with profitable technology [Colombia, Schwinden et al.; Brazil,
 
Meyers et al.). Except for these few scattered cases, however,
 
new technology has not accompanied the credit for small farmers
 
in most countries. Furthermore, no programs have been identified
 
which have low delinquency rates without providing new, output
increasing technology along with the credit. Thus, it is argued,
 
new technology is an essential condition for a successful credit
 
program. Brown [3] asserts that "failure to insist on . . .
 
technical assistance for irrigation and land improvement, and re
search to provide new technology proved to be major errors of
 
strategy" for the Indian "package programs" in the 1960's. One
 
would hasten to note, however, that new technology is not neces
sarily a sufficient condition for success. For some programs
 
the technology was available but the price, land tenure, or
 
marketing policies were inadequate to make its continued adoption
 
profitable. The Nicaraguan program significantly increased corn
 
yields, resulting in a 50 percent drop in price at harvest which
 
caused repayment problems [Nicaragua, Ramirez]. This is not a
 
unique experience, and the need for governmental price stabiliza
tion and marketing olicies to accompany new technology should be
 
evident. But price and marketing policies cannot substitute for
 
technology.
 

The Indonesian BIMAS program experienced considerable success
 
initially, but, as the program expanded, the single technological
 
package was less and less appropriate for the new areas. The
 
credit, fertilizer, and other inputs often were not available
 
when needed, and the technical assistance effort no longer
 
reached the farmers. Thus, organizational and administrative
 
difficulties became serious program constraints [Indonesia,
 

•Rieffel].
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Even if new technology is provided with credit, this may
 

still not be sufficient for rapid adoption. If considerably more
 

risk is associated with the new as compared with the old, then
 
small farmers may be unwilling to assume such risk.
 

III. Risk and Adoption
 

Researchers are recognizing more and more that risk is a sig

nificant factor in small farmer decision making.8 Wharton [33]
 

rightly recognized that even the most illiterate farmers place
 

probabilities on the outcomes of their farming decisions. They
 

also subjectively place probabilities on future events outside
 

their own experience. Since they cannot accept risks which might
 
their economic decisions atjeopardize their family's survival, 


tempt to reduce risk and to increase security. Naidu [19] argued
 

that increased farm investment will take place only when risks
 

are removed from the minds of farmers. The added risk associ

ated with new technologies also was mentioned by most of the coun

try paper authors. Small farmers face a number of risks which
 

can significantly affect the extent to which they adopt new tech

nology.
 
Yield variability is probably the most serious risk faced
 

by small farmers. The new technologies consistently show greater
 

yield variation than do the traditional methods. As discussed in
 

the previous section, under adverse weather conditions the high
 

yielding varieties sometimes yield even less than the tradi

tional varieties, while under ideal conditions the yields are
 

often four to five times more. There is an obvious need to de

velop varieties which show less yield variability, even at the
 

expense of some reduction in average yields. Malya [151 found
 

that Indian farmers in districts with uncertain rainfall condi

tions kept a higher percentage of their crop area under drought
 

resistant crops than others with less uncertain rainfall. The
 

importance of risk in explaining existing cropping patterns was
 

also found in another part of India [Nowshirvani, 21].
 

New output variations also result from applying technolo

gies which are inappropriate for the local soil or climatic con

ditions. For example, in Indonesia one technological package
 
conwas recommended for a wide area and experience showed that 


siderably more flexibility was required to match the varying
 

local conditions. The more successful credit programs normally
 

provided many "packages" to overcome local differences. As an
 

example, the Puebla project has 17 different recommendations.
 

Farmers must also consider the uncertainties of floods, insects,
 

diseases, animals, and wars, all of which might adversely affect
 

8No distinction is made in this paper between risk and un

certainty, as is common in economics. Thus "risk" is meant to
 

include conditions of uncertainty as well.
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the yield obtained in any given year. Crop insurance programs
 

hold some promise for spreading the weather risks faced by farmers
 

among years and areas, but these must be applied with great care
 

[Oury, 23].
 
Price variability of the inputs or products is also of con

cern to the farmer. Input and product prices are exogenous fac

tors which fluctuate from year to year, yet the farmer must pre

dict specific values for each before the crop season. Kahlon and
 

Johl [13] found that Indian farmers varied acreages with price
 

and yield variations and that a "risk fund" was used to meet their
 

expected "conceptual risks," the fund growing in size with the
 

use of new technology. Governmental price guarantees may help
 

but these policies are also subject to change even during the
 

crop year. Nevertheless, price stabilization policies directly
 

affect the profitability of new technology and are especially
 

needed for those wko have a high risk aversion--and that would
 

include almost all 
the small farmers. The more successful cre

dit programs have been supported by price policies which re

duced the input and product price variability to the farmer. 
The variability of the supply of inputs is another problem
 

area for small farmers. A decrease in the total supply of ferti

lizer, chemicals, implements, and other inputs will be felt first
 

by the small farmer. His limited economic and political clout
 

make this so. Thus, he must weight the risks of delayed inputs.
 

Many small farmers have limited rights to water, an additional
 

input risk, even if they are in an irrigation district.
 

The supply of services can also be hIghly variable. If the
 

profitability of a new technological package depends on receiv

ing technical guidance through the production period, will such
 

help in fact be available? The improper application of ferti

lizer or chemicals can significantly reduce crop yields. Live

stock activities might be especially vulnerable to a delay in
 

technical advice. Marketing services might also be uncertain
 

and reduce profits. For example, can a dairy farmer always
 

rely on the established milk pickup system?
 

In summary, it should be obvious that the adoption of new
 

technology and its profitability is significantly affected by
 

The dominant failure in much developmenthe associated risks. 

tal work related to technological innovations has been the lack
 

of understanding of the relationship between the expected vari

ance of the old and new techniques and the relationship of these
 

to the level of living of the clientele [33].
 

IV. Credit with Extension?
 

Another striking feature of a large majority of the credit
 

programs is the absence of any kind of extension or educational 

)6k 
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service.9 Perhaps we should conclude, therefore, that this is suf

ficient evidence to reject this as an important issue for iall
..


farmer development. Furthermore, efforts to export models of the
 

U.S. extension service have met with complete failure.
 

However, notwithstanding the above, it is proposed that ex

tension must be very much a part of a program which expects to
 

tie credit to new technology in an effective manner for the small
 

This could easily be criticized as idealistic and too
farmer. 

if itwere not for the fact that the few successful credit


costly 

programs (low delinquency, increased farm productivity and income
 

levels) did precisely that. The Puebla, Comilla, CADU, INCORA, and
 

to integrate new technology, extension,
ACAR projects all managed 

Tying of credit to improved techniques is also advoand credit. 


Keep in mind that "extencated by Sanderatne [24] and Brown [3]. 


used here, is not a general farmer educational program.

sion," as 


Extension is the mechanism by which the new technology is
 
the farmer in codeveloped, modified, carried, and translated to 


It is the
ordination with the provision of credit, when needed.1
0 


It was mentioned in the
technical assistance arm of the program. 


previous section that technical recommendations must be modified
 
Who could better do
to meet local conditions.
from area to area 


the person who is explaining and demonstrathis modification than 

the farmers. In addition, Danting new innovations directly to 


dekar wisely argues that "What is required . . . is some arrange

ment by means of which at least a small number of progressive and
 
in the research
 . . . may participate activelyintelligent farmers 


Such an arrangement would help enexperimentation" [Byrnes, 4]. 


sure that the experimentation takes place under conditions simi

small farmers and the results, then, would
lar to those faced by 

Each effort reinforces the other.
 more likely meet their needs. 


Including technical assistance as part of a credit program
 

implies the need for considerable manpower and trained manpower
 
is not the main issue.
 

as well. This cannot be denied. But this 

farmer is the issue, and, if the develop-
Development of the small 


ment of new technology is a prerequisite for that effort, then
 

policies must be established to ensure that effective technical
 

assistance is made available.
 

9Extension in the context of this discussion is any educa

tional program directly tied to disseminating !iew technology.
 

Thus, an "effective" extension program would be one which sig

nificantly increased the adoption of the new technology as com

pared with the level of adoption which would take place in its
 

absence.
 
10All new technology will not likely be developed at this
 

Considerable "backstopping" by experiment stations and
level. 

also be necessary.
research laboratories will 
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Unfortunately, credit employees are often poorly trained in
 

the technical areas of crop and livestock production, even in the
 

so-called supervised agricultural credit programs [Tinnermeier,
 

301. In essence, the extension agent has very little to "extend"
 

to the farmer. "The source of the new information must be con

sidered trustworthy by the farmer, and this judgment will be
 

based again largely on his past experience' [Myren, 18]. Obvi

ously, an extension agent or credit technician with little techni

cal advice to offer is not going to develop very much farmer
 

trust. In addition, sufficient, trained manpower to provide
 

trustworthy assistance is usually not available to small farmer
 

credit programs, as reported by many of the country paper authors.
 

If the LDC's are unable to finance this training, then the inter

national lending agencies would be well-advised to set aside a
 

portion of the agricultural credit loan itself for such technical
 

training.
 
Combining technical assistance with extension of credit has
 

a number of other advantages. Costs may be reduced by eliminating
 

transportation and other costs which are duplicated if two separate
 

agencies are visiting the same farmers. Less conflict exists
 

where both activities are within the same agency. Farmers have
 

only one contact or agency to work with, versus the many that
 

exist now, and the provision of credit and technology wili be
 

better coordinated.
 
The extension agent-technician contributes in other ways too:
 

he coordinates the provision of the new inputs and credit, he can
 

identify weakness in the technical recommendations, he can identi

fy research needs, and he can help coordinate production and 
mar

keting activities. Thus, his very presence and participation
 

helps eliminate or )t least reduce the risks faced by the small
 

farmer when adopting the new technology.
 
Another common feature cf most of the more successful credit
 

programs, besides jointly providing new technology, credit, and
 

technical assistance, is the way the farmer is reached. In most
 

instances, a local farmer serves as a liaison between the pro ram
 
rest of the farmers in the immediate area. 

"l
 

technician and the 


This farmer, who in some cases is elected by the other farmers or
 

in other cases selected by the technician, receives special in

struction and training on how to use the new technology. A part
 
of his farm is usually used as a local demonstration plot. This
 
organizational arrangement has two important consequences: (1)
 

11The role of farmer cooperatives or groups in this process
 

is unclear. The Comilla project stressed the development of co
operatives while most of the other relatively successful credit
 
programs placed little or no enphasis on organizing groups. A
 
separate paper discusses cocperatives as related to small farmer
 
credit.
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the technician can effectively reach more farmers, an important
 
consideration since few are being reached now, and (2) the farmer
 
is able to translate the technical language into more easily under
stood local terminology.
 

In summary, the evidence, albeit tenuous, does suggest that
 

there is much to be gained by providing technical assistance along
 
with credit. Just providirng new technical inputs and credit is
 
not as effective--adoption is slower--as proyiding inputs, credit
 
and assistance together. Also, some form of group organization,
 
at least at the farm level, appear!; necessary to effectively reach
 
a much larger number of farmers w;thout a significantly large
 
increase in costs. The model farmer link tied to such a group
 
also holds some promise.
 

V. Policy Implications
 

This discussion has focused on only a limited but important
 
part of the general issue of agricultural credit for small farmers.
 

Papers by different authors will discuss other aspects of such pro

grams. If the arguments presented herein are correct: (1) that
 
a necessary condition for extending credit is for output-increasing
 
technology to exist and be profitable but that few programs have
 

met this condition, (2) that the risk associated with new tech

nology is critical for the small farmer and must be reduced, and
 

(3) that technical assistance must accompany the technology to
 
speed its adoption, then a number of policy implications are
 
clear:
 

- A portion of existing and new research resources must be 

shifted to focus directly on solving small farmer pro
duction and marketing problems. In this way new tech
nologies appropriate for small farmers will become
 
available. Inaddition, the search for new technology
 
must include more than the current emphasis on develop
ing new grain varieties.
 

- Adequate price incentives and markets must exist for 

the product. That is, the new technology must be 

profitable. It is academic to argue which should 
come first. Output increasing technology, a market,
 
and a reasonable and stable price must all exist at
 
the same time if adoption is to take place.
 

- Technology is not neutral. Lending and technical
 
agencies (local as well as international) must be
 
more sensitive LO the income distributive effects of
 

technology on the various rural groups. This is es
pecially t-ue for countries with more inequitable land
 

tenure arrangements.
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If risk is as important for the small farmer as sug
gested, then:
 

a. 	New technologies must be developed which
 
are more dependable, i.e., less risky.
 

b. 	Ways must be found of assuring the farmer
 
that failure will not result in a major
 
penalty to him.
 

c. 	The extension and technical assistance
 
effort should also focus on finding ways
 
of reducing the risk as seen by the farmer.
 

- More emphasis must be placed on training a pool of tech
nicians to ensure that the new technology, once avail
able, accompanies credit in a form which the small farmer
 
can understand and use. In many credit programs, an in

tensive technical training program for the field person
nel is of utmost importance. International lending
 
agencies may need to include training as part of their
 
loans for agricultural credit.
 

- Further expansion or support of credit programs is not 
recommended until new, output-increasing and profitable 
technology is available to, and understood by, the po
tential borrowers. Extending credit in the absence of
 
this technology will lead to meager or even negative
 
results from the standpoint of both the borrower and the
 
lender.
 

- Credit becomes important only after adoption of new tech
nology begins. If credit is not readily available once
 
new technology becomes available, small farmers will be
 
less likely to share the benefits resulting from its use
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In reading the Spring Review evaluations, one is
 
impressed with the number of important achievements
 
which receive little attention. Because these items
 
have not caught the fancy of the evaluator, they are
 
not presented in enough detail to give in idea of
 
what brought them about. It is not that resoundingly
 
successful programs are being described as failures.
 
Rather, the decisionmaker, implementer or evaluator
 
seems to be watching his program through a lens of
 
traditional evaluating criteria which tend to block
 
the perception of significant developments. This pre
cludes any questioning about how these developments
 
came about, and how the lessons they teach might be
 
fed back into the program. Hence the small farmer
 
credit program chat is a mixcd outcome of success and
 
failure--as most such programs are--is often deprived
 
of positive feedback about its own, sometimes unex
pected, outputs. In this paper, then, I want to
 
(1) show how it is that objectives have come to cause
 
such problems of perception, and (2) point to some
 
of the unnoted lessons that seem to be emerging from
 
the small farmer credit eyrarience.
 

I - Goals and Their Problems
 

The objectives or goals of small farmei credit pro
grams (SFCPs), and the concerns about their perfor
mance, seem to fall into three broad categories. One
 
has to do with the economic efficiency of the activ
ities financed by credit, a second with the ability of
 
the program to serve a hitherto neglected portion of
 
the rural population, and the third with the viability
 
of the institution through which SFCP funds are admin
istered. The three can be referred to as the pursuit
 
of efficiency, equity, and ins:itutional viability.
 
They are basic to almost all small farmer credit pro
grams--explicitly, or implicit in the position taken
 
on certain issues, as discussed below.
 

Confronting Goal Conflicts
 

Most of the issues arcund which the evaluation of SFCPs
 
has revolved--default, interest rate, supervision,
 
profitability, lending criteria, technology, etc.--do
 
not belong exclusively in any one of the above three
 
categories. Indeed, different policy positions with
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respect to any particular issue were expressed fre
quently in the Spring Review workshops, depending on
 
the goal context from which a person was speaking.
 
Substantial default rates, for example, were considered
 
highly undesirable, and to be avoided at all costs,
 
when one was concerned about institutional viability.
 
At the same time, however, persons felt strongly about
 
taking a soft stand on default, when speaking out of
 

an equity concern for accomplishing a transfer of in
come that was considered otherw¢ise difficult.
 

Similarly, raising of the interest rate on small farm
 
credit from subsidized to market levels can be persua
sively argued, when one has the viability of the credit
 

institution in mind. Such a measure also fits within
 
the pursuit of the efficiency goal: a profitable tech
nology should be able, by definition, to withstand a
 
market rate of interest. The interest rate, however,
 
is also very much at the center of equity concerns:
 

farmer credit, despite
subsidized interest rates on small 

the drawbacks, are considered one of the few politically
 
feasible avenues of subsidy in existence.
 

The issue of lending criteria also elicited varying
 
responses in the workshops, depending on the goal con
text of the moment. With institutional viability in
 
mind, the credit institution's preoccupation with the
 
borrower's repayment capacity was considered justifiable.
 
The issue takes on a slightly different cast when couched
 
in terms of efficiency goals: if the technology is
 
right, repayment, supposedly, will be no problem.
 
Ability to repay will be a function of the successful
 
application of a profitable technology, and not neces
sarily of the pre-existing repayment capacity of the
 
borrower. Thus, the repayment capacity problem, accord
ing to the efficiency-minded, gets solved if proper at
tention is paid to profitable technology.
 

A look at the repayment issue through equity "lenses"
 
brings yet a different response. Lending criteria based
 
on concerns about institutional viability would be seen
 

resulting in the exclusion of the less-established
as 

farmer, thus undermining the basic strategy of such pro
grams. Moreover, the efficiency argument about repay
ment criteria and profitable technology is looked at as
 
unrealistic: lending institutions, when given the chance,
 
will always select the more established farmer in order
 
to increase the probabilities that their books will look
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good, thereby insuring their own survival. From the
 

equity point of view, then, institutional behavior will
 
no. The probbe determinant--profitable technology or 


lem must be faced head on, from this point of view, by
 

the imposition on the institution of rigorously equity

oriented criteria of lending.
 

Much of the controversy in the discussion of SFCP lend

ing results from the different answers that these three 
Indeed, the disappoi.iting redifferent goals evoke. 


programs, and their evaliatiors, maysults of many SFCP 
some extent by the failure to recognize
be caused to 


that their underlying goal structure is quite problematic.
 

It is not that the basic goals of efficiency, equity,
 
and institutional viability are mutually exclusive, or
 

highly incompatible. Rather, the pursuit of any one
 

of these goals will often require significant compromise
 
as to
of another, or a reworking of program design so 


less damage to the compromised goal. If these
cause 

goals continue to be put together in SFCPs as an insep

some recogniarable threesome, then there needs to be 
tion and working out of the problems that result from 

that combination.
 

The pairing of the equity and efficiency goals is par-

The CADU project in Ethiopia
ticularly problematic. 


provides a classic example of the kind of problem that
 

can result from failure to recognize and accept the dif

ficult challenge of combining two goals (Ethiopia, Ilolm-


CADU was one of the few programs which was sucberg). 

cessful in promoting the adoption of modern inputs and
 

increasing the yields of farmers. At the same time, it
 

was just as much a disaster in that the adoption of
 
in outputs led


modern techniques and resulting increases 

an increase in the value of land, great interest in
to 


increased production by large landholders, and the re

sulting eviction of smallholders by those who wanted to
 
on the new innovaconsolidate their lands, and cash in 


tions.
 

is that the
The central importance of this CADU outcome 

a direct result of the success. An improvedisaster was 


was the direct cause of
ment in terms oT6effiency 

It is not that such an outcome is
 a loss in equity. 


To the contrary, its very expectedness needs
unusual. 

to be made explicit at the time the objectives of such
 

so that various decisions
 a program are beiag laid out, 

whether there are ways of lessening the
 can be made: 
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a
 
equity loss; whether certain losses 

in equity are 


reasonable cost to pay for the projected gains in
 

efficiency; whether there are other 
equity gains that
 

might counterbalance the direct equity 
losses; whether
 

into the program an assur
ways buildingthere are of 

these gains; and whether the equity-efficiency
ance of 

by, for example, altering
conflict might be diminished 

program design.
the chronological sequence of the 

couldn't have asked
 
The CADU program, like many others, 


not recogized that it
 these questions because it was 


had set out to achieve potentially conflicting goals--
To unite them without consider

equity and efficiency. 
 to set oneself a terribleising their incompatibility are com
trap: one raises the expectation that they 

patible and easily achieved together. This precludes 
on designs that seekof working programthe possibility Hence small farmer 

to minimize their incompatibility. 
damned for hav

credit programs frequently end up being 
isof the two counts--because, as 

ing failed on one 

may have been successful on the other. 

rarely noted, it 

of the agricultural credit scheme of Sri. 
The evaluation 
Lanka is another example of this unavoidable damning 

In contrast to CADU, the Sri
 
(Sri Lanka, Gunatilleke). though
Lanka program is criticized on efficiency grounds, 

notable progress on equity grounds

it seems to have made Varie
(see p. 12 below). Similarly, the High Yielding 

success on efficiency
(HYV) programs made their 

on
ties 
were criticized for failing
gvounds and, like CADU, 
 Given the
lendrix, Sen).


equity grounds (e.g., India, 


technology of the HYV--the need for irrigation and the
 
divergence from recomspecial sensitivity of output to 


as no surhave come 
mended input proportions--it should 

Green Revolution were 
prise that the benefits of the 

to large farmers.
limited mostlyfound to have been 
a foreseeable 

Again, the equity-efficiency conflict 
was 

the start.
 one, yet wasn't faced up to at 


Another variation on the equity-efficiency bind can be
 
the efficiency

found in the frequent exhortations to 


oriented credit banks to become more 
"development promot

ing"--for example, the Brazilian Bank 
of the Northeast
 

the Caja Agraria in Colombia (Colombia,

(Brazil, Meyer), 
 (India,

Tinnermeier), and the Coop Credit Focieties in India 


are exhorted to
 
Abraham). Or, development promoting banks 


Again, both objectives had
 a more efficient way.
behave in 

if they were perfectly marbeen initially pronounced as 


riageable forms of institutional behavior, thus precluding
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be brought todiscussion of whether and how they could 
gether: should the functions of small farmer programs 
be divided up between efficiency-oriented institutions
 
and development promoting institutions? Are there cases
 
of successful institutions which combined both modes; of
 
behavior?
 

that occurs on eitherBecause of the censure of SFCPs 
equity or efficiency grounds, one often does not get to 
find out about the part of a program that ,,as successful. 
The program or institution, in turn, doesn't get to 
sense its own strengths, since failure on one count is 
taken as a generalized failure overshadowing any inter
stitial successes.
 

An interesting aspect of the equity-efficiency question 
is that at the same time that development planners are 
weaving the two warring objectives into the rhetoric of 
a small farmer program, they often are admitting to 
themselve. and colleagues that they constitute an irrec
oncilable dichotom, . For political reasons, hov:ever, 
the dichotomy can not be brought into the open. One 
acts publicly, then, as if the two goals belong together, 
directing institutions to implement them jointly and 
reprimanding them when they don't. The problem is never 
aired, as a result, and there is no chance for explora
tion of a middle ground where the two goals might be 
found to conflict less.
 

For example, the recent literature on peasants and small 
farme-r credit indicates that equity and efficiency need 
not be as opposed as everyone privately thought. The 
small farmer was found to respond to innovations, given 
the right market signals. Rural savings, as well, were 
found to mateiialize more readily than was thought, 
given such signals. The major defaulters in many credit 
programs turned out to be the large farmers*--a remark
able reverse in the equity-vs-efficiency picture of the
 
small farmer as poor defaulter and "welfare recipient."
 

turned out to be a function of
Default, in these cases, 

the ossession of economic power, not of the lack of it. 
Findings like this would tend to tone down the assumed 
incompatibility of the equity-efficiency goals, or would
 
help program designers to accomplish such a toning down. 

.'E.g., Ethiopia, Holmberg; India, Shah.
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How is it that these goals came to be so blithely 
paired, with no attention paid to the task of recon
ciling them? It is not unusual, of course, that in 
order to garner as much political support as possiblc, 
public sector programs are couched in objectives that 
are difficllt to achieve. It may be, however, that 
the lack of confrontation of this particular issue has 
more to do w ith the basic political and economic ques
tions that cannot noe avoided when one real lv gropes 
with the question. That is, if one feels that equity 
and eff iciencv are quite dichotomous for a small fal rmer 
program, then one may have to entertain the idea of 
major diversions from the market mechanism in order to 
achieve any gains in equity. Or t,pursuil of the offi
ciency goal could mean that equitv proponent.s will hive 
to be pacified w ith c1ailis of a f'ilter-down effect 
which, everyone knows, will not satisfy such proponents 
and, moreover', wi ll not necessa r ilv take place. Ir, i f 
one accepts the idea of non-market intervention, :ind 
sets a st and..rd m inilum cover ,,e of the lOlpulation com
1
p t )i0lewith equity considerations, then the cost may 

tul'n out to he much 1, thian what a Lount-rygreater has 
shown itself w illing to devote to the a riclltural pop
ulation. Or, a s:mall farmer program successIul on equity 
grounds mnay signify an unavoidable change in the power 
structure of a region. The pr'ospect of such change may 
not be tolerated by those with power to approve and fund 
the program; witness the fate of the l:arm Security ..\d 
ministration in the Un11ited States (iHA, Hartman). 

It is sometimes easier not to face these issues, and to 
think that one can proceed as in the past by relying on 
accepted market modes and at tie same time aiming one
self in the general direction of the small farmer. 
This way one doesn't run up against the supposition that 
the existing economic system might not be able to make 
inroads into the problem. As one evaluator said, agri
cultural credit "has the advantage of being relatively 
politically neutral" (GURU, )avis). lxposing the equity
efficiency conflict, however, requires serious consido.r
ation of difficult questions such as land reform. Th,is 
was the case with CAI)U in Eithiopia, though recognition 
of the problem was accounted for in somewhat superficial 
terms: land reform was cons.idered an essential that 
would be required at a later stage ot the progrim. When 
"later" came, it turned out that the first stage of the 
program had, by its very success, helped to mobilize 
the opposition to land reform. Had the question been 
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grappled with more seriously, the program's designers
 
might have predicted that such an outcome was inevita
ble, and, as a result, might have planned a different
 
sequence for their program.
 

The difficulties of coping with equity-efficiency
 
issues have been compounded by the policies of inter
national lending institutions. Donor agencies, by
 
requiring both equity and efficiency objectives in
 
small farmer programs, have become like a microcosm
 
of a nation's polity, generating conflicting demands
 
from all sides. It is ironic that the development
 
assistance world should have come to burden the deci
sionmaking process of developing countries with an
 
intensification of the political problems that arise
 
from trying to meet conflicting demands. Granted, the
 
donor organi_. ions may have their own political con
stituencies making equity demands from one side and
 
efficiency from the other. But these organizations
 
would better play their role by assisting borrower
 
countries to work out the reconciliation of such de
mands, instead of encouraging their superficial and
 
problematical pairing.
 

Goals After the Fact: The Coveragc Criterion
 

Evaluation of SFCPs often contains criticism that
 
amounts to an after-the-fact setting forth of objec
tives. The major example of such an "implicit ob
jective" is the frequent statement that a certain pro
gram reached "only" a certain percent of the popula
tion. For example, in El Salvador, it was reported
 
that "only 30-40% of small farmers' adopted hybrid
 
corn (GURU, Davis). In Colombia, the INCORA program
 
covered "only a little over 2%" of small farmers
 
(GURU, Rochac). In Sri Lanka, the credit schemes
 
"reached only 10-25%" of the farming population (Sri
 
Lanka, Gunatilleke). In Brazil, the ACAR program of
 
Minas Gerais covered "only 5%" (Brazil, Meyer).
 

The implicit objective behind these statements was
 
that the program should have covered substantially
 
more population than the percentages achieved. Such
 
goals, however, are rarely stated as objectives at the
 
beginning of agricultural credit programs--in part,
 
perhaps, because of the above-mentioned avoidance of
 
the equity-efficiency issue and the broad questions
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it raises. If these judgments are to be applied retro
actively, however, then a program should know about
 
such directives from the start. Granted, it may be
 
politically difficult to start out a bold new program
 
saying that one expects to reach, say, "only" 20% of
 
the farm population. But it is important to have some 
kind of tuidei'standing about what the resources at hand 
can buy. 

If it costs several times more to get a fuller coverage 
of the farm population--and if that higher sum is com
pletely beyond the realm of possibility--then this con
clusion in itself is an important piece of information 
about the program to be undertaken. Such a conclusion 
might force policymakers and program designers to con
sider totally different approaches to the problem at 
hand; or night encourage the consideration of a separate 
and different type of program for the untouched segment 
of the population. Or a minority percent of the target 
population might be considered adequate as a first step
 
toward learning about the costs, problems, and successes 
of such an approach (as is suggested with reference to 
the 2% coverage in one of the Colombia papers, GURU, 
Davis).
 

Similarly, it may be that structural changes are hoped 
to be induced by the program in other parts of the 
economy: for example, the IIYV programs in Pakistan in
creased the importance of the labor which handled the 
new technologies--namely the tractor drivers and the 
pump drivers. This led to an increase in the social 
importance of the members of these groups; the pump 
drivers came to be called "the controllers of the water" 
(Bangladesh, Myers). The CADU project in Ethiopia in
creased the demand for casual labor (Ethiopia, Holmberg).
 
The credit program in Uganda made economic, from the
 
demand side of things, the operation of a government
operated tractor-hire service (Uganda, Frederickson).
 

The above examples of changes were not, it seems, anti
cipated or programmed in any way. It is important to
 
be alert to such developments as they occur, however,
 
for a little marginal effort by program implementers
 
could push them further than they might go on their own.
 
If planners had to consider the percent-effectiveness
 
question at an earlier stage of the program, they might
 
build into the program design support for those induced
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effects considered desirable. The o-currence of such
 
effects, in turn, might make justifiable a program

that couldn't pass muster on percent-effectiveness
 
grounds.
 

The post-hoc application'of a percent-covered criter
ion tends also to obscure what actually worked and
 
what didn't. After all, the 30-40% coverage achieved
 
in the El Salvador case doesn't really seem like 
a
 
failure at first glance. Perhaps the failure was
 
actually in the area of not knowing how to change

techniques for the remaining 60-70%, after having 
ex
perienced a whopping success with the first forty.

It is important to know whether that first forty was
 
a success or not, how it was accomplisned, and what
 
stopped the program from moving on to the rest.
 

Goal Addiction
 

The equity-efficicncy issue is part of a more general

obscuring of certain developments that occurs when
 
programs are measured against their stated goals.

Goals sometimes become overly fixed, even if midstream
 
readings indicate that the course might be altered
 
somewhat, or that progress in an unexpected area might

be pursued further and traded for lack of progress in
 
a goal-related-area. There is sometimes not enough

"displacement of goals," one might say, in contrast
 
to the frequent case where public programs are criti
cized because of goal displacement--that is, diversion
 
from originaT-ojectives toward ends considered less
 
worthy.
 

The CADU study provides an example of what may be an
 
excess of loyalty to goals. In the early stages of
 
the project, it was decided that cooperatives would be
 
promoted only later on, after the credit and modern
 
input programs were well grounded. This sequence would
 
unburden the first phase of the program from the diffi
cult institutional task of cooperative organization.
 
When CADU finally initiated promotion of coops, however,
 
it found little interest among the beneficiary popula
tion. Her.ce that aspect of the program was considered
 
a failure, something to which more funds and hard work
 
would have to be devoted (Ethiopia, Holmberg, Cohen).
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One of the rare cases of a constructive reevaluation
 
of goals and means in midstream is also found in the
 
CADLU study. The study notes that grazing land was
 
converted to wheat land by small farmers in the pro
ject area, resulting in wheat monoculture. This
 
development could have been considered a setback in
 
terms of the project's goal of diversifying agricul
tural production in the area and developing livestock
 
production, considered by CADU to be most economically
 
suited to the region. CADU reported, however, that
 
it did not view this development unfavorably. The
 
initial capital requirements for establishing cattle
 
grazing production units were perhaps unrealistically
 
high for people coming up from small farmerdom. The 
more divisible, less capital-intensive wheat, CADU 
reasoned, could be a vehicle by which incomes would
 
increase to the point where investment in cattle cap
ital was more feasible (Ethiopia, llolmberg).
 

The move to wheat, then, was not looked at as a step
 
backward, or away from the cattle goal, but as a move
 
which would ulti:..ately facilitate the development of 
cattle grazing. This perception of possible sequences 
of development, and the altering of programs in accord
ance with new information from the program itself about 
such sequences, seems to have occurred rarely, and to 
have been hindered by an excessive adherence to ini
tially stated goals. 

Ancther totally different example of change in mid
stream--with a somewhat different lesson--is the CIBA-

BIMAS contract in indonesia for aerial application of
 
pesticides and bulk supply of other inputs (Indonesia,
 
Hansen). Before the Indonesian government entered into
 
the contract with CIBA, it was encountering various
 
problems in an HIYV rice program it was sponsoring. The
 
pesticide aspect of the program in particular had not
 
been working well; farmers either didn't see the reason
 
to use them, or didn't use and maintain well their hand
 
spraying equipment. Other probJems related to the in
stability of input and output prices and faulty delivery
 
systems for inputs. In response to these problems, the
 
government entered into a contract with the foreign
 
firm CIBA for the provision and delivery of seeds a~d
 
fertilizers, and for aerial spraying with pesticides.
 
The contract specified fixed prices for the inputs, and
 
delivery provisions which were supposed to work much
 
better than the previous ones. The aerial spraying, of
 
course, was to solve the pesticide problem in one fell
 
swoop.
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There was tremendous resistance to the CIBA program on
 
the part of the farmers,and the contract was terminated
 
two years after its signing. The farmers had objected
 
to the arbitrary decisions that the technology of aer
ial spraying imposed on their activities, and also to
 
the nature of the input packet which they had to use:
 
the proportions of fertilizers were rigidly fixed accord
ing to an average formula and allowed no variation in
 
accordance with the soil composition of any particular
 
plot. Many peasants also disliked the new seeds. When
 
the government terminated the CIBA contract, the packet
 
program (now including pesticides) was replaced by a
 
more flexible system permitting the peasant to select
 
his input proportions within a maximum and minimum range.
 
In addition, the government had promoted research into
 
the development of a miracle-rice variety more adapted
 
to consumer tastes and the production conditions of the
 
country.
 

The BIMAS story is remarkable in that it reveals two
 
major policy changes in midstream in response to feed
back from the program: the decision to undertake the
 
contract with CIBA and the decision to abandon it. As
 
the story is told in the BIMAS paper, however, it is
 
presented as the story of failure. Hence one obtains
 
only scant information at the end as to the lessons
 
learned and how they were applied in the post-CIBA pro
grain. In comparison with other studies of small-farmer
 

as a reprograms, however, the BIMAS story stands out 

markable case of sequential learning and action.
 

Goal-Unrelated Achievements
 

There are many useful pieces of information about agri
cultural development and program strategies that seem
 
to be lost because they don't directly peytain to the
 
original objectives of the program, or because they
 
don't fit the standard criteria by which such programs
 
are judged (percent effectiveness, default rate, in
creases in output, etc.), or because failr.re has oc
curred with respect to an important objeztive, and every
thing else that happened is considered.secondary.
 

The Colombia paper, for example, reports that the credit
 
program probably brought about no significant changes in
 
income or productivity levels "with the possible excep
tion of small potato growers and small farmers in the
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more heterogeneous farm size areas where the new tech
nology has become available" (Colombia, Tinnermeler).
 
Why potatoes? Did heterogeneity play a role? How
 
precisely did the new technology impact on this devel
opment? Is there anything about this exception which
 
sheds light oi the reasons for lack of significance in
 
the bulk of the program?
 

As another example, the Sri Lanka paper emphasizes that
 
the two primary objectives of the cooperative program
 
were not achieved--increased productivity and income,
 
and the relief of indebtedness (Sri Lanka, Gunatilleke).

In other places, however, it is reported that the gov
ernment's agricultural credit schemes "have improved
 
the condition of the farmer in that he is less dependent
 
on middlemen and traders;" and that these schemes have
 
resulted in "the enlargement of the functions of new
 
institutions at the village level, the cooperative so
ciety and the Rural Bank." Moreover) "the expansion of
 
the economic activities of these institutions has given
 
them a crucial role in the village economy." The paper

laments that che program has caused a "transfer of in
comes" and sometimes inflation; yet "all critics are
 
agreed that the agricultural credit scheme cannot be
 
withdrawn because its function of meeting part of the
 
requirements of working capital in the peasant sector is
 
too vital."
 

These achievements are not of easy accomplishment! Their
 
absence is the frequent plaint of the evaluations )f
 
other programs. Yet, because the program is considered
 
in a general context of failure to meet efficiency goals,
 
major gains with respect to both equity and institutional
 
viability don't receive proper attention. Th.ey don't
 
get to be considered as an output of the project, to
 
be fed back into it through modifications of existing.
 
design.
 

The CADU paper, as another example, briefly covers some
 
interesting areas of information which merit more thor
ough treatment. CADU was quite careful about the type
 
of equipment it promoted. It shied away from sophisti
cated equipment and stuck close to the simple tools to
 
which farmers were already accustomed--mainly, plows
 
and oxcarts, It also embarked upon the production of
 
improved versions of these implements, as well as intro
ducing simple harrows and threshers (Ethiopia, Holmberg).
 
This story stands in marked contrast to the more typical
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tale of the imported tractors, trucks, and sprayers,
 
which sit unused because of the lac of a spare part,
 

of local maintenance know-how, or of maintenance capa

city -as occurred, for example, in the Thai program
 
(Thailand, Gamble).
 

One wants to know more about CADU's approach in this
 

venture, and what secondary effects in input markets
 

occurred or were anticipated. It would be highly use

ful to donor organizations, moreover, to know how the
 

decision to proceed in this way cculd have emerged un

scathed in a program sponsored by a developed country
 

with a sophisticated equipment-producing industry!
 

II - Lessons and Designs
 

In the last section, it was seen that an excess of atten

tion paid to fixed objectives may result in the failure
 

to observe, chronicle, and explain, seemingly isolated
 
If such cases aren't
instances of success and failure. 


get their due, then certainly the probability
likely to 

is even lower that anyone's attention will be caught
 

by the emergence of certain patterns that can explain,
 

in a different way, a group of such isolated instances.
 

In this section, therefore, I would like to suggest some
 

different ways of putting together the isolated cases
 

success and failure that have surfaced in the Spring
of 

Review. Hopefully, the lessons learned in this way
 

would be taken advantage of in future designing and re

designing of SFCPs.
 

Technological Compulsion
 

It is difficult to capture the considerations in this
 

section in one word, or to separate them neatly from
 

each other. As the examples below will indicate, they
 

have to do with the way in which the characteristics
 

of a certain crop influence the structure of produc

tion and marketing which, in turn, bears on the possi

bilities for successful small farmer development.
 

Another explanatory factor, sometimes
 
related to the factors discussed in this section, is the
 

markec power that certain arrangements or policies be

stow on previously powerless individuals oi institutions.
 

Rather than find a word that describes what these var

ious factors are, it is easier to describe what they do.
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I would call their action "technological compulsion."
 
"Technology" conveys their material or physical nature-
as opposed to economic, institutional, or policymaking
 
impacts. "Compulsion" indicates that they are now de
termining certain outcomes of SFCPs, rather than being
 
determined by them, or leading a neutral existence. The
 
fortuitous nature of their determining influence could
 
be reduced considerably if the compelling power of
 
these factors were recognized and harnessed in service of
 
outcomes that they are now bringing about, willy-nilly.
 

Input Technology. We return again to the story of BIMAS
 
in Indonesia, aDd the aborted attempt to use aerial
 
spraying on many production units (pp. 10-11 above). Some
 
of the reasons for this failure are made clearer by com
paring the technology of aerial spraying with that of
 
another agricultural input, irrigation. Likewise, the
 
comparison also serves to teach something about the role
 
that irrigation can play in the determination of SFCP
 
success, as illustrated by the case of Comilla in Bangla
desh.
 

One of the factors that undermined the attempt to intro
duce aerial spraying in Indonesia was the existence of an
 
alternative way of spraying, which didn't involve the
 
coercion that spraying did. Even though hand spraying
 
hadn't worked well, the existence of this alternative
 
made it possible for the peasants to feel that they were
 
being treated arbitrarily. In irrigation agriculture,
 
however, there is little alternative to some sort of
 
organization of water supply as a way of obtaining water.
 
The choice is not between efficient, coercive irrigation
 
and less efficient, more individualistic acquisition uf
 
water--but between irrigation or no water at all. Of
 
course, varying degrees of organization of water sup-'y
 
are possible--from pumps and tubewells to large-scale
 
projects. But the alternative of cheap individual pro
vision and voluntary participation does not exist in the
 
same way that it does in aerial spraying.
 

A government that is sponsoring irrigation agriculture is
 
not as vulnerable to accusations of coercion as is a gov
ernment promoting aerial spraying, since in irrigation
 
there is often no other way. The technology of aerial
 
spraying, in other words, turned out to be too "permis

'
sire, ' given the government's desire to maintain individ
ual farm units and given the power of the peasant to
 



resi't. Aerial spraying might have been looked upon more
 
benignly if, as in irrigation, it meant the coming of a
 
technology that couldn't be applied in any other way.
 

In contrast to BIAS in Indonesia, the integrated rural devel
opment program at Comilla, in Bangladesh, must have had 
the technology of ohe of its main inputs on its side-
namely, the "compulsi'on" of irrigation agriculture. Many 
of the Comilla project's cooperative associations were 
organized around the acquisition and operation of a tube
well or hydraulic irrigation pump. Each pump or well 
would support from 30 to 50 family farms. The availabil
ity of the wells at the time when Comilla was organizing, 
and the subsidization of their acquisition cost by the 
govcrnment, was a powerful organizing incentive for fam
ilies with contiguous farms. Since it was technologi
cally and economically more efficient for all contiguous 
farms in a prescribed area to participate, moreover, 
there was considerable social pressure exerted on indi
viduals who refused to join, or who, once having joined, 
refused to contribute their share toward maintenance 
expenses. The technology of the input, in short, mobil
ized social and political forces pressing for participa
tion.
 

Once these small groups were organized around the acqui
sition and operation of an irrigation pump, other things
 
started to happen. The technology of water distribution
 
allowed easy diversion by more zealous users, or non
members. Technology, then, did not help settle these
 
particular questions arbitrarily; to the contrary, it
 
opened them up, and hence required the formation of some
 
type of institution that could arbitrate. As a result,
 
small councils were formed by each association, which
 
met periodically to adjudicate such disputes. The coun
cils eventually got into other matters of adjudication,
 
unrelated to the dividing of the waters. The cooperative
 
associations, as well, took on a range of activities
 
and functions unrelated to irrigation--mainly, the chan
neling to their members of agricultural credit. Though
 
the availability of credit was probably an important
 
incentive for organizing into groups, it certainly could
 
not have had the compelling influence and the specific
 
organizational results that the availability of pumps
 
and tubewells had.
 

In the Comilla case, ther., the technology of irrigation
 
agriculture had forced a form of organization and self
government. This type of irrigation, that is, required
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a group which was large enough to achieve the benefits
 
of size (qualification for agricultural credit and in
puts at favorable prices), small enough to facilitate
 
group organization and action, and spatially close
 
enough for familiarity and social pressure to ease the
 
difficulty of enforcing compliance with group action.
 
Familiarity and social pressure, moreover, would also
 
play the important role of helping the agricultural
 
credit institution to determine creditworthiness effi
ciently, and to bring about repayment.
 

The tubewell experience can be seen as a variation on
 
the theories of Karl Wittvogel, who first brought to
 
light the "technological compulsion" of irrigation

agriculture in his researches on large-scale hydraulic
 
projects in Ancient China. Whereas Wittvogel empha
sized the centralized despotic control permitted by
 
large-scale irrigation works, Comilla illustrates the
 
contrasting results from the use of irrigation technol
ogy on a smaller scale. Pumps and tubewells, that is,

contributed to a political development that was more 
decentralized and pluralistic, in contrast to the large
scale control facilitated by large-scale irrigation.
 

A recurrent theme of the Spring Review was the problem
 
of achieving small farmer participation in group forma
tion. The Comilla experience has shown that irrigation,

by forcing this issue somewhat, previ.des a setting in
 
, hich such group formation is more likely to be achieved. 
Indeed, the efforts of t'e Bangladesh government to
 
replicate its successful Comilla project throughout the
 
country may fall short in cases wheie pump or tubewell
 
irrigation is not a feature of the program. It is pos
sible that no substitute will be found_ for the compul
sory role that was played by irrigation technology in
 
the formation of the Comilla cooperatives.
 

Usually, irrigation is considered a costly way to bring
 
agricultural development to a region. The technologi
cal determinism described above, however, is a signifi
cant compensating benefit for any irrigation program

involving small farmers. Conversely, alternative ap
proaches to small farmer development have their own high

costs--namely, the difficulty of bringing about the
 
group action often necessary for program success. Any
 
consideration of irrigation should include these parti
cular costs of the no-irrigation alternative--or the
 
benefits inherent in the coercive elemcnt of the technol
ogy.
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The Geography of Supplier and Consumer. The market
ing problem seems to be one of the most difficult ones
 
facing small farmer credit programs. It has become a
 
kind of catch-all explanation of failure. The market
ing system is said to be incapable of distributing a 
large increase in production caused by a successful 
credit program, the power of the marketing intermediary 
is said to eat away at any new profits the small farmer 
might attain, and the marketing system is said to force 
the farmer to sell when prices are low, instead of pro
viding him with the power, in the form of storage facil
ities, to withhold his supply until prices improve. 

Perhaps the marketing system has become a convenient 
scapegoat for SFCP failure, since it represents a dif
ferent stage of the production process not taken on di
rectly by the small farmer program. If an agricultural 
production program fails, it is often blamed on the mar
ket; but if the program succeeds, one doesn't hear about 
how the marketing system facilitated this success. In 
a sense, 
worlds: 

the marketing system 
it gets credit for the 

gets 
fa

the worst 
ilure of a 

of both 
program 

directed at the previous stage of production, and doesn't 
get any credit for such a program when it succeeds. 
Whatever the reason for the marketing pessimism that per
vades most evaluations of small farmer development, it 
certainly seems to have prevented the analysis of mar
keting situations that, despite their imperfections,
 
worked reasonably well.
 

It is in marketing that some of the technological. factors
 
related to crop seem to play aLn important role. One of
 
the Spring Review studies, for example, mentions a highly
 
successful program of development of commercial dairy
 
enterprises in parts of dryland India (Gujarat). The pro
gram concentrated first on the development of market out
lets and collection facilities for milk, and only later
 
focused on the means of increasing production (GURU,
 
Hendrix). Commercial dairy operations in general seem to
 
be one of the few areas where agricultural cooperatives
 
have been successful. This leads one to believe that
 
there may be something characteristic of milk production
 
that explains this success. It may be that the "compul
sion" that this product exerts on its producers to gather
 
together at a central point to deposit the raw product,
 
and to do so before the product perishes, explains in some
 
way the greater success rate of dairy-promotion efforts.
 
If this is the case, one ought to look at other agricultural
 
products with this "coercive potential" in mind.
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The study of cooperatives, and their varying degrees of
 
success and failure, is in particular need of such an
 
approach. Such ventures are usually explained in terms
 
of the absence or presence of effective cooperative
 
leadership and of the proper kind of cooperative orgarni
zation.* But it may be that the product itself is some
times determining the degree of success or failure, de
spite the absence or presence of the right kind of or
ganization and leadership. 

Another example of the way a product's "geography" 
determines institutional succe,:,s or failure is that of 
coffee in Costa Rica. One of the constant criticisms 
of small farmer credit programs is that the traditional 
credit institution's mode of operations; makes it too
 
risky to lend to the small farmer. It is too central
ized and bureaucratized to be familiar wi.Llh a myriad of 
small farmers and their creditworthiness. Likewise, it 
doesn't hold the local power over its client that the 
local moneylender does. Hence the small farmer a.id the 
credit institution end up avoiding each other mutually-
the small farmer because of the geographic and cultural 
distance between him and that institution, and the insti
tution because of the risks that this distance requires
 
it to take.
 

In Costa Rica, the characteristics of highland coffee 
production have compensated somewhat for this problem 
of distance between traditional institution and small 
farmer. The country's coffee quota is allocated among 
its 127 processors, rather than among producers or ex
porters. Central Bank credit for purchase of this cof
fee is likewise distributed among the processors, who 
advance it, in turn, to their grower-suppliers, many of
 
whom are small farmers. Although this system creates 
some monopsony power on the part of the processor over 
his small-farm supplier, it aevertheless decentralizes 
the banking function in an efficient way. Credit is 
dispensed throughout the coffee-producing area in 127 
branch-bank-like channels. The lender-borrower rela
tion is less distant and formal, and the lender-proces
sor, by nature of his business, is well acquainted with 

*Tom Carroll's analytical paper is a notable exception.
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the creditworthiness of the small growers in his region.
 
Moreover, the small faimers do not necessarily limit 
themselves to coffee. Their secure credit arrangement 

in coffee allows them to engage in other cropping activ

ities where credit arrangements are not as easy. 

Hence the Costa Rican coffee processors' position in the
 

production process, and in the countryside, suits them 
well for being credit intermediaries between the banking
 

system and the small farmer. Indeed, the guaranteed 
access to credit and marketing that this system provides 
to the smaller coffee farmer has probably played a role 
in bringing about the greater equality of land and in
come distribution in Costa Rica, as compared to other 
Central and South American countries. (Also important, 
of course, is the suitability of coffee and the Costa 
Rican terrain to small- and medium-size produ1ction units.)* 

Two other considerations of a "spatial" nature, and bear
ing on the credit and marketing issue, emerged in the 
Spring Review workshops. It was pointed out in Nairobi 
that for one particular region of the country, market
ing had not been a probllem of Lhe S'CP, because all the 
produce of the region was consumed right there. More 
generally, this might suggest that credit programs pro
ano.ing the financing of subsistence crops do not run uIp 
against the marketing problem as much as those that .i
nance cash crops. Because the former product is consumed 
in the very region in which it is produced, the demands 
made on the marketing system are minimized. 

Put in another way, one could say that the demands made 
on the marketing system by a region switch~ing from sub

are
sistence to cash cropping, as promoted by many SFCPs, 
maximized. One may increase the probability of marketin
failure, then, by promoting the production of the crop 
(cash) which, from, an economic point of view, makes more 
sense. The greater economic benefit ef the cash crop
 
over the subsistence may be outweighed by the higher 

to marketing problems. Conprobability of failure due 

versely, the lesser economic desirability of the subsis
tence crop is counterbalanced by the higher probability 
of marketing success.
 

*This description is based on my A.I.D. memorandum "Agri

cultural Sector Loan for Costa Rica," July 1969.
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a more realistic way
This kind of calculation might be 
 than theof seeking solutions to the marketing problem, 
attempts to mount integrated productionoften ill-fated 

Such approach also counteractsmarketing schemes. an 
frame of mind with which SFCP evaluatorsthe fatalistic 

tend to look at the marketing system, for it requires 

that they identify those situations in which the market

ing system is working, or is likely to work, well. 

can go the other way,The cash-vs-subsistence argument 
one is conccrned with the potentials for success of
if 


cooperative organization, and is sensitive to the effects 
and consumer.of spatial relation;hips between supplier 

out in Nairobi that the only successfulIt was pointed 
cooperative marketing organizations seemed to be those 

cash crops for which the final consumer was
dealing with 
located at some distance from the producer. This dis

tance, it was suggested, made monopoly of marketing pos

sible. Such monopoly, in turn, was considered basic to 

the success of a marketing cooperative.* In the case of 
that is, the geographical proximitysubsistence crops, 

makes for relaor interspersing of supplier and consumer 
tively easy entry into the marketing business and for 

of monopoly.considerable difficulty, in the enforcement 
With great distances separating supplier and consumer-

and a product that perhaps requires some processing at 
be easy to a central point--monopoly would relatively 

enforce, and the attraction of would-be entrepreneurs to 
and opermarketing would be diminished by higher entry 

ating costs. These types of conditions, then, may be at 

ic-ist as important a part of the explanation of success
those relating to cooperative leaderful cooperatives as 


ship and organization.
 

Market Power and Economies of Scale
 

Most justifications or evaluations of SFCP's contain 
an
 

ode to the powerlessness of the small farmer in the mar

ket for inputs and outputs, and an excoriation of those
 
the moneylender, the imperwho exert power over him: 


sonal co;umnrcial bank, the marketing intermediary, the
 

local merchant. Many of the consequent proposals dealing
 

with thi3 problem focus on reducing the economic power
 
rather than increasing the power
of those who have it, 


one step further and suggests that
*Tom Carroll goes 

the best base for any
existing marketing groups are 


credit cooperative.
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of those who don't--e.g., introducing a small farmer
 
bank as competition to the moneylender, decentralizing
 
and personalizing the commercial bank, building roads 
so as to break the monopoly conferred by local isola
tion on the marketing intermediary and local merchant. 
It may be just. as important, and sometimes more realis
tic, to aim at increasing the economic power of the 
small farmer, rather than concentrating solely on mea
sures that take power away from those who have it. 

The story of the BIMAS-CIBA contract exemplifies a not
able attempt to overcome problems of smali farmer power

spraylessness in the market (pp. 10-11 above). Aerial 
ing and other aspects of the BIMAS-CIBA program were 
ways of reaching toward tochnological economies of scale 
that were otherwise unattainable if one were to preserve 
the small farmer as the unit of production. Moreover,

smallto substitute the Government of Indonesia for the 
farmer as purchaser of inputs was to attempt to match 
the market power of the seller with a buyer whose power 

the small farmer.was infinitely greater than that of 
The prices resulting from such a transaction, and their 
stability, would no doubt be more favorable with such a 

balanced matching of buyer and seller power. 

It is not clear whether the CIBA contract would have 
worked if it had been designed or timed differently, or 
if the political situation had been different. Though 
this particular try did not work, it was still a pro
found and novel attempt to reach for technological econ

omies of scale accessible only to the very large farmer 
to makeand the collectivized or colonized economy--and 

them available to the small farmer, without forcing him
 

into large productive enterprises. 

Another powerful and unlikely agent to which one might
 

hitch the small farmer, as a way of remedying his power-

This is rarely
lessness, is the large farmer himself. 


proposed, of course, since the large farmer usually ends
 
up gaining even more power in such situations, at the
 
expense of his smaller colleague. After all, large-farmer
 

in SFCPs was a
shouldering aside of the smaller farmer 

There may still be
constant theme in the Spring Review. 


some ways, however, of exploiting the large farmers for
 

their market power without, at the same time, being ex

ploited by them. For example, the CADU program strictly
 

limited its credit to a target population which was below
 

certain maximum levels of landholding and income. At the
 
tenants and landowners
same time, the program allowed large 
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to buy inputs on a cash-basis-only from CADU (Ethiopia,

Cohen). (Small farmers could buy these inputs 
on credit.)

Although the paper does not say, it 
seems plausible that
CADU may have done this to achieve economies of scale in
buying inputs. By bringing the larger farmers into the

picture in a limited way, the program was 
able to create
external economies--a buying population large enough to
make possible the pro,.rision of a certain level of services at certain prices. Since the input-buying program
is not described in this particular light, one does not
find out whether the approach worked well, or whether itamounted to putting in the lion with the lambs.
 

Another example of the acquisition of market power through

scale economies in purchasing was given in the NairobiWorkshop. One participant related how changing economicconditions 
in parts of S,.ziland had caused the heads of
farm families to 
seek sa''ried labor elsewhere, leaving
their wives to tend the farm. Since plowing was an activity not traditionally carried out by women, there
 
arose a demand for some 
kind of plowing arrangement that
would replace the work of the men. Since the interested
farms were located in the same area, the rental of suchservices became economically feasible, and their supply,
potentially profitable. Tractor-hire service eventually

materialized.
 

Considered on its 
own, the migration leading to 
the emergence of tractor-hire service in this 
area might have
appeared economically and socially disruptive. 
 But these
developments ended up making it possible for the small

farm community to avail itself of an 
important and modern
 
agricultural input.
 

Similar results were achieved, in a less fortuitous way,
in Uganda. The organization cf credit societies 
in that
 country with certain input-purchasing practices made it
attractive for the government-operated tractor-hire service to 
make itself available to these societies (Uganda,
Fredericzkson). 
 The tractor service looked more favorably

on requests for service from credit society members be
cause of the guarantee of 
a larger income owing to less
traveling,larger plots, and certainty of payment. 
 (At

the completion of a plowing job, the credit society would
Lransfer loan funds directly to the government account,
thus avoiding the necessity of cash collections from individual farmers; each member's 
loan account with the

society would then be debited with the cost 
of the plow
ing job.)
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These examples, in a sense, represent the capturing of 
scale economics that was sought after, and lost, by the 

Indonesian government in its contract with CIBA for
 

aerial spraying. The importance to small farmer devel

opment of the acquisition of such market power is not,
 

of course, a new idea to those in agricultural credit. 
market power is n.w being conferredRather, it seems that 

on certain groups almost fortuitously, outside the strat

egies of small farmer programs. Because these situa
contions aren't being recognized for the power they may 


fer, the possibility of deliberately bringing them about
 

is being lost.
 

Political Significance
 

It is rather strange that the Spring Review paid almost 
no attention to the question of mobilizing resources
 

for small farmer programs. The point of inquiry seemed 

to have started after the funds were granted, and con

cern revolved around how the monies were spent and re

paid. Yet many issues which did receive the spotlight-
the interest rate, default, lending criteria--gained much 

the fact that they were crucialof their importance from 
to the credit institution's supply of funding, and hence
 

to its institutional survival.
 

It seems that funding out of domestic and foreign public
 
least equal billing with
sector resources would get at 


interest and amortization payments in the discussion of
 
it was never stated
After all,
institutional survival. 


implied that SFCP prcgrams were to sustain themselves,
or 

or have significant impact, on a once-for-all injection
 

of government capital. Even if there had been some il

lusion that interest and amortization payments would take
 

fully after the first shot of government funds, the
 over 

SFCP experience to date has certainly shown this to be
 

unrealistic. The question of how a program obtains sub

sequent doses of funding from an often apathetic sponsor
to have been given short
ing government, in sum, seems 


shrift. The Spring Review, by concerning itself with
 
the neglect of
interest and amortization questions to 


outside funding, may have been overcome by the same kind
 

of "banker's mentality" for which the small farmer credit
 
I conclude this
institutions were so often criticized. 


paper, therefore, with an emphasis on the question of
 

funding.
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Whether or not an agricultural credit program will con
tinue to obtain the public funding that it requires will
 
be very much a function of its political importance to
 
government leaders in the borrowing country. When one
 
runs across the subject of political significance in the
 
Spring Review evaluations, however, it usually takes on
 
a negative light--political meddling, high defaults,
 
"welfarism" (e.g., Sri Lanka, Gunatilleke). At the same
 
time, it is not recognized that some of the shortcomings
 
of programs in other countries may be due to the lack
 
of political importanice of the agricultural sector.
 

The story of the BIMS program in Indonesia is a good
 
example of the impact that political significance can
 
have. One striking thing about
 
that story, in contrast to the other SFCP evaluations,
 
is that the program was so involving of the peasant pop
ulation that it could provoke the wiidespread resistance
 
that it did. One is impressed that this resistance, in
 
turn, could claim the political attention that it did.
 
It is difficult to imagine the president of, say, a
 
Latin American country being impelled by political self
interest to visit the fields and discuss with the peas
ants their beefs about a credit program--as happened in
 
the Indonesian case.
 

What happened in Indonesia was a far cry from the quiet
 
projects of many other countries--occupying small corners
 
of their development programs for several years, not
 
achieving much, not piovoking resistance, and not chang
ing in response to their failure to achieve. No massive
 
demands are made upon them to change what they are doing,
 
as occurred in the Indonesian case, or to try some things
 
they are not doing.
 

In general, many of the Asian programs give the impression
 
of stirring things up and having wider and deeper impact
 
than do, say, the programs of Latin America. The latter
 
countries, unlike the former, passed through a long
 
period during which their development hopes were focused
 
on some form of indus 4-iializaton. Agricultural programs
 
usually came second in such circumstances. Even after
 
the recent shift of policy emphasis from industry to
 
agriculture, the sector never became the focus of pro
found development aspirations and dramatic rhetoric in
 
the way that industry had been.
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In many of the Asian cases, in contrast, one notes im

mediately the more central position of agriculture 
in a
 

the absence of industry
country's concerns and budgets, 

a powerful competitor for development attention, 

and
 
as 

the political weight of the rural population. 

Agricul

tural development policy--even if it has failed or has
 
c-.'ti

been ridden with problems--is more a first-class 


in these countries in comparison to Latin America,
zen 


The political importance of SFCPs in the Asian-type
 

situation is not always more advantageous 
for such pro

grams than the absence of political interest 
in the
 

But at the same time, politi-
Latin American setting. 
 a
 
cal significance should not always be looked 

upon as 


result in greater perceptiveness and
 debit. It can 

as in the Indonesia case,
responsiveness to problems, 


as well as a greater commitment to provide public re-


In this light, the negative results of politsources. 

the costs of obtaining
ical significance can be seen as 


a certain type of decisionmaking, and a 
certain commit

of a
crucial to the success
ment of funds, which are 

Once this aspect is looked at as
 small farmer program. 


a cost which yields some benefits, then one 
can start
 

zost, or maximize its
 thinking of ways to minimize the 


potential benefits--instead of turning one's 
back on it
 

is realized that programs can
 
in despair. As soon as it 


be damned for not being the object of 
intense political
 

the value that can sometimes insees
concern, then one 

here in political significance.
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PART I: INTRODUCTION
 

An analytical paper cannot encompass "all you wanted to
 
We
know about culture and credit but were afraid to ask." 


have necessarily chosen to delineate and discuss certain
 

issues that we find most salient under the heading of "cul

ture and credit." In effect, these are premises about small
 

farmer credit that we think have some general and empirical
 
To begin with, we present these basic assumptions
validity. 


which, with one exception, are the focus of the succeeding
 

parts of this paper. The exception is the issue of "economic
 

rationality," which is familiar to all concerned with develop

ment in the Third World, but which we think warrants a brief
 

discussion in this introduction. Part II deals with the
 

cultural context of small farmers as borrowers, i.e., various
 

factors affecting the demand for credit. Following this,
 
as
Part III treats the cultural context of credit programs 


lenders, i.e., factors conditioning the suppl of credit avail-


Part IV shows various imable in functional terms to SFs. 


plicacions of the preceding Parts II and Ill--what happens
 

when these two cultural systems interact and what are the
 

likely points of difficulty. Part V then compares general
 
sources
characteristic differences between formal and informal 


of credit.
 

Premises about Small Farmer Credit
 

1. 	Small farmers are capable of making, and generally
 

do make, economic decisions that are rational,
 

given the local institutional and cultural milieu,
 

or put another way, that emall farmers qualify as
 
'economic men."
 

2. The farming conmunity is already structured in
 

terms of regularized patterns of economic social
 

and political interaction and shares certain values
 

and attitudes which directly affect what happens
 

when outside sources of credit become available,
 

i.e., there is a borrower's culture.
 

3. 	Credit programs develop their own cultural charac

teristics and operate within the context of a wider
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sponsoring society which influences the basic
 
values, attitudes and norms for behavior followed
 
within the credit organization itself, i.e., there
 
is a creditor's culture.
 

4. 	All economic transactions are embedded in particular
 
cultural and institutional settings which influence
 
the nature of these transactions, i.e., there is a
 
social and cultural context surrounding any credit
 
relationship.
 

5. 	Formal credit agencies are at least partially in
 
competition with informal sources of credit avail
able at the local level, and that there are some
 
fundamental and important differences between these
 
two types cf credit, i.e., that credit programs
 
establish a new set of social relationships and in
troduce a new and possibly disruptive element into
 
community life.
 

Economic Rationality
 

It is now widely accepted that small farmers (for which
 
the abbreviation SFs will be used) are rational in making eco
nomic decisions, given the constraints and opportunities avail
able within their own cultural milieu. Yet despite the verbal
 
recognition of this, government programs seem to ignore the
 
implications which follow from accepting the idea of economic
 
rationality.
 

One of the clearest indications of this contradiction
 
between government practice and professed belief is the empha
sis on supervision of credit. Upon examining the operations
 
of credit programs, one discovers in almost every case that
 
program officials assume the following: that SFs will "waste"
 
credit on consumption; that they will not use credit produc
tively; and that they will not adopt new technologies unless
 
introduced with supervised credit.
 

All three assumptions are misplaced. First there is the
 
artificiality of the distinction between "investment" and
 
"consumption." Every economist will, when pressed, readily
 
concede that the division between the two is arbitrary and un
real, yet the categories continue to be enshrined in the canons
 
of economic theory and practice. Thus a loan used for edu
cating a son or replacing an aged bullock may be classified
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as "consumption," despite the presumed positive effect on
 
production, because the loan is not employed as the program
 
intends. The second assumption comes from the tendency to
 
attribute a production potential to new technclogies that is
 
both higher and more intrinsic than the facts warrant. It is
 
widely known, though often forgotten, that increases obtained
 
on experimental or demonstration plots are rarely duplicated
 
at the farm level and must be significantly discounted in the
 
transition from research station to farm. Potential profits
 
must be further discounted if the farmer is using only part
 
of the total package of new inputs or practices, and dis
counted still further if he receives minimal training in the
 
use of the package (see Philippines, Smith, for an excellent
 
case study).
 

There are additional difficulties in adopting new techno
logies which may influence the real profits to the farmer,
 
including marketing or storage facility inadequacies, price
 
instability, uncertain demand for new varieties of crops, and
 
indefinite availability of transportation. Most credit pro
grams limit their efforts to trying to change the practices
 
of the farmers, while separate institutional constraints may
 
act as limiting factors and reduce the farmer's motivation for
 
adopting new farming practices. For instance, if the farmer
 
is a tenant, he will be forced to share additional net returns
 
with the landowners so his net profit is considerably reduced.
 

A third misconception about supervision lies in the
 
matter of fungibility. In a number of credit programs farmers
 
are given loans "'in kind" (e.g., fertilizers or seeds, coupons
 
good only for irrigation water or pesticides, etc.) rather
 
than in cash in the belief that they will thus be prevented
 
from "wasting" their loan money on consumption. As is well
 
known, however, peasants have little difficulty in exchanging
 
fertilizers or insecticide coupons for money if they want to
 
do so. In fact, the credit program might as well have given
 
them the cash in the first place.
 

All this is to say that what constitutes "productive"
 
use of credit available through formal institutions may be
 
mistakenly construed by the lending agency, and that the
 
commonly misperceived need for supervision serves in large mea
sure merely to increase overhead costs. Another way of stating
 
this proposition is to begin with the rationality assumption.
 
In this Schultzian age of agricultural economics, it is very
 
hard indeed to find anyone to assert that the SF is essentially
 
irrational. But if we really believed the SF to be a "ra
tional man," then we would give him a "line of credit" (making
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it clear, of course, that the loan must be repaid) rather than
 
supervised credit.
 

Aside from the issue of supervision, there is a second
 
area of discussion that frequently contravenes the principle
 
of economic rationality: farmers who fail to participate in
 
or support government programs are commonly considered unmoti
vated or tradition bound. Yet who is being more rational, the
 
SF or the government change agent, is often an open question.
 
We find a frequent cuaflict between formal economic models,
 
which are based on universalistic assumptions and axioms, and
 
informal economic systems, which represent actual consumption,
 
demand, supply, investment and production patterns, with all
 
the shifts and discontinuities introduced by social organiza
tion, political interference, monopsony, and the like. On
 
the basis of formal models, the "modern" economic sector may
 
appear to offer superior opportunities for economic reward,
 
but within the realities of the informal economic system, this
 
sector is frequently less well articulated than the "tradi
tional" one, Economic growth depends on the functional inte
gration of markets, prices, technology, inputs, consumption,
 
savings, credit, etc. Failure to provide markets or inputs,
 
storage facilities or credit means simply that the modern
 
sector has failed to make its informal economic system work
 
for whatever reason. Traditional economic systems may not be
 
equitable or offer the same opportunities for growth, but
 
they have the clear advantages of being coordinated, on-going
 
systems; of being adapted to local conditions; and of providing
 
reasonably predictable levels of income. On the basis of
 
economic rationality, small farmers may well choose to follow
 
traditional patterns if government programs are inefficient,
 
are corrupt, favor the larger farmer, or simply fail to operate
 
successfully.
 

In the case of small farmer credit programs, government
 
strategies show a strong preference for devising encompassing
 
plans based on formal economic models and relying on a fairly
 
direct transfer of "modern" institutions. The result is little
 
articulation with pre-existing institutions or with the in
formal economic structures operating in different localities.
 
Banks rely on the ability of customers to reach their offices;
 
on the use of a monetized system of exchange; on collateral for
 
loans. To transfer such institutions into an environment that
 
is poorly monetized wich customers who are remote and largely
 
immobile and who have little or no collateral is virtually to
 
insure failure in reaching the small farmer. The institution
 
itself is inappropriate for the conditions prevailing in the
 
rural sector. The fact that participation on the part of the
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rural population is often disappointing should not be too sur
prising.
 

Given the millions of small farmers living in the Jevelop
ing countries, it is essential to recognize the inherent
 
limitations of centrally alanned and administered programs.
 
In almost all LDCs it is quite unrealistic to assume that
 
centrally trained and controlled personnel will be able to
 
reach more than a very small fraction of these farmers. In
 
order to expand beyond this miniscule coverage, it will cer
tainly be necessary to rely on the farmers' ovn motivations
 
and leadership potential. To this end it is worth the time
 
and energy required to gain detailed infcriation concerning
 
local conditions, especially the informal economic system, and
 
to attempt to adapt government rioams to these conditions.
 
The incorporation of farmers into the planning process could
 
easily introduce data on local conditions as well as develop
 
local leadership. Tbc cost of not adopting this approach is
 
often virtual failure of government programs to penetrate the
 
countryside in any significant way. The time and money pre
sently spent on supervision could be shifted toward more pro
ductive research and interaction between farmers and government
 
agencies if program planners c-ere more willing to act upon the
 
premise of SF economic rationality.
 

This is not to argue, as we will amplify in Part II,
 
that the choices and actions of small farmers can be seen and
 
understood only or completely in terms of economic rationality.
 
Many values apart from maximization of profit or income will
 
figure into SF calculations, just as they do for Americans or
 
Europeans--who buy "prestige" clothing and 'trade-in" properly
 
functioning automobiles, whu usually prefer movies ani sport
ing events to night school classes that could lead to higher
 
personal incomes, and who purchase appliances on credit at a
 
high interest rate rather than pay less by waiting, saving and
 
paying cash. Appreciating the satisfactions of status or lei-
sure and valuing immediate over deferred gratification do not
 
make a person "irrational." Yet a double standard is often
 
held out in economic analysis. What is seen as a matter of
 
different tastes and preferences in more-developed countries
 
is regarded as foppishness, laziness or incontinence in LDCs.
 
People in either set of countries are capable of "economic
 
irrationality," but most pursue their preferences and inter
ests reasonably sagaciously, responding to economic opportuni
ties (discounted by costs and risks) within a framework of
 
economic and other considerations. This framework insofar as
 
it is shared and affected by attitudes and e:cperiences within
 
the individual's community is an important part of what is
 
called "culture.'
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PART II: THE BORROWERS
 

The aspects of small farmer behavior with which the coun
try papers are most concerned are 
(a) how he uses credit and
 
(b) how or whether he repays. What is needed is a wider per
spective of circumstances and factors which influence the
 
farmer, which condition his use of credit as well as 
his
 
attitude toward formal credit institutions.
 

The first group of factors is concerned with some general

characteristics widely applicable to agriculture in developing

countries. 
 These constitute one part of the environment in
 
which the farmer makes his decisions. Many are beyond his
 
personal control and limit the opportunities available to him.
 

The second group deals with various aspects of social
 
organization and social structure. 
 In analyzing credit pro
grams, these factors are most important in establishing the
 
farmer's access to productive resources within his community.

Principles of social organization also influence the behavior
 
expectations of the farmer and therefore condition many of
 
his attitudes toward the credit agency.
 

The third group focuses on attitudes and values. The
 
examples given for this section are intended to illustrate
 
the relevance of knowing what the farmer himself considers
 
important, how he feels about indebtedness and how the atti
tudes and values held within his community may sanction or
 
reward different kinds of activity.
 

General Factors
 

In order to understand some of the fundamental differences
 
between subsistence and commercial farme 'z we will distinguish
 
a family farm firm from a profit-making firm (cf. Chayanov;

also Greenwood). The goal of 
a family farm is to provide sub
sistence for all its members and to ensure their well-being
 
as far as possible. Therefore it will utilize family labor
 
even if the productivity of any member falls below thL cost
 
required to provide subsistence. With the resources available,
 
the family farm firm will. maximize total output, but will not
 
necessarily maximize profit since the latter might require

reduction of the work force so that the marginal net produc
tivity of each unit of labor would be greater than zero. In
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order to promote profit, some members of the family would prob

ably have to be excluded in the same way that a profit-making
 

enterprise reduces its work force if the profit margin begins
 

to fall.
 

The family farm firm's decision rule is quite rational
 

for its members as long as the opportunities in other lines
 

of economic activity are limited and the family remains as a
 

social unit following a group minimum strategy. Also it is
 

land is scarce and labor plentisocially rational as long as 


ful, so that yield per acre, rather than per man-hour, ought
 

Under uncertain market conditions, the
to be maximized. 

family farm will choose to produce those crops which insure
 

subsistence with minimal reliance on the market even if this
 

means a loss of possible profit during years when the market
 
If the resources
price for alternative cash crops is good. 


of the farm exceed what is needed for subsistence, the addi

tional resources can be used for money profit making, It
 

should be noted, however, that seasonal increases in labor
 

requirements may result in competition between subsistence and
 

cash crops, The first priority of a family will be to care
 

for the former at the expense, if necessary, of the latter.
 

Since shortfalls impose a hardship greater than the luxury of
 

windfalls, this priority makes good economic sense, unless
 

new production systems can guarantee improved minimum stan

dards of living.
 

Risk avoidance with respect to subsistence crops condi-

Package
tions all production decisions on the small farm. 


programs which alter farming practices for subsistence crops
 
He must believe
must have the full confidence of the farmer. 


that under the conditions on his own farm, the new inputs or
 

than his traditional methods.
practices will produce more 

Since at least part of his production will be consumed, he
 

will also be concerned with ti'e quality of new varieties in
 

terms of texture, taste, and cooking characteristics.
 

The tendency to avoid risk can largely be explained in
 

terms of economic costs and benefits. It should be added,
 

however, that cultural norms may also influence a person's
 
It is unclear at ;,hat point riskreadiness to take risks. 


taking becomes "gambling," but if a farmer's actiois can be 

so interpreted by his peers, the negative valuaLion of his 

behavior becomes readily apparent. In accepting ao economic 

risk, he may also be riskir.g ais social status, his warriage, 
It is
and whatever political or ritual power he may hold. 


also important to recognize that risk aversion tends to in

crease as the resource base becomes smaller. For a farmer
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with very limited resources, even a small loss in absolute
 
terms is a large one for him.
 

There are various factors which determine the real
 
opportunities for increased productivity. These include the
 
man-land ratio and the size of individual holdings, security
 
of land tenure, soil fertility, availability of reliable
 
sources of water, control of insects, freedom from debili
tating illness, price stability, variations in demand for
 
farm products. With respect to most of these v.riables, we
 
can safely assume that smaller farmers are at a relative
 
disadvantage. By definition, their landholdings are small,
 

but they are also likely to have land of lower fertility.
 
The small farmer is less likely to have reliable access to
 
controlled water supplies, to have the means of controlling
 
insect damage to crops, or to have secure rights to his land.
 
He is less likely to have market information on demand for
 
products or price changes. To the degree that he has only
 
limited access to medical facilities or is unable to pay for
 
such services, he is more likely to lose productive hours due
 
to illness. These disadvantages serve to increase the risks
 
faced by the small farmer and the need to avert risks if
 
possible.
 

The family farm is also directly affected by the natural
 
growth-cycle characteristic of the family. A man with several
 
grown sons living at home has an advantage in food (and cash
 
crop) production over a young family that must support child
ren who provide only marginal amounts of labor. Marriage
 
patterns also partially determine the size of thi family group
 
which in turn directly affects the productive capacity of the
 
family farm unit. Men who are able to obtain more wives will
 
be in a better position to increase production (yet more
 
"modern" men are supposed to be monogamous). These various
 
factors together affect the productive and competitive posi
tion of the family farm firm at any particular time and they
 
shape the limits within which a farmer plans his agricultural
 
activity. He cannot operate an optimally large unit when his
 
children are young; he must retrench his production once they
 
are full-grown and leave his home. What is economically

"rational" at one time for a small farmer is not at another.
 

The type of crop being produced places important con
straints upon farming operations. The seasonal cycle of
 
labor requirements will vary according to the crops grown.
 
Peak labor demand, the need for specific inputs such as credit,
 
and the time of harvesting will be determined by the seasonal
 
cycle. If the farmer is unable to maintain his minimal
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requirements until he has harvested his new crop, he will be
 
most concerned about obtaining credit for "consumption" pur
poses to tide him over. Production credit, offered at the
 
"wrong" time of year is quite likely to be used for other
 
purposes.
 

Social Organization
 

The importance of social organization is that it places
 
each individual in a particular position within his community
 
under any given set of circumstances. An individual may be
 
dominant or subordinate, powerful or weak, rich or poor,
 
respected or despised. What he is or is able to become de
pends both on the kind of society in which he lives and on
 
the position he is given within that society. An individual's
 
access to productive resources is deeply influenced by social
 
organization, and the structure of the community therefore
 
provides an additional dimension to the environment of deci
sion-making.
 

Kinship structurea will affect farmer behavior in a
 
number of ways. They will partially or wholly define his
 
access to land and other productive resources; they will de
fine many of the financial responsibilities he must meet to
 
maintain his membership; they will partially or wholly define
 
his relative power within the society. In addition, his kin
 
group may provide a significant but informal source of credit.
 
His membership in a given kinship group may entail inherited
 
animosities and alliances vis-a-vis other groups. Attempts
 
to build cooperatives across lineage or clan lines, for exam
ple, may therefore meet considerable resistance owing to the
 
existing social structure.
 

The types of relationships which normally exist at zhe
 
village level are characterized by uultiple ties. In other
 
words, a man who engages in an economic transaction with an
other may also be related to him by kinship ties, by political
 
faction, by ritual responsibilities, or by common membership
 
in some form of voluntary association. The complex inter
action of such multiple ties, not just some calculation of
 
individual profit, will shape the economic transaction. Some
one who is politically dominant, or holds a higher status in
 
the kin group, or is a ritual leader, can often obtain more
 
favorable terms in any given economic transaction than will
 
a man who is not a member of a powerful kinship group or is
 
subordinate in other relationships, At the same time, it must
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be recognized that the former has certain obligations to the
 
latter, for protection, for employment, for sponsorship, for
 
aid in times of emergency. To replace these multiple bond.;
 
with the single-purpose connection of the credit agent/small
 
farmer relationship is a very difficult task indeed.
 

The local political structure can facilitate or inhibit
 
the operation of credit programs. A centralized village-level
 
leadership can act effectively to ensure repayment of loans,
 
whereas a factionalized structure would very likely have a
 
good deal of trouble in monitoring default rates. On the
 
other hand, a centralized village power structure is much more
 
likely to direct loans to its own privileged membership and
 
thus leave out more SFs than would be the case in a faction
alized community, where competing leaderships could use loans
 
to build and cement their followings among SFs. This incen
tive toward equity would be even more pronounced in an elec
toral situation, where rival factions could offer loans as
 
part of their effort to entice the votes of SFs. (This
 
brings the danger, of course, that the SF may think his recip
rocal obligation discharged by voting for his patron, rather 
than bj repaying the loan.) 

Patron-client relationships of the sort described are
 
extremely important in many societies. Where insecurity is
 
common, attachment to some more powerful figure or family
 
can provide some margin of security; indeed, the social
 
mechanism of patron-client relationships helps to create that
 
margin of reserve resources that can sustain larger numbers
 
of people than would be possible otherwise. We do not want
 
to idealize the relationship or the conduct of "patrons" as
 
the balance of benefit certainly rests with them and the re
lationship can be quite exploitative and denigrating. At the
 
same time, it must be appreciated that the relationship is
 
complex and not without some functional features. Such ties
 
have economic, social and political ramifications and may not
 
be broken for economic reasons alone. The responsibilities
 
of the patron are numerous and often include provision of
 
production or consumption credit. Displacing him as a source
 
of credit may be desirable from certain policy perspectives,
 
but other sources of benefit for the small farmer may also be
 
cut off thereby. Patron-client relationships are one very
 
important facet of social organization at the local level and
 
they need to be considered extensively and accurately by
 
change agents coming from outside the community (cf. Foster
 
1963; Landd; Lemarchand and Legg; Powell; Scott; and Wolf).
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A local community is, despite whatever cleavages or con
flicts exist, an entity in which some mutual benefits derive
 
from maintaining at least a minimum of social harmony. The
 
prevalence of rituals and festivals in LDC communities around
 
the world gives evidence of this. A community has its own
 
schedule or calendar of seasonal activities, generally co
ordinated with and related to ritual activities connected with
 
the agricultural cycle. Such coordination may be necessitated
 
by seasonal peaks in labor requirements and traditional mech
anisms for allocating the labor supply. Credit programs tied
 
to new production practices, especially those demanding more
 
labor, are likely to upset seasonal ritual and social activity
 
and threaten the social organization of the community as a
 
whole. Resistance to such practices has an objective basis
 
and should be understood in such terms (Nicholson).
 

Attitudes and Values
 

Without knowing something about the values, attitudes
 
and beliefs held by particular groups of farmers, it is im
possible to understand how they will respond to formal credit
 
programs. AttitudP3 toward work and division of labor, to
ward time and thrift, toward credit and indebtedness, toward
 
government in general, are all critical factors influencing
 
the farmer's use of credit and his willingness to repay.
 

Values relating to work and leisure condition both the
 
kind and amount of activity that requires credit. In some
 
societies, hard work signifies low economic status; leisure
 
is seen as a luxury of the more well-to-do. To recommend that
 
a man improve his economic condition through additional labor
 
in his fields may sound like poor advice when he thinks that
 
making a good marriage is his only real hope for improving
 
his status, and he may be more right than wrong given the
 
possibilities he confronts with limited factor endowments.
 
Among the Digo in East Africa, older men still find manual
 
labor demeaning since in the past that type of work was done
 
only by slaves. Neighboring groups, and even the younger
 
Digo men, hold less negative attitudes toward such labor and
 
have generally been willing to do agricultural chores.
 

Aside from the issue of work versus leisure, attitudes
 
vary considerably toward different types of work. An inter
esting example was cited in the Special Paper on Moneylenders
 
(Africa, p. 7) which stated that some groups in Zambia rele
gate agricultural endeavors to the provision of subsistence
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while wage labor supplies their cash income. Consequently,
 
little investment is made in agriculture. This seems to be
 
quite important in places where men regularly migrate to the
 
cities or mines ae labore:s, and of course it affects the
 
demand for agricultural production credit. In regions where
 
cattle raising competes with crops, it is not unusual to find
 
that men gain greater prestige from their cowo and leave as
 
many of the other agricultural chores as possible to the wo
men. This generally means that men have ovly a minimal in
terest in crop production and may well resist changes which
 
would requir additional time, labor, and managerial inputs. 
If cattle represent wealth, there is the added difficulty of
 
convincing people that increased crop production is important
 
unless this can be easily converted intri cattle or other
 
things that are accepted as valuable by the group. Sexual
 
divisions of labor can rather rigidly define some tasks as
 
feminine and others as masculine. For a man to do a woman's
 
Job may subject him to severe ridicule. Yet this is what
 
some of the supervised credit programs involve because they
 
lack an appreciation of sex roles and their cultural content.
 

Time concepts will also affect borrowers' approaches to 
agricultural innovation and credit use. How long, for example,
 
should a farmer work in his field? This may not be fixed by
 
law but it will be defined by custom. New agricultural prac
tices associated with credit programs may well exceed what
 
are culturally defined limits on how long certain work or
 
tasks should take. Spending more time at them can expose the
 
farmer to ridicule. Each culture has norms prescribing what
 
is a proper use of time, norms which it may take an outsider 
years to fully understand (cf. Hall). The attitude a farmer 
has toward a credit program will be influenced by the extent 
to which its agents correspond to cultural norms concerning 
time, for example, how long a visit constitutes a "proper" or
 
"respectful" visit. Agents who do not spend "enough" time 
with a farmer when they come to see him will be seen as rude 
or will at least be advertising inadvertently how "foreign" 
they are. 

Attitudes toward thrift vary significantly from one 
individual to the next, but in some cases such attitudes be
come cultural norms. In that case, variations between groups 
of people become important. An easy mechanism for measuring 
relative thrift is comparing the consumption patterns of 
peoples at similar levels of income. Penny found significant 
differences between Javanese, who spend larger amounts of 
money on food-stuffs as their incomes increase, and a tribal 
group, the Karo Batak, which spent little additional income 
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on foods, clothing or housing, preferring to save increments
 
in income in order to Invest (cf. Penny and Singarimbun).

Consumption patterns may also disclose differences in what
 
cultural norms indicate as appropriate behavior for various
 
age groups. 
Swift notes that among some Malays, expenditures
 
on watches, bicycles, radios and fountain pens were thought
 
proper only for young uen free of famtily responsibilities;

husbands were not expected to show an interest in such items
 
(cf. Swift, p. 140). 
 Similarly, Epstein describes differences
 
in the levels of "display consumption" between the villages

of Wangala and Dalena in southern India (cf. Epstein).
 

It is clear that people differ in the priorities they
assign to various kinds of expenditures. Certain consumption

items may have greater importance than investments which
 
could provide increments in income, thereby affecting the demand for credit. At the same time it should be rioted that
living up to certain community rorms for prestige has economic 
advantages, as one who conforms to the standards of a higher

group may be able to achieve some of the advantages of that
 
group in its economic relations with others. Expenditures

for "prestige" thus are not necessarily only for "consumption" 
purposes but can have productive consequences for the indi
vidual at least, if not for the community.
 

Investment choices, such as whether or not farmers will
 
choose to invest in cattle or chemical fertilizers, are cer
tainly influenced by the expected economic returns but also
 
be the norms and social pressures of peers. Some Malays, for

example, value property, in the form of cattle, more than in
creases in daily cash income which is readily spent without
 
giving lasting value (Swift, p. 138). Indeed, this cultural
 
preference for property over income has some economic basis.
 
Absolute increases in net income may be valued in and of them
selves, or they may not. Conversion of income into other
 
types of goods is often necessary before income is valued.
 
The degree to which such conversions are possible will cer
tainly influence farmers' motivations for adopting practices

which offer to increase their income.
 

Substantial economic gains often incur jealousy on the
 
part of others, and again, the result may be social and eco
nomic sanctions against the progressive farmer. This is
 
particularly true if other members of the society believe that

the farmer's gains were made at their expense (cf. Foster 1965).

Alternatively, a society may have long-established mechanisms
 
which inhibit the economic dominance of any one family, para
doxically making such a society more accepting of innovations.
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Economic equality is often maintained through extensive social
 
obligations, through the expectation that the more well-to-do
 
must be generous to anyone in need of financial assistance, or
 
th:rough ritual obligations. It is through these mechanisms
 
that a farmer converts economic goods into status within his
 
society. Though it may appear ironic to outsiders, such
 
mechanisms can offer incentives for agricultural innovation
 
and for the productive use of credit. Such mechanisms also
 
perform a social security function. Should misfortune befall
 
a family in any given year, they can rely on the redistribu
tion of wealth by those who were successful.
 

An extremely important difference in attitudes from
 
society to society relates to the meaning given to credit. In
 
English-speaking countries, for example, Shakespeare's admoni
tion: "Neither a borrower nor a lender be," has constituted
 
part of the folk wisdom about credit for hundreds of years.

To those who provide credit, it is usually viewed as an input

which can assist the farmer in raising his production and in
come. The farmer, on the other hand, may vicw credit basi
cally as debt. This means being indebted--and not abstractly,

but concretely to some person or institution. For some, in
debtedness is seen as a sign of failure and a reflection upon 
a man's cibility to provide for his family. For others it may 
signify the establishment of a reciprocal relationship defined 
by certain rights and obl~gations, often the latter more than 
the former. It reflects the bias of credit agencies that credit 
is not called debt in public or private communicatior. To call 
it debt arouses unfavorable emotions* one ought not to burden 
people with "debt" and it is a mark If financial immaturity to 
be "in debt." 

One of the significant facts which has emerged from a 
number of the Country Papers is the lack of trust farmers have
 
in government agencies. The reasons cited are generally re
lated to the inefficiency of such agencies in meeting the
 
needs of farmers. Farmers frequently believe that credit will
 
be given too late to be useful, leaving them in debt without
 
means of repayment. In other cases, loan approval may be com
pleted in time but the inputs tied to the loans are not avail
able or are late. These beliefs may or may not be based in
 
fact. Where they are, it is misleading to deal with them
 
simply as beliefs, rather than as facts. it is not farmers'
 
attitudes that need attention but the performance of the pub
lic or private agencies involved. Where the beliefs are un
founded or rest on long-past experience, efforts must be made
 
to demonstrate that confidence can reasonably be placed in the
 
organizations.
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Little mention is made in the Country Papers concerning
 

the historical relationships between a government and the
 

rural sector of that country. The distrust displayed toward
 

government-sponsored credit programs may be rooted in a long
 

history of antagonism between centralized power and the rural
 

population (Greenwood). Center-periphery relations have
 

generally in the past been characterized by taxation and mili

tary or labor conscriptions on the part of the center with a
 

minimum of services going to the periphery. The changes in
 

these relationships which are now occurring under the impetus
 

of modernization and economic growth, as part of the policy
 

of the center, are largely new to the peasantry. Governments
 

are presently attempting to move into areas of activity which
 

were previously controlled at the local level, and a critical
 

question arises as to the legitimacy afforded to government
 

programs by the intended participants. So long as the govern

ment is seen as distant and voracious, it is unlikely that
 

fa-mers will view the programs as instrumental in meeting
 

their needs.
 

A number of governments are clearly undertaking efforts
 

to redefine the relationship between government and farmers,
 

partly in an effort to gain political support and partly in
 
Such efforts
efforts to modernize the agricultural sector. 


include promises of benefits to farmers, and credit programs
 

may be viewed as government grants or gifts in fulfillment of
 

these promises (cf. CPs on Chile, Jordan, Malaysia). 
When
 

farmers do not repay loans received under such circumstances,
 

it should not be surprising.
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PART III: THE LENDERS
 

Having considered cultural and social factors condition

ing the demand for credit on the part of small farmers, it is
 
appropriate to see how such factors affect the means for sup
plying credit to them. The behavior of lenders in the credit
 
relationship definitely affects the way farmers respond to
 
credit availability and it can only be understood after look
ing at the influences of lenders' attitudes, goals, rules of
 
behavior, and forms of organization. This means looking at
 
the creditors' "culture," to view it in somewhat novel but
 
justifiable terms.
 

To see how credit programs for small farmer- really
 

operate, one needs to look at the broader setting within which
 
the programs function. Most credit officials have little or
 
no influence over this setting but must work within the con
straints (and opportunities) it creates. The particular en
vironment is generally accepted as tacitly by the officials
 
as any peasant farmer accepts his environment and the values
 
it holds forth as given. The social organization and social
 
structure of this credit program environment shape behavior
 
as surely as village orgrnization and structure constrain the
 
farmer to act in certain ways that are collectively rewarded.
 
The values and attitudes reinforced by that environment affect
 
not only the definition of overall program goals but also the
 
way credit agents view borrowers and their owm work.
 

General Factors
 

Credit agencies operate as only one element of the govern
menc's banking programs, which is to say that they generally
 
lack autonomy and must be responsive to pressures originating
 
outside their organization. A credit agency acts as a tool
 
of national policy. Governmental or policy changes are fre
quently marked by drastic reorganization of credit institu
tions or the creation of totally new programs. Changes within
 
the government can also expand or curtail the amount of funds
 
available through the credit agency or the terms on which
 
funds are made available (and thus indirectly affect the
 
amount). In some cases, the credit agency is dependent upon
 
particular ministries or departments for supporting activities.
 
For example, credit tied to the introduction of new farming
 
practices may require coordination between the credit agency
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and the Ministry of Agriculture, and this coordination may
 
simply be unachievable because of ministerial rivalry, inter
bureaucratic ill will, or the like. Administrative faction
alism, with its lack of communication, its interagency
 
jealousies and competition for scarce resources can hinder
 
the effectiveness of a credit program more seriously than
 
will various rivalries or uncooperativeness of castes or
 
factions in a village.
 

If the credit agency is a tool of national policy, the
 
goals and targets of the program will generally be determined
 
by the sponsoring government (or even an international agency
 
if it provides support for the program). Though the ends of
 
external sponsors may be compatible with those of the local
 
community, the instrumentalities and priorities can be quite
 
out of phase with the needs and preferences of the local
 
population ecause the focus of decision-making is quite re
moved from the micro level. The structure of credit programs
 
is such that they are usually highly dependent on outside
 
pressures. The consequence is often discontinuities or cur
tailment of credit operations. This will generally not be
 
seen as a "social" or "cultural" condition, but it reflects
 
culture-bound means of operation every bit as "irrational" to
 
the farmer as his behavior may often appear to credit agents.
 

Credit piograms are themselves reluctant to accept risks,
 
and much effort is expended in finding ways and means to re
duce risks. One method widely adopted is the effort to or
ganize farmers into cooperatives. The theory here is that
 
making loans to groups of farmers in a cooperative (which will
 
relend the money to individual farmers) allows scale economies
 
and reduces administrative costs per dollar lent. Perhaps as
 
important is the diffusion of responsibility for possible
 
failures if the loans are not repaid. Quite irrational in
centive structures may be created for SFs thereby, but this
 
will likely go unperceived.
 

Another risk-averting response is close supervision over
 
the granting and use of loans. The significance of defaults
 
in SF credit programs should not be under-estimateA, for after
 
all, if a credit program loses too much money, it will have to
 
go out of business. Still, it is altogether possible to place
 
too much emphasis on default, to the point where all other
 
aspects of a credit program are forgotten. There are two fac
tors which ma.y lead to this myopia. One is an underlying
 
assumption that farmers would not use credit for productive
 
purposes without supervision, and therefore would otherwise
 
be unable to repay the loan.
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The second involves the bureaucralc need to measure per
fcrmance in some way that has an aura of objectivity and ex
actitude. Increase in the agricultural productivity of clients
 
might be a good measure to use, but a much easier one is the
 
default rate, which requires little work outside che adminis
trative headquarters building. The credit agent's retention
 
and promotion then ccme to depend on keeping low the default
 
rate in the loan portfolio that he is managing. And just as
 
the SF worries about how the atmospheric weather will affect
 
his crop, so the agent worries about how the bureaucratic
 
weather from above will affect his crop, that is, his career.
 
The agent responds to the worry by averting risk, which means
 
minimizing the default rate, or at least showing that de
faults happened despite his precautions.
 

For these risk-averting reasons, the agent will want to
 
lend only to "creditworthy" people, or in other words big
 
farmers, even though paradoxically it is the big farmers who
 
are often the worst defaulters in actual fact (Lele). The
 
results of the emphasis on "creditworthiness" are doubly per
veise from the equity standpoint. To begin with, the bigger
 
farmers are already getting what amounts to a subsidy from
 
the smanl farmers who repay their loans while the big men do
 
not. Then when stiff collateral requirements are imposed for
 
the sake of "creditworthiness," the SFs get eliminated from
 
the credit program altogether. The rich are thus twice
 
favored: not only do they default more, but they also get
 
most or all of the loans.
 

An important question is whether or not the additional
 
administrative costs of supervision are proportionate to re
ductions in the risk of possible default, or how effective
 
supervision is in reducing the default rate. "Supervision"
 
has become something of an article of faith, however, and
 
there are few indications in the Country Papers that it is
 
examined very instrumentally. A cultural perspective on the
 
lenders' behavior suggests that complex application procedures
 
and evaluation of creditworthiness have more than a few ele
ments of ritual, whereby a greater probability of success is
 
thought to be assured if all the prescribed practices are
 
strictly adhered to.
 

Social Organization
 

While the forms of organization differ among various
 
credit agencies, they can be described as "bureaucratic" with
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at least as much confidence as the farmers' communities can
 
be called "traditional." Each designation somewhat obscures
 
the range of variation, yet each suggests a fairly common
 
set of organizational forms and behaviors. There are several
 
implications which follow from the "bureaucratic" organiza
tion of credit programs. In the first place, they have a
 
formal organization chart which establishes a hierarchy of
 
positions. Authority flows from the top down and the delega
tioi of power may be such that actual control remains at the
 
top, on the underlying assumption that knowledge and ability
 
increase as one goes up the hierarchy, and that the whole
 
represents a system which should operate smoothly through a
 
chain of command. Formal sets of procedures minimize ambi
guity in decision-making and presumably standardize the
 
activities of the agency. These procedures are determined
 
by the authorities or experts at the top who are also most
 
distant from the actual relationship with the borrowers.
 
The nature of these procedures can generally be described
 
as meeting criteria important to the internal functioning
 
of the credit program; to the borrower, and perhaps even
 
to the field representative, they are most appropriately
 
called "red tape." There is a penchant for government pro
grams to require large amounts of information, more than can
 
reasonably be used. (Elsewhere we have argued for "optimal
 
iguorance"--cf. Ilchman and Uphoff, pp. 260-262.) "hese pro
grams also commonly disperse more information than is useful, 
as when credit programs as a matter of routine send written 
reminders to farmers who neither read nor write. It is un
usual for such organizations to decrease the amount of infor
mation handled, though the advantage of reducing administra
tive costs has prompted some banking systems to do so when
 
dealing with small farmers.
 

As a bureaucratic system, the requirements for staffing
 
the organization chart are also formalized. There is con
siderable concern with the level of formal education achieved
 
by staff members. College degrees become badges for ascriptive
 
status, crowding out consideration of promoting less-educated
 
staff members whose only claim is achievement or accomplish
ment on the Job. Almost every Country Paper mentions the need
 
for more qualified staff members, but only a few mention that
 
members of the educated elite, often drawn from urban areas,
 
have difficulty in communicating with the rural poor or in
 
winning their confidence. Performance criteria in staffing
 
give way to formalistic criteria, to the detriment of the
 
credit program which needs persons who can understand the
 
small farmer's language, community, perceptions, and needs.
 
It is common for field officers to adopt an impersonal and
 

1 /65
 



-20

official stance (even uniforms in some cases) vis-a-vis the
borrower, thereby hindering communication, despite the obvious
 
need for two-way information flows,
 

Bureaucratic culture can become rigidified from either

the top or the bottom. Whether or not 
staff members are expected to address their superiors formally, how much time can

be spent in informal or unstructured discussion of program
problems, how rigidly deadlines for particular activities are

enforced--all of these hierarchically imposed norms of be
havior affect the morale of 
the staff and the factual knowledge of program leadership. 
If credit is late in reaching

the farmer and this becomes a consistent pattern, then it
also becomes the "norm," supported by informal understandings

and unofficial rules followed by the personnel. 
Changing

this pattern can be as 
difficult as altering the "traditional"
 
planting dat for a particular crop.
 

On the other hand, formal organizations which are sup
posed to be responsive to direction from the cop have informal
 means of circumventing superiors' requirements. 
Thus, an
 
innovative leader at the tcp of the agency may be as 
frus
trated by the behavior of his staff 
as his field agent is
frustrated by the persistent activities of small farmers,

neither group being very responsive to what they see as "out
side" interference in their life routines.
 

Attitudes and Values
 

Only persons can have feelings or express convictions,

but organizations come 
to embody and reinforce individual

attitudes and values. 
 These attitude sets, along with indi
vidual cultural backgrounds, greatly affect agents' abilities
 
to deal with SFs.
 

Staff members who are members of an educated elite very

likely will have an attitude of superiority to their clients
and be reluctant to spend much of their time in the field, for

they aspire to a white collar job and find visits to small

farms demeaning. 
These feelings, whether inadvertently or
openly, are communicated to farmers. 
Other attitudes are also

communicated to the farmer--whether or not the agent sees

credit as a productive input for agriculture or as a transfer
 
payment or as an effort to gain political support in the rural
sector. 
Ethnic differences between lender and borrower can

exacerbate the effect of negative attitudes.
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An important part of the culture of the credit organiza
tion comes from the particular assumptions and attitudes cf
 
agency personnel. 
 In the Morocco study, it was mentioned
 
that the staff tends to be highly authoritarian and emphasizes

centralized control. This pattially reflects the basic atti
tudes of Moroccan society and the value placed on 
strong

masculine identity. 
Most papers failed to mention any basic
 
relationship between the cultural values of the wider society

and the norms of behavior exhibited within the credit program,

though it is surprising how similar most bureaucratic credit
 
programs are despite cultural differences among their environ
ments.
 

The central concerns of credit programs seem to revolve
 
around the financial aspects of their operations. Evaluations
 
tend to concentrate on efficiency within the organization, the
 
number of loans made, and bookkeeping. Less attention is
 
given to the actual changes which occur at the farm level.
 
Very little data were reported in the Country Papers which
 
could measure the increases in production achieved through the
 
use of credit, or the effectiveness of introducing new farm
ing practices. Some Country Papers did mention that loans
 
were too small to accomplish the kinds of changes in farm
 
practices envisioned by designers of the program. 
What we
 
observe is an encapsulization of the program whereby the
 
internally accepted norms displace and substitute for external
 
standards. The basic point to be borne in mind is that a
 
credit program in terms of structure and values constitutes
 
a cultural system of its 
own and needs to be seen as such
 
when examining its effectiveness with small farmers.
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PART IV: INTERACTION BETWEEN BORROWERS AND LENDERS
 

So far, borrowers and lenders have been discussed as two
 
separate groups. In examining the interaction which takes
 
place between them, our emphasis is on differences and on
 
potential problem areas. This accentuation of the negative
 
is deliberate, as it highlights ways in which misunderstand
ings and difficulties are most likely to arise.
 

There are several general elements necessary for a
 
successful borrower-lender relationship. First, real economic
 
opportunities must be available. These will be determined not
 
only by the use of new inputs, but also by marketing facili
ties, prices, storage and transportation. The availability
 
of economic opportunities is necessary but not sufficient for
 
a successful credit program. There must also be effective
 
communication if the farmer is to accept and follow the pro
cedures required by the credit agency. Third, mutual trust
 
and reliability are essential. Credit or other inputs must
 
be available when the farmer needs them, and reciprocally, the
 
farmer must repay his loan. Both parties need confidence in
 
the other, but it is particularly important on the farmer's
 
side since the burden of change is on him.
 

General Factors
 

Both farmers and credit agencies attempt to avoid risks,
 
but the types of risks each will face differ. The farmer is
 
concerned with anything that would reduce his productive
 
capacity below subsistence level. Therefore, he is primarily
 
concerned with access to resources, labor, weather conditions,
 
and the like. Credit agencies, on the other hnnd, are con
cerned about sources of funding, insuring repayment, govern
ment support, and adequate accounting.
 

Political pressures acting on the credit agency affect
 
the farmer only indirectly if at all. The farmer is much
 
more responsive to local political pressures within his own
 
community and may be only vaguely aware of political realities
 
at the national level. The credit agent, conversely, is sen
sitive to national politics and may be only vaguely aware of
 
the local political situation.
 

Changes in credit programs are rarely explained to the
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farmer. Reorganization and the creation of new agencies are
 
often due to changes in national leadership or reevaluatiuns
 
of national goals. Such changes do not reflect a direct re
sponse to farmers but to a group of elite planners or poli
ticians. The farmer may come to think that government
sponsored programs come and go, that they can be expanded or
 
withdrawn at the whim of political officials, and that such
 
programs are thus not to be considered reliable.
 

Changes at the local level affect the farmer more di
rectly. His political faction may be deposed from power
 
locally and his claim to particular parcels of land may be
 
contested in court. If his eldest son dies, his labor force
 
is reduced and he must meet rhe additional expenses of a
 
funeral. A farmer's expenditure and investment strategy must
 
be hedged with such considerations. For him, the economists'
 
clear distinction between investment and consumption is not
 
at all so clear. His demand for credit is thus conditioned
 
by personal and often immediate considerations.
 

In short, neither the farmer nor the credit agency is
 
as responsive to the other as to the particular set of risks
 
and considerations operating on each separately. The growth
 
cycle of the family is i:portant to the farmer because it
 
affects his productive capacity. Yet the credit agency for
 
its convenience and efficiency seeks to treat all credit
 
applicants in similar terms, irrespective of where each is
 
in this family growth cycle. Government funding is more im
portant to the credit agency because this affects its lending
 
capacity, but maintaining the agency's standing with the
 
government is not the farmer's concern. If the farmer is un
able to repay his loan when his son dies, the credit relation
ship fails. If the credit agency is unable to get money to
 
the farmer when funds are curtailed (or it is forced to give
 
a loan that is too small to be effective), the credit rela
tionship fails.
 

Social Organization
 

The credit agent generally operates within a bureaucratic
 
hierarchy based on formal rules and procedures. Changes in
 
the program are usually accomplished through formal meetings
 
held by experts and top officials. The chain of command be
gins at the top and moves down the hierarchy.
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The farmer also operates within a hierarchy of differential status and authority, but the rules and procedures will
vary according to the type of society. 
Leaders may have to
rely on persuasion or they may be able to command. 
 Instead
of a single hierarchy, the society may be made up of a complex set of cross-cutting groups. 
Knowledge of various
activities may pass from father to son, 
or it may be achieved
 
on the basis of merit.
 

In the context of the borrower-lender relationship, it
is the credit agent who acts as 
the expert. This consistently
places the farmer in a dependent, client position, no matter
what his status within his own community. The field agent
has most likely received a degree in agriculture, but his knowledge may be restricted to that gleaned in the context of formal education if his own background is an urban center. 
He
believes in the package that he is selling to the farmer because of his educational background. 
 It probably falls outside his responsibilities to conduct field trials under the
farmer's conditions,and he probably does not know precisely
how to allow for variation in farming skills poseessed by
individual farmers. 
He may also fail to take into account the
limited availability of labor during critical periods of the
agricultural cycle. 
The field agent is convinced that the
package has potential for increasing production not on the
basis of the actual conditions that confront him in the field
but because of his formal learning.
 

The farmer, on the other hand, does not have a scientific
background based on formal education, yet he does have considerable expertise. 
He must rely on his own experience and
a personal, intimate knowledge of his farm. 
He is also more
fully aware of other limiting factors operating in his area,
such as marketing conditions, unavailability of labor, the
likelihood of poor weather conditions, inadequate water supply,
transport difficulties, and so on. 
 The two individuals in the
credit relationship will have different images of what the
real economic possibilities are and what are the critical
limiting factors. 
 The credit agent will understandably emphasize the importance of that factor over which he has some
control, but this will not necessarily persuade the farmer

that credit will solve his problemn.
 

The real economic opportunities will remain obscure to
both the farmer and the field agent until the package is
actually tried. 
But the interaction described above has
obvious implications for the effectiveness of communication
and the establisbment of mutual trust. 
 If the relationship
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is predominantly an expert-to-client interchange, the flow of
 
The farmer may be
information will go in one direction only. 


intimidated by the status differential. He may adopt a sub

servient stance vis-a-vis the agent, accepting formal educa-
The

tion as a sign of superiority, as does the agent himself. 


farmer probably asks few questions or raises few issues 
on his
 

At the same time, the failure of the agent to
 own initiative. 

deal with the questions that concern the farmer may 

represent
 

incompetence or an incomprehensible approach from the 
farmer's
 

The farmer will not trust the agent's underpoint of view. 

standing of his farm or the other factors which limit 

his
 

ability to improve his financial situation. To the agent, the
 

farmer must appear simply ignorant and unappreciative 
of the
 

scientific knowledge he brings.
 

The farmer may well view the credit agent as a "patron"
 

of sorts and expect a wider variety of services and favors,
 

while the credit agent sees his client simply as a borrower
 

and is unprepared to become involved in local political 
affairs,
 

in extending the period of a loan, or in supplying transpor

tation. From the creditor's point of view, such activities
 

represent a deflection from his purpose or even a form 
of cor

ruption. Essentially this is the difference between multiple

tie relationships familiar to the farmer and a simple, single

purpose tie sought by the credit program.
 

Ethnic differences, common where agents are drawn from
 

educationally and economicaL'.y more advanced groups in 
the
 

country, can easily accentuate the gulf between lender 
and
 

Language may prove a difficulty and complicate the
borrower. 

problems of communication. Invariably, it is the borrower who
 

is forced to speak the lender's language, rather than 
vice
 

versa thereby introducing a distortion into their 
relation

ship beyond misunderstandings due to inadequate expression 
of
 

meaning in a different tongue. Beyond this, field agents
 

generally tend to concentrate their efforts on groups 
which
 

share their religious beliefs, their language, or 
their ethnic
 

identity.
 

Particular aspects of the program design can create a
 

negative response on the part of the borrower. Surprise
 

visits to his farm may be demeaning or simply inconsiderate
 

if he feels obligated to extend hospitality in ways that 
are
 

not easy to arrange on the spur of the moment. In societies
 

where great respect is accorded to the elder person, 
accept

ing instructions from a young field hgent reflects badly 
upon
 

the older man who accepts such advice and supervision.
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It has already been stated that supervision and the establishment of farmer cooperatives are largely responses to
risk on the part of the credit agency. Again, these actions
are not responses to farmers' demands but to the internal
needs of the credit program. 
In other words, these decisions
typically follow the top-down planning process so characteristic of bureaucracies. 
It is not the farmer who inLiates
the demand for supervision and cooperatives, but the experts.
It is the lenders who define what constitutes "legitimate"
uses of credit and then try to enforce that definition.
Farmer cooperatives become a prerequisite for obtaining a
loan under some programs in order to reduce administrative
costs and generate peer group pressures for repayment. While
farmers may join such formal structures in order to qualify
for credit, there is little reason to expect that such organizations by themselves will develop the informal leadership or
appropriate structure which would make the cooperative effec
tive.
 

Cooperatives are not the only aspect of credit programs
that have failed to engage the active participation of the
SF. In fact, he is systen.tically excluded from all decision-making processes and planning though there are a few
programs which provide a position within the organizational
chart for a farmer representative. However, any farmer who
sits at meetings with high ranking officials suffers the
immediate disadvantage of low status. 
It is likely that the
farmer feels the inferiority of his position and may well
speak only when asked a 
direct question. 
It is also likely
that he will be co-opted to the point of view of the official
experts, in which case he becomes less a representative of an
alternative set of interests or experiences than a 
member

of the organization itself.
 

By any formal criteria, the farmer possesses less expertise than any member of the credit agency. 
It follows
that the farmer is not expected to know how to improve the
 
agency's operations. 
If there are problems, experts are ccnsulted and not the clients. 
 We have mute evidence of this in
the Spring Review itself; in all the pages compiled and all
the research carried out for the Country Papers, how many
borrowers' opinions have found their way into the reports?
Not having access to the field, we are not in,
a position to
generate such information ourselves but we sorely feel the
lack of it. Itmight have been even more useful if farmers
who do not seek credit from formal sources had been asked why

they did-not do so.
 

161
 



-27-


Attitudes and Values
 

Attitudes toward work are important for both borrowers
 
and creditors. Such attitudes will directly affect the re
liability of the farmer in his use of credit, and also the
 
reliability of the credit agent in administering credit.
 
Many attitudes toward work are associated with prestige 
factors, and neither party in the credit relationship will be 
anxious to undertake tasks which are demeaning to their sta
tus. We would note that criticisms of persons "not uorking,"
"not innovating," "not taking risks," etc. are applicable to 
lenders as well as borrowers. 

Mutual images of the other party, if negative, can ser-
iously impede credit operations. To reiterate some of the
 
possible images of the credit agent, the farmer may see him
 
as indifferent, incompetent, inefficient, unreliable, patron
izing, 4nd an outsider. The agent may think of the farmer as
 
not only ignorant but stupid, tradition-bound, lazy, irrespon
sible, inferir, and lacking ambition or mitivation.
 

Other important differences in attitudes and values are
 
presented in the following list uhich contrasts alternative
 
perspectives of borrowers and lenders.
 

Things seen by Borrowers as: Lenders as:
 

CREDIT 	 Debt or a govern- Productive input
 
ment grant 	 or a means for
 

teaching good
 
credit habits
 

MULTIPLE TIES Meaningful involve- Deflection or cor
ment ruption
 

UNIFORM TREATMENT Arbitrary, failing Fairness, avoiding
 
to take extenuating the debilitating
 
circumstances into effects of "special
 
account favors"
 

SUPERVISION Control by outsiders, Assitance for far
patronizing, mers to use credit
 
demeaning productively
 

It should be clear that the discrepancies in knowledge,
 
behavioral expectations, and cultural background all contribute
 
to the problems of establishing mutual trust and confidence.
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That both sides can feel quite justified in attributing all
 
fault to the other side derives from the cultural gulf between
 
them. Neither understands the social organization or the
 
attitudes and values of the other well enough to appreciate

his behavior. 
We do not despair of improved "cross-cultural"
 
coim..uication between credit agents and small farmers, however,

because we would expect that credit programs could, with an
 
insight into the divergent social and cultural premises of the
 
borrower and creditor, assist their agents to understand the
 
differences and modify his approach 
to small farmers accord
ingly.
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PART V: ALTERNATIVE SOURCES OF CREDIT
 

Other Analytical Papers and some Country Papers have
 
dealt with this subject, so we need not discuss it very ex
tensively here, but there are some observations to be made
 
in line with an analysis of cultural and social factors
 
affecting the small farmer credit relationship. One reason
 
for considering alternative sources of credit here is that
 
the farmer's environment contains numerous sources, and not,
 
as is often thought, just moneylenders. Alternative sources
 
of credit range from relatives, to rotating credit societies,
 
to merchants, to moneylenders, and of course, farmers' own
 
saving constitute one source of investment capital. Innova
tive arrangements not fitting any particular category are
 
possible, like the one reported in the Country Paper on
 
Ecuador, where a system of delayed payment for labor had been
 
devised as a method for gaining credit.
 

Second, there appear to be some important reasons why a
 
farmer might actually prefer informal sources of credit over
 
that which is offered through formal institutions. Informal
 
sources of credit seem to share a number of characteristics
 
that make them appealing to the SF and at the same time dif
ferentiate them from formal credit programs. Informal sources
 
tend to be relatively flexible and free of red tape or com
plicated procedures. The creditor is generally well-known
 
to the borrower and often has additional ties of relationship
 
to the farmer. The source of credit is nearby, the loans are
 
unsupervised, and the farmer has more control over the size
 
of loan he can obtain. The lender knows the borrower per
sonally, knows his creditworthiness, and is ui~t3lly prepared
 
to give the loan when the latter needs or want!- it.
 

In contrast, formal sources of credit tend to be inflex
ible and complicated. It is administered by strangers who
 
frequeiizly lack respect for the small farmer and behave in
 
an impersonal and even officious manner. The borrower must
 
frequently travel considerable distances to get the loan and
 
also t" repay it. In circumstances where the credit agent
 
requlkes some "side-payment" to expedite the loan, the effec
tive rate of interest may be substantially raised. Loans are
 
limited in the uses to which they can be put and are subject
 
to visits to check up on the farmer, the latter entailing
 
status costs to the borrower. The agent controls the size of
 
the loan, and loans may take anywhere from a month to a year
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to obtain barring unforeseen--and unexplained-,-delays. In
 
short, the farmer has less control over the entire process
 
and is consistently placed in a dependent and inferior re
lationship.
 

Perhaps equally important in considering informal sources
 
of credit are the potential social or political benefits which
 
may be gained from the economic ties maintained within the
 
community. The local moneylender may be in a position to
 
offer other kinds of services or favors to the farmer, while
 
the credit agent restricts his relationship to the formal role 
of lending and possibly providing extension services. The 
outsider does not participate in local political factions nor 
in the competition for social status. He may be largely un
aware of the subtleties of achieving upward social mobility 
within the local community and certainly cannot be an ally 
in local affairs. If the farmer should include the credit 
agent in the normally complex relationships in his community,
 
this would be viewed by the creditors as an unjustified im
position or even as corruption. For the farmer, it may
 
simply be an attempt to maximize locally defined benefits
 
rather than subscribe to the limited goals and benefits pre
scribed by outsiders as being legitimate.
 

In case of emergencies, the local lender is very likely
 
aware of the situation and can adjust the conditions of the
 
loan accordingly. It would all have to be explained to the
 
outsider, who may think it an excuse anyway, and the farmer
 
would have to travel to the source of formal credit in order
 
to make any changes in the term of the loan if they were
 
permitted. Probably the credit program would not make any
 
allowances for family emergencies such as illness, funerals
 
or weddings, as these are seen as consumption items.
 

The relationship between the moneylender and the farmer
 
is one of imutual knowledge. For his part, the moneylender
 
does not require a credit investigation of the borrower, a
 
formal pledge of collateral or detailed promises as to how
 
the loan will be spent because he already has an intimate
 
knowledge of the borrower's creditworthiness, of what can be
 
extracted in case of default, and of how the money will be
 
spent. The farmer, for his part, knows on the basis of
 
empirical experience what the rate of interest will be, what
 
the penalties for default will be, and what mitigating cir
cumstances will be accepted by the moneylender. It is highly
 
unlikely that the moneylender would dispossess the farmer of
 
his land (unless property values are rising and it could be
 
resold profitably), since the creditor earns more over the
 

176 



-31

long run by being paid, in effect, a share of the borrower's
 
output as a payment for the input of capital than would be
 
gained from a dispossession and sale. On the other hand,
 
formal institutions with their requireiient ci collateral
 
raise the spectre that the farmer might lose his land, pos
sibly through circumstances beyond his control.
 

Some Country Papers describe the moneylender as a vora
cious, grasping parasite who threatens to destroy the hapless
 
peasantry; at the same time he appears to be offering credit
 
to anyone for any purpose. It is more likely that the money
lender is a businessman who must exercise Lome caution and
 
shrewdness in order to receive a return on his money. He
 
undoubtedly screens potential borrowers on the basis of credit
worthiness. While his interest rates are certainly higher
 
than the subsidized rates offered by a government-sponsored
 
program, tey may not be greater than the opportunity cost
 
for his capital (Long, Moneylender; Nisbet, Moneylender), and
 
the farmer may be willing to pay the higher price for the
 
advantages of flexibility, efficiency, ant lack of supervision.
 

A third reason for looking at alternative sources of
 
credit is to allow a re-examination of the assumption that SFs
 
do not have good credit habits and will not repay loans. One
 
of the object .ves of some formal credit programs is explicitly
 
that of teaching farmers good credit habits apart from the
 
purpose of replacing th moneylender. It should be evidenit 
that many small farmers have considerable experience in credit 
relationships within the informal credit market. It is also
 
fairly safe to assume that within this market, there are re
prisals for defaults and that a person does establish a repu
tation for creditworthiness among his peers.
 

Defaults to formal credit agencies may result from a lack
 
of creditworthiness on the part of the small farmer, or from
 
inappropriate farm plans, loans that are too small to raise
 
production significantly, reduction in the family farm labor
 
force through death or marriage, or other problems at the farm
 
level. On the other hand, it may simply be due to the fact
 
that farmers are not penalized for failure to repay or see
 
others who manage to evade penalty. While they may be per
fectly aware of the repercussions involved in defaulting on
 
a loan from a relative, a merchant or a moneylender, it is
 
sometimes unclear that repayment to the government is really
 
necessary. In a real sense, it is the government who is ask
ing the farmer to make drastic changes in his farming prac
tices, for the sake of national goals of increasJ-g foreign
 
exchange earnings, meeting production targets and improving
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agriculture. The farmer has probably much more limited tar
gets which require less radical changes in his production
 
techniques. If he complies with the changes required by
 
the credit program, as far as he is concerned, why shouldn't
 
the government pay for that cooperation on his part? In
 
programs that are under pressure to meet targets set by top
 
officials or that are involved in buying political support
 
in the rural sector, sanctions against default tend to be
 
weak. Under these circumstances, it is not the farmer who
 
is acting in an irrational or noneconomic manner but the
 
credit agency. If the farmer can get the money without having
 
to repay, he would be foolish not to take advanZage of the
 
situation. As far as the credit agent is concerned, he ha3
 
lost the money but he has met his target.
 

The observations are not intended to imply that informal
 
credit is a substitute for formal credit programs. The im
pact of informal credit mechanisms on income distribution
 
within communities can be quite undesirable, as those with
 
surplus income above subsistence use it to generate still
 
more; formal programs offer at least the possibility of more
 
equitable distributional consequences. Beyond this, and
 

probably more directly relevant for government objectives, the
 
formal programs permit inter-regional transfers of funds; sur

plus savings in one region that has few new technological
 
opportunities for profitable investment can be moved to an
other region where such opportunities abound, thereby increa
sing output, income and employment at least in the aggregate.
 
Or conversely, funds could be moved in the name of equity from
 
one region of rapid agricultural growth to another of lower
 
growth, where opportunity costs might well be too high for
 
non-equity oriented market forces to supply credit.
 

What appears to follow from our discussion is an appre
ciation of why informal credit channels can compete favorably,
 
even at higher rates of interest, with the subsidized formal
 

programs in most developing countries. The lesson we would
 
draw is that the latter should learn some lessons from the
 
former, indeed trying to best the informal competition in terms
 
of service and net benefits to small farmers. The moneylender,
 
rich uncle or large farmer operate basically within the cul
tural framework of the SFs, sharing many of the same attitudes
 
and values and being subject to the same social organization.
 
Formal credit programs cannot make themselves part of the com
munities in which they operate; this would be expecting too
 
much. But they can follow different organizational rules, re

cruitment practices, group norms and so forth to reduce the
 
socio-cultural differences that now hinder formal programs.
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PART VI: IMPLICATIONS
 

(1) The foregoing analysis implies most clearly the
 
importance of questions pertaining to cultural and social
 
factors. They are as important as the questions raised by
 
economists with respect to economic returns, technical co
efficients, market demand or pecuniary profitability. For
 
a given environment, there is such a thing as cultural or
 
social feasibility which even takes precedence over economic
 
feasibility because the viability of a particular "economic"
 
undertaking depends on supportive behavior of individuals
 
and groups, which may not be forthcoming because of cultural
 
and social factors.
 

(2) A second implication, stemming from the fact of
 
great variability in cultural norms and social structures, is
 
that very specific knowledge of local conditions is needed for
 
operation of a "successful" credit program with small farmers.
 
Local conditions vary in complexity, immutability, etc., but
 
they are in any case diverse. Programs designed for a whole
 
country, or even for a whole region, are likely to be inap
propriate and unproductive in certain localities because they
 
do not "fit" with particular patterns of family organization,
 
ethnic relations, power structure, or community attitudes.
 

(3) Credit programs are best seen as "add-ons" to an
 
existing local situation, constituting only one of the many
 
forces there, even in the realm of credit. Just as one must
 
acknowledge in technical terms that credit affects only one
 
aspect of production opportunities, so in cultural and social
 
terms, credit is only a part of the matrix of individual and
 
group interactions, economically, socially and politically.
 
As such, credit programs have only limited ability to induce
 
change. They should be seen as an influence rather than as
 
a lever. This view does not make them unimportant but only
 
counsels a more realistic perspective on their potentiality
 
for changing local economic, political and social relationships.
 

(4) Beyond this, it would be useful to consider alter
native designs for credit programs which would take social and
 
cultural factors more fully into account. We are struck by
 
the basic similarity of practically all the credit programs
 
reported in the Country Papers--essentially hierarchical,
 
bureaucratic, "professional" activities attempting to manipu
late small farmers' behavior with little or no feedback from
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farmers themselves. We are not in a position to re-design

credit programs but we can see from our analysis how consid
eration should be given to modifying the hierarchical lines
 
of authority and communication, reducing status differentials
 
between agent and farmer, involving farmers in credit deci
sion-making in a substantive way, recruiting credit agents
 
more from local environments, changing incentive structures
 
to make agents more responsive to local communities, dropping
 
or greatly modifying the "supervision" function of many

credit programs, etc. Credit programs design is clearly a
 
responsibility of national governments, but donors could them
selves be more receptive to or encouraging of innovative
 
efforts.
 

(5) We would want to state also the implication coming

from our analysis that in some circumstances formal credit
 
programs for small farmers may not be feasible. Even if credit
 
were an economic panacea--which it is not--in some communi
ties or situations, social norms or group organization are
 
adverse to the operation of externally-sponsored, formalized
 
institutional credit activity. 
This should be recognized and
 
accepted. Probably the most common cause of such infeasi
bility will be the existence of a local power structure which
 
short-circuits any effort to get resources to the small far
mer or to preserve the benefits of innovation for him. Sup
porting farmer organizations as a separate rural development

activity may be one way of affecting local power relations,

which once altered may make a credit program viable. But it
 
is unlikely that credit programs on their own can alter the
 
local situation or achieve developmental objectives in rural
 
areas where social structure and group norms are otherwise un
supportive.
 

We recognize that these are not especially encouraging

implications. In part they reflect the caution which comes
 
from "taking everything into account." Our intent is not an
 
immobilizing one, however. The "successes" chalked up in 20
25 years of experience with credit programs are more likely

than not to have been scored in terms of internal, organiza
tional criteria, rather than effective economic, social and
 
political change at the community level. 
Thus these implica
tions seem to be supported by the weight of experience thusfar
 
accumulated, and the stock-taking and impetus for re-design

and re-direction of credit programs signified by this Spring

Review seems quite appropriate.
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THE DISTRIBUTION OF AGRICULTURAL CREDIT AND BENEFITS: 
POLITICAL ECONOMY SMALLAND FARMERS IN LESS 

DEVELOPED COUNTRIES* 

With the new focus on equity in development countries,

economists are becoming increasingly concerned with the mal
distribution of income that seems almost invariably to result
 
from agricultural credit programs. 
The very organizing of
this Spring Review on Small Farmer Credit Programs is testi
mony to such a e-ern.
 

The emphasis on equity has uncovered a number of economic
 
factors explaining why small farmers (SFs) tend not to be the

beneficiaries of governmental programs designed to develop the
 
agricultural sector. 
These economic conditions are themselves

functions of pol Zical factors, however, which are equally im
portant, though so far much less well understood in considera
tions of SF credit.
 

PART I: ECONOMIC FACTORS
 

When governments make attempts to manipulate the economy

of agriculture in a non-authoritarian manner,1 whether it is
 a traditional or a modernizing agriculture (in the terms of

Mellor 1966; and Owens and Shaw 1972), the results serve to
 
favor the rich. The policy approaches used can be grouped into
 
five broad categories:
 

A. Subsidizing inputs (fertilizers, seeds, irrigation

projects, tubewells, etc.). These subsidies are often seen
 
an necessary to induce farmers to accept new agricultural tech
nologies, usually on the assumption that backward farmers will
 
not innovate unless inveigled Into doing so. Such a policy
 

*The autholr would like to thank Cynthia Gillette, Mohinder S.
 
Mudahar and Norman 'Jphoff, all of Cornell University, for
 
their criticism and comment. Naturally, they are not to be

held responsible for the essay's shortcomings.
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means pricing inputag at below-market levels. W2 there is a
 
scarcity of the inputs, a black market will quickly emerge
 
from the subsidized sales. If there is not a scarcity, com
petition for the more cheaply priced goods coming through
 
government distribution channels tends to result in their
 
being allocated on the basis of favoritism and corruption of
 
officials (e.g., Blue 1973). Either situation favors the
 
richer farmers, for they can more ea-,y afford the black mar
ket price or the payoffs to government officials than the SFs.
 

B. Subsidizing prices and/or the marketing infrastruc
ture (storage facilities, farm-to-market roads, produce markets,
 
etc.). Increasing prices may have some effect in raising pro
duction of the crop supported, but the evidence is that in the
 
more densely populated countries the increment comes mostly
 
as a result of a switch of acreage from some other crop, not
 
from an increase in aggregate proauction (Mellor 1968; Mellor
 
1970; though see also Krishna 1967). This switching process
 
tends to favor the rich, for it involve' risk and usually some
 
capital, both of %rhich are much more easily handled by big
 
farmers than by SFs.
 

In more sparsely populated regions, an increase in pro
duction without any corresponding decrease in other crops can
 
come from simply expanding the total acreage being farmed.
 
This situation also favors the bigger farmers, who find it
 
much easier to expand their holdings than the SFs. Irrespec
tive of the land pressure issue, though, to the extent that
 
any increase in production per acre actually does take place
 
as Lhe result of a price support policy, it is the rich who
 
benefit most, for it is the big farmer who ia selling his pro
duce in the market that will gain more from the enhanced price,
 
rather than the small subsistence farmer, who will consume
 
moot or all of any increase in production and thus will be
 
much less aided. For similar reasons, actions to subsidize
 
other aspects of the marketing infrastructure also tend to
 
help the big rather than the small farmer.
 

C. Subsidizing credit. Gonzalez and Adams have shown
 
extensively in their analytical papers for the Spring Review
 
that subsidized interest rates for agricultural credit programs
 
favor the rich, in addition to failing to mobilize rural
 
savings.
 

D. Subsidizing research. Some incremental gains in 
traditional agriculture can come from moving further out: on 
the production function with additional labor inputs, but the 
marginal returns slowly approach zero. To get any substantial
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increase in aggregate production, it is esbatial to raise
 
the production function itself, and this can be done only with
 
technological innovation (Tinnermeier, Dalrymple 1969, Mellor
 
1966). Technological innovation in turn requires research to
 
develop the new seeds and packages of inputs and practices to
 
go with the seeds to bring about a rise in the production

function. Indeed, but for the innovations brought about by

research at the International Rice Research Institute (IRRI)
 
at Los Baftos in the Philippines, the Centro Internacional de
 
Hajorimiento de Matz y Trigo in Mexico and other centers, it
 
iLz clear that the "Green Revolution" would probably not have
 
gotten started.
 

The new High Yielding Varieties (HYV) genetically are
 
neutral to scale of farm, in that they can grow just as easily
 
on small farms as on large ones (though the rate of adoption

of the HYV does correlate with farm size--Schluter 1971 and
 
India, Schluter). But the HYV are not at all neutral to their
 
physical environment; they grov best in the sort of soil and
 
water conditions that they were bred in, and these conditions
 
(good soil, drainage, conrrol-dA rri.&aion, etc.) are moreoften found on the holdings o r.ch farmers than poor ones. 
Agricultural research in tc I' 'ates has notoriously

favored the bigger and rich . atar #ightower 1972; Watson
 
at al. 1972), and this aeem to have tesai the case with much
 
of the research on agriculture in the LDU as well It is 
only very recently that IRRI, fc. example, has turned away
from exclusive concentration on ctrolled irrigation, single
crop research to studying the sort of upland rice cultivation
 
and imltiple-cropping that characterizes so much of SF agri
culture in the Philippines (Sprlzg Review field trip to Los
 
Bafos, April 1973). The conduct of research in HYV of wheat
 
for irrigated areas can similarly be seen as government

activity favoring the rich, who row the irrigated land (Owens
 
and Shaw 1972, pp. 171-172).
 

E. Subsidizing services. 
 It is clear that to raise the
 
production function in agriculture, ,newknowledge will have
 
to be disseminated, and this will mean 'that extension'a'id edu
cational services will have to be underwritten by the govern
ment (Mellor 1966, pp. 345-363). 'Here too the rich are favored.
 
Extension agents will try to press the new technologies on
 
those whom they think will be most receptive, that is, the
 
bigger farmers who are less concerned with risk aversion. In
 
many cases these bigger farmers will of course also be mere
 
closely related to the agents by kinship, class and status
 
ties and thus more naturally the first beneficiaries of any
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new developments. 
Formal education also has a strong tendency
to benefit the rich in the LDCs, even when all strata of the
population participate in the initial years, for the constraints of opportunity cost and the need to dip into past
savings for school fees and expenses affects the poor much
earlier in the educational process than is the case for the
rich (Shortledge 1973).
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PART II: POLITICAL FACTORS--COERCIVE REGIMES
 

There have been attempts to intervene in theirural econo
mies of LDCs that have been more or less successful in raising
 
aggregate output and at the same time attaining a measure of
 
equity, but these efforts have been made ic political milieus
 
characterized by a substantial measure of coercion. 
In Taiwan
 
an effective land reform was imposed, and the country has had
 
a history of compulsory membership in agricultural cooperatives
 
(Taiwan, Adams et al., p. 4; Hsieh and Lee, 1966, p. 71).

South Korea also had a thorough land reform (Korea, Morrow et
 
al., p. 2). In both countries cooperatives were given virtual
 
monopoly control over a variety of affairs. They supply all
 
chemical fertilizer in South Korea, for example, while in
 
Taiwan they are credited with handling 85% of it (Singh 1970,
 
pp. 436, 455; Korea, Morrow et al., p. 70). In Taiwan they
 
act as agents for all government funds used in credit, and
 
they are the sole agents for the government in purchasing paddy,
 
for which payment is made through deposits on the farmers'
 
cooperative accounts (Singh 1970, pp. 51, 64, 120). Almost
 
all farmers belong to the cooperatives in both countries (Singh

1970, p. 62; Korea, Morrow et al., p. 28; Taiwan, Adams et al.,
 
p. 15). In China, similar measures were taken, though some
what more draconian.
 

Success in promoting increased production and equity in
 
these systems is undoubted, but the success has been achieved
 
under the aegis of an authoritarian regime in all three coun
tries. In each case a political decision was taken in favor of
 
greater equity and a concomitant decision was made to dis
possess the dominant landed class, a process much assisted by

the political upheavals of the times and the fact that new
 
regimes were moving into power in each country. In Taiwan the
 
incoming Kuomintang leadership deposed local landlords, for
 
they were anxious to build a following among the people, and
 
with a large non-indigenous military force at their command,
 
they did not have to depend on the landlord class for support.

In Korea the American Military Government redistributed the
 
land formerly held by Japanese landlords in 1948, and the new
 
government of the Republic continued (albeit with some reluc
tance) the reform the following year by expropriating holdings
 
over 7.35 acres (Lee 1969; Koh 1962). The Communist Party

in China had little trouble in deciding to expropriate the
 
land of the upper classes, who had been a principal prop of
 
the defeated Kuomintang. The chances of such sweeping reforms
 
occurring under incumbent regimes in other LDCs must be re
garded as remote.
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PART III: POLITICAL FACTORS--NON-COERCIVE REGIMES
 

The political processes of decision-making with respect
 
to agriculture may be characterized in two ways. For the sake
 
of analysis and exposition, dichotomies are suggested in each
 
case, though we would not argue for such exclusive categories
 
in the real world. First, according to the traditional dis
tinction made in political science between public administra
tion and politics, decisions may be made more by administrators
 
responsible at least formally to their hierarchical superiors,
 
or by politicians who are chosen by and supposedly responsible
 
to their electors. In the one case, officials are presumably
 
executing policy that has already been decided while in the
 
other, they are supposed to be making the policy itself. Sec
ond, according to the arena, there are decisions made essen
tially at the central government level or the village level,
 
characterized here as the macro and micro levels, respectively.
 
When put to -sther,the two dichotomies yield four categories,
 
as in Figure I. Each of the four divisions stands for a dis
tinctive mode of decision-making and operation, as noted in
 
the figure. The four categories are not, of course, mutually
 
exclusive, and activity tends to go on in several, if not all
 
of them simultaneously in any given LDC. In all cases, the
 
beneficiary of the process is the same: the rural rich.2
 

FIGURE I
 

FOUR MODES FOR ALLOCATING AGRICULTURAL INPUTS,
 
INCLUDING CREDIT, IN LDCs
 

Micro-level Macro-level
 
(village) (central govt.)
 

A C 

Bureaucratic Bureaucratic 
Administration favoritism risk-aversion 

or and 
corruption "red tape" 

B D 

Local elite Political exchange

Politics political between central
 

domination and local elites
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Recognition of these characteristic dimensions and modes
 
by outside observers tends to vary greatly. There is wide
spread, though largely informal perception of type A, with
 
less of types B and C, and virtual ignorance of type D. Low
 
level corruption is widely discerned as a pervasive factor in
 
administering any government program at village level, though
 
3uch observations tend to be spoken ones and only rarely get
Into print, primarily for the reasons that Myrdal has labeled
 
"diplomacy in research" (Myrdal 1968, 12-16, 1893-1842). The 
elite dominance that is so ubiquitous in village level poli
tics is widely recognized in the other social sciences, but
 
seldom finds its way into the consideration of economists and
 
planners. The two modes of decision-making at the macro-level
 
are scarcely at all appreciated, but deserve special attention
 
when looking at SF credit programs or other efforts to promote
 
agricultural development.
 

We now briefly consider each type of relationship:
 

A. Administration at the micro-level. There are very

few if any developmental efforts involving expenditure of
 
money and/or governmental activity at the local level that do
 
not involve a significant measure of corruption. 3 There is
 
some debate among students of comparative politics as to
 
whether this corruption retards the development effort or
 
whether it may even act as a lubricant for economic growth
 
(Heidenheimer 1970; Scott 1972), in effect by substituting a
 
market economy for government services in place of a managed
 
one (Friedrich 1972, p. 159). But whatever its effect on the
 
economy in the aggregate, the consequences of corruption on
 
equity are clear. It works to the advantage of those who are
 
able to practice it best, and they are the rich, who have the
 
liquid capital readily available to guarantee kickbacks to
 
officials, are much more likely to have relatives in positions
 
of bureaucratic or political power, and so on. Corruption in
 
general makes life difficult for the poor, not the rich.
 

B. Politics at the micro-level. Work in comparative
 
social anthropology and political science over the past couple

of decades has shown abundantly that at the micro-level elite
 
groups dominate the political, social and economic process.

In South Asia sometimes the dominant group functions as a
 
solid oligarchy, sometimes it is split into rival factions,
 
and sometimes it is even displaced by a new group that takes
 
over, but it seems universal in the LDCs that the village
 
affairs are run by elite groups in their own interest (Srinivas
 
1955 and 1959; Nicholas 1968), much as Michels observed long
 
ago in another context when he formulated his "iron law of
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oligarchy" (Michels 1915). In Latin America the latifundia
 
model is common, with a small elite holding sway over vast
 
landholdings and large numbers of lazdiess workers (Barra
clough and Domike 1970; Feder 1971). Indeed, the United States
 
is no exception here; despite the tenacious persistence of the
 
"New England Town Meeting" mythology, virtually all the com
munity power studies at village or small town level show con
trol of politics by a small elite, usually working in its
 
own interest (e. ., Vidich and Bensman 1968; Presthus 1964;
 
Agger et al., 1964).4 There should be little cause for amaze
ment, then, when community development programs in the LDCs
 
are taken over by dominant elements in the village and these
 
dominant elements turn ouc to be the ones who benefit most
 
from whatever government largesse is dispensed to the village
 
(Nicholson 1973; Blair 1971; Hanumantha Rao 1970; Bendix 1969,
 
pp. 338-356; Myrdal 1968, pp. 887-891, 1339-1346).
 

C. Administration at the Macro-Level. A principal point
 
in the analytical paper on social and cultural factors affect
ing SF participation in credit programs (Gillette et al.) is
 
the congenital tendency of bureaucracy to hit upon "objective"
 
ways to measure performance, which in the case of SF credit
 
programs results in an almost obsessive concern with default.
 
According to the rules or criteria devised at the top, an
 
ambitious official achieves a good record by holding down the
 
default rate in the loan portfolio that he manages; to advance
 
his career he averts risk by lending only to "creditworthy"
 
farmers, who inevitably turn out to be big farmers, not small
 
ones. Outside advisors can emphasize the need to consider
 
potential production increase or equity as the main criterion
 
for giving loans, or can point out that it is usually the big
 
farmers who are the worst defaulters, but the credit agent
 
will go on lending to big farmers, for the best way to account
 
for his defaulted loans to his superior is to be able to show
 
that he only lent money to "creditworthy" people.
 

D. Politics at the Macro-Level. This category seems th
least well understood of the four that we have delineated here,
 
though it should be almost intuitively comprehensible co the
 
economist, as it is based on an exchange relationship between
 
rural elites and political decision makers at the macro-level.
 
A prevailing assumption among those interested in the macro
economics of development seems to be that governments adopt
 
policies that favor the rural rich through mistaken judgment
 
or bad planning, and that if the inequitable consequences of
 
these policies were only pointed out, the governments would
 
straightaway adopt new policies that would insure equity for
 
411 classes in the countryside. The fact is, however, that
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most LDC governments do not pursue equity-oriented policies
 
because they have no incentive to do so; indeed, it will
 
probably be politically unprofitable for them to pursue such
 
policies. The principal reason is that it is the larger
 
landed interests that furnish the major support in terms of
 
resources for the regime in power, while small farmers, having
 
relatively far fewer resources, furnish scarcely any support
 
at all. It is only logical that the regime would pursue
 
policies which benefit the main givers of support in an im
plicit quid pro quo exchange, as withdrawal of that support
 
would quite likely mean the downfall of the government. In
 
addition, the rural upper class furnishes much of the person
nel of the regime, so that those making central government
 
decisions and those affected by them are often all in the
 
same group (some of these ideas are pursued at length in
 
Ilchman and Uphoff 1969).
 

It comes then as no surprise to find that so many govern
ment decisions at the macro-level benefit the upper classes in
 
the countryside. Land reform is the paradigm case here. At
tempts at land reform are almost invariably nullified before
 
they become law, or are filled with so many loopholes that
 
they are ineffective; or even if the loopholes are closed,
 
enforcement is entrusted to a bureaucracy so flabby and often
 
corrupt that the laws are completely vitiated in implementa
tion (Myrdal 1968, pp. 1301-1334; Feder 1970; Feder 1971, pp.
 
171-258; Ladejinsky 1972; Tai 1968).
 

There is no reason to think that the situation should be
 
different with regard to subsidized credit programs or the
 
other types of subsidy treated at the beginning of this section:
 
inputs, prices and research. For farmer cooperative associa
tions the story is the same. As the authors of one of the
 
Spring Review analytical papers *14t it:
 

The many possible forv3 of government support
 
of coops depend on Lit,-ti er to one key ques
tion--are governments willing to support a
 
redistribution of economic power (Owens et al.;
 
also Hanumantha Rao 1970).
 

The indications are that governments are not willing to support
 
such redistributions; they favor the rich because they get
 
their support from the rich.
 

Pakistan offers an interesting case study here. Under
 
the Ayub Khan regime in the 1960s, policies were adopted to
 
promote ma::imum overall economic growth by favoring the entre
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preneurial classes of the country. 
Growth was rapid, with GNP
 
increasing at more than 5% per year in the Ayub period, but
 
the distribution of that growth was highly skewed, as became
 
apparent when it was disclosed that as of 1968 about twenty

families controlled 66% of the industrial capital of the ria
tion, 80% of the banking and 97% of the insurance business
 
(LaPorte 1969, Wilcox 1969, Stern and Falcon 1970). 
 The
 
pattern in the agricultural sector was much the same. 
 Insti
tutional credit went almost exclusively to the big farmers
 
(Faculty of Agricultural Economics, 1970, IBRD 1966, Gotsch
 
1971), and import subsidies were given for purchasing tractors
 
(Gotsch 1973). Purchase of both tractors and tubewells clearly

favored the upper rural classes, as Gotsch carefully documents
 
for West Pakistan (Gotsch 1972, Gotsch 1973; 
see also Critch
field 1970, Frankel and von Vorys 1972, 22--31). The classes
 
that benefited from such policies were precisely those that
 
the Ayub regime saw as most essential to its survival, urban
 
industrialists in the western wing and the bigger farmers of
 
the Punjab.5 The consequences of these policies may be traced
 
through the fall of Ayub, the secession of Bangladesh, and on
 
into many of the troubles currently being experienced by

Pakistan's current leader, Zulfiqar Ali Bhutto. 
Similar signs
 
on the agricultural front may be observed in the Philippines
 
at present, especially in the area of tractor mechanization
 
(Barker et al., 1972).
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PART IV: CONCLUSION
 

Is it inevitable that governmental attempts to change
 
the agricultural economy (or the lack of such attempts, as
 
with land reform) will favor the rich? Whateqer the kind of
 
intervention, subsidies for credit, inputs, outputs or re
search, whether the intervention be administrative or political,
 
and whether it be at the micro-level or the macro-level, the
 
evidence indicates strongly that the upper classes will be
 
the beneficiaries. Instances where intervention in the rural
 
economy has produced significant equity tend to be either
 
coercive regimes (China, Taiwan, Korea) or advanced countries
 
(Japan, with the land reform after World War II). Still,
 
there are examples where governmental programs have been
 
equity oriented and have operated in a relatively non-authori
tarian milieu, such as the Comilla cooperative experiment in
 
Bangladesh (Raper 1970; Blair 1971; Owens and Shaw 1972), 
the
 
cooperative program in Ceylon (Owens and Shaw 1972), or the
 
land reform in Chile, which has taken place within the context
 
of an open political system (Petras and LaPorte 1971). It
 
might be best to end with a paraphrase of the title of one of
 
the Spring Review analytical papers: equity oriented develop
ment policies can work--if governments are willing.
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NOTES
 

'Drawing a distinction between what is authoritarian and
 
what is not authoritarian is a ticklish matter, to say the
 
least, especially when governments that try to be authoritar
ian do not always succeed in controlling their citizens (e.g.,
 
rebellion in Burma, or black marketeering in the Soviet Union),

while those that claim to be non-authoritarian often in,,ulge

in authoritarian practices (e.g., press censorhip in Ceylon,
 
policesuppression in Uruguay). 
 For the present purpose, suf
fice it to say that an authoritarian measure is one that
 
effectively coerces people into compliance.
 

2We are assuming that there is already a rural rich in
 
existence to be benefited, which is generally the case in the
 
non-communist states of Asia and Latin America, chou7i much
 
less so in Africa, where a greater degree of egalitarianismi
 
the rule in many societies. However, there is good reason to
 
believe that economic development in the African milieu is
 
creating a wealthy rural class.
 

3Defining corruption is almost as difficult a matter as
 
defining politics itself, and remains so despite the recent
 
emergence of a considerable literature on the subject (e.g.,

Heidenheimer 1970; Scott 1972). The definition gets especially
 
difficult to pin down as one approaches the line between what
 
is corrupt and what is a legitimate attempt on the part of the
 
public (or a portion of the public) to have an influence in
 
decision-making and decision implementation. In the present
 
centext we will have to be content to define corrupticn as
 
any extra-legal attempt to change a decision or the implementa
tion of a decision into something other than what it would have
 
been in the absence of the corruption.
 

4There has been considerable dispute about how open these
 
local elites are to influence from below. The classic posi
tions in the controversy have been stated by Hunter (1953) and
 
Dahl (1961), and are ably summarized in Parry (1969). All
 
sides are agreed that control is by a few, however; the ques
tion is on how open the few are to outside influence.
 

5A third class to benefit from government largesse was
 
the military, who regularly received between 50 ani 60% of the
 
government budget in the Ayub period (LaPorte 1969, 853-855).
 



-13-

REFERENCES
 

AGGER, R. E., GOLDRICH, D. and SWANSON, B. E.
 
1964 The Rulers and the Ruled: Political Power and Im

potence in American Communities (New York: Wiley).
 

BARKER, R., MEYERS, W. H., CRISOSTOMO, C. M., and DUFF, B.
 
1972 "Employment and Technological Change in Philippine
 

Agriculture," International Labour Review, 106:
 
2-3, pp. 111-139.
 

BARRACLOUGH,, S. L., and DOMIKE, A. L.
 
1970 "Agrarian Structure in Seven Latin American Countries,"
 

in Rodolfo Stavenhagen, ed., Agrarian Problems and
 
Peasant Movements in Latin Anerica (Garden City,
 
N.Y.: Anchor), pp. 41-94.
 

BENDIX, R.
 
1969 Nation-Building and Citizenship Studies of Our
 

Changing Social Order (Garden City, N.Y.: Anchor).
 

BLAIR, H. W.
 
1971 "The Green Revolution and 'Economic Man': Some
 

Lessons for Community Development in South Asia?"
 
Pacific Affairs 44: 3, pp. 353-367.
 

BLUE, R. N. with YASHWANT JUNGHARE
 
1973 "Political and Social Factors Associated with the
 

Public Allocation of Agricultural Inputs in a Green
 
Revolution Area," mimeo. (Department of Political
 
Science, University of Minnesota).
 

CRITCHFIELD, R. C.
 
1970 "A Few Reflections: Pakistan's Elections," mimeo.,
 

Report RC-13 (New York: Aiicia Patterson Fund).
 

DALRYMPLE, D. G.
 
1969 Technolgoical Change in Agriculture: Effects and
 

Implications for the Developing Nations (Washington:
 
Foreign Agricultural Service, U.S. Department of
 
Agriculture).
 

DAHL, R. A.
 
1961 Who Governs? Democracy and Power in an American City
 

(New Haven: Yale University Press).
 



-14-


FACULTY OF AGRICULTURAL ECONOMICS AND RURAL SOCIOLOGY
 

1970 Farm Income Analysis: A Case Study of Lyalipur
 

District (Lyallpur: West Pakistan Agricultural
 

University). Cited in Maclntyre.
 

FEDER, E.
 
1970 "Counterreform," in Rodolfo Stavenhagen, ed.,
 

Agrarian Problems and Peasant Movements in Latin
 

America (Garden City, N.Y.: Anchor), pp. 173-223.
 

1971 The Rape of the Peasantry: Latin America's Land

holding System (Garden City, N.Y.: Anchor).
 

FRIEDRICH, C. J.
 

1972 The Pathology of Politics: Violence, Betrayal, Cor

ruption, Secrecy and Propaganda (New York: Harper
 

and Row).
 

FRANKEL, F. R. and VON VORYS, K.
 

1972 "The Political Challenge of the Green Revolution:
 

Shifting Patterns of Peasant Participation in India
 

and Pakistan," Policy Memorandum No. 38 (Center
 

of International Studies, Princeton University).
 

GOTSCH, C. H.
 

1971 "Low Income Farmers and the 'System," n.p., August
 

1971. Cited in Maclntyre.
 
1972 "Technical Change and the Distribution of Income
 

in Rural Areas," American Journal of Agricultural
 

Economics 54, 2, pp. 326-341.
 

1973 "Tractor Mechanization and Rural Development in
 

Pakistan," International Labour Review 107, 2,
 

pp. 133-166.
 

HANUMANTHA RAO, C. H.
 

1970 "Farm Size and Credit Policy," Economic and Political
 

Weekly 5, 52, pp. A157-A162.
 

HEIDENHEIMER, A. J.
 
Political Corruption: Readings in Comparative
 

Analysis (New York: Holt, Rinehart and Winston).
 

HIGHTOWER, J.
 
Hard Tomatoes, Hard Times: The Failure of the Land
 

Grant College Complex (Washington: Agribusiness
 
Accountability Project).
 

187 
200 



-15-


ESIEH, S. C. and LEE, T. H.
 
1966 Agricultural Development and Its Contribution to
 

Economic Growth in Taiwan: Input-Output and
 
Productivity Analysis of Taiwan's Agricultural

Development (Taipei: Joint Commission on Rural
 
Reconstruction, Economic Digest Series No. 17).
 

HUNTER, F.
 
1953 Community Power Structure: A Study of Decision
 

Makers (Chapel Hill: University of North Carolina
 
Press).
 

ILCHMAN, W. F., and UPHOFF, N. T.
 
1969 The Political Economy of Change (Berkeley: Univer

sity of California Press).
 

INTERNATIONAL BANK FOR RECOMTRUCTION AND DEVELOPMENT
 
1966 Programme for the Development of Irrigation and
 

Agriculture in West Pakistan. Comprehensive
 
Report Vol. 10, by Sir Alexander Gibbs, et al.
 
Cited in Maclntyre.
 

KOH, Y.
 
1962 "Land Reform and Agricultural Structure in Korea,"
 

Korean Affairs, 1, 4, pp. 428-439.
 

KRISHNA, R.
 
1967. "Agricultural Price Policy and Economic Development,"
 

in Herman M. Southworth and Bruce F. Johnston, eds.,
 
Agricultural Development and Economic Growth
 
(Ithaca: Cornell University Press), pp. 497-540.
 

LADEJINSKY, W.
 
1972 "New Ceiling Round and Implementation Prospects,"


Economic and Political Weekly VII, 40, A125-132.
 

LAPORTE, R. JR.
 
1969 "Succession in Pakistan: Continuity and Change in a
 

Garrison State," Asian Survey IX, 11, pp. 842-861.
 

LEE, H.
 
1969 Korea: Time, Change and Administration (Honolulu:
 

East-West Center Press).
 

MACINTYRE, M. L.
 
1972 "Pakistan: Some Notes and Figures," mimeo. (Islam

abad: USAID/Pakistan).
 



-16-


MELLOR, J. W.
 
1966 The Economics of Agricultural Development (Ithaca:
 

Cornell University Press).

1968 "The Functions of Agricultural Prices in Economic
 

Development," Indian Journal of Agricultural
 
Economics 23, 1.
 

1970 "Agricultural Prices in Economtc Development--Their

Role, Function and Operation," mimeo., Occasional
 
Paper No. 39, Department of Agricultural Economics,
 
Cornell University.
 

MICHELS, R.
 
1915 Political Parties: A Sociological Study of the
 

Oligarchical Tendencies of Modern Democrac
 
(New York: Collier Books, 1962; orig. Basle,
 
1915).
 

MYRDAL, G.
 
1968 Asian Drama: An Inquiry Into the Poverty of Nations
 

(New York: Pantheon).
 

NICHOLAS, R. W.
 
1968 "Structures of Politics in the Villages of Southern
 

Asia," in Milton Singer =.nd Bernard S. Cohn, eds.,
 
Structure and Change in Indian Society (Chicago:
 
Aldine), pp. 243-284.
 

NICHOLSON, N. K.
 
1973 Panchayat Raj, Rural Development and the Political
 

Economy of Village India, Occasional Paper No. 1.
 
(Ithaca: Rural Development Committee, Cornell
 
University).
 

OWENS, E. F. and SHAW, R.
 
1972 Development Reconsidered: Bridging the Gap Between
 

Government and People (Lexington, Mass.: Lexington

Books).
 

PARRY, G.
 
1969 Political Elites (New York: Praeger).
 

PETRAS, J. F. and LAPORTE, R. JR.
 
1971 Cultivating Revolution: 
 The United States and
 

Agrarian Reform in Latin America (New York: 
 Random
 
House).
 

PRESTHUS, R.
 
1964 Men at the Top: 
 A Study in Community Power (New


York: Oxford University Press).
 

189 



-17-


RAPER, A. F., ET AL.
 
1970 Rural Development in Action: The Comprehensive
 

Experiment at Comilla, East Pakistan (Ithaca:
 
Cornell University Press).
 

SCHLUTER, M.
 
1971 "Differential Rates of Adoption of the New Seed
 

Varieties in India: The Problem of the Small
 
Farm," mlmeo., Occasional Paper No. 47, Depart
ment of Agricultural Economics, Cornell University.
 

SCOTT, J. C.
 
1972 Comparative Political Corruption (Englewood Cliffs,
 

N.J.: Prentice-Hall.).
 

SINGH, M.
 
1970 Co-operatives in Asia (New York: Praeger).
 

SHORTLEDGE, R. L.
 
1973 "Education Within the Context of Development,"
 

mimeo., Dept. of Agricultural Economics, Cornell
 
University.
 

SRINIVAS, M. N.
 
1955 "The Social System in a Mysore Village," in McKim
 

Marriott, ed., Village India: Studies in the
 
Little Community (Chicago: University of Chicago
 
Press), pp. 1-35.
 

1959 "The Dominant Caste in Rampura," American Anthro
pologist 61, 1, pp. 1-16.
 

STERN, J. J. and FALCON, W. P.
 
1970 Growth and Development in Pakistan, 1955-1969.
 

Occasional Papers in International Affairs No. 23
 

(Cambridge, Mass.: Center for International
 
Affairs, Harvard University).
 

TAI, H. -C.
 
1968 "The Political Process of Land Reform: A Compara

tive Study," Civilisations, pp. 61-79.
 

VIDICH, A. J. axid BENSMAN, J.
 
196A Small Town in Mass Society: Class, Power and
 

Religion in a Small Community. Rev. ed. (Princeton:
 
Princeton University Press).
 

190 2~
 



-18-


WATSON, L., GATEHOUSE, M. and DORSEY, E.
 
1972 Failing the People: A Special Report on the N.Y.S.
 

College of Agriculture and Life Sciences and N.Y.S.
 
Cooperative Extension (Washington: Agricultural
 
Policy Accountability Project).
 

WILCOX, W.
 
1969 "Pakistan: A Decade of Ayub," Asian Survey 9, 2,
 

pp. 87-92.
 

1!91
 



INSTITUTIONS AND INSTITUTIONAL ISSUES ASSOCIATED 
WITH SMALL FARMER CREDIT IN DEVELOPING COUNTRIES 

John R. Brake 
Michigan State University
 

East Lansing, Michigan 



INSTITUTIONS AND INSTITUTIONAL ISSUES ASSOCIATED WITH
 
SMALL FARMER CREDIT IN DEVELOPING COUNTRIES*
 

John Brake
 

The purpose of this paper is to consider institutional forms,
 
advantages, disadvantages, and lessons from experiences in providing
 
small farmer credit in developing countries. The paper looks at some
 
of the advantages and disadvantages of various institutions and raises
 
questions of how such institutions might be designed or adapted to
 
become more effective instruments for providing credit to small farmers.
 

The Institutional Evaluation Problem
 

Institution administrators don't like to be researched. Further,
 
institutional researchers hesitate to be conclusive in evaluating
 
institutions. Hence, few of the program papers clearly indicate whether
 
the institution being described was successful or unsuccessful. There
 
are probably two reasons for this. First, few institutions are a clear
cut case of success or lack of success. Second, the criteria for success
 
are several and are subject to differences of opinion. One could use
 
as criteria: 1) the administrative costs of the program, 2) the cost
 
per unit of loan volume, 3) volume of credit, 4) number of small farmers
 
reached, 5) level of defaults, 6) the extent to which borrower incomes
 
were increased, and probably many others.
 

All small farmer credit programs involve high administrative costs,
 
so that criterion has little value. Also, definitions used in the base
 
papers tended to vary from country to country. For example, defaults
 
can mean 30 days past due, 90 days past due, one year past due, five
 
years past due, etc. In fact, in some accounting systems, loans that
 
were decades overdue were listed as assets of the lender rather than
 
as defaults.
 

Given that precise evaluation is next to impossible, the author
 
leans toward clientele benefits and institutional integrity as success
 
criteria. That is to say, one element of success is whether the credit
 
benefited small farmers. As a credit institution, a low rate of default
 
was considered as an element of success. If the institution appeared
 
viable and if the program review suggested a positive image as a credit
 
institution, it was felt that the institution had achieved a degree of
 
success. Since precise evaluations were not possible from most of the
 
country program papers, judging institutional performance tended to
 
boil down to a subjective interpretation from reading the paper.
 

*This paper drew upon the many country papers in the Spring Review as
 
well as a number of other sources none of which are specifically cited,
 
The author apologizes to all who are slighted by a lack of citation.
 

193
 



-2-


The thrust of this paper is that institutional appropriateness and/or
 

Therefore, it follows
effectiveness depends on a number of factors. 


that no one institution is clearly preferable as a means for extending
 

credit to small farmers. Several institutions have worked in some
 
on reasons
situations and not in others. This suggests a need to focus 


why the institutions have or have not been effective in the provision
 

of credit to small farmers.
 

Institutional Models
 

Credit institutions include the various means by which funds are
 

The country papers identified 15 major
channeled to small faimers. 

be considered for government sponsored
institutional forms which migh 


small farmer credit programns.
1 / Institutional form varied from private
 

ownership, to mixed ownership, to completely government owned. A list

ing of the 15 institutional models follows.
 

Ownership
 

Description Private Public 
xSupervised credit agency with branch offices 

x
Stati agricultural bank with branch offices 


National development or agrarian reform agency with
 
xcredit functions 


Regional development agency or pilot projects with
 

credit functions x
 
x
Crop purchasing authority or marketing board 


Government organized "farmers associations" x 
 x
 

Government sponsored cooperatives 	 x x
 
x x
Private cooperatives supported by ccoperative bank 

x
Private cooperatives 

x
Rural banking systems 


Commercial banks with rural branches x
 

Private processors and exporters providing credit
 
x
functions 


Input suppliers or supplier distributors with credit
 
x
functions 

x
Village merchants 


Village moneylenders 
 x
 

Many of the listed institutions appeared in several countries, and
 

some, such as the village merchants and moneylenders would probably be
 

found in all countries. The particular type, or combination of types,
 

of institution utilized in any country can be influenced in large part
 

by government planners and donor agjncies.
 

Credit institutions change over time as government brings increas

ing pressure for a new emphasis within an institution or shifts emphasis
 

-This section drew heavily upon material assembled by E.B. Rice.
 



-3

from one type of institution to another. Also, there have been "fads"
 

in institutional design as the search continues for the "right" credit
 
Cooperatives have been a popular
institution for 	developing countries. 


Another approach now
 answer to this search in many parts of the world. 

It seems
emerging in some parts of Asia is a system of rural banks. 


likely, however, that no one institution is the answer. Rather, a
 

combination of institutions may be necessary to do the job of serving
 

small farmer credit needs.
 

Some Premises or Givens
 

In order to lay some common ground and focus on institutional
 

questions and factors affecting institutional success, this paper assumes
 

the following points:
 

1. Institutions are a means for meeting a goal or goals of society.
 

They are not objectives in themselves. Evaluation of institutions turns
 

on how effectively they do what society wants done.
 

2. To study the effectiveness of credit institutions, it is
 

necessary to separate the welfare purpose from the credit purpose. A
 

credit institution expects repayment. A welfare agency does not. Both
 

functions have merit, but attempting to include both in one agency may
 

well destroy the institution's ability to perform the credit function.
 

3. There must be potential borrower benefits from use of credit
 

for a small farmer credit institution to thrive. Simply providing
 

credit to small farmers is not sufficient to build a viable credit
 

institution. Greater production leading to increased net returns is
 

probably the maiui benefit. Interest rate savings of institutional credit
 

compared to alternative sources such as informal credit, while a benefit,
 

probably is of much less potential. But, if there are no potential
 

benefits from the credit, one should not expect positive results.
 

4. 	The culture and society must be receptive to the credit concepts
 

If the culture accepts non repayment of institu(Gillette et. al.). 

tional debt as a norm or if there are no sanctions available against
 

It is doubtful
defaulters, credit institutions cannot be effective. 


whether sound loans can be made wholly on repayment capacity. If the
 

borrower has nothing to lose by non repayment except further credit
 

from the same institution, why should he repay?
 

The preceding arguments suggest that the clientele of a small larmer
 

credit institution includes those farmers who are now producing, or can
 

be expected to produce with additional help, a marketalie surplus. The
 

subsistence farmer with no hope of producing a marketable surplus would
 

not be included.
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A Framework for Institutional Evaluation
 

The success of an institution depends on a number of factors. In
 

the following sections these points are grouped into three parts:
 

roughly, institutional objectives, operational efficiency, and appro

priateness of the institution for the purpose, situation and culture.
 

Institutional Objectives Must Be Clear
 

The base papers discussed numerous credit projects, credit institu

tions and small farmer credit needs. Included were institutions whose
 

main functions were savings, marketing, credit, small farmer credit,
 

and serving small farmer needs. Some institutions were broad range
 

credit institutions serving small farmers as a part of their clientele.
 
Other credit institutions focussed on small farmer credit only. Still
 
other institutions were oriented to the needs of a small farmer clientele.
 
They provided a package of services including technical assistance,
 
inputs, marketing services and credit. Both institutions and policy
makers need to recognize which approach the institution represents.
 

Perhaps one of the first requirements for an effective institution
 
is that its goals, proccdures, and evaluation criteria are specific and
 
understood (Tendler). The country program papers devoted considerable
 
space to institutional goals. In some cases these were fairly simple,
 
e.g. development of small farmer situations. In others almost every
 

conceivable goal that might be envisioned for a developing country
 
credit program was listed. In the latter situation it is doubtful
 
whether administrators, policymakers or clientele would know which goals
 
were most important or what the institution should do.
 

Equally as important as specifLc goals, and almost always lacking,
 
was any mention of how institutional success was to be measured. For
 
example, in numerous cases increasing the net income and productivity
 
of small farmers was mentioned as a goal. Yet, there were few instances
 
where the institution bothered to get "before" and "after" data on small
 
farmer production and incomes to use in evaluating the effectiveness of
 
the program. Both the procedures for getting such information and the
 
institutional goals should be specified at the time the institution is
 
given its responsibilities. Also specified should be who is to do the
 
evaluation and when.
 

While firm level economic development was a common objective of
 
small farmer credit programs, there were several instances where an
 
objective was to get the small farmer out of the grasp of the money
 
lenders. Yet, there was no attempt to quantify the amount of credit
 
small farmers obtained from money lenders either before they entered
 
the institutional credit program or afterward. Without such analysis,
 
the institution cannot say whether it is, or is not, meeting its objec
tives.
 



A small farmer credit program should have a definite policy state

ment indicating institutional objectives. Its policy should be under

stood by other institutions and clientele groups dealing with the small
 

farmer credit agency. In other words, if it is authorized by a nati.onal
 

body, that group must clearly indicate the institution's specific
 

objectives. Similarily the clientele group should understand the purposes
 

of the agency so that they, too, know what they should be able to expect
 
of it.
 

Perhaps a basic issue in this regard is whether the small farmer
 

credit institution is to be only a provider of funds or whether it is
 

to be a source of economic power for small farmers. In instances where
 

it was only a source of funds, the institution often lost sight of its
 

small farmer credit purpose. The country papers documented that, as
 

time passed, many if not most small farmer credit agencies tended to
 
drift away from small farmers toward serving larger farmers. Perhaps
 

this change in emphasis came in response to the economic power of
 
larger farmers. Perhaps it was simply that larger farmers were better
 
collateralized and owned land. At any rate, too often the focus did
 

not remain on provision of credit to small farmers.
 

Hence, some critics argue that the credit institution must also
 

serve as a source of economic and political power to small farmers if
 

it is to be successful. Otherwise it may be taken over by larger farmers
 

or be subverted by local government officials who feel threatened by the
 

institution. While there is some merit to the argument insofar as the
 

need goes for an effective small farmer voice, there is also dange: in
 
over-politicizing small farmers. In several instances, credit groups
 

were organized into political supporters by the government. Then when
 

the government changed, these supporters of the former government lost
 
out. So, while government support is needed by small farmer groups, it
 

is no simple task for the institution to take exactly the right stance.
 

Probably the clarity of objectives is one of the reasons why
 
"project" type credit seems to have been relatively successful. With
 

the project approach development objectives of the projects are generally
 

clear. Also, with the project approach the credit agency and input
 
suppliers typically work together more closely.
 

This same point is probably one reason why government agency credit
 
is so often not successful. The purpose is less clear. The government
 
personnel may see their objective as getting funds out into the rural
 
areas. In addition, government personnel answer to their superiors rather
 
than to the clientele group, i.e. their objective may be personal advance
ment rather than small farmer service.
 

Also, the small farmer focus tends to lose out as a major objective
 
in the view of commercial banks. Besides small farmer credit being of a
 
high cost nature, probably commercial bankers see their main purpose as
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being "sound" lenders. Unless they are given special incentives to do
 

otherwise, they tend to deal with the larger, better established, less
 

risky, agricultural type businesses.
 

Perhaps less clear-cut objectives are one of the weak points with
 

group credit. In some of the group credit schemes, members of the
 

group saw only an opportunit,; to "share the wealth" rather than an
 

opportunity to invest funds where they would achieve the most from a
 

development standpoint. That is to say, members sometimes received loans
 

of equal amounts or with no attention to the needs of individuals in the
 

gr :,p or of productivity potential. A strong point of group credit is
 

that it sometimes started people working together to achieve social
 

benefits that went well beyond the original credit purpose.
 

At any rate, the country papers pointed toward lack of clear-cut
 

objectives and follow up on objectives as weaknesses of many credit
 

institutions.
 

The Institution Needs Organizational and Operational Efficiency
 

Throughout the country program summaries, a number of organizational
 

and operational problems were mentioned as major institutional difficul

ties (French).
 

The problem of personnel training was commonly indicated as a major
 

difficulty. This included personnel from manager of branch offices or
 

cooperatives to supervisors and extension personnel dealing with small
 

farmers. Lack of training was probably the most universal problem
 

listed in the reports. Typically, too little time was spent in train

ing by persons who were tc become managers, supervisors, or technical
 

assistants. Also in some instances there were simply not people
 

available who had the background to profit from the training program
 

and who were qualified for the positions to be filled.
 

Cooperatives, in particular, seemed to have management problems.
 

Why is not clear. Perhaps they are unwilling to pay appropriate salaries
 

for good managers. Perh-ps it's leck of incentive for the manager.
 

Perhaps it's partly a lack of opportunity for an aspiring young man to
 
By
obtain on-the-job experience in working up to the level of manager. 


comparison, the young, rising bank clerk can observe an office-manager
 

at work. Then, he's often transferred from office to office to gain
 

It's clear that there were numerous instances in cooperaexperience. 

tives, as well as in other institutions, where managers did not have the
 

capability to do an effective job.
 

Another managerial type problem stemmed from hiring an urban back

ground, college graduate to be the manager or contact person working
 

with a small farmer clientele. This type person had little in common
 

with the clientele and often had difficulty dealing with the clientele.
 

He often had little appreciation for the viewpoints of the clientele,
 

and they often doubted his decisions and procedures because of his
 

different background.
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In response to this problem, one of the workshop sessions suggested
 
the use of paraprofessionals. This approach would involve the training
 
of a promising local person to become a credit manager or fieldman
 
without having to obtain a college degree, or perhaps even college
 
training. The idea has merit in that this type person has a coimon
 
background with his clientele group. Also, the salary (and therefor
 
cost of the credit program) for such a paraprofessional would be lower
 
than required for a college graduate.
 

The levels at which decisions were made was a second major organi
zational problem. A diffusion of decision making authority leads to
 
everything from excess paper work on the one hand to multiple level
 
decision making on the other hand. Having so many different levels of
 
decision making before loans are approved leads to untimely release of
 
funds. It opens the opportunity for political meddling in purposes and
 
procedures of the institution, and it leads to high administrative costs
 
and inflexibility of program.
 

The typical "top down" implementation of small farmer credit
 
institutions was also an organizational problem. The board of directors
 
of the institution typically comes from high ranking officials in the
 
Ministry of Agriculture, the Ministry of Finance, the banking system,
 
rural development administration, etc. All of the directors are govern
ment people. They set general policy and hire the top personnel of the
 
institution. There were few, if any, instances with clientele partici
pation at the top level. The idea of selecting a clientele leader foi
 
a national directorship of a small farmer development program is apparently
 
unheard of.
 

While this type of organization might be forgiven at the top level,
 
it is much more difficult to condone at the local level. There were
 
numerous instances where the same kind of thinking filtered down to the
 
local level organization of the institution. While organizations varied,
 
few had a good record of client participation in local level decisions.
 
Government credit agencies were particularly poor in this respect as
 
were commercial banks. Often development banks were also organized with
 
top down administration and no client participation at the local level.
 
Rurpl. banks, rural cooperatives, group credit schemes and "project"
 
type credit tende!d -obe organized with a degree of local clientele
 
participation. Sevtcal program papers described local credit committees
 
of the crelit agency which acted on loan requests. Typically, this
 
latter type of approach had the image of success, though it's not always
 
true that what appears on paper as local clientele participation is, in
 
fact, real participation.
 

The need for clientele participation in decision making is basically
 
twofold. First is communication. Such participation permits two way
 
communication so that the clientele group can be heard on policy and pro
cedural matters. In addition, program objectives and rationale can be
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interpreted to the clientele group by "one of their own". A second
 
reason, involvement, is perhaps more subtle but just as important. A
 
degree of involvement, whether through token purchase of stock, required
 
minimum deposit, or a position on an advisory committee, helps to make
 
"their" institution "our" institution. "They" start to become "-e".
 

With the typical "top down" implementation of many credit programs,
 
the credit institution employee looks to the top for support rather than
 
to the clientele. He is often rewarded more for loyalty to his superiors
 
than for efficiency and service to the clientele. This problem, too,
 
might be improved with clientele participation on boards of directors.
 

Untimely release of the loan funds was a problem with many small
 
farmer credit agencies. Obviously, funds for seed and fertilizer do
 
little good two months after the planting date. Having the.credit
 
decision at the local level can help to alleviate this problem since
 
the local manager is more accessible to prospective borrowers. He can
 
recognize their situation when they complain that they need their seeds
 
and fertilizer at planting time. But, if all he can say is that he sent
 
the application into the main ofilce one month earlier, the farmers will
 
lose faith in the program. This type of problem tends to be minimized
 
with supplier credit or decentralized decision making. Yet, little
 
decentralized decision making was apparent in the program papers.
 

Coordination and cooperation with other agoucies is also an important
 
part of organizational efficiency, esiecially since lack of such contact
 
may be a part of the reason for untimely availability of inputs as just
 
mentioned. If the small farmer credit agency does not, itself, provide
 
technical assistance and supervision, arrangements should be considered
 
with agencies which can provide such technical assistance. There were
 
cases reported where the lending institution did not provide technical
 
assistance, but they did require that the extension agent make a farm
 
plan before the loan would be approved. Such cooperation works well in
 
some instances, but in others there seems to be a perpetual battle
 
between the extension agency and the credit agency. There were also
 
several instances reported where the same kind of difficulties arose
 
within the credit agency between the technical supervisors and the credit
 
supervisors.
 

The credit agency also needs to build contacts with institutions
 
other than those providing technical assistance. One such relationship
 
iq that with the Central Bank, if there are discounting privileges, so
 
that loans can be easily and quickly discounted at the Central Bank.
 
Other useful contacts should exist with input suppliers who will be
 
benefiting from the credit extended to many small farmers and with market
ing firms who buy the produce resulting from increased credit use.
 

Accounting and bookkeeping procedures were poor in a number of the
 
institutions. Numerous instances were reported where disbursements were
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not adequately accounted for. 
 Without adequate records of when disburse
ments were made, to whom, for what, and when they were due to be repaid,

it's little wonder that these institutions had a high rate of default.
 

Also, a number of agencies, particularly government sponsored credit
 
agencies, had no systematic procedure for write-off of bad debts.
 
Bookkeeping needs to be systematized so that the institution can differ
entiate between loans that are simply past due and those that are likely

to be uncollectable. Some agencies had a reserve for loss from bad
 
debts while other agencies apparently did not.
 

The cost of small farmer credit is a major issue. Small farmer
 
credit is expensive credit. This is an economic fact because of the

small size of loans, cost of supervision, and problems of collection.
 
Given this fact, there are several approaches which have been taken to
 
cover costs. 
 One approach is to have institutions charge interest rates
 
commensurate with the risk and cost, i.e. the borrower pays 1-he higher

cost. This approach would set interest rates in line with a rural

financial institutional market rate--perhaps 18-30 percent per annum.
 
A second approach, used in several instances, is to make credit available
 
to a group. 
 If the legal bases for group credit exists, loans go to a
 
small farmer group with joint responsibility for repayment. This is a
 
means for reducing administrative costs of both credit and technical
 
assistance when the technical assistance can be provided in group meet
ings. The group then provides the time consuming function of deciding

which individuals are to receive loans of how much money.
 

The third approach is to consider the overhead of supervision z:nd

technical assistance to be a cost of small farmer development policy.

The costs can be covered by government subsidy and are written off as a
 
cost of a socially desirable program. This approach runs the risk of
 
the agency employee feeling responsible to the government rather than
 
the clientele.
 

A fourth approach to reduce costs is to separate the credit function

from technical assistance and supervision. Have the credit agency do
 
nothing but provide credit. 
Then utilize other existing institutions
 
or organizations such as the extension service to provide technical
 
assistance or supervision.
 

Still another approach to reducing costs would be simplification

of lending procedures. The impression one gets from reviewing lending

procedures is that there is much room for improvement in this respect.

The question needs to e asked, with respect to small farmer lending

procedures, whether losses and risks would be materially greater with
 
less paperwork, fewcr forms and decentralization of decision making.

What is the trade-off between administrative costs of paperwork and the
 
additional risk of loss if some of that paperwork were to be eliminated?
 
Is it really necessary for a $200 small farmer loan to be approved at
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three decision making levels from the local manager through the national
 

office? The loan application forms may need to be refocussed on the
 

important data and eliminate large quantities of unimportant data.
 

The high cost nature of small farmer credit programs might as well
 

be recognized from the start. Some attempts can be made to reduce the
 

costs by such methods as just mentioned; or if not, one had better have
 

his rationale prepared because the high cost will be a major issue for
 

discussion by critics and policymakers.
 

The Credit Institution Should Fit the Purpose, Situation and Culture
 

If the credit scheme or institution is to be successful, it should
 

build on existing values, institutions and leadership. At least it
 

should not run counter to the values and traditions of society. An
 

example is the cooperative credit scheme in Uganda which tied to the
 

existing marketing societies. Loans were made available to persons who
 

had been members for three years. Building a credit program upon such
 

an existing viable institution brought success that was lacking in a
 

previous attempt to start a completely new institution that did not fit
 

the society.
 

Another point in linking a small farmer credit program to an exist

ing institution is the new prograL's relative importance. If the small
 

farmer credit program is only 10 percent of the institution's credit
 

volume, it will not receive much emphasis by the institution.
 

A lending institution is not likely to do well in a society where
 

there are either no penalties or small penalties for non repayment of
 

debt. Similarily a lending agency is not likely to do well where it
 
One of the
4 not able to attach collateral--be it chattels or land. 


:-al difficult problems, of course, is that many small farmers do not
 

own land and hence cannot give land as collateral for the debt. Unless
 

land, livestock or crops can be collateralized, there is little hope
 

for a successful lending institution.
 

Further, one might question whether a small farmer credit program
 

has potential for success without land owmership 'b small farmers or
 

without land tenure reform as a part of the overall development policy
 

Perhaps even more basic than the question of land
(Ethiopia, Cohen). 

ownership -s the question of whether the small farmer will be in a
 

position to capture the benefits that are expected to accompany an infu

sion of credit. Land ownership often captures the ultimate benefits of
 

new technology, and without such ownership, the small farmer may be
 

no better off--or indeed, even worse off--then before. Before under

taking a small farmer credit program, policymakers should consider who
 

will obtain the ultimate benefits and whether land reform or other changes
 

are necessary to affect the benefit pattern.
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Whether the society is tradition oriented or receptive to change

will also affect lending institution effectiveness. In parc, this is
 
because these traditions affect willingness to change from traditional
 
production technologies o improvedtechnologies. Conflicts sometimes
 
arise when a young extension graduate attempts to tell an older farmer
 
what he should do. The farmer resents this young up-start with no farm
ing experience nor any perspective of small farmer culture telling him
 
how he should farm.
 

In a society which tends to be group oriented, group credit is often
 
successful, where the same group credit might be less successful in an
 
individualistic type society.
 

Infrastructure is critical to lending institution success. Country
 
program papers mentioned a large number of situations where marketing
 
facilities were not available to handle increased production. If the
 
farmer-borrower cannot sell his extra production or sells It at a loss,
 
then the lending program is in trouble. Lack of infrastructure also
 
limits the timeliness of supplying seeds, fertilizer and insecticides,
 
or it may supply the wrong seeds and inputs. The infrastructure should
 
be evaluated in advance of the credit program. Also, attention should
 
be given to means of integrating or coordinating the credit program with
 
the existing infrastructure.
 

Another important part of local infrastructure is whether an able
 
extension service exists or whether the credit agency should provide

technical assistance as well as credit assistance. Part of this ques
tion is whether the small farmer knows the technology but simply lacks
 
the resources or whether the technology itself needs to be a part of a
 
package including inputs, credit, and perhaps marketing. The relative
 
success of the package approach providing both technology and credit
 
compared to "agency" type credit suggests that at least in some areas
 
technology is not known by the farmers and needs to be provided as does
 
credit.
 

Establishing a Small Farmer Credit Program
 

The general conclusion one comes to is that regardless of institu
tional form, most small farmer credit programs have reached relatively
 
few of the potential clientele. Either better approaches need to be
 
incorporated into existing institutions and programs or else new and
 
different institutions may be npr-ed.
 

Whether new or special credit institutions are needed is a key

issue. There are those who argue that most countries have existing
 
credit institutions which could do cre job if only appropriate incentives
 
were applied. Indeed, there are cases such as the commercial banks in
 
Costa Rica where this appears to be true. Others argue that the job is
 
too large for piecemeal, incentive approaches but requires instead a
 
fresh approach with new institutions.
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In tackling this question, a number of factors need to be considered.
 
First, perhaps, is whether a package approach is needed. Does the farmer
 
know the technology or must that also be provided? Can knowledge be
 
transmitted rapidly to other small farmers by a "project" type demonstra
tion approach? Is there an existing, capable extension service? Answers
 
to these questions would suggest whether a package approach or credit
 
only approach is justified.
 

A second consideration is whether existing credit institutions
 
have the rapability to take on the small farmer credit program. Can
 
appropriate incentives be incorporated into the institution that it will
 
undertake such programs? Does it have the flexibility to add this type
 
of service to its present lines? Could it obtain funds for such loans
 
itself or would all funds have to come from government or donor sources?
 

Existing non-credit institutions should not be overlooked as
 
possibilities for taking on a small farmer credit function. In several
 
instances, input suppliers or marketing groups were utilized as a channel
 
for providing credit to small farmers, and some of these were rather
 
successful.
 

A critical question on institutional form is the degree of govern
ment commitment to small farmer credit programs. The degree of commit
ment can vary from a superficial show of support to a deep seated
 
commitment that uses several approaches to accomplish the objective.
 
Without a firm commitment, probably no small farmer credit program will
 
be successful, and certainly new institutions would not be very effective.
 

The issue really boils down to analyzing present institutions in
 
relation to traditions and attitudes of the country, the unmet needs of
 
small farmers, and the flexibility and adaptability of those present
 
institutions. If existing institutions do not appear sufficiently
 
adaptable, new institutions will be needed.
 

However, an ev.n more useful approach might be to ask both how
 
existing institutions could be made more effective and what new institu
tions could be added. The need so greatly exceeds usual efforts that
 
both approaches may be required to mobilize resources. Where new
 
institutions are called for, they should b:! designed to complement exist
ng institutions.
 

Whatever the approach, it's likely that to most nearly reach its
 
potential, any small farmer credit program will need the following elements:
 

1. Clearly specify objectives concerning the small farmer credit
 
program so that both agency personnel and clientele understand its purpose.
 

2. Improve management training at all levels through improved
 
training efforts, arrangements with educational institutions, or through
 
government control.
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3. Utilize a group credit approach wherever possible to lower
 
administrative costs.
 

4. Involve clientele in agency decisions as members of boards of
 
directors, loan committees and/or advisory committees.
 

5. Simplify procedures and decision making to reduce costs and
 
improve timeliness of loan release.
 

6. Incorporate an internal or associated savings program to help

mobilize additional funds and serve as a basis for future expansion.
 

7. Protect credit ability and credibility of the institution.
 

In summary, a successful credit institution for delivering snall
 
farmer credit in developing countries cannot be specified in advance.
 
The country situation, its culture, the nature of society and existing

institutions in the country all affect the receptivity and eventual
 
success of a small farmer credit institution. Several institutional
 
forms might be successful in any given country if they are well designed
 
given the country situation and the principles discussed.
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NOTES ON DEVELOPING SMALL FARMER CREDIT
 
INSTITUTIONS IN THIRD WORLD COUNTRIES*
 

By Marvin P. Miracle, University
 

of Wisconsin.
 

All countries represented in the more than sixty country
 
papers prepared for the Spring Review have made some attempt to
 
develop institutions dealing with small farmer credit, and there
 
has been an amazing diversity of institutions tried. Most of these
 
attempts, iowever, have had at best very limited success: only
 
a small percentage of small farmers are being reached by the current
 
credit programs; administrative costs are everywhere excessively high;

and default rates tend to be at least 20--and often as much as 
30 to
 
40--per cent of funds loaned.
 

This paper reviews some of the institution-building experience

related to small farmer credit in developing countries and focuses
 
primarily on lending institutions. (Much of what might be said about
 
savings institutions has already been covered in the anallcical paper

by Dale Adams on savings, but a later section of this paper briefly

discusses creation of institutions to mobolize savings-whether those
 
of small farmers or others-.-for use by institutions lending to small
 
farmers). The section on lending institutions makes no attempt to be
 
complete concentrating on some aspects of cooperatives, one other type

of group lending, private rural banks, and a proposal. for a decentralized
 
approach to rural lending.
 

LENDING TNSTITUTIONS
 

A major consideration in developing lending institutions which
 
might serve small farmers is the question of whether group lending is
 
essential. 
Thomas Carroll's analytical paper on group credit argues

that there are many advantages to group lending, and this was the
 
majority opinion at all of the six regional workshops held from March
 
to May, 1973 as part of the Spring Review. However, occasionally strong
 
dissent to this position was notedb
by some of the Ghanaians at the
 
mini workshop held at the University of Ghana, Legon. In Ghana it was
 
pointed out that early development of the cocoa industry--now the
 
backbone of the Ghanaian economy--was achieved without group credit.
 
Indeed, the same case could be made for almost all the countries of tro
pical Africa where most of the increases in small farmer productivity

thus far registered--increases that in many instances are impressive-
have been achieved either through indirect government efforts or by
 

'*Unless otherwise noted, based on discussions of the Spring Review
 
Workshops in Costa Rica, Ecuador, South Vietnam, the Philippines,
Bangladesh, Turkey, Kenya, Nigeria, Ghana, and the Ivory Coast from March
 
to May, 1973.
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programs focusing on individuals rather than groups. The same
 
would seem to be true of much of the so-called "Green Revolution"
 
in Asia.
 

Where governments are committed, for whatever reason, to a
 
group approach, there is the further question of the type of institution
 
most appropriate for delivery of group credit. By far the most popular
 
form of group lending has been cooperatives, which in one form or another
 
have been attempted in all of the countries represented in the Spring
 
Review.
 

Cooperatives
 

The regional workshop in Manila and the mini workshop in Dacca
 
exposed an interesting controversy among policy-makers of the Philippines
 
and Bangladesh concerning the advisability of channeling small farmer
 
credit through cooperatives. The majority view in the Philippines at
 
the time of the workshop (April, 1973) seemed to be that credit should
 
not be extended through cooperatives because of the high default rates
 
that are likely with any government-sponsored credit program for small
 
farmers. Essentially this argument is that cooperatives are important for
 
a variety of reasons and one should not risk ruining a potentially healthy
 
cooperative movement by tacking the unsupportable burden of hi-h default
 
rates on it. Rather, one should use other institutions for delivery
 
of credit to small farmers.
 

The majority view in Bangladesh at the same time was very much
 
to the contrary. In Bangladesh the belief was that Comila-type co
ojeratives are the only viable vehicle for fostering significant progress
 
among small farmers and that any service provided for small farmers-
certainly credit-- should come through cooperatives.
 

(It should be pointed out, however, that in both of these countries
 
these were majority views and that debate had not been terminated at
 
the time of the Spring Review. In the Philippines there was some con
sideration of linking cooperatives with private rural banks. This may
 
be a workable formula for avoiding the high default rates of government
sponsored lending institutions. In Bangladesh, although the cooperative
 
ideology runs extremely strong, there was considerable interest in the
 
striking success of private rural banks in the Philippines and South
 
Viet Nam).
 

Another set of considerations concerning cooperatives relates
 
to their past record in developing countries and some of the pre
conditions necessary to make cooperatives a successful institution. The
 
country papers and an abundance of other literature show that little
 
more than a handfull of the several hundred cooperatives that have been
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attempted in developing countries have been successful. There are a
 

number of reasons for this strikingly poor record 
/ but essentially
 

in developing countries cooperatives have typically been attempted 
in
 

situations where the necessary preconditions did not exist. Thus given
 

the past record of cooperatives in developing countries they 
are
 

an extremely risky institution to pin hopes of a credit program 
on;
 

but, beyond that.even if they do not fail they are also extremely 
expensive
 

in terms of their drain on trained manpower, an acutely scarce 
resource
 

In launching andnurturing cooperatives,
in most developing countries. 

enormous amounts of manpower are required for training and 

supervision,
 

a manpower requirement that is greatly exacerbated if cooperatives 
are
 

Thus it would seem
 used as a channel for delivering small farmer credit. 


that where policy-makeis are committed to group lending careful 
examination
 

of other types of group institutions should be made.
 

Other Group Institutions
 

One of many interesting alternative types of institutions 
for
 

group lending is the Pr~ts de Soudure program of the Ivory 
Coast high-


In this program seasonal loans, which
 lighted at the Abidjan work hop. 


may be used for either production or consumption, as the 
farmer sees
 

fit, are made to individual farmers belonging to groups 
the farmers them

selves have organized.- / In order to receive credit farmers must organize
 

Usually such groups are made
themselves into groups of seven or more. 


up of farmers who work together or are related,but it is left 
to the
 

farmers to work out the structure of their organization. 
Farmers receive
 

loans individually but members of the group are mutually responsible 
for
 

repayment of any loan made to an individual of the grolip.
 

Private Rural Banks
 

The best documented efforts to make greater use of private rural
 

banks in reaching small farmers with credit is in the Philippines 
and
 

South Viet Nam. Although differing in detail, the central features of both
 

of these programs are that the government provides incentivE 
to private
 

For a discussion of the reasons for failure of cooperatives in a
I/ 

number of tropical African countries see Goran Hyden, "Can 

Cooperatives
 

make it in AfricaAfrica Report,Dec., 1970, pp.12-15; Marvin P. Miracle,
 

"An Evaluation of Attempts to Introduce Cooperatives and 
Quais-Cooperatives
 

(eds.), Adapting Cooperatives
in Tropical Africa...", in Kurt Anchel, et al. 


and Quasi-Cooperatives to the Market Structures and Conditions 
of Under

developed Areas (Prager, 1969), pp.308-313; and Marvin P. Miracle and Ann
 

Seidman, "Agricultural Cooperatives and Quasi-Cooperatives 
in Ghana, 1951-65",
 

Land Tenure Center Paper No.47, University of Wisconsin (1968).
 

2-/ See Banque Nationale pour le Develnpment Agricole Staff, "Banque
 

Nationale pour le Development Agricole: Pr'ts de Soudure," A.I.D. 
Spring


1 17
- .
 
Review of Small Farmer Credit, Country Papers, Vol.VI, Feb. 

1973, pp.
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investors who are willing to create rural banks which will service
 
small farmers. At the same time,the government regu?.ates the activities
 
of these banks including the percentage of their total loans that are
 
made to small farmers and interest rates charged. Ii South Viet Nam,
 
for example, the government matches the amount of capital raised by the
 
investors which means the Qovernment is providing them, intevest free,
 
half of their total capital. It also gives them a further incentive
 
through tax exemption for the first five years of operation.
 

Perhaps the most attractive feature of private rural banks is
 
that they allow government assistance in extending credit to small
 
farmers without putting the burden of judging credit worthiness and
 
recovering loans on the shoulders of government employees. Private rural
 
banks represent an alternative in which the government induces the private
 
sector to discover and if necessary develop the manpower required for
 
successful operation of : credit program. In the Asian experience, at
 
least, investors in private rural banks seem frequently to be individuals
 
who come from the communities their bank serves and are often individuals
 
who know their communities well from past business experience, hence they
 
need less training --sometimes none at all-- to enable them to determine
 
the creditworthiness of their potential borrowers and to successfully
 
recover funds lent.
 

Lessons to be learned from the Commercial Segment of the Informal
 
Credit Market
 

Cooperatives, other institutions for group creditor private rural
 
banks, are, of course, only a few of many possible institutional vehicles
 
for delivering credit to small farmers in developing countries. An
 
institutional form that is suited for conditions in one country, or at
 
one point in time, may not be appropriate in another country, or for a
 
later phase of development in the same country. There is much to be said
 
for simultaneous experimentation with a number of credit institutions
 
in any given country to deteimine which best fits local needs and local
 
constraints. Probably the greatest defect of past efforts to create
 
or modify institutions delivering credit to small farmers is that the
 
builders of credit institutions have rarely taken cognizance of the way
 
in which credit is extended through the informal network of credit
 
institutions.
 

The informal capital markets involving small farmers in developing
 
countries are made up of what might be called a non-commercial segment
 
represented by loans from friends and relatives, loans often made without
 
interest being charged, and what might be called the "commercial" segment
 
represented by loans made through a variety of channels, e.g. through
 
crop buyers, input dealers (such as suppliers of pesticides and fertilizers),
 
land lords, and professional money lenders. It is this informal capital
 
market that mainly serves small farmers at present, probably providing well
 
over 95 percent of total credit received by small farmers in most developing
 
countries. It is a credit system which has much lower costs--both in terms
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of administrative costs and default rates--than the formal
 
credit system. At the same time, it provides much superior services
 
to those available through most institutions in the formal capital
 
market, a difference which is part of the explanation of the willing
ness of small farmers to sometimes pay interest rates three and four
 
times as high as those charged in the formal. capital market.
 

Administrative costs inthe commercial segment of the informal
 
capital market are low partly-because it is an extremely decentralized
 
system of dispensing credit. Lenders in this market have little, if
 
any, overhead in real estate; they keep few written records; they
 
charge no loan appraisal fee. Probably as important as their low costs
 
is the nature of the service they provide. They can extend credit
 
quickly--often within minutes after it is requested--and can therefore
 
provide it exactly when it is needed. They are equally flexible
 
concerning repayment. Borrowers can repay in small amounts and at any
time, but what may be more important is that the lender, because he
 
knows his clients well, often learns of any significant sales of crops
 
or livestock by his clients and can press for repayment before the
 
client's income is used for other purposes.
 

Another extremely important aspect of the operation is the "non
formal" atmosphere of lending in this market. In sharp contrast to the
 
procedures followed by most government and private lenders in the formal
 
capital market--where the lender frequently goes out of his way to
 
exaggerate differences in status and seems to delight in making the
 
borrower feel ill at ease-- lenders in the commercial segment of the
 
informal capital market work hard at creating an atmosphere in which the
 
borrower will be as comfortable as possible. This usually includes
 
adopting the borrower's language or dialect, following forms of protocol
 
the borrower considers appropriate, and perhaps also either adopting
 
his form of dress or at least one that is not strikingly dissimilar.
 
Moreover, the lender makes himself available as close as possible to the
 
borrower's home or the commercial centers he typically frequents,
 
whereas the formal credit institutions typically force the borrower
 
to make a journey of considerable distance and to present himself in
 
unfamiliar surroundings.
 

There are many ways in which these features of the commercial
 
segment of the informal capital market might be incorporated into
 
institutions in the formal capital market. Both the proposal made
 
by Daniel Goodman in his country paperY, and that by Professor
 
Thomas Stickly4_ at the Ankara regional workshop, move
 
in this direction. Goodman proposes that incentive systems
 

3/ Danie: Goodman, "Organizational Structure and Administrative
 
Procedures Apropriate for Supervised Agricultural Credit Institutions
 
in 5eveloping Countries", A.I.D. Spring Review of Small Farmer Credit,
 
Country Papers, February, 1973, Vol.VI, pp.18-19.
 

Department of Agricultural Economics, University of Beruit. 27
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for loan officers be developed so that they will be rewarded for
 
good performancesuch as achieving low default rates. The incentives
 
he mentions include salary increments, promotions, and extra vacations,
 
but the spirit of his proposal is that these are merely examples.
 

Stic'cly's proposal deals with only one incentive--a commission
 
based on the rate of recovery on loans--but it also covers other features
 
of the lending program. Essentially he proposes a decentralized lending
 
system in which the lending agency learns as much as possible from the
 
commercial segment of the informal money market. He suggests that lending
 
institutions trying to reach small farmers lend primarily through agents
 
or loan officers who would operate at the village level with little or no
 
overhead in terms of offices. They would also be involved in no paper
 
work other than keeping a record of amounts loaned to each client and
 
amounts recovered.
 

Under the proposal the village-based loan agent would be given
 
full authority to decide the creditworthiness of farmers applying for
 
loans and would be allowed to grant loans on the spot if he felt he knew
 
the borrower's reputation and prospects well. Should the loan agent
 
feel that he needed to know more about the prospective borrower, it would
 
be up to him to determine how much time and effort would be spent in
 
investigations to determine the borrower's creditworthiness.
 

The loan agent's incentive would be a relatively small salary
 
supplemented by a commission which,if he performs well, would be large
 
compared to both his salary and potential income from alternative
 
occupations for which he is qualified. Performance would be judged
 
largely in terms of the percentage of loans recovered: the higher the
 
percentage of loans recovered, the higher would be his commission. (The
 
commission could.also be varied according to the percentage of loans
 
made to small farmers or the percentage of loans going to borrowers
 
employing new technology where those percentages reflect performance
 
concerning important objectives of government policy.)
 

If commissions are set at a level high enough that agents who
 
perform well realize an income considerably higher than what they could
 
earn in alternative occupations, they would have a strong incentive
 
to not default themselves with the bank funds at their disposal--their
 
future earnings from commissions would be much greater than the bank
 
capital they would be handling. Stickly does not attempt to provide
 
details on what salaries and commaissions might be, but in an example I
 
have worked out using Kenya data a loan officer receiving the salary of
 
an agricultural assistant plus commissions of three percent of the loans
 
that were fully recovered, would, if he extended 30 loans of about $150
 
each per year and recovered all of them, earn about three times his
 
salary in commissions. This would represent a three percent loss of
 
capital through commissions whereas the average capital loss through de
fault at present in the case studies presented in the Spring Review
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country papers was about 30 percent.- If loan agents were not
 
able to achieve a 100 percent recovery of funds extended--say, only
 
95 percent-- the capital lugs through commissions and default combined
 
might be as much as seven percent but still much less than the
 
present loss through default alone, not to mention the saving in
 
administrative costs.)
 

A mgdification of Stickly's proporal which would make it simpler
 

and would provide better security of funds made available to loan agents
 

is the following: Why not simply have the bank leiid money to the loan
 

agents at a zero rate of interest, setting their repayment rate equal to
 

what is considered to be the highest recovery rate from farmers attain

able by the average competent agent less the agent's commission. If a
 

96 percent recovery rate from farmers were considered to be the highest
 
that could be expected, on the average, and the bank wished to provide
 

a three percent commission as incentive, the agents would be required to
 

repay 93 percent of loan funds made available to them. In this example
 
if they achieved the targeted 96 pezcent recovery rate, they would make
 

a commission of three percent. Any improvement in collections would
 

directly contribute to their commissions and any failure to achieve the
 

targeted recovery rate would cut into their commissions (and even their own
 

wealth if defaults were high enough).
 

With such a system the bank could demand collateral or co-signers
 

to protect the capital it made available to the loan agents since their
 

potential income from commissions, while vastly less than current default
 

rates and administrative costs, would be sufficiently handsome viewed by
 

the loan agents as income that they should have little difficultyin finding
 
friends or relatives with the necessary collateral.
 

Because of the difficulty of monitering the terms of each loan
 

made by-these loan agents, they might be able to charge rates of interest
 

above the rate at which they were instructed to charge. Especially where
 
governments are firmly wedded to subsidized rates of interest for small
 

farmers--such as the six to eight percent interest now charged on loans to
 
small farmers in many developing countries--loan agents would be strongly
 

tempted to charge something near, but still slightly lower, than the much
 

higher rates charged by lenders in the commercial segment of the informal
 

capital market. Even where loan agents yielded to this temptation, their
 

lending activities would still be a major improvement over the present
 

situation if only because they would increase the amount of competition in
 

the capital markets in which small farmers operate. Interest rates in this
 

market clearly vary from area to area within countries, and from country
 

to country, as well, but are rarely estimated at less than 40 percent and
 

frequently are reported at over 100 percent. Two major components of these
 

5/ 
This is a rough approximation. There are enough differences in the
 

definition of default from country to country that no precise comparison is
 
Possible.
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interest rates are risk and monopoly profits. Where there is little
 
competition in these markets because formal lending institutions make
 
little effort to reach the small farmer and there are few lenders in the
 
commercial segment of the informal market, the monopoly profit component
 
of interest rates can be very large, indeed. It is not difficult in
 
many--perhaps most-- of the more remote rural areas of developing countries
 
for a wealthy individual to corner the market for funds loaned through
 
the commercial segment of the informal capital market. In this limiting-
but by no means uncommon-case, the entry of the loan agent into the
 
village assures small farmers of at least one alternative source of credit.
 

Another advantage of such a decentralized system based on strong
 
monetary rewards for low default rates is that the loan agents would have
 
a very strong incentive to learn the burrower's dialect or language and
 
to learn in as much details as possible what his constraints are. Such
 
agents would soon see the virtue of introducing farmers to profitable
 
innovations as soon as they become available, but on the other.hafnd,would
 
at the same time have strong incentives to encourage farmers not to try
 
innovations which were ill-suited to their situation. Unlike present
 
extension programs, the change agent in this decentralized banking system
 
would stand to be directly penalized for introducing new ways of doing
 
things which in fact were not profitable.
 

A major problem of present credit and extension institutionsis
 
that representatives of these institutions do not have an incentive to
 
seek out farmers who have the interest and capacity to adopt innovations
 
nor to discover which communities or farmsteads have conditions that make
 
the innovation unsuitable. In part because of this, a single new crop
 
variety, or a single fertilizer recommendationjis often promoted over the
 
whole of very heterogeneous areasje.g. those with great diversity of soils
 
and rainfall conditions, with the result that it is indiscriminately
 
presented to farmers who cannot use it profitably as well as to those who
 
can.
 

Much of the blane also lies at the door of the researcher. In
 
the ideal situation the researcher has great respect for the farmer and
 
begins his project by learning as much as possible about why the present
 
farming systems are what they are before trying to modify them. The
 
researcher then attempts to develop an improvement and once he thinks
 
he has done so he takes it to farmers to see if, in fact, it fits their
 
needs. If not, he learns as much as possible from them about the ways
 
in which it is lacking and returns to his rusearch facility for a second
 
approximation. This ideal is, however, rarely, if ever, found in developing
 

countries. Rather, one typically finds that both researchers and institution
 
builders have a paternalistic approach to the farmer, and especially to
 
small farmers. Dealing at high levels of abstraction, and usually with no
 
consultation with farmers, they decide what the farmers' needs are with the
 

result that innovations--e.g., new technologies-are developed under
 

130 214
 



- 9 

experimental conditions that have little in common with those actually
 

found in rural areas. These "innovations" are then presented to the farmer
 

and if he rejects them because they are not profitable given his con

straints and resources, new efforts are launched--perhaps new institutions
 
For example, the farmer's reluntance
ire created--to "educate" the farmer, 


to adopt a crop variety which stores poorly, or requires more water thar.
 

he has available, or matureSat a time when all his labor is required for
 

other enterprises, is nearly always written off to his lack of education.
 

It seems unlikely that there will be any rapid change in this
 
The gulf between
situation without considerable governmental effort. 


the farmer and the researcher in terms of language and culture, as well
 

as the fact that researchers do riot like to leave their comfortable
 

research facilities for tiring t.ips to villages where there are few
 

amenitiesbsuggests that most researchers are not likely to seek out the
 

Nor is the small farmer likely to seek out the researcher.
small farmer. 

The small farmer is in no position to make his needs known to the researcher,
 

if only because of differences in language and cultureand therefore is
 

badly in neeJ of a representative who has a vested interest in his pros

perity.
 

The loan agents in the decentralized banking system outlined above
 

would have a strong monetary incentive in seeing to it that researchers
 

find out what are the needs of the farmers they serve. With this commission
 

at stake the loan agent would not only have an incentive to keep researchers
 

informed as to what innovations are needed in his area, but he would also
 

have a vested interest in seeing that farmers were informed as to the
 

correct method of employing new techniques. He would have every incentive
 

to inform farmers himself when he knew the answers to their problems and
 

to promptly get them in touch with someone who did know the answer if he did
 

not.
 

SAVINGS INSTITUTIONS
 

Relatively little effort has been made in the LDC's to develop
 

institutions for mobilizing savings. As is pointed out in the Spring
 

Review analytical paper by Dale Adams, this seems to stem in a large
 

measure from a mistaken belief that small farmers have little savings
 

The evidence from the Spring Review regional workshops suggests
capacity. 

that there is currently a substantial shift in thinking on this in develop

ing countries because of the mounting evidence that many small farmers can
 

make significant savings.
 

Savings institutions can provide an important service in merely
 

furnishing a safer place for farmers to deposit whatever funds they hold
 

for emergencies, but beyond thistsavings institutions, if properly
 

constructed, can attract additional amounts not only fromsmall farmers
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One of the attractive
themselves but also from the urban sector. 

features of creating more effective savings irqtitutions is the possi

bility of diverting larger amounts of urban sa ngs to agriculture.,
 

An institution that is created to capture part of the savings
 

now outside the formal capital market must have at least two character

istics: it must have provisions for the safety of deposits, and it
 

must employ procedures which make depositing and withdrawing of funds
 

fairly easy. A third important characteristic' but one that is
 

probably of secondary importance until the first two are provided, is
 

pLvcIcioni of appropriate incentives. All savers--but especially those who
 

have never befofe participated in a formal institution--must be convinced
 

that their savings are secure. In part this is a question of convincing
 

them that the institution in question has permanence, but even that may
 

not be necessary if they are persuaded that: their deposits are guaranteed. 
Probably the simpliest device for doing this is a deposit insurance 
program of the sort that was operating and given publicity almost every
 

hour on the radio in Manila during the Spring Review workshop there.
 

Ease of making and withdrawing deposits includes not only the procedures
 

imposed cn the saver and the way he is treated when he visits the saving
 

institution, but also the location of saving institutions. If potential
 

savers are forced to travel more than a few miles to deposit or withdraw
 

funds, distance,alone, will strongly discourage involvement with the
 

savings institution.
 

Probabl'y the most important incentive is the interest rate which
 

in almost all the countries represented in the Spring Review country
 

papers is very low compared to returns on capital. As is pointed out in
 

the analytical paper by Claudio Gonzales-Vegaland by a number of analytical
 

paper authors, as well, the interest rate that can be paid savers is kept
 

artifically low by the low, often subsidized, interest rates charged
 

farmers by lending institutions. An exception is South Viet Nam where
 

banks are allowed to charge agricultural borrowers 26 percent and therefore
 
are able to pay savers as much as 17 percent.
 

Private rural barks in South Viet Nam reinforce the interest rate
 
Savers wishing to particiincentive with prizes given through a lottery. 


pate in the lottery receive 14 percent interest rather than 17 percent
 
but have about one chance in three of receiving a prize during any year
 

they participate in -thelottery. The size of prizes received is tied tow
 

the size of the saver's deposit and generally range from transistor radios
 

to electric refrigerators. (In several areas of the country rural banks
 

have attracted large amounts of urban savings through this aggressive
 

set of incentives).
 

A large variety of other incentives might be used, e.g., prizes
 

given for new deposits or life insurance programs whereby heirs are paid
 

some multiple of the amount a saver has in his savings account at the time
 

of his death.
 



CONCLUSIONS
 

Past attempts to build credit institutions to serve small
 

farmers have been largely ineffective. Only weak and scattered efforts
 

have been made to build savings institutions and efforts to provide
 

lending institutions have either failed to reach the majority of small
 

farmers or have suffered extremely high administrative costs and default
 

rates.
 

There is a large variety of institutions which merit consideration
 

in attempts to build more effective credit institutions. An institutional
 

form that is suited for the conditions in one country may not be appropriate
 

in another. Probably the surest route to discovery of the institutional
 
formula best suited to a particular country is simultaneous experimentation
 

with several types of credit institutions.
 

If small farmers are to be effectively reached with credit programs,
 

the institutions created will have to provide at least some of the ser

vices now being provided by the cormercial sector of the informal money
 

market---often referred to merely as the moneylenders. Probably the most
 

effective way to do this would be to loan to small farmers through loan
 

agents with a vested interest (through their commissions) in both low
 
default rates and use of the most profitable technology available.
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ANALYSIS OF ORG',NIZfTIONAL A!SPECTS
 
OF SMJITL FARMER CREDIT PROGR'MS*
 

This paper deals witli the administrative and organizational
 
process through which smll farmer credit prograrris are implemented.
 
There are three principle finding-s based on an examination of 35
 
factors in 27 progrms.
 

1. External factors beyond tLe direct control of the orfganiza
tion administering the credit prorrranm frequently severely restrict
 
their effectiveness. The e:xistence and likely impact of such factors
 
should be more carefully assessed in prof,ram planning and design. 
Where corollary progrars or other measures to overcome them are not
 
feasible the potential value of credit progcrams as a means of stimu
lating small farmer development is questionable.
 

2. The most critical of these external factors, to which others
 
are usually related, are the small farmer's limited access to quality
 
land and his low status and powerless position within the society. In
 
most of the cases e.:amined there is virtually no mean- for the small
 
farmer population to e:ert froup influence in its own behalf on credit
 
or other programs.
 

While lack of small farmer influence is readily apparent in 
the case studies, - the e:xtent to which this lack of influence accounts 
for limited program effectiveness is a debateable point which cannct be 
resolved on the basis of evidence available. The most successful pro-
Crams (at least in Asia) e.g. the Korean and Taiwan programs and the 
more lit Comilla prog-ram in Banladesh, invo.ved a complex organi
zation of decentralized decision making within a stronC frame of 
regulation and standard setting controlled by central authorities. 
What appears to distnguish these programs from others of similar 
administrative ,-ind org[aniz}ational form is the high priority placed on 
their successful functioning by the central government authority and 
the lowered vulnerailjty of both the administrative process and the 
tarcet farmer popxlation to adverse influence by other segments of the 
society. Cultural factors e.g. population homogeneity, acceptance of 
central direction, and farmer industriousness may also be important, 
but this also requires further study. 

3. Considerable improvement could probably be made in the function
ing of organizations administering credit if: (1) procedures could be
 
simplified; (2) communications and coordination improved within the 
oiganizatjons; (3) better linkages established between tha organization 

* -i Prepared by Jero~me French, Office of Development Administration, 
Technical Assistance Bureau, AID/W. Paul Solano, a graduate student 
at the University of Maryland did the date extraction from the country 
study papers. 



and others with which it must interact (e.g. suppliers of technical
 
assistance and other inputs to the farmer); and between the credit
 
organization and the farmers themselves; and (4) by making organiza
tional and program goals and action strategies more coherent.
 

J . Background
 

The initial objective of this paper was to try to determine whether 
common factors influencing organizational performance could be identified
and also whether there was a common institutional life cycle, so that 

experiences of older organizations could be used for the benefit of
 
newer ones. This proved difficult because of the wide variation in
 
programs and organizations administering them and because the country 
program papers were not designed to provide in-depth, time series data 
on organization experience. Country paper concentration war more on 
the programs than the organizations administering them. 

The sample analyzed (Appendix A) consists of 27 programs in 22
 
countries as reported in 25 country program pspers (CP's). The analysis
 
involved extraction and comparison of data on 35 factors compiled from
 
the listing in Appendix B. Some factors in the listing were combined
 

for ease of reference and because data available was insufficient. A
 
group of general factors were used, which had been identified as impor
tant in previous studies of development resource delivery mechanisms*
 
and in the literature on institution building; along with other factors
 
unique to credit programs and credit administering organizations.
 

II. Findings
 

The following are the principle findings from the analysis in a
 
roughly descending order of perceived significance.
 

A. Limited Role and Access of Recipients
 

1. Policy
 

In virtually no instance does the small farmer have a sub
stantive role in determining institutional policy. In a few instances
 
feedback from the fermer through evaluation and other sources has resulted
 
in altered procedures, but the farmer himself has no means of controlling
 
what happens. The decision to alter procedures lies entirely with the
 
credit providing organization or those who control it. None of the credit
 
mechanisms covered by our analysis were controlled or significantly influ
enced by farmers, at least none by the small farmers. There is one case
 
in which the program trend plus more general power shifts within the
 

* - See results of the 1971 AID Review of the Role of Local Intermediaries 

as Mechanisms for Stimulating Local Action. The factors identified and 
hypotheses derived from this review are summarized in the Ethiopia CP by 
Cohen.
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count-.'y may result in the smll farmer credit recipients achieving 
suffic*.ent political power to obtain access to and influence on the 

credit, providing institution. 

The importance of tur -et oroup influence on or control 

over development re3ources nnd resource (lel]very mechani sns: s J 
tonic of considerable debatte, prticui'arly as an outrowth of U.S. 

dee.!opment programs aimed at poorer elements of the population. 
The "ssue is clouded both 1 ,' the lack of systematically acquired 
(and presumedly objective) e.vidence and by the fact that the ques

ti on is arg<ued more on quali ty of' devlopi;ent than on efIlcci ency or 

productiv: ty terms . In terms of .small 7ramber dev-lopment pro-rams 
in LDCs several recent, author: have Identif ed this fori of pairtici 

pration as an important success factor and hlave_ c:ii;ed case evidence. 
See, for example, Owens anc: She:, DevelopmetiRconsi dered; R. weirt. 
From Peets:--en'. to Fe rver; end the Mon treor rti cle c4ted a sulse

, e:n eon. dered itquent footnote. In' i.O: o!l thCri , proo!r 

is quite easy to establisii a stronr correlat'on between lack of nfluence 

and access by tur -t farmer; and Limited proeram aind orean'sat iona] 

effeativene:s but I moss''Ibie to et, ebilt h cIulity, fat least on the 

,s I s of the dat- ,ve ii ll:. Drawi is- on MyT'dal, I would ajrgue tht 3 

circumstance of ci reulr cause,_tion e::"st: , h'Tothet'cal].y lustrated 
byr the parapihrase i'ro: tee M,:.:1co CP b.; Dfita: which appears towarzds the 
end of this paper. 

2. Uitilixation 

In (xa5.inini the role of the reci p_-i.t in deter< ni use 

of credit received, we found that the far:,er appeared to rlay an aictive 
role in developin;, the farm plan in only five cases. In ;;hree cares no 
plans are required and in see re-ain.1n 19 farm plan's _re dratwn up for 
the farmer by the credit providin!r agency, or another ae ncy i n its 
behalf, but 'thout act ve part 1ci pat i on by the f,armer Ihimself. In cases 
where the fe,.rmer jersici mee in plan prenerat-ion there also .eem:to be 
u closer check on compliance by those who assu st him. In !-eneral there 
appears to be les: follow-up in cases where the pln -s externjll-,y 
developed so that one cannot tell in whici, ins tance the provi,olns of 
the plan are most co::e.y 7d hered to. One rightassuirie, ow,, v(r, that 
in those cases wihere th,_e aL.:rmer plays a uassive role, he may have less 
understanding of the plan ajnd thus be less inclined to aJdhcere to "t. 

B. Complexity of Orfrani:,ation-l Structure and Procedure 

The organizations examined fell :nto one of four categories: 

1. Credit as one function of' an integrated aicr.cultural
development program operated by a specially created org-anization 

usually operating in a geog;raphically distinct area. These organi
zations tend to have the most successful programs but their success 
is constrained by their limited coverav~e.
 

~.1. ? 

http:re-ain.1n


2. 14jor lending,, institutions which operate a small farmer 
credit prog'ram as one component of their lending activities. These
 
organizations benefit irom beinfg better 
:institutionalized but where
 
their primary emphasis was lending to larger farmers there 
are 'Pes
tions of difficulty nd.justing to needs of' -mall farmer clientele. 

3. Lendi4nfg institutions specially created to provide credit 
to smaull farmers. These organizations frequintly experience severe 
recuperation problems and have trouble avoiding, becomin, purveyors of 
welfare. In c::ses where they function well they seem to reach a 
ceili n or at leax:t a leveling off of their level of operations well
 
short of reaching: 
 the majority of their potential clientele. The
 
leveling off process is attriL-tced to various internal and external
 
cons traints suchi as shortage of personnel or funds, limii ted land,

held by and rg,-raph..c d spersion of clientele, poor transportation
 
networks. Li mi ted cl.i entele to etc.
access markets, 

h. Organ.:zations established T.primurily for organization of

frmt.ers for producti on and marketi ng purposes, which deal in credit
 
as a subordinate function. These seem to be most common 
 in Africa and
work wi.ti export crop, producers. Government control of marketing p-o
vides a built-in advantage for orvaniing thme farmrers and] controlling
credit use and repayment. The- programs of th ese organizations work

well but time',hmay limzi t dev.lopfent over the lon, run by keepjn the

farmer tied to monoculture and to rovernmnt controlled prices which
 
at times becofme 2rd 

A common feature all these oreanizational zypes share is
 
a higch degree of' st_.ctural complex.:ity. To examine this variable we
 
establ.4hed a scale of comle:.:ity based on an a.egregate of organiza
tion structure, functions performed and deg,ree 
of internal specializa
tion. Using this :;cale we rated organizations as beinr high, inter
mediate or low in complexity (See section V, Appendi:: B).
 

Of the organizations examined 23 were highliy comnlex, 
four were of medium, comple:-ity and none ranked low in comnlexity. 

Perhaps this degree of complexity is unavoidable butgiven the nature of the targ+et population, this warrants examining, 
very closely. Co mlex orfan ations tend to develop complex Dro
cedures. In one prorram evaluation it was found that 95" of the 
farmers were unable to understand the procedures involved in securing 
a loan and complained of the excessive red tape and complexity of the 
procedures. This see~ms to be a common problem. Complexity also 
produces delays whicl have highly detrimental effects given the 
farmer's need for timely acquisition of inputs and the increased
 
risk to which delays subject him. Several of the country studies
 
plus other studies of the characteristics of subsistence level
 
small farmers have shown that they are of necessity more concerned
 
with the need to minimize risk than to increase profits. 
Yet
 

WE)K- *" 
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virtually all of' tine production credit programs examined are premised 

on the assumption that profit maximization is the farmer's primary
 

help to explain why credit is frequently not
interest. This may 

utilized for the purposes anticipated by lending institutions.
 

There is u preference for de-centralization amoung credit 
is a diverg ence betweeninsti tit;ols, but 	 in sti-veral ins tances tere 

in tie sample. Fifteen of the organizations arelorm and )ract-icc 
seven are decentralized indecentra.i-ed both 'n form aInd practice, 

in bothfor:,. but. centr.li:eu.<i in pract.ice; and four are centralized 
only one case cited in which authority'or%.Lnd:ractiae. There was 

wa ti : nsf"]rrc ,Cmo!,taer orfan1istiton. In several cases farmer 

tis, coos ) are aa a channel for dclver:nor; an,::ution- (uually 
, 	 n cre * 0 ; .":-ar:.La. _ ','ae " o lt a1! 1 tiiOr' 1,V over loans 

riLa.:tned b the tn:stituion. In a few 

cas: .s,.illar, leader; are consulted b- the lerniiia aisti tut ion but
a, :saurent.y 	 i, rimary cre,]:A.d 

an no case .,sa local orl'ani ,'ation composed of ;armers or their rapie

sentat,.1,es .iven di rect authority ove,(r loan funds. There is one case 

- wii.cil a :;condar, level coop erati '.rc orcgn ,_-atdion recc:i yes a bloc of 

A'lnd,. from atbank and aulhori tat vely allocates it to farrmers through 

- I'halevel cooerat ve soc e A es. Althouil :in th]i s case both loan 

"'und; and t,ech,,cal as ::stance are chaunneled throu -h the priimary soci

e:,ieas, tie(defree o ,_,Iouhoric. over loans exercised by the primary 

s0cCe te., '.: unclear. Evidence was cited of discriminate use of funds 

_n sore societ.ies. 

other cases; farmers were organized into securityIn severll 

emt -rotr res eons lbS 11 t extended only to loan repayment not loan 
.rours 


allocation.*
 

C. Delivery Structures
 

There are four different categ-ories: (1) direct through sub

units of the primary lendilng: institution (11 cases); (2) indirect through 

banki ng system (two cases); (3) indirect
other elements of' the nati onal 


throu 1h farmer organizations(eigJht cases); and (4) a combination of 1,
 

2 or -, (si.: cases).
 

It is impossible to establish a clear pattern of greater
 

or lesser effectiveness among these approaches due to comparability
 

problems. Program reach and repa-yment records are generally better
 

In contrast an apalysis of' the variable administrative processes 
of


* 

land reform agencies disclosed that programs in which implementing
 

authority was transferred to local leaders and organizations were more
 

successful than programs carried out directly by the responsible 
govern

a centralized
 
ment agency, regardless of whether the latter functioned in 


in manner. John D. Montgomery, "Allocation of Authority
-r decentralized 

Land Reforms: A Comparative Study of Administrative Processes and outputs,"
 

Adrin Sci Qtrly, Mar. 1972, pp 62-75.
 

223 	 2Vd/ 
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where farmer groups are utilized. Some profrrams lend to both individuals 
and groups simultaneously, thus tendinrg to undermine the gr-oup develop
ment as ,ct. There are only, u few inslinces in which the group mechanism 

offered a :eans for the farmer to express opinions on program operations 
and ] ri no c: se Id :1t e hi:!, control over resource allocations, although 
there !s some ind:ication this may be emierrinir in one instance. Toere were 

only a 1ew 1n,,fanCos 'i w.ii ch the organJztion providinf, the credit was 
"tself rutting stress on develop;.ent of far!ser organization. The programs 

of tSe-C org-anizations. varied considerably in size and in the nature 01 

or-an !-7.tion bu n- effort that. t to corn-arild s-,o is di fficu).t make 


on he' seemed to have greater "!,moact than those which attempted
 

to reaci 1nd.v*duiA] farmutrs d rectly.
 

D. Coherence 

Coherence in policy objectives and profgrar operations is gener
ally t-!o('1 to Irhe an important faictor in determininr orranizational
 

effec-v S .inst*icutonali', Accordinc to our interpretation
r~ns ation. 

of clu antne country papss, credit or;,anizations lacklns coherence
 

s: . ] oirnumber those havimn -. The principle problem in teras of 

po!c, coi-rnee see-:s to b2 conflci ting- or nconslstent objectives. 

Th,. .-re,.'lec'ed in the country papprs !n raps between stuted objectives 

and vrtae' ce. Frequently, stated ob.jecives, c. c. improvIng the lot of 

the srmll :Tr r, co:;o intc conflict with other concerns, e.r. maximizing, 

loan r 6 :'nens, wii:h zhe r-,ult that loans are either restricted to small 
or loans go Io larg..er farmers whonum.,bers of tore abl,, or ali uent a'rmers 

are cons1uered better able to repay.* 

Pollc'r incoherence also ereres occasionally as a contradiction 
between rng ;aximrroduct'vi ty results vs. rrayimizing numbers or types 

of' farmers benef'i tied. Frequently ,oals are so broadly and profusely 
stateu a: to v.rtu-,]ly assure coherence problems. 

E. ExTernal F.ctors 

F,:ctors external to the organization or program iteself are 

freauently cited a.- ovr-riding obstacles. Lack of land reform or prob

ler,.s directly traceable to existing tenure patterns are the most co mon 

factors cited, followed by marketing problems, political interference, 
aand lack of' complementary production inputs. It is apparent that in 


number of cases these factors, rxirticularly land tenure patterns and
 

associated societal oatterns and powar relationships (high stratified 
farmers in low status, powerless circumstances)societies, with small 

* - Paradoxically there are indications in several country papers that 

repayment records are better among, very small and very poor farmers than 

among larger or more well-to-do farmers. This suggests that economic 

ability may not be as important in some instances as other factors (e.g.
 

attitudes or influence) in determining repayment propensities.
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either doom or severely restrict accomplishment of program goals. Since 
so many country papers cite the need for complementary action in order 
to improve credit program performance, a serious question must be raised 
as to the utility of credit as an independent development instrament, at 
least for small farmers. 

F. Evaluation 

in this factor the sample divided into roughly three categories: 
ei"j"t whichi Klid no evaluatlon effort; eleven which had some; and eght in 
which considerable evaluation activity was reported. Again, judging from 
material !n the country stud es , e'ther the quality of the ev'luauton is 
very low or it does not receive much attent!on from administratorn: or 
loth, !nce there W" limit-.ed evidence of utilination in most case. . Except 
for a very few cases there --,s no evidence of feedback thirourIh the evalu
ation system from the fu r.er himself, a facet wh:ich is hi hly detr.>;ental 
to orraaui:ation and pro-ra::, oal accomplislm:ent. Our astuinption is that 
the very low decree of orvan.'.ational .access and program participartion by 
farers larvel,- accounts for the apparent low feedback from them. 

G. Admi ni trat ve Problemfi 

Or-ani atiors; rovdln: s:;ll farmer credit are a fertile field 
for mana-ement dcvelopmnE prorrun; . Lack of motivated trained personnel, 
poor internal commu ni cation and lack of coordination throuhout the admin

strt[ ve hiierarchy" arp "lmot unmversl 1y K a:3 Thet-- key problems. 
limted astent'on a!'rontly oven to orfrani:'ationul development cees 
disrrorortionnte to triat wh h ai! d to the financial and tecimical 
u, tc:ctzof
0' Ve in rovrax. 

HI. Operational Prob.leas 

inadequate resources (no small farmer lendinr agency seems to 
have enou7h loan funds) lack of coordination with/cooiwration from sup
pliers of other inputs, inadequate communication with the farmers and 
high default rates are the operational problems most frequently cited. 

I. Deg7ree of Supervi;ion 

As near as could be determined thirteen programs were fully 
supervised (e.g. continuous monitoring); ten were partially supervised 
and four involved no supervision. It appears that where the supervision 
and technical assistance is good it adds significantly to program results 
but in many instances the process is so perfunctory or the quality of 
supervision so poor that it either makes no difference or may even have a 
detrimental effect on the recipient farmer's performance. 

J. Lending Criteria
 

be 
These vary considerably and sometimes seem to/contradictory to
 

http:limit-.ed


to the stated program objective, e.g. where the goal is to reach a 
largae element of the small farmer population but the lending criteria 
applied are highly restrictive. In most cases there are so many

criteria given that it is impossible to tell which are actually util
ized. Because of the large number of criteria we tried to categorize

them and came out with the following, in a decending order of frequency
 
of appearance.
 

1. 	Group responsibility for repayment;
 

2. 	Land or other tangible property required as collateral;
 

3. 	 Membership in a cooperative; 

4. 	 Moral character; 

5. 	Ability to repay - as 
judged either by lending institution
 
or community leadership;

1 

6. 	 Farm plan and acceptance of technical assistance; 

7. 	 Annual income or net worth (this is sometimes in the forn 
of a minimum but more often a maximum, in order to exclude 
large farmers from the program);
 

8. 	Essentially no conditions;
 

9. 	Marketing cnntrol;
 

10. Tied to crop grown;
 

11. Tied to purchase of inputs.
 

K. 	Mutuality of Interest
 

This was a strong negative factor in several instances e.g. where
 
there was competition from other organizations with similar functions, or
 
where there was strong opposition to program goals from powerful elements
 
within the society.
 

L. 	Adaptability
 

An organization or institution's ability to adapt over time is
 
often cited as an indication of its degree of or potential for institu
tionalization. 
No clear picture on this factor emerged from the analysis. 
The sample ranged from some older well-established credit institutions 
which have histor .ally serviced the larger commercial sub-sector and have 
recently added a small farmer credit program, to relatively newer special
ized organizations frequently created to replace earlier failures, to very 

2 '16
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new ones which have not existed long enough to experience changre along
 

(See section III, Appendix B.)
 
any of the three dimensions examined. 

a small farmer credit
There is some indication that adding 


function to organizations which have traditionally serviced the larger
 

it to attitudes of
 
farm sector has complications associated with due 


who frequently do not distinguish the special needs and
 
the staff, 

those of their more traditional clients. 
problems of small farmers from 

M. Legitimacy and Status 

a general, but not 
Whiat limrited information is available rcives 

and distrust on the part of 
universal picture of skepticism, confusion 


low le.itimacy to the organization/

small farmers causinig them to accord 


enjoy relatively high legitimacy and status
 
'rogram. Some organizations 

within the government and auong the more affluent sectors of the popula

dealt with. A problem of' sifnificant 
tion which they have tradit.ionally 


least some cases is the extent to which credit organi
proportion in at 

clientele effectively,small farmer
zations whicL attempt to serve their 

other strata of the population who see their 
end up in conflict with 


interest threatened as a result.
 

III. Implications 

left with after examining the data is 
The feelinr this writer is 

that there aren't likely to be any glittering succe.ses among small 

farmer credit, programs. While it is extremely difficult to rate nro[rams, 
that they tendconclusion would be 

particularly comparatively, my general 
of moder

frown a few dismal failures to a majority
to range on a continuum 

which combine high success 
ately to relat'vely successful rograms but none 


with broad imrpact.
 

the nature of the targetcenter around 

in which it exists, though itis apparent that 
The principle difficulties 

environmentgroup and action strategiesweakness and poor
organizational and administrative goodfarmer is simply not in a very 
are contributing factors. The small in instances and real

take advantage of opportun]ities most
position _o 

on his terms are seldom available to him. One 
opportunities, meaniniful 

summed up both the problem of 
of the country papers (Costa Rica, Brown) 

virtually all theprograms examined
basic weakness inthe small farmer and a 


here:
 

of any citizenof the small farmer are those
"...The problems 
without the sophistication to know what's 

happening, the capa

city to influence it, nor the wisdom (and 
resources) to profit
 

Like the problems of any other citizen., 
paternalism


by it. 

may help as long as the citizen's interest 

does not conflict
 

However, in a competitive society, the 
only


with the patron's. 
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effective safeguards are vigilant awareness of what's
 
happening, perceptive understanding of self-interest, 
and organization to influence events. 

"External resources, combined with suitable publicity 
in a coordinated program to 'redress the balance' in 
favor of the small farqier, can help .... However, the 
permanence of improvement depends on the farmer's 
ability to demand credit and be attended, and this 
requires continuing power to influence the allocation 
process... " 

Tihe imril. cation drawn here from the limited r~le and access of small 
farmer cred:i.t recipients in the programs examined is that they are reflec
tive of the limited role of small farmers in determining the allocation 
of not only credit, but of the whole spectrum of resources needed to 
stimulate their development to meaningful degrees. As the above quote 
indicates what most LDC small farmers lack is organization for influence. 
The organizations which are described in the small farmer credit country 
pxa prs, with possibly one or two excentions, are not mrrechanisms through 
whic..,efar,,ers iuve influence but rather mechanisms through which others 
se.' to influnce rir, While is in CPshem. there little evidence the to 
support the contention, one can hypothes.7z.e that if representative orrgani
zatiuor existed ti-rouFii wh'cn su7all faners could exercise Influence over 
the allocation of' credit and other resources essential to agricultural 
development, the prorgrams and the organizations responsible for them would 
probably operate more effectively and the programs would -robably achieve 
better results. Therc are other areas of rural . .- Itural develop
ment in which analysis has Indicated this to be the -se, particularly in 
the administration of land reformis.* 

However, !overnrrients are notably reluctant to encourage the growth 
of representative farmer organizations and farmiers are notoriously hard 
to organize. Therefore this point might better be turned around and 
discussed In the context of: "Given the absence of organizations through 
which small farmer influence can be exercised how can credit programs and 
the organizations which administer them be made more effective?" The 
following are some operational approaches implied by the findings: 

1. More attention should be paid to administrative development of 
credit organizations. Where substantial sums are being provided as credit
 
for modernizing small farmers an adequate portion should be set aside to 
modernize the management practices and action strategies of the organiza
tions which will administer them. Foreign assistance agencies should make
 
provision for this in their country assistance programs. Even though the
 
administrative costs would be increased at the outset they would probably
 
be offset over the lcng run by cost reductions resulting from more
 

* - See Montgomery, Op. Cit. and Lyman/French "The Political Results of 
Land Reforms" SR/LR/WA. 
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productive operations. Even if this wis not the case higher administra
tive costs should be an acceptable trade off to the alternative of
 
continuing operations which result in a steady de-capitalization of the
 
program and rising small farmer debt burden, as is now occurring in many
 
programs.
 

2. Some of the things administrative specialists mig[ht work towards 
in most organizations is simplification of procedures and increased de
centralization of operational authority. In most cases the latter would 
have to be preceeded or accompanied by an up-grading of lower level 
persornel. Some techniques for this which appear to have worked vely 
well in a few experiments in both developed and developing countries,
 
and which might be further tested in manage~ment improvement programs for 
credit organizations, are bottom-up goal setting, in which lower level 
personnel are encouraged to set their -,.nwork norms, and management by 
objectives techniques. Organizational development experts could probably
 
suggest others.
 

The cost of training and procedural simplification could perhaps 
even be passed on to the farmer, if necessary, in the form of higher 
interest rates, since in several instances according to the CPs farmers 
have indicated their willingness to pay higher interest rates in order 
to obtain credit uore easily and quickly.
 

3. Another priority concern of management improvement programs
 
should be to increase dirct contact between credit organization per
sonnel, personnel of organizations supplying other inputs, and the small
 
farmers themselves, with the object of improving mutual understanding 
between all parties. The author of the CP dc.scribing the Puebla Project 
in Mexico (Diaz) does an excellent job in the "conclusions" portion of
 
his paper of describing how misunderstandings caused by poor communi
cations and pre-existing attitudes can have a cumulative reinforcing
 
negative impact on the efforts of all of the above parties. Briefly

and in an over-simplified form the cycle runs something like this. 
Small farmers are fearful and reluctant to accept credit because they 
are unsure they will have access to the inputs and technical advice
 
they will need in order to increase their production and profit suffi
ciently to repay. Representatives of lending institutions are either 
unaware of or unconcerned about the small farmers' fears and reluctant
 
to lend to tio.because they consider him a poor credit risk. Frequently

they are nut ,motivated or trained to be "full service" bankers and go to 
the extra lengths necessary to find out about the farmers' problems and
 
help them overcome them. In the same fashion extension agents and
 
suppliers of physical inputs have their own problems and concerns and 
either cannot or will not provide small farmers with the assistance 
they need in a timely fashion. Frequently the farmers can't buy inputs 
on time because the credit needed is not available because of delays 
caused by cumbersome lending procedures. As a result of these or other 
problems the farmers fail to increase their production, reinforcing their
 
view that they cannot afford to rely on credit agencies and other input
 

229 




-12

suppliers. They default on loans thus reinforcing the view of insti
tutional lenders and other input suppliers that they are a bad risk
 
and not worth bothering with. The cycle keeps repeating itself. An
 
infusion of loan funds alone cannot change it. Only a change in the 
entire system and the attitudes and actions of all parties involved
 
can change it.
 

It. One way to create increased awareness and attention to these
 
kinds of problems is through an evaluation program which provides for
 
systematic and continuing collection and feedback of information from
 
aid between all parties, including the farmers who make up the target
 
group. Again the Puebla Project experience i8 instructive. A5 Diaz
 
,note!:
 

"... The philosophy of the organizational structure is 
that the production of information and its dissemination 
are part of a continuum and cannot prof'itably be compart
mentalized. The program calls for an Lntegrated approach
 
for producing and disseminating knowledge through action 
and feedback along the continuum..."
 

Unfortunately, not many of the other piograms analyzed operate
 
in this manner. Perhaps in the absence of more broadly based change it
 
is only feasible to do so in relatively small geographically concentrated
 
programs such as the Puebla project. Such programs lend themselves to
 
integrated approaches and their personnel requirements are sufficiently
 
limited that they can be staffed with high caliber, motivated people.
 
Alu their limited size permits greater organizational flexibility and
 
procedural adaptability. It has not yet been demonstrated that this
 
type of program can by itself be carried out on a nution-wide scale for
 
a sustained period, and few if any countries have tried to do so, per
haps because of the amount of resources required. Conversely, it has not
 
been demonstrated that nation-wide programs of lesser quality or more
 
minimal inputs can get the job done, particularly where the political,
 
social, cultural and physical environment is highly adverse.
 

This leads to a final point of fundamental importance. The analysis
 
of the country experiences indicates that in many instances small farmer
 
credit programs are not going to be effective if other problems are not
 
resolved.* In the absence of prior or parallel programs which do effec
tively deal with these broader problems, particularly land tenure, the
 
goals set for many small farm credit programs are unrealistic and the
 
results obtained are not likely to justify the resources put into them.
 
In fact, as one country study documents, (Ethiopia, Holmberg) the results
 
in terms of social benefits or assistance to small farmers may even be
 
contrary, to those sought. The implication of this case and others in
 
which factors external to the credit organization or program are identified
 

* - ~This issue is also addressed in another review paper by L. Harland 
Davis, USAID El Salvador, entitled: "Are Small Farmer Credit Programs
 
Getting at the Cause of Small Farmer Problems?"
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as overridin,- obstacles is that better analysis and 
more reasoned con
sideration of the likely impact of these factors is required before and 
during proG[ram implementation. It is possible, using social science 
techniques, to predict what kinds of organizations are probable or
possible in particular situtatlons. Greater use should be made of this 
capability in the desitun of credit or other programs aimed at small 
farmers or at rural development in general.
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Appendix B
 

I. CREDIT .T....AM CA.....R.ZATTON 

Credit progrwris are to be cla3sified according to two general
 

catc orics, -hc tyrpe of program and the type of organization, each 

of I i.ch includes several dimensions. 

A. Type of Progr m 

This refers to loan characteristics in terms of purposes,
 

temporal aspects, and the form or content of loans.
 

1. Purposes
 
(i) Comrfloditie- (Type of Commodity Production).
 

(a) specific crop production
 

(b) livestock production
 

(c) general agricultural loan 

(ii) Objective of Commodity Production
 

(a) export
 
(b) commercial (domestic market)
 

(c) private consumption (subsistence)
 

2. Temporal Aspects
 
(a) short-term
 
(b) long-term
 

3. Form
 
(a) cash
 
(b) in kind
 

B. Type of Organization
 

The institutions will be examined for their organizational
 

characteristics in respect to geographic scope of activities, style
 

of operations, and delivery structure, stated institutional objec

tives.
 

1. Geographic Scope of Activities
 

(a) nationwide
 
(b) Regional
 
(c) local
 

2. Style of Operation
 

Whether the organization is government-controlled or
 

not, and its structure of authority.
 

(i)Government involvement
 
(a) government directed
 

(b) Privately directed
 

(c) Mixed character (joint government and private
 

enterprise)
 

(ii) Structure of authority
 

I. (a) Autonomous within government structure
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(b) Autonci.ous within private sector 

(c) Continual shift between private and public 

sectors
 

2. (a) Centralized 
(b) Decentralized 

C. Delivery Structure 

Does the Contitution function directly (singularly or
 

plurally) or through some other organization?
 

1. Central Bank 
2. Branch Bank 
3. Credit Union 
4. Co-operative 

office5. Government administrative 

D. Stated Insttutina! Cbjectives 

What is the relationship of credit to the institution? 

1. Primary
 
2. Seconda-ry
 

3. Solitary 

II. REIATION OF CPRDIT PROGRAM TO COUNTRY DEVELORTENT PAN(S) 

A. Integration into Country Plan(s) 

1. Is the credit progrzir a support element of other programs? 

2. Are other programs a support element to the credit program?
 

B. Congruence of Target Groups
 

1. Are the target groups of other programs similar to the
 

target groups of the credit program?
 

C. Achievement of Agricultural Production Goals
 

1. Do other programs seek the same agricultural goals as
 

does the credit program?
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III. ADAPTABILITY 

A. The Organization's Ability to Adjust to Various (and Changing)
 
Situations
 

1. Chronological age. 
(a) the number of years in existence
 

2. Generational age. 
(a) original leaders
 
(b) origin.l leaders succeeded or replaced 

Functional age. 
(a) adoption of new functions 

IV. PROBLEMS OF THE lENDING INSTITUTIONS 

A. Personnel Problems
 

1. Quality of leadership 
2. Technical Competence 
3. Exten. of the field activity of personnel
 
). Inadequate internal administrative knowledge
 

B. Operational Problems 

1. Inadequate resources
 
2. Lack of data for decisions
 
3. Legal impediments 

e.g. (a) chattel laws 
(b) collateral
 

h. Defaults
5. Competition 

6. Political influence
 
7. Timing 

(a) timing of loans and agricultural requirements
 

C. Status and Legitimacy 

1. Acceptance by other institutions
 
2. Acceptance by target group
 
3. Acceptance by non-target groups
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V. COMPLEXITY
 

A. 	 High 

1. 	Three or more vertical strata or layers which deliver
 

credit throughout the target area e.g. three vertical
 

layers would include:
 
a. 	Central Control Organization
 
b. 	Provincial Offices
 
c. 	Branch or Local Offices
 

2. 	Multiple Functions
 

Organization performs more than the credit function
 

e.g. if the organization provides technical assistance
 

along with credit it is multifunctional
 

on
3. 	Three or more specialized activities or departments 


horizontal levels e.g. when an organization is divided
 

according to separate authority levels, do the various
 

layers within a particular organization e.g. the Central
 

Office, have specialized divisions or specialists per

forming various tasks
 

B. 	Intermediate
 

1. 	Three or less vertical straLa
 

2. 	Single Function (Unfunctional)
 

3. 	Three or more specialized divisions on horizontal levels.
 

C. 	Low
 

1. 	Two or less vertical layers
 
2. 	Unfunctional
 

3. 	Two or less specialized departments.
 



VI. 	 LENDINXG CRITEIJA
 

The requirements and conditions by 
 the lending institution 
will 	be specifled in the analysis.
 

A. Degree of Supervision of Extended Credit
 

B. Restricticns Attached to Loans 

1. Size of borrower's holding 
2. Assets of borrowers
 
3. Income level of borrowers 
4. Credit worthiness 

C. Cuarantees Stipulated 

1. Collateral 
2. Crop or other insurance
 
3. Sale of product through specified organization
4. Additional encumbrances 

D. Interest Rates for High and Low Borrowers
 

l. Variable 
2. Similar 

VII. GROUP PARTICIPATION 

A. 	Organizational Membership Requirement
 

1. Co-op

2. Farmers' organization
 
3. Credit union
 
4. etc. 

B. Local Participation in Selection of Borrowers
 

e.g., 	based on knowledge of' worthin ss 

C. Marketing Organization Requirement
 

D. Group Credit 
Guarantors (OtherIndividuals)
 

E. 	Organizational Credit Guarantors
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VIII. DESCRIPTION OF BORROWER 

A. Was the target group defined?
 

B. If so, in what way? 

C. Was the target group disaggregated?
 

1. Small farmer
 
2. Tenant
 
3. Size of farm 
4. Type of crop production 
5. Relative income level
 

D. Proportion of Target Group to Farm Populatic
 

E. Proportion of Borrowers to Farm Population
 

ACCESS BY BORROWER TO LENDING INSTITUTION 

A. Substantive Access 

1. Role of farmer in the institution's policy
 

B. Procedural Access
 

C. Conditionr Affecting Access
 

1. Geographic distance
 
2. Geographical barriers; e.g., roads
 
3. Decentralization of the institution
 
4. Degree of AutonorV 

X. ROLE OF RECIPIENT IN DETERMINING INTENDED CREDIT USE
 

1. Farmer determines alone 
2. Farmer and technician determine jointly
 
3. Technician determines alone
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XI. 	 LOCAL ENVIRONMENTAL CONDITIONS 

What is 	the phyaical and social character of the target population?
 

A. The 	Characteristics of Local Society in General
 

1. Highly stratified
 
2. Open, egalitarian
 
3. Intermediate 

B. Relative Socio-economic Status of the Eligible Target Population
 

C. Land-Holding Situation
 

2. Size 	of farm holding
 
(a) Country-wide
 
(b) target population
 

2. Land tenure 

(a) equally distributed
 
(b) unevenly distributed
 

XII. 	 TOTAL LAND HOLDING
 

The status of land tenure and land reform
 

A. Current Situation of Land Holdings 

1. Highly disparate
 
2. Highly egalitartian
 
3. Intermediate status. 

B. Has 	Land Reform Occurred
 

1. Country-wide
 
2. Target population
 

C. Status of Land Holding of the Target Population
 

1. Static-land tenure is not a debatable issue
 
2. Contentious-land tenure is a debatable issue 

D. Egalitarian Holdings
 

1. The 	 time period of land reform 

Use an -* to indicate the relationship of credit program and land
 
reform programs. 
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(III. MONITORDN G RESULTS 

A. Evaluation of Programs
 

1. Yes
 
2. No
 

B. Reporting Mechanism
 

C. Contact with Borrowers
 

D. Feedback into Operations
 

XIV. PROGRM OBJECTIVES 

A. Stated Primary Aim
 

1. Economic, e.g., productivity, loan returns 
2. Social, e.g., reaching certain groups
 

3. Mixed, e.g., both 1 & 2 

B. If the Stated Primary Aim is Mixed, Which of the Two,
 
Economic or Social, Predominate?
 

1. Economic
 
2. Social
 

C. Consistency or Compatibility of Economic and Social Aims
 

XV." MEASUREMENT OF INSTITUTIONAL SUCCESS OR FAILURE 

A. Size and Scope of Activities
 

1. Participation
 
(a) Size of notential target group
 
(b) Proporti... of eligible recipients reached
 

2. Loans
 
(a) Total amount of available funds
 
(b) Proportion of Available funds lent out 
(c) Total number of loans available from funds 
(d) Proportion of available number of loans
 

B. Financial Characteristics
 

1. Repayment rates
 
2. Turnover ratio (re-loaning or re-use of capital)
 

3. Ratio of administrative and supervisory cost to loan volume 
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XVI. 	 EXTERNAL EFFECTS ON CREDIT PROGRAM
 

A. 	Whether Efforts and Results of the Credit Program were
 
Mitigated by Other Actions
 

1. 	Government activities, e.g., tax programs
 
2. 	Pxivate commercial activity, e.g., increase in prices
 

by merchants
 
3. 	Landlord activity, e.g.., increase rents for tenant farmers
 

XVII. 	 ADMINISTRATIVE STRUCTURE 

The type of administrative apparatus utlized to conduct credit
 
activities will be assessed for the following three-fold typology
 

A. 	Centralized (Centralization of Authority)
 

B. 	Decentralized (Decentralization of Authority)
 

C. 	Devolved (Transfer of Authority to another Group or Organization
 

XVIII. LIFE CYCLE PATTERN
 

A. 	 Similar Prnblems 

1. 	 At same time periods 
2. 	 At different tim periods 

B. 	Suggested Patterns
 

1. 	Loan availability
 
2. 	Extension of program to local level
 
3. 	Individual relationship overtime between target groups
 

and organization
 

XIX. 	 COHERENCE 

Internal agreement and consistency on goals, policies and procedures 

XX. 	 LEADERSHIP QUALITY
 

Organizationa, managerial, motivational.
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XXI. MUTUALITY OF INTEREST 

XXII. EFFECTS OF ENVIRONMENTAL FACTORS 

XXIII. UTI3IZATION OF PAST EXPERIENCE 

XXIV IYTACT ON FARMING 
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GROUP CREDIT FOR SMALL FARMERS
 

Introduction
 

The writer's.interest in group credit is based on two premises:
 

(1) small, poor farmers who need credit and related services have a,
 

better chance of obtaining them if they are organized into interest
 

groups or farmer's associations; and (2) to reach more small farmers
 

at a lower cost (especially chose who are normally considered non

eligible) group loans and group-managed credit and associated servi

ces are not only desirable, but necessary. A number of the country
 

papers prepared for the Spring Review deal with credit associations
 

as an institutional variable. However, it was in the regional work

shop discussions where the potential policy importance of group ar

rangements was most forcefully confirmed.
 

There is general recognition of the serious practical difficult

ies in organizing and maintaining economically viable organizations
 

of credit recipients, but there seems to be a growing conviction that
 

much more thought and effort should be devoted to designing alternative
 

forms of group credit programs.
 

Definition and Taxonomy
 

Group credit, broadly conceived, is non-individual credit in
 

which funds for productive purposes are extended to groups of farmers
 

joined together in some sort of associations, cooperatives, credit
 

unions, users' societies, ejidos, etc., and where such organizations
 

play a role in the securing, management, use and repayment of such
 

funds. In most situations the association acts as an intermediary
 

Lbtween the credit granting authority and the ultimate recipient.
 

Farmer's credit associations may be classified into three gen

eral categories:
 

1. 	Loose or ad-hoc associations of independent entrepreneurs,
 

which may be formed especially to receive and manage credit.
 

2. 	Relatively more formalized associations of small farmers in
 

which group functions more or less circumscribe independent
 

entrepreneurship. (Group functions are generally concentra

ted on the supply of common services, inputs, and on
 

marketing, as well as on credit).
 

3. 	Groups in which a substantial share of property rights are
 

communal or collective rather than individually held, where
 

there are joint farming operations, and credit is only one
 

of many functions performed by the group. The emphasis is
 

on common production.
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The country and case studies considered it1 the Spring Review
 
represent mostly the first two categories, with formal cooperatives

and credit unions the most common type of groups. However, because
 
of the special and restricted Western meaning of "cooperatives",
these notes deal also with other types of associations, which may be
 
described as "pre-cooperatives", "para-cooperatives" or simple peasant
 
unions which have credit functions.
 

Possible Advantages of Group Credit
 

As is clear from the above classification, many farmer groups
 
are organized for broader purposes than credit and their justification

relies on considerations to which the credit function may be marginal.

In multi--purpose associations, it 
is impossible to separate the credit
 
objective of 
the group from other objectives. Nevertheless, from the
 
point of view of handling loan resources destined for development pur
poses, group credit may have the following possible advantages:
 

1. 	Economies of scale in extending credit to small farmers, 
especially in dealing with the 	credit agency to reduce 
the 	costs of bupervision and assistance.
 

2. 	Effective administration by providing stimuli for group
 
control and sanctions for non-compliance.
 

3. 	Managerial efficiency in administering productive enter
prises for which credit is extended. This may include
 
opportunities for introducing new technology through
 
groups, building economic and social infrastructure as
 
well as farm capital on a community-wide basis.
 

4. Equity - reaching larger numbers of small farmers and a
 

more equitable distribution of income among beneficiaries.
 

Criteria related to Success
 

"Success" of group credit programs can be viewed in various ways:
 

1. 	To what extent group structures have been helpful in
 
handling credit?(i.e. reducing costs, cutting rate of
 
default, increasing mutual financial responsibility,
 
quicker accumulation of capital, etc.).
 

2. 	To what extent has credit helped in the establishment
 
of stronger and more viable farm groups? 
 (In the case
 
of INDAP in Chile, credit was originally a "handle" for
 
political mobilization of the rural poor).
 

3. 	To what extent has group credit achieved better results
 
tba, individual credit, in reaching more of the poorer
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farmers, giving them access to minimum incomes, and in
 
general, in extending the levels of economic viability
 
of small farm enterprises downward to hitherto unviable
 
groups? (Example: groups where usual criteria of
 
creditworthiness have been extended to families without
 
collateral - Uganda).
 

The practical application of "success" criteria to any given
 
case is tricky. In the first place, different criteria must be used
 
at each stage in the development of groups - in the initial, extremely
 
difficult stages mere survival can be considered a success, while at
 
later stages economic and financial criteria are more applicable. Also,
 
as credit is only one element in a complicated system, performance in
 
any given time period may be affected by the availability of other
 
components and by extraneous circumstances, such as drought, diseases,
 
low world prices, wars, etc.,which have nothing to di with the adequacy
 
of specific credit institutions and policies.
 

In the following sections issues related to success of group credit
 
programs are analyzed. An attempt is made to present these issues in
 
operational terms, that is, from the vantage point of individuals and
 
agencies interested in improved action policies. It is recognized that
 
in practice, the choice between individual and group credit schemes
 
is often determined by the prevailing ideology of the country and of
 
any outside agency able to offer support. Nevertheless, group credit
 
schemes as all cooperative and community-based programs, are currently
 
in somewhat bad repute (after a period of extravagant enthusiasm) so
 
that a realistic assessment of their possibilities under different
 
circumstances is now in order.
 

Homogeneity and Social Cohesion
 

Homogeneity of the members of a credit group is an important factor
 
for the group's success. Generally, a group functions better when the
 
members have relatively equal land holdings and similar tenure status,
 
rather than when the group is comprised of very large and very small
 
farmers. When the members have similar income and ownership status,
 
they tend to distribute the loans more equitably among themselves. If
 
the gap between members is too large, loans may go disproportionately
 
to the wealthier individuals. This appears to be the greatestobstacle
 
in India, where it is reported that cooperative leadership and manage
ment are in the hands of the larger farmers and where land ownership
 
is the most important criterion for extending credit to members (India,
 
Abraham). Many of the failures of Latin American cooperatives can be
 
ascribed to the domination of larger land owners. Operationally, this
 
means that little may be accomplished by promoting group credit programs
 
in situations where fundamental land reforms are needed. Even where
 
such reforms have occurred, as in Mexico or Egypt, credit programs in
 
the absence of further equalizing policies have helped the middle-level
 
rather than poor farmers.
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Taiwan is an interesting exception, in that non-farmers are
 
allowed to become "associate members" of Farmers'Associations. These
 
non-homogeneous organizations appear to function well because of the
 
mutual interdependence of the two groups - the farmers are uore
 
interested in taking out credit (2/3 of the loans), the non-farmers
 
in receiving interest on their savings (2/3 of the deposits) (Taiwan,
 
Adams, et al,).
 

A basic requirement for economic success among cooperatives is
 
social cohesion, which may be produced by religious, racial, patriotic
 
or ideological considerations. In some cases, credit associations
 
have been based on ethnic groups to promote unity. Many of the most
 
successful credit groups (or multi-purpose groups encompassing credit)
 
have been those of particular religious, immigrant, or politically
 
radical characteristics. These groups band together by common belief,
 
often enforced by their difference from the surrounding community.
 
The effect of group pressure is heightened, members feel motivated to
 
follow the group's plans and respond to social sanctions to repay loans.
 
The large Brazilian coop, Cotia, was formed by Japanese immigrants,
 
whose cultural homogeneity has been a powerful unifying force despite
 
the range of farm size within the membership. Social cohesion also
 
reduces corruption (Bangladesh, Myers; Taiwan, Adams et al.).
 

It may be that the advantages of social cohesion are more important
 
on the level of the village or local union than. at higher levels of
 
the credit organization. Reliance on the tribal ties of small villages
 
explains the succe.:ss of some African attempts to organize groups (Uganda,
 
Frederickson; Tanzania, Lele 1972).
 

Group Responsibility and Solidarity
 

One of the frequently mentioned advantages of the joint credit
 
system is that it relies on the group, rather than on the individual
 
farmer, to meet the provisions of the loan and to make certain that it
 
is repaid.
 

The advantages of a group appear to stem from two factors. The
 
first is the structure of lending - how and by whom is creditworthiness
 
determined, what form of collateral is presented, and who is ultimately
 
responsible for repayment of thIe loan. The second is the internal
 
cohesion and solidarity of the group, which determines the degree of
 
social pressure among members for proper implementation and repayment.
 
If the credit society is newly formed or without real cohesion, the
 
availability of group loans and the need to develop group practices
 
and responsibility for handling credits may itself gradually contribute
 
to solidarity; however, most strong credit groups are based on well
developed relations of mutual aid and cohesion which have existed
 
before the credit program was applied.
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To illustrate, among the countries studied for the Review,
 
such group responsibility for credit operat-s well in Bangladesh,
 

Uganda and Taiwan, although the provisions for lending have been
 
different in each case. The credit cooperatives in Comilla,
 
Bangladesh, operate on a uniform system that allows any farmer
 
who deposits some savings in his local society to borzow up to 5
 
times the amount of his combined share and savings deposits, with his
 
plot of land taken as collateral. Group solidarity is reinforced by
 

weekly meetings, and by the practice of extending more credit to those
 
who attend more meetings. Also, the local group is held accountable
 
for loan defaults; this is being enforced by withholding funds from
 
defaulting societies. In this way, the loan structure develops or
 
reinforces group solidarity and responsibility (Bangladesh, Myers).
 

In Uganda, credit is extended to farmers who have been active
 
members of cooperative marketing societies for at least three years.
 
The committee of each society decides whether a member is worthy of
 
receiving a loan, and takes as a form of collateral a bond that
 
authorizes the society to deduct the loan and any accrued interest from
 
the sale of produce. In addition, two other members must pledge that
 
they will repay the loan to the society if the borrower defaults. In
 
this way, the structure of loans forces members of the group to be
 
responsibile for each other (Uganda, Frederickson).
 

In Taivan, both the more formal Farmers' Association and the
 
traditional loosely organized hui are based on strong group solidarity.
 
Farm sizes are similar and class distinctions are not great. The
 
striking feature of both types of organization is the strong belief
 
in the benefits of cooperation, and the common understanding of the
 
informal system of group savings and loans (Taiwan; Adams, et al.).
 

In contrast, credit groups in India and Ecuador generally have
 

not been able to mobilize such solidarity. In India, the requirements
 

for pledging land as collateral have favored the wealthier farmers
 
and reinforced the unequal land tenure pattern. Little group cohesion
 
has developed because the cooperatives were imposed by the government
 
on a rather stratified village structure (India, Abraham). In Ecuador,
 
joint responsibility of credit unions has suffered from individualistic
 
practices encouraged by the prevailing locl power structure (Ecuador,
 
Keeler). On the other hand, even tKse latter groups exerted a certain
 
moral pressure on defaulting membeis (Beausoleil).
 

In cases where little or no groLp solidarity exists, the sudden
 
imposition of group responsibility for loans may have a negative effect
 

on the farmers' willingness to receive credit or to be part of a
 
structure in which one individual becomes liable for the default of
 
others. Recent evidence from Peru's reformed coastal sugar estates
 
indicates that ex-plantation workers resent such responsibility, conceived
 
as a hindrance to each individual's progress (Horton, 1973). In such
 
cases, credit may be extended through the cooperatives on an individual
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basis until greater solidarity exists. In the Northeast Brazilian
 

tobacco cooperative, Treze, credit was first extended to each farm on
 

a crop-loan basis; positive experience with this system has resulted
 

in members' willingness to eventually pool. their savings to help
 

purchase equipment for all to use and to assume collective debt for
 

these purchases (Inter-American Development Foundation).
 

In rural societies, where groups with economic responsibility
 

already exist or are developing, it is possible to reinforce their
 

solidarity through provisions for extending credit. In others, there
 

may be cultural reasons why social sanctions necessary for the
 

functioning of group credit would not be appropriate or acceptable.
 

While it is difficult for governments to create social cohesion of
 

small groups, the maintenance and survival of these forces of solidar

ity are profoundly influenced by the prevailing government policies.
 

A favorable official atmosphere is essential to the credit program,
 

especially in the initial stages of experimentation and search for
 

economic viability. If such overall support is prematurely withdrawn,
 

as in the case of the Mexican collective ejido societies, even very
 

promising traits of internal solidarity can be destroyed by external
 

forces (Eckstein, 1966).
 

Some of the country reports indicate measures which seem to
 

result in lower rates of default on loans and in greater member
 

responsibility. Groups in which credit recipients are carefully
 

screened tend to have less default than those in which no prior
 

The INDAP program in Chile suffereu because credit
selection is made. 

was given too easily and without guidelines for the use of loans (Chile,
 

Nisbet). Uganda's program, on the other hand, required both rigorous
 

selection of group members and choice of credit associations before
 

the result was a very low rate of default on
credit was extended; 

loans (Uganda, Frederickson). Experience also shows that group sanc

tions work better when members have some equity and their own money
 

is being risked along with outside loan funds (Fledderjohn).
 

In this respect, credit groups function better when members are
 

required to deposit some savings as part of the working capital.
 

Members thus feel greater responsibility for the success of the
 

entire group venture and tend to be more interested in the use of
 

funds. The wheat program in Bolivia is an interesting example.
 

Although the program as a whole was not profitable, there was a very
 

low default rate on loans; this was attributed partly to the forced
 

savings of each participant and the resulting commitment to the
 

cooperative (Bolivia, Royden).
 

Another advantage of a built-in savings component is greater
 

This feature is being emphasizec
potential for accumulation of capital. 


in all the credit unions programs. Although such groups need to
 

supplement the members' deposits with other funds, their capital
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provides a basis for lending and for attracting outside loans
 

(Ecuador, Benitez and Keeler).
 

Leadership
 

Leadership and management at all levels of group credit associa

tions are key elements in success. Leadership requirements are
 

manifest on at least three levels: (1) national policies and programs.
 
While
(2); supervisory personnel. 0); internal operation of societies. 


some local and regional group experiences have been positive, with few
 

demands made on the national level (Ecuador), ultimately it is the
 

political leadership on a national or state basis which determines the
 

extent or depth of the credit system. The administration controls
 

the supply of funds to be used for loans to small farmers; in most
 
trade,
cases the government also controls ancillary programs, such as 


But in the developmental
marketing, extension services,and research. 


sense, it is mainly a strongly committed leadership which seems
 

to a credit system for small farmers in which peasant groups
essenti-l! 

acquire new power and whose welfare is considered important in the
 

national political context.
 

Experience shows that there is an extremely delicate relationship
 

between the succe3s of local credit groups (especially if they are
 

part of a broader cooperative movement) and the role of the government.
 

While government support in many spheres is absolutely essential,
 

excessive dependence on government is detrimental. Innumerable case
 

studies testify that the development of a healthy group credit structure
 

has been frustrated by political interference, institutionalized
 

corruption, and the instability of the overall political environment.
 

On the other hand, no really significant group credit movement has
 

prospered anywhere without active government support. Such support
 

entails not only economic assistance, but also ideological commitment
 

to the cause of poor farmers and to cooperative or collective forms of
 

rural organization. In some cases economic support has been achieved
 

by strong non-governmental organizations, such as peasant unions or
 

cooperative federations.
 

The strategy dilemma, therefore, is to achieve needed support
 

without too much dependence. Some kind of decentralized structure
 

is needed in which the self-reliance and independence of local groups
 

are carefully nurtured and protected.
 

Promoters of the Western idea of "pure" and voluntary cooperation
 

have always insisted on building independent and self-reliant groups
 

and have deplored situations in which governments have taken a
 

strong hand. Yet, under most situations in the developing world it is
 

unlikely that group arrangements for poor peasants can be organized
 

without a degree of intervention or strong outside control, especially
 

in the initial phases of economically feeble associations. Even in
 

Western countries, government support of the cooperative movement was
 

more crucial than is often recognized.
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Countries which have developed the strongest cooperatives -

Japan, Taiwan, Korea, Egypt - all benefited from strong government
 
support on behalf of small farmers. Such public support created an
 
opening wedge for small farmers' associations in the modernization
 
process and then sustained their new role.
 

In Japan, Taiwan and Korea, as cooperative groups acquired
 
experience and power, the government gradually withdrew from its
 
primary role. The government can thus, at later stages of cooperative
 
development, assume more of a support function rather than actual
 
control (Owens & Shaw).
 

There are, of course, isolated success stories based on indepen
dence and on the invigorating experience of local self-help. Most of
 
the interesting regionalized cases have been sponsored by private,
 
voluntary organizations, such as the FMD (Fundacion Mexicana de Desa
rrollo) in Mexico and the DESEC (Centro para el Desarrollo Social y Eco
nomico), a private foundation in Bolivia. Yet the survival of such
 
groups under adverse circumstances and certainly their expansion
 
capability is conditioned by broader institutional support. For
 
example, excessive reliance on local resources, especially in the
 
early stages, may simply deliver control of the local groups to
 
dominant large producers and merchants, as was the case in Chile
 
during the 1960's. On the other hand, credit movements that are not
 
yet in a position to be self-supporting may simply be taken over as a
 
convenient channel for political patronage, as happened in the land
 
reform settlements in Venezuela.
 

It is interesting to note that regardless of the original direction
 
in which groups have been promoted (from "above" or from "below") as
 
a 
system matures there seems to be a general tendency for decentraliza
tion. The locally initiated groups soon require second-level and na
tional support institutions as linkages into the national power hierarchy,
 
while those created by initially central direction sooner or later tend
 
to acquire more local autonomy and responsibility, as the experience
 
of some of the socialist countries demonstrates. Clearly, valid general
ization is not possible. For example, with respect to the possible value
 
of second level expansion, there is adverse comment on the Korea NAFC
 
program. Here, the merger of village associations into township-level
 
coops, while increasing economic viability, has reduced access and
 
responsiveness to the problems of ordinary farmers (Korea, Morrow et al.).
 

In the Comilla Program of Bangladesh, communication between the
 
regional organizations (Thana Central Cooperative Association), the
 
village society, and the farmer is maintained through regularly scheduled
 
meetings; the members of each society meet weekly with their manager,
 
and the manager, in turn, meets wpekly with members of the Central
 
Association. Individual societies are dependent on the Central Cooper
atives for supervision and for the supply of goods and services, but
 
they also have local autonomy - collecting savings, determining credit
worthiness, etc. (Bangladesh, Myers; also Rahim, 1970).
 

6 ) r



- 9 -


In each situation, the challenge to policy makers is to sort out
 
those features of group credit where central support is essential and
 
appropriate to various stages in the development of a credit network
 
and to identify those aspects where reliance can and should be placed
 
on local initiative and responsibility (Korea, Morrow et al.).
 

Turning now to local leadership, it is frequently the keystone
 
determining the success or failure of the group. The group leadership
 
must assume a host of unfamiliar roles: arrange for timely credit
 
supply, supervise its distributioni coordinate the other services 
purchasirg, marketing, extension, - and see chat loan conditions are
 
met and repayment made. In addition to these administrative and
 
accounting functions, leaders must carry out promotional and educational
 
tasks - interesting the members in taking out loans, and teaching them
 
how to use credit in conjunction with other services. Managerial
 
incompetence and lack of motivation can severely hurt an otherwise
 
well-planned national or regional program. Progress of DAPC in Ecuador
 
was severely limited by the program's dependence on group managers,
 
too many of whom were indifferent, poorly trained and overburdened by
 
too many functions (Ecuador, Keeler).
 

Because the handling of funds requires capacity for competent,
 
honest management, the initial phase of such program is uncommonly
 
difficult. This phase tests not only the community's ability to
 
mobilize managerial talent, but also the complex and delicate relation
ship between the new group and the lending or control institution.
 
Leaders of credit groups tend to be more successful if they originate
 
from the same locality (or from other, similar localities) because of
 
their greater ability to understand and communicate with members.
 
In any case, special training programs in administration and accounting
 
for the group leaders is essential before they assume responsibility
 
for the credit program. Such specialized training has become a
 
feature of all successful group credit schemes. Ocasionally, outsiders
 
with a humanistic orientation as well as good financial sense have
 
been extremely successful in organizin- credit cooperatives or unions.
 
It seems, however, that a functional specialization of leadership
 
separating the prumotional from the managerial tasks is an early pre
requisite for success.
 

In successful groups, such as the Comilla village society and
 
the Uganda credit societies, the local leaders coordinate only the
 
provision and repayment of credit, with other duties left to upper level
 
organizations or to other cooperative societies. Latin American
 
experience also underscores the need to separate functions. Elected
 
leaders should not be pressed into administrative tasks, best performed
 
by trained professionals. On the other hand, local leaders have proven
 
to be exceptionally able to make proper decisions on creditworthiness
 
of individual members and to promote wise use of credit by the group
 
(Fledderjohn). In general, groups seem to operate best when the
 
management does not have to administer too many different programs,
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and when strong second level organizations supervise and support

the primary group's activities.
 

Honest and accountable management is the exception rather than
the ruic in most countries. 
There are several common problems which
 seem to occur in many countries despite their differences in credit
 
systems.
 

Where the manager is paid by an outside organization, he is often
not held accountable to the group's members or motivated to work on
their behalf. 
Clearly, the salaries of managers (or an increasing
part of them) should be paid by the members of the group, and they
should receive incentives (e.g. a percentage of the profit) to work
 on their behalf. 
 In Uganda the government subsidizes the salaries
of the secretary/manager for the first three years of operation (Uganda

Frederickson).
 

Corruption is another frequent problem and hard to deal with in
places where it 
is institutionalized. 
 In Uganda, where collusion has
occurred between the managers of the credit societies and the governmenl

staff, the solution has beer 
to transfer the government staff members
frequently, so that any corruption is relatively short-lived 
(Uganda,

Frederickson).
 

Corruption is checked to some extent by making loans in kind and
collecting repayment at marketing points. 
While evidence is scarce,
it appears plausible that group credit schemes provide reduced scope
for corruption compared to individually managed credits. 
A socio
logical interpretation holds that modern forms of cooperation are
based on "institutionalized suspicion". 
Such organizations build in
checks and balances, such as auditing, periodic re-election of
officers, etc. However, in practice, the only workable checks may be
those which are based 
on some degree of existing trust - thus the
chances of honest management are best where credit institutions are
built upon some local social structure in which internalized sanctions
 
against corruption exist.
 

Role of the Marketing Nexus
 

One very strong generalization from the country experiences is
that 
for the successful functioning of farmers' credit groups

the capital supply and marketing functions must be tied together.
 

Unless the association through which credit is channeled also
has control over marketing, collection of payments becomes difficult,
if not impossible. Moreover, 
if institutionalized, secure marketing

channels are not available, often the whole purpose of small-farm
credit can be defeated. This is especially true in the case of new
 crops and unfamiliar lines of production, for which new,stable markets
 are not yet available. In many situations, even when small farmers'
 

24
 



- 11 

groups have obtained access to capital resources, they failed
 

because they could not get access to market outlets (India, Ecua

dor). For example, in its early stages, the Chilean INDAP program
 

was frustrated by the resistance of private processors 
and dis

tributors of animal feed and meat products (Chile, Nisbet). In
 

Bolivia, the credit program for rice with assured market 
outlets
 

worked well, but the wheat program failed because the 
flour millers
 

did not buy up the crop as they had promised (Bolivia, 
Royden).
 

a link between specialized credit
While the establishment of 


associations and separate marketing cooperatives is 
sufficient in
 

(as was the case in the joining of the credit unions
 some cases 

in Carchi, Ecuador with the agricultural coops), in most cases credit
 

and sales functions should be placed in the hands of 
the same organiza-


At later stages of group activity, it
tion as soon as practical. 

same
 

seems less necessary to channel credit and sales through 
the 


organization. ZECORA,an umbrella cooperative for farmer 
groups
 

formed under the agrarian reform program in Colombia, 
now concentrates
 

on supply and ma:-keting, leaving credit to the banking 
system.
 

Evidence indicates that existing marketing groups 
may form an
 

excellent base for setting up successful credit cooperatives. 
In
 

Uganda, the whole cooperative credit scheme was originally 
built
 

of primary marketing societies for export
 upon an existing network 

More often, the failure of group credit arrangements
cash crops. 


prompts subsequent expansion into the marketing function, 
as in post
 

reform Egypt, where the old weak credit coops were 
transformed into
 

the key

more successful multi-purpose groups with marketing 

as 


In Turkey, credit society members are now compelled 
to
 

element. 

join marketing societies whenever the members produce 

crops for which
 

The Uganda scheme
 
such societies exist (Turkey, Stickley, et al.). 


represents a successful system in which a monopoly tie-in with
 

all transport and processing of cotton and coffee
 marketing exists: 

is done through cooperative unions which get their 

raw materials from
 

the primary producer societies. Repayment of credit loans can there

fore be "deducted at the source", when such societies 
deliver their
 

joint produce to the processors. Processing unions, in turn, sell
 

In such a system, not only are colto Government Marketing Boards. 


lections simpler, but the capitalization of the basic 
credit groups
 

is assured through buying commissions and patronage 
refunds from
 

the unions (Uganda, Frederickson). Successful examples of integra

ting marketing and credit are also reported in situations 
in which
 

state or private processors extended assistance 
through their client
 

groups, as was the case of the Nigerian Tobacco Company 
(Nigeria,
 

Goodman).
 

However, in the beginning stages of cooperation, farmers may be 

reluctant to market all of their crops through the group. For
 

example, the Farmers' Cooperative Marketing Association 
in the
 

Philippines suffered large losses from overdue loans 
when the members
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did not market their crops through the Association. In Ceylon,

although cooperative members sold some of their crops through the
 group, the volume was not enough to 
recover loans from the proceeds;
the solution was to require members to sell enough goods through

the coop to 
cover the loan, or else be ineligible for further

credit. 
 India recently established a crop-loan system, making the
 crop the security for the loan, so that cooperatives can be certain
 
to recover the amount lent 
(Singh, 1970).
 

Some expert opinion also points to the wisdom of combining
credit not only with marketing,but with supply as well. 
 In practice,
this idea is implemented through cooperative purchasing and distribu
tion systems. 
One great advantage seems to be to facilitate granting

credit in kind, rather than in cash, a practice most experts endorse
(Fledderjohn). 
 In a combined marketing/credit system second-level
 
cooperatives can offer important advantages of economies of scale.
For example CECORA, in Colombia,promoted, tested and financed a

series of new specialty 
 export crops to the ultimate benefit of
its members. 
Neither individual farmers nor single cooperative were
able to undertake or finance such product testing and promotional
activities. 
Credit, ther, becomes relevant in two ways: to support

the overall needs of the second-level group for research, development,

processing, packing equipment etc. and 
to finance the production

of individual members once 
%he scheme is under way (Alexander, 1973).
 

The most permanently effective inter-action of the capital and
market functions can be observed in multi-purpose groups based on
collective or semi-collective land tenure models (Israel,Yugoslavia,

Mexico) and in fully integrated commercial cooperatives (Cotia, Brazil).

While none of these cases may represent generalizable models for most
 poor agrarian countries, the proposition may be advanced that to permit
the full "flowering" of group credit system, not only marketing, but
 sc= 
key aspects of production must eventually also be brought under
 
group control.
 

Role of Technical Services
 

With respect to the technical assistance component of credit
 
programs, credij cooperatives and unions have the advantage of fairly
intimate knowledge of their members' characters and circumstances
 
as well as 
of local production possibilities. They can reduce the
 necessary number of contact points between the agricultural extension
 
agency and the farmers, and they can minimize advisory costs. 
 Moreover, as voluntary associations, cooperatives have been able to
gain the confidence of small rural farmers, especially when cooperative
credit institutions use a supervised credit approach. 
Under most supervised credit programs, staff experts from the lending institutions

work very closely with group leaders and cooperative managers in

formulating the borrowers' credit needs and helping them to acquire

the technical assistance and capital inputs to successfuly carry out
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the activities for which the credit is obtained. This approach is
 
particularly important in dealing with large groups of poor farmers
 
with limited education and managerial experience. It is a form of
 
participatory education which is expensive of staff time, but with
out which many projects would become much more risky. The country
 
studies show a trend among the more advanced programs for loan
 
officers or coop committees to outline with each farmer his production
 
plan so that credit, technical assistance, supply of inputs, and
 
marketing can be coordinated. One such case is the union de presta
tarios program in Venezuela, in which small farmer groups work
 
successfully with an agency which offers a combination of credit and
 
assistance in farm planning.
 

Evidence from all the country reports indicates common problems
 
in technical assistance, which could be remedied by better use of
 
credit groups. Frequently, the recommendations of the technical
 
assistance staff are too general to be useful in the specific local
 
situation. They may come from experiences in other areas, or be
 
based on rigid preconceptions about proper methods, and the result
 
is ineffective assistance. Conversely, farmers are often reported
 
as unwilling or unable to adopt new practices. In most individually
 
administered credit programs these difficulties are magnified by
 
the scattered and unorganized nature of the extension clientele.
 

Technical assistance in credit cooperatives seems to work well
 
in Uganda. The Assistant Agricultural Officer (credit) meets with
 
the credit society committee and establishes a complete loan pack
age plan for individual members. Supervision is carried out by the
 
committee of the credit society with only spot checks by the Assistant
 
Agricultural Officer, who is thus able to cover more groups. While
 
this is a very efficient system, its operation depends on the ability
 
of the society committee to perform technical supervision and cannot,
 
therefore, be generalized (Uganda, Frederickson).
 

A broader issue worth mentioning here is the orientation of
 
technical advice for the use of small farm credit. The vast majority
 
of such programs relate to short-run yield increases of specific
 
crops and few offer development services for medium..term investments
 
or capital building. (An exception is Taiwan, where credit groups
 
operate a wide range of services, including machinery pools). While
 
credit cooperatives do not seem to have performed any better in this
 
respect than individual programs, they have a much greater potential
 
for fostering developmental, rather than simply crop operating credit.
 
Even if only some members participate in new capitalization (as in
 
the horticultural ejidos in North-West Mexico) or if some of the
 
land is pooled for diversified joint production (Uganda, Frederickson;
 
Chile, Nisbet) a considerable leap in technology is possible through
 
such a group venture. Sometimes yield-increasing technical assistance
 
through credit groups has proven an opening wedge to more fundamental
 
changes. The Puebla Project in Mexico was successful in raising corn
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yields of very poor highland peasants. While this was no real
 
solution to their long-term income and employment problem, the
 
corn program's success stimulated peasant groups in the area to
 
exert pressure in behalf of more diversified credit/extension
 
services for fruit and mixed farming enterprises.
 

Traditional Values as a Base for Modern Credit Institutions
 

There has been a great deal of speculation and scholarly work
 
on the possible value of traditional communal arrangement as a base
 
for modern cooperative forms of economic organization. Some feel
 
that communal systems offer favorable conditions for the introduction
 
of modern cooperative organizational forms, such as credit societies.
 
This implies that traditional features of solidarity and of mutual
 
help can be utilized as a base for cooperative solidarity in the eco
nomic and technological realm. Others think that most traditional
 
rural societies are not appropriate bases for modern market-oriented
 
cooperation. There is little historical evidence Lhat traditional
 
institutions can be directly converted into modern cooperative enter
prises without passing through an individualistic phase. it is
 
pointed out that many of the traditional communities are not egalitarian
 
or solidaristic. They often have a highly authoritarian structure
 
which militates against any kind of group development. Even if
 
traditional communities are cohesive and egalitarian, it is difficult
 
for them to take on the formal institutions believed necessary for
 
m-xern cooperation, such as national auditing and control over
 
managers, without destroying the bonds of mutual trust which are the
 
essence of their functioning.
 

In the case of credit societies, modernization requires a new
 
type of economic organization with a fairly sophisticated management
 
component. Such new institutions must, sooner or later, acquire a
 
dual structure made up of functional specialization between management
 
(a technical-administrative function) and policy making based on
 
some mechanism of group consensus. This duality is generally an
 
unfamiliar form of organization for peasant communities and has no
 
parallel or any connecting link with the traditional community, no
 
matter how cooperative it may have been in its primitive from. Many
 
of the grave problems encountered in the functioning of local credit
 
unions, such as the difficulty of differentiating the role of the
 
paid supervisor from that of the "elder" or village leader, can be
 
traced to this type of basic conflict with the traditional behavior
 
patterns. But the differentiation of the management function is only
 
one aspect of the necessary shift in economic norms - courts will
 
have to enforce contracts, investors must feel safe to lend to debtors
 
to whom they are not related, etc.
 

Nevertheless, experience seems to indicate that many traditional
 
features of mutual help, even in money matters, can be taken advantage
 
of by the modern cooperative promoters. Indeed, many of the most
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successful experiences of credit cooperatives originated in earlier
 
forms of social cooperation at the village level. Such "intermediate"
 
type associations (bridging traditional and modern forms of institu
tions) are the credit clubs or rotating credit associations formed
 
under various names in many countries (hui in Taiwan, san in the
 
Dominican Reput.Jc, susu in West Africa). Most reporters stress the
 
significant differences between such arrangements - which are mostly
 
for occasional consumption and emergency family needs - and production
 
credit societies, but these experiences pave the way for more econo
mically oriented cooperative forms (Zambia, Tanzania, Liberia).
 

These possibilities indicate the need to design culturally
 
compatible systems, rather than to impose alien models of social
 
organization. 4This may also call for a considerable willingness to
 
depart from models of "pure" cooperation taken from more advanced
 
Western economic systems. The evidence seems to indicate that once
 
the initial difficulties of transition from traditional forms to
 
modern institutions have been successfully overcome, those new
 
structures which have had a firmer base in traditional arrangements
 
will emerge stronger and more efficient than the ones imposed on a
 
basis of outside concepts.
 

A Concluding Note
 

The case for organizing small farmers into groups as a means
 
of making credit and rural development programs more effective is
 
very strong. In the early stages of development, in the transition
 
from subsistence agriculture, informal ad hoc groups may work well.
 
But, at later stages of commercial agriculture more formal organizations
 
are needed, of which thc multi-purpose cooperative is an advanced,
 
sophisticated form. Hcwever, it does not seem necessary to use the
 
classical cooperative for this purpose (other types of groups have
 
performed very well in a number of circumstances) nor is it necessary
 
in all cases to have farmer groups specialize in handling credit.
 
As long as the marketing, supply, and technical advisory functions
 
can be effectively handled by coops or other groups, credit may be
 
channeled directly through an appropriate banking system if
 
it is "tuned in" to small farmer lending. Thus,the apparent dichotomy
 
between a cooperative approach and a banking approach to small farmer
 
credit may not be valid: banks and farmer organizations may be
 
complementary and both parties will need each other to function well.
 
Along these lines, the Fondo de Garant'a operates successfully in
 
Mexico in cooperation with the private banking system.
 

It is clear that no group scheme will prosper and spread with
out some government commitment and support. This can range from a
 
minimum of legal recognition and managerial assistance to state mono
polies in supplies and marketing. The dangers of political manipu
lation and paternalism may be avoided by fostering "upward linkages",
 
in which a network of supporting services at intermediate and higher
 
levels are created for backing the local groups.
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The potential of group credit in helping the poorer strata
 
of peasantry to gain access to incomes has just begun to be realized.
 
Experience proves that farmers with little land and other assets can
 
be reached and that their small farms can be made economically viable
 
through such group credit and other assistance. Obviously, this
 
process has severe limits, as credit which has to be repaid from
 
income is not an appropriate instrument for continuous subsidies,
 
however desirable on welfare grounds.
 

By aggregating services for many small farm units, impoftant
 
economies of scale can be realized. 
There is ample evidence to show
 
the practical advantages from combining small operating units with
 
large service units. Cooperative supply stores, farmer-owned
 
processing and storage facilities, and group "delivery systems"
 
for technological innovations are examples of such arrangements.
 
In all of these group credit can play a prominent role.
 

H 7ever, success in this realm does not necessarily maaii 
reaching minimum income and employment targets for the participating
 
families. Thus, while joint credit and services may lead to economic
 
viability of the shared business and provide some income security

for its members, even the joint venture may not provide for desirable
 
family income levels.
 

Beyond joint services, joint production systems, in which even
 
very small farmers may acquire an interest, offer an excellent base
 
for group credit. This type of model, however, requires a shift
 
from individual to joint property or at least management rights in
 
rural enterprises. 
Credit could be used for such group facilities
 
as 
machinery pools, irrigation installations or collectively oper
ated livestock enterprises. The resulting larger operations

(in which individual members hold shared interest) have a better
 
chance of economic survival than their component units.
 

It seems that an unrealized potential of group credit is in
 
making technological innovations possible for --nall farmers, who
 
individually could not purchase and operate lar.ge scale equipment
 
and facilities. Although the Spring Review materials do not pro
vide much experience along these lines, it is clear that group credit
 
should not only be conceived for convenient handling of short-run
 
operatiag expenses but also as a means through which joint
 
capital resources may be acquired and operated by groups of
 
farmers.
 

Even as sketchy a review as the foregoing shows that group
 
credit is by-and-Jlrge a worthwhile instrument. It has
 
worked well in some cases, badly in others; it often inspires dedi
cated and able people but also frequently tempts the dishonest
 
and inefficient; and that as a novel economic institution it
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suffers from a host of internal and external problems, especiallyin its formative period. 
 If applied sensitively and undogmatically, group credit can be an important innovative device within
a broader development strategy.
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CO-OPS CAN HELP -- IF GOVERNMENTS ARE WILLING 

Edgar L. Owens and Charles Antholt 
AID/ASIA/TECH 

Washington, D.C
 



I. PRINCIPLES AND PROBLEMS OF
 

FARMER COOPERATIVES
 

Not long ago a high-ranking official in one of the A.I.D. agencies
 
I thought it was generally agreed
commented, "I'm surprised you mention co-ops. 


by now that co-ops don't work very well."
 

Among many small farmers around the Third World, "cooperative" is almost a
 

"dirty" word, a label for some kind of a government program that has been controlled
 

by government officials and/or traditional local elites, but has left the little man
 

where he was before the world became aware of "rural development."
 

They lack access to farm
The problem of small farmers is by now well known. 


supplies, finance, the market, and technical knowledge on more or less the same
 

It is difficult, sometimes impossible, for
conditions as the larger farmers. 

The farmer
them to participate in a modern agriculture -.even if they want to. 


cooperative was intended to create the conditions of access.
 

In a few countries the farmer cooperative has achieved its intended purpose.
 

Best known is the East Asian model that was developed in Japan and transplanted
 
The most
successfully by Japan to her former colonies of Taiwan and South Korea. 


These are nations of small farmers. In all four
recent success story is Egypt. 

hectare (2 acres). These countries
countries the average farm is only about one 


are the world's models of how economic institutions (of which the cooperative is
 

the farm business institution), economic incentives, and a labor-intensive pattern
 

of investment can be combined to involve small farmers in development. Israel
 

also could be listed among the success stories if one is willing to consider
 

Israel's experience relevant to the developing countries.
 

In addition, there are a number of partial successes. Two of them are
 

partial nation-wide: Ceylon and Uganda both have incipiently successful farmer
 

cooperatives. But "partial" usually refers to successful local and regional
 
There
cooperatives which are exceptions to an otherwise dreary national picture. 


are many such areas, among them the famous Comilla rural development project in
 

Bangladesh, the Punjab in India, Southern Brazil, the small farmers in the private
 

sector of Yugoslav agriculture.
 

Granting some successes, the statement of the A.I.D. official quoted 
above
 

is a commonly and justifiably held view of farmer cooperatives. They have not
 

worked well. The country studies written for the Spring Review of Small Farmer
 

Credit lend additional evidence to this view.
 

Why? Because the cooperative as an organizational form is not adaptable to
 

Or because the principles of a cooperative farm business
developing societies? 

have been so violated that failure was inevitable?
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It is the authors' contention that the answer lies in the second question.
 
Nearly all farmer cooperatives in the developing world have been organized as
 
village credit societies, allegedly in the mold of a Raffeisen cooperative. If
 
these societies were required to operate in a modern economy, they should and
 
would go bankrupt. If most farmer cooperatives have been doomed to start with
 
as a business organization, it is difficult to know how much cooperative develop
ment is affected by the culture and traditions of the low income countries. That
 
successful or promising cooperatives can be found in all continents and in many
 
countries suggests that problems of culture and tradition can be solved - if
 
governments are willing.
 

Before analyzing the role of farmer cooperatives in small farmer credit it
 
may be useful to consider the circumstances favorable for nation-wide develcpment
 
of co-ops.
 

Farmer cooperatives have an almost universal image as an economic institution
 
through which farmers can improve their lot in life and protect themselves from
 
exploitation. In the past two decades the developing countries have expanded the
 
image by including the farmer cooperative as an institutional bridge between
 
traditional and modern agriculture, especially for the countless millions of
 
small farmers.
 

Where cooperatives are doing well and where farmers own their own land,
 
they are solving one of the crucial problems of small farmers; they are giving 
them access to the means of production, finance, the market, and the knowledge
base of high productivity agriculture. 

In most countries, however, a large proportion of the farmers still are
 
unable to increase their production because they lack access to these basic
 
elements of a modern agricultural system. In much of the developing world the
 
proportion of a country's farmers that belong to a cooperative is very low.
 
In Mexico, Columbia, Indonesia, the Philippines, to name just a few countries,
 
the proportion of farmers who belong to a cooperative varies from one-fifth
 
to as low as one-fiftieth. By contrast, in countries where cooperatives are
 

doing well, the proportion of farmers who are members is nine-tenths or more.
 

In the Anglo-Saxon countries the proportion of farmers who do some of their
 

business through a cooperative is equally high. l/
 

In order to solve the access problem, governments must, first of all,
 

intervene on behalf of the mass of small farmers. This involves freeing small
 
farmers from landlords, and providing alternatives to money lenders, and sometimes
 
traders. The cooperative is one of several institutions governments can use to
 
increase opportunities available to small farmers.
 

There are a number of ways in which governments can help cooperatives,
 

beginning with the necessary legal framework and a financial institution capable
 

of financing cooperatives. These two forms of government assistance are well
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nigh universal. Some governments have given co-ops certain advantages in
marketing, among them Denmark, Britain, New Zealand, and also the four countries
mentioned earlier. 
Many other forms of government assistance are possible and
will be found in East Asia and Egypt: supervision and inspection of the local
units, accounting and auditing, training of local officials, and help with
membership education and training programs. 
Of these, the most important is
supervision and inspection. 
Here, two fundamental points are 
involved. First,
it is through these functions that governments 
can prevent the local cooperative
from being taken over by traditional community leaders for their own benefit.
Second, it is through inspection and supervision that a pattern of cooperative
development can be guided without suppressing local autonomy and local initiative.
Instead of government officials making decisions for the local units, the centra2
government assures that the local units carry out their assigned duties, as,
for example, in Taiwan, "The government..,insisted that all farmers' associations
should prepare annual programs of work, together with budgets, and saw to it
that they were satisfactorily carried out." 2/ The Country Papers and other
studies of farmer cooperatives suggest that the kind of needed government
support described above is almost everywhere deficient.
 

One danger in the developing countries is that cooperatives are used by
governments to perpetuate official control and keep peasants as second-class
citizens. 
Or, the local cooperative is taken over by the traditional privileged
village elite who manage them for their own benefit. When this happens, and it
is, alas, a common situation in the developing world, it is the great mass of
small farmers who get left out.
 

Some principles and problems of co-ops in the developing countries are:
 

(1) A local farmer cooperative, like any other business, must be of a
certain minimum size if the unit costs of operations ore to be reasonable.
other words, the co-op is In
a way of solving the all-important problem of economies
of scale for small farmers. 
Except in the countries mentioned as having successful
cooperative development, virtually all local cooperatives in the developing world
are organized on the level of individual villages and are too small to be viable.
They do not have income to finance the costs of a prospering agricultural business.
They are too small to hire managers and other staff, too small to invest in warehouses,
processing plants, and other facilities, and too small to manage a local financial
 
institution.
 

Where farmer cooperatives are doing well, the individual village societies are
grouped together in township or county clusters so 
that they are big enough to be
viable, say, around 1,000 members or more. 
 It is 
these village clusters that are
then integrated vertically through regional and national federations.
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(2) Vertical integration of local cooperatives through regional and
national federations must be the guiding principle of cooperative organization.

This is because most of the functions of a modern agricultural system are much
 
larger than the individual farm or tte local community.
 

Banking and lending, manufacturing and distributing fertilizer and other
production inputs, processing, marketing, an agricultural information and

extension system  these and other functions must be organized and managed

regionally or nationally. To list these functions is also to suggest that

successful farmer cooperatiw s are almost always multi-purpose and that credit
 
is integrated with other farm business functions.
 

Farmers are linked to these functions through federations of cooperatives.

Ultimately, it is the federation, not the local cooperative, that gives the
farmer effective access 
to the market. While a few countries have strong

cooperative federations, more commonly, existing federations are weak organiza
tions which do little to help make local cooperatives viable.
 

(3) There is a serious lack of financial and economic discipline in the
financing of agricultural development. Agricultural credit programs are too

often regarded as a kind of "poor relief" because governments and aid agencies

seem to believe that small farmers are too poor to save money. 
History, however,
provides evidence even farmersthat very small are able and willing to pay the
 
cost of their own improvement once 
 agricultural productivity and farmer incomebegin to rise, as in Japan, Taiwan, South Korea, Egypt, Uganda, and Comilla 
County, Bangladesh. 

(4) Governments need to recognize the role cooperatives can play in planningfor and implementing national development programs since it is individual farmerswho are expected to meet the production targets set by national planners. That
the countries mentioned earlier are an exception to the general pattern is 
one

of the reasons for their success. In over-simple terms, what should be delegated
to cooperatives is the operational decision-making authority to implement in
local communities national plans and policies relating to agricultural development.
 

(5) Farmer cooperatives can help loosen the rigid social structures of
traditional village communities by creating more leadership positions than there
 
are traditional leaders. 
Such an approach is technically jusitified because
 
large numbers of leaders are needed to organize and manage the enormous amount

of work which development requires. 
This point really applies to the complex

of local organizations that are needed for development, of which the cooperative
 
can be an important one.
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Government officials everywhere are instructed to work with local leaders.
 

The usual stated reason is that they are the "natural" innovators in a community.
 

The unstated, but much more important reason for working with local leaders is
 

that their participation is essential if change is to be relatively peaceful.
 

However, n handful of traditional leaders can monopolize the local cooperative
 

for their own benefit as has, in fact, happened throughout the developing world.
 

One way to dilute the authority of traditional elite is to create new leadership
 

Thus, in Taiwan six per cent of the members hold elected positions
positions. 

in the Farmers' Associations. Another three per cent are members of farmer
 

extension committees. Others are officers in the local government, irrigation
 

associations, and other organizations. The same approach has been followed in
 

Comilla County, Bangladesh, where about a tenth of the members hold a leadership
 

position in the cooperatives, while others hold positions in the local government
 

and other local organizations.
 

In addition to the points discussed above, it is necessary to add two
 

points. First, neither farmer co-ops nor other agricultural programs can
 

succeed without adequate economic incentives. However self-evident this point
 

may seem, it has been contravened too often in practice. Planners tend to worry
 

about aggregate production. Farmers are interested in their own income. In
 

the few countries where small farmers have been successfully involved in high
 

productivity modern agriculture, governments have found ways of translating
 

national policies and production targets into profitable farm plans for
 

individual farmers.
 

Second, the Rochdale principles notwithstanding, vigorous government action
 

in organizing and supporting viable farmer cooperatives is crucial.
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II. THE COOPERATIVE AS A FINANCIAL INSTITUTION 

The subject of small farmer credit, in the context of co-ops, is oneaspect of a broader subject, the cooperative as a financial institution, which,
in turn, is one element of a still broader subject, a system of rural capital
formation, which is what developing countries need. 
A set of public policies
and programs designed to build a system of rural capital formation is one

important element of government support of co-ops.
 

Few countries have approached the problem of small farmer credit in this
broad context, even though a modern financial system, to which all farmers have
acc.ss, is just as much a part of a modern agriculture as improved seeds or
 
ferti2 izer.
 

Few countries have assumed that small farmers can save as well as borrow.On this assumption few countries have created rural financial institutions

(bank, co-ops, credit unions) to which farmers have easy access. 
 Interest
 rates on savings are too low in most developing countries to attract savers.
 
Interest rates on loans have been subsidized, allegedly to help the "poor"
small farmer. In fact, it is the large producer who reaps the greater

benefits from artificial interest rates. 
Further, the assumption that the
poor cannot save means that disciplined relationship between savings and credit
cannot exist. 
These points are discussed in other analytical papers, expecially
Professor Adams' paper on "Rural Savings and Small Farmer Credit Programs".
 

Assuming a general environment to the creation of a nation-wide agricultural
financial system, then the role of the co-op in credit is one aspect of such
 a system. 
Even here the credit functions should not be treated in isolation.

The co-op should be treated both as an institution for mobilizing local capital
as well as an institution for extending credit. 
Financial assistance from the
government (or foreign aid agencies) should be related to the willingness of
 
the local cooperative to mobilize savings.
 

As a financial institution, the local co-op has two quite distinct sets of
functions. 
One set has to do with the financial transactions of individual
farmers, one of which is, of course, credit. 
The second is related to the co-op
as a group business organization - investments by the co-op, not individualfarmer-members, in warehouses, processing plants, transport, and so on.Experience suggests that co-ops do well in both sets of functions, or badly in 
both. 

Finally, the complementary role of cooperatives and a private banking
system should be noted, especially in relation to small farmer needs. 
Commerical
banks generally find dealing with small farmers prohibitive due to the large
number and small size of most transactions. Co-ops inare a unique positionto deal with this problem since leadership in a co-op is voluntary. That is,
in mobilizing savings and extending credit the volunteer leadership of co-opslimit the overhead expense of these transactions while meeting the needs ofsmall faers. Private banks can act as a source of credit for co-ops for 
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several purposes, re-lending by the co-op to individual farmers or investments
 
in marketing, storage, transport and processing facilities made by the co-op
 
as a group business. Finally the co-op itself needs a depository and ought
 
to be one of the largest depositors in the local private bank. Thus co-ops

and private banks have complementary roles to play and developing nations
 
need to identify ways to foster this relationship.
 

Since few countries have taken a hard-headed business attitude toward organizing
 
co-ops, or tried to organize a nation-wide system of agricultural finance
 
accessible to all farmers, it is hardly suprising if the record of co-ops in
 
small farmer credit is fairly dismal.
 

The capital which co-ps need can be obtained from four sources 
individual members, surpluses from the cooperative's activities as a group

basiness, commerical banks, and government banks.
 

Especially in the beginning, financial help from governments or foreign

aid agencies is needed because farmers will not be able to save much until their
 
incomes begin to rise. In Lhe long run, however, co-operatives should build
 
up sufficient capital to finance their own operations or to be able to borrow
 
on commercial terms.
 

That small farmers can save and build up captial has been demonstrated on
 
a nation-wide basis in Japan, Taiwan, South Korea, and Egypt. 
Capital formation
 
in these countries resulted from programs such as attractive interest rates to
 
induce deposits of savings and idle cash by members, long-term plans for building

member investment in share-capital, and reinvestment of surpluses from business
 
operations. Financial help from these governments has been conditioned on
 
mobilization of local savings and repayment of previous credits. 
Directors
 
and officers have learned how to determine the economic feasibility of proposed

investments and how to plan the financing, including the investment required
 
froza members.
 

Without a definite plan for fostering capital formation, the growth of
 
deposits and investment in share-capital in cooperatives will be far below
 
that needed frr financing the services required by farmer members. Developing
 
countries that have not diligently promoted thrift in cooperatives have very

small deposit3, a4 shown in a survey of Asian countries. In the late 1960's
 
deposits of faIrmer-members in the local cooperatives of Japan averaged 84%
 
of working capital; in Taiwan 76%; in Korea 50%. 
In other Asian countries
 
deposits amounted to one-tenth of working capital, or less.
 

The total amount of deposits sheds more light on the relative amount of
 
working capital available to farmers. In Korea average deposits per cooperative
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(county-based) were $670,000, in Taiwan (township-;ased) $380,000, and in
Comilla County, Bangladesh, $195,000. 
In --ne village-based cooperatives of
other Asian countries the amount of deposits per society averaged less than
$400, several dollars or less per member, and a dollar to as little as ten
 
cents per acre. V
 

Cooperatives almost everywhere require the purchase of one of several
shares as a condition of membership, but thi -s 
 usually just a token saving.
Few cooperatives, however, have seen the sale 
of shares as a way of mobilizing
capital or, the other around, had shares sufficiently attractive to induce
farmer-members to save by investing in their cooperative.
 

The result of these inadequacies is that few cooperatives are accumulating
needed capital. 
No less serious is that funds which are available for credit
often are not coordinated with profitable production inputs, or with access
to the market, or with dissemination of agricultural knowledge. 
 "Consequently,
credit does not contribute significantly to increases in land productivity
and farm incomes."_/ This particular sentence is taken from a study of Asian
cooperatives, but the point applies to Latin America and Africa and is mentioned
in some of the Countrr Papers. 

This lack of financial discipline, common in developing countries,
contravenes the basic tenets of financial discipline, a discipline which must be
followed if small farmers are to pay for investments for their own improvement.
 

Hence, we now turn to the question of creating financial discipline among
extremely poor farmers. 
 I
 

Th- basic financial principle of cooperative finance, drawn from the
history of both Western and East Asian countries, has always been, in sequence,
savings, credit worthiness, loans. 
In agriculture, establishing credit
worthiness is a combination of two things: 
 first, a character reference from
one's neighbors, that is, the members of the credit and finance committee of
the local cooperative; second, a simple version of a farm plan approved by
someone of technical competence, that is, the local extension agent or the
production committee of the local cooperative. Supervision of credit is well
nigh universal in well-run co-ops, long established in East Asia and Egypt,
and more recently introducted successfully in Bangladesh, Ethiopia, and Uganda.
 
In the biginning the emphasis should be on the discipline of a financial
system, for savings cannot be high where farm incomes are low and static.
Consider the example of Comilla County, Bangladesh. "During April, 1960,
savings of the first sevel (village) agriculture societies ranged from $2.85
to $15.50. 
The per-member montly savings ranged from twelve cents to
sixty-three cents."5/ 
From the outset, members were required to make a weekly
savings deposit as a condition of membership, no matter how small. 
The maximum
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loan a farmer could receive was determined, in part, by his saving. This
 

sometimes led to the paradox of a farmer borrowing money to increase his
 

savings account so that he could obtain a larger loan to buy all the fertilizer
 

Private bankers also insist on requirements of this type. No

that he needed. 


banker will lead money to a person who proposes to invest nothing at 
all in
 

frequently made
his project. Yet, agricultural loans in thie Third World are 


on that basis.
 

Bangladesh
Part of te significance of Comilla is its extreme poverty. 


is one of the most crowded areas of the world. The population density of
 

The average farm is only
Comilla County is almost 2,000 per square mile. 


1.7 acre. f.hen the cooperative was started, per capita income 
was estimated
 

at $40 to $50 per year. Nevertheless, the project was based on the harsh
 

financial discipline of compulsory savings.
 

Uganda is another example of how small farmers can be induced to save,
 

even though a concerred nation-wide program.-to mobilize savings did not 
begin
 

from the forerunner of the
until a year ago. The evidence of saving comes 


national program, A-lole District. In that District, between 1965 and 1969
 

total funds available foy production increased four times even though the
 

78% to 29%. The Districtproportion of borrowed capital declined from 


cooperatives' own ftnds increased twelve times, from $12,000 to $140,o00,
 

In addition, the membersabout two-fifths of' which was personal savings. 


voted to forego dividend payments in order to build up the capital 
of their
 

co-op._/
 

Since savings and credit have not been linked in Uganda, except in 
Ankole, 

other means of 2.itfiing dicipline have been used as a condition of credit. 

"A member muss nave belonged to the society for at least three years and 
marketed 

society for each of the three precedipg three 
years."7/
 

his produce through <:he 


The potential borrower iust have two co-signers on his note and have 
his credit

worthiness certifiea by the local finance committee.
 

a modest amount of evidence to suggest that financially
By now there is 


disciplined farmer cooperatives can be organized in developing 
countries, and
 

not just in East Asia where people sometimie attribute success to Chinese-

The farmers


Japanese culture patterns, including a tradition of hard work. 


of Egypt, who produce more food grains per acre than Taiwanese 
farmers, could
 

hardly be expected to look kindly on such notions.
 

But involving masses of farmers in a new kind or organizational 
framework
 

The initial phase of organizing farmer cooperatives
is inevitably painstaking. 

It is already behind schedule.
in Uganda was planned over a ten-year period. 


Both governments and aid agencies have seldom displayed this kind of patience,
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just as governments and aid agencies have been trying to organize cooperatives

without sufficient regard for the principles and discipline involved.
 

Probably the principal reason for the contravention of the business
 
principles of co-ops is the belief of ruling elite that small farmers are too
 
poor to save, a belief reinforced by Western economists. The Western premise

that people with low incomes have low savings is based on the economic behavior
 
of people on wages and -alaries. These people work for organizations and
 
cannot increase their :acomes by investing in themselves because investment
 
decisions are made by the management of the firms that employ them. In the
 
low income countries, however, apart from countries with large numbers of
 
tenants or sharecroppers, most small farmers are owner-operators who can and
 
will invest in themselves to increase their income. This direct relationship

between iana ownership und higher income potential is the reason why both
 
ruling elite and most Western economists have erred in assessing the savings

potential of small farmers.
 

History favors the argument that small farmers can save. In the countries
 
mentioned in this section, small farmers have saved money to increase production.
 
They have built permanent homes to replace their flimsy shelters. They have
 
been able to afford a variety of household furnishings and other consumer goods

(increased demand for local factories), better education and health and other
 
improvements. In addition to the nation-wide programs mentioned above, there
 
is also recent evidence from, inter alia, Uganda, Philippines, Sri Lanka,
 
Ecuador, Zambia, and Bolivia of the capacity and willingness of small farmers
 
to save. One of the Country Papers (Zambia) reports that the lack of financial
 
institutions, not lack of money, was cited by farmers as the principal reason
 
for the lack of savings accounts.
 

All of these things are possible if productivity and, hence, farm incomes,
 
are rising continuously. Rising productivity and market development are the
 
key to rural savings and increased consumption. No matter how poor a person
 
may seem to be in the eyes of the rich, if his income is rising he can be
 
persuaded to save and invest a portion of the increase.
 

However, at the present time the amount of production credit available to
 
farmers in most developing countries depends primarily on how much money the
 
government is ablc to allocate. 
The excessive dependency of cooperatives on
 
the publIc treasury will continue until and unless governments are willing
 
to apply the time-tested tenets of financial discipline in cooperatives 
savings, credit-worthiness, loans.
 

Whether governments are willing to apply financial discipline, and whether
 
governments are willing to follow the principles of farmer cooperative organization

discussed in Part I, is really a political question. The many possible forms of
 

273
 



government support of co-ops depend on the answer to one key question 
- are
 
governments willing to support a redistribution of economic power. In many
 
countries governments have 'been using an organizational form which is called
 
"cooperative" (but which is better described as 
a kind of public welfare
 
agency) to try to bring some of the benefits of development to small farmers
 
within the existing social system and the existing marketing system - an
 
exercise in futility. The suucess of farmer cooperatives in East Asia and
 
Egypt has depended, in part, on the willingness of governments to intercede
 
on behalf of cooperatives and their small farmer ni*embership in order to
 
increase their economic power, which, in turn, has improved their social
 
position as well. The Country Papers are further testimony that where this
 
political will is lacking, the record of a farmers' organization mistakenly
 
called a "cooperative" will continue to be dreary.
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COOPERATIVES AND DEVELOPMENT THROUGH SMALL FARMER CREDIT
 

PREFACE
 

This paper is an overview of cooperatives' experience with farm credit
 
internationally, as recently documented by technicians and scholars for
 
the AID Spring Review of Small Farmer Credit. The author has attempted in
 
Part I: Discussion to compare the optimum cooperative farm credit program
 
with the experience reported in numerous reports and studies submitted for
 
the Spring Review; and, in Part II: Conclusions to make judgments
 
about the strengths, limitations, and potentials of cooperatives that could
 
be useful for policy and planning.
 

For these conclusions which,in their original draft form, served as hypo
theses for discussion at the Spring Review Workshops, the author accepts
 
sole responsibility, while acknowledging with gratitude the views and
 
assistance of others, especially Arthur H. Pursell and Gordon Roth, asso
ciates in tne Office of Private and Voluntary Cooperation.
 

Readers who are interested in details of cooperative farm credit experiences
 
will find the source materials richly rewarding. They may also share this
 
author's opinion that no summary of this type can do full justice to the
 
infinite variety of conclusions that can be drawn fromthe Spring Review
 
papers.
 

SUMMARY
 

Cooperatives in some form exist in every region of the world, and they
 
reflect the social, economic and political background from which they
 
have evolved. In distributing small farmer credit, cooperatives have
 
experienced some notable successes, particularly where credit is inter
grated with other rural development programs. All too often, however,
 
the record of cooperatives is weak, or at best, an inconclusive attempt
 
to find answers to problems only recently recognized by the development
 

agency community.
 

Most of these programs have scarcely a decade of experience. The Asia
 
region has more programs with long experience and also more programs of
 
sufficient size and scope as to merit special mention. Some of the newer
 
programs in L~tin America and Africa are of special interest due to their
 
innovations and great potential.
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Most program failures are due to over-expectations of what cooperatives
can accomplish, or fundamental weaLnesses in the program design. 
Some
of the programs are too limited i0 size and scope to have any measurable

effect, and many of them will require more time to be productive.
 

Perhaps the single most importarit contribution cooperatives can make under
these circumstances is to helpimotivate poor farmers to find new ways of
using their own resources wit1/whatever assistance they can get from their
 
governments to develop sound Aredit programs.
 

/ 

/ 
PART 1: DISCUSSION
 

Some Problems of Small Fagmer Credit Development:
 

Any organization, publi/ 
or private, that attempts to tackle.'zhe problems

of development through/6mall farmer credit must make certaiw assumptions:
 

1. Cha.ge-agents, supplying credit, can provide one of the
essential components/of a far reaching economic, technological and social
 
transformation.
 /
 

2. Ais transformauion may,and indeed in some countries
must,attack the rcoots of established order, thereby arousing resistance

and opposition at/every stage. 
One of the most effective methods for opposition is to prevent legal recognition, or to contain the transformation
thrust by starvfng the program financially (most such programs are dependent
on government finance) or by rendering it impotent in the hands of multi
layered, often competing bureaucracies.
 

3. New small farmer credit programs inevitably inherit all
the unsolved problems of predecessor credit programs. 
Unlike the farmers

themselves who count their lifetimes in a finite span of years, their debts
 
often live on from one generation to another. 
These debts--owed to landlords,
banks, moneylenders, government agencies--are the undigested obligation thePoorest of these farmers must swallow with the food they are buying
*.,ith the new credit. 

",;iat is the Role of Cooperatives in Providing theWew Credit? 

A cooperative is an organization of people who join together in providing

services for their mutual economic and social betterment, often with subSuani:Lal help, direction or control of government. When the services inlude s ::ail .nrmer credit., the cooperative is confronted iith most, if not o t [.re blers des5c:ibed abeova. itA.,:o, :ust shoulder the responsi

. . , G-- f ncomira ig m i:a i - -Iiroug":-n 0 peL-.onL1baers,.p nartic IM rh'USlh.eSs, wh7Le Eaci g the prL-,, ,ilis LO 

..... ... c , 
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marketing, production inputs, extension, capital resources and other basic
 
requirements are weak or entirely non-existent.
 

Basic Requirements for Developing Sound Rural Credit Programs Through
 
Cooperatives:
 

Aside from the problems inherent in the cooperative approach, there are
 
also to be considered the essentials for development of sound credit programs,

generally applicable to cooperatives as to other institutions. These in
clude certain management disciplines: those required for sound m.Iey
 
management and those required for adapting the system to everyday use for
 
rural people--the human factor. Meeting these requirements is somewhat
 
like assembling a jigsaw puzzle--all the pieces must be fitted together if
 
the 	project is to be a success. Most important are:
 

1. Need and demand. Generally speaking the need for sound
 
rural credii. is widespread in all developing countries--even though the
 
need is not always recognized. As farmers gain understanding :nd motivation
 
for technological advance, their demands for production cLedit systems
 
increase.
 

2. Reliable source. The major sources of credit (governments,
 
agriculture banks, private lenders, cooperatives) currently attempting to
 
serve developing area needs frequently prove inadequate and it is the small
 
farmers who usually must do without credit for the crop season or get along

with less than needed. An assured source of capital, better discounting
 
facilities, and more mobilization of local savings are needed to improve
 
small farmer credit resources,
 

3. Management. Competent, honest mangement is essential.
 
Government supervision can help the lending institution maintain acceptable
 
standards of managment, but management integrity is the product cf numerous
 
factors in which government can be a negative as well as a positive influence.
 

4. 	Training and technical assistance.
 
Pre-loan orientation of borrowers, preferably through


training, is highly productive, since it makes for better understanding of
 
the purpose and use of credit.
 

Small farmers need technical guidance and supervision of
 
credit as much as credit itself. Technical assistance may be provided by
 
government or by the lending institution; some form of subsidy is usually
 
needed in providing this service.
 

5. 	Equitable lending policies--rates, terms and loan services.
 
The loan is at the heart of all credit extension. Loans must be based on
 
mutual understanding between lender and borrower, equitable terms, fair
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rates, and be supported by effective loan servicing. Government lending
 
often takes the form of top-down finance programs that overlook or ignore
 
the advantages of mutuality with the borrower.
 

6. Collections, delinquency and loss ratios. Collections
 
should be vigorous and prompt to keep delinquencies low. Inevitable losses
 
can then be covered by operating reserves. These are the bench marks of
 
sound credit systems. They are attainable if lending, collection, and
 
reserve policies are soundly conceived and administered.
 

7. Borrower equity. Development of borrower equity--much
 
or little--is a must for all sound credit programs. Forced savings by
 
borrowers is an acceptable practice when necessary to achieve this objec
tive. A borrower with his own savings at stake is a better credit risk.
 
Many of the programs, particulirly those started more than five years ago,
 
have overlooked this basic requirement. Borrower equity ratios to other
 
capital can be set initially at a ratio of I to I that tends to encourage
 
the farmer to build his savings while continuing to use credit, like any
 
other businessman. Borrowers should receive a return on their savings.
 

8. Subsidies. Rural credit development usually needs
 
assistance--subsidies--especially to grow rapidly. Subsidies should be
 
clearly defined--not camouflaged--as to purpose and should be made a
 
right by enabling legislation. Subsidies should not be used to cut the
 
cost of credit (interest) to borrowers below competitive rates, except
 
where socio-economic conditions have distorted interest rates to prohibi
tive levels. Credit is designed to increase a farmer's income and ability
 
to pay for his agricultural requirements including credit, but time is
 
another factor to be reckoned with and the cost of time to permit trial
and-error learning must sometimes be subsidized. Government subsidies in
 
whatever form are one way to "buy time" for the farmer who tries to stand
 
on his own.
 

9. Enlightened concepts of credit. Farmers are frequently
 
criticized for using credit for social purposes, although this "fact of
 
life" should be included in credit program planning. Poor farmers are
 
in the business of raising families as well as crops and will make use of
 
credit whenever necessary for family needs. Increasingly they are accepting
 

and using credit as a tool of production--much as they use their bullocks,
 
truck, tractor or other machinery. Loan programs should recognize these
 
realities while planning for ways to "graduate" farmers from debt.
 

There is evidence that the line-of-credit concept, widely
 
used by U.S. farmers, is applicable also to LDC small scale farmers, par
ticularly if social credit can be intergrated with production credit mechan
isms. Lending institutions find that the line-of-credit practice makes a
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farmer a better customer, and a better risk as it tends to eliminate
 
loan delinquencies. For the farmer, a line-of-credit eliminates worries
 
over credit availability (too little, too late) and enables greater concen
tration on crop and herd improvements. Progressive credit concepts should
 
be incorporated in the development of sound credit systems for small farmers.
 

Why Do Cooperatives Succeed or Fail?
 

According to the papers the characteristics of successful programs include:
 
(1) Leadership and motivation.
 
(2) Sound principles of cooperative development.
 
(3) Time.
 
(4) Allowances for trial and error.
 

Failure in most cases appears to follow:
 
(1) Over-expectations.of cooperatives.
 
(2) Ill-.advised utilization of cooperatives for unsound
 

credit schemes, that are more concerned with financing
 
crop production and marketing through guvernment agencies
 
than they are with building new viable credit systems with a
 
lender-borrower relationship that typifies the cooperative
 
approach.
 

(3) Ignorance or disregard for sound cooperative principles.
 
(4) Impatience with time and trial-and.-error requirements.
 

Strengths and Weaknesses of Cooperatives:
 

Cooperatives paradoxically are praised for the same reasons they are
 
criticized. They can provide group support, security and stability to
 
lending operations that make it possible to administer small loans in isc
lated areas. Yet, they are often lauded for getting involved in development
 
assistance efforts that suffer from over-expectations, then criticized for
 
failin? to succeed. Enthusiasm for utilizing cooperatives in situations
 
where other lenders cannot, or will nct,attemjpt to function seems to be
 
only rarely supported by adequate funding, especially that needed for training
 
and other technical assistance. Cooperatives seem to have a singular attrac
tion for planners and programmers who would attack the most deep-seated
 
problems with miniscule financial support. AID's investment in farm credit
 
programs from 1950-1972 is estimated at over $664 million. Current figures
 
on the cooperatives component are needed. U.S. coopcrative organizations
 
funded by AID for all types of cooperative development received some
 
$5 million a year in the last ten years--almost nothing prior to that.
 
While some of this work was specifically identified for small farmer credit
 
programs, it was inconsequential in relation to the total farm credit program.
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The papers give ample evidence of what should be well understood by now;
 
given reasonable support and time, cooperatives can provide an institutional
 
channl for small farmer credit with many spinoffs in other social and
 
economic benefits. Cooperatives also have their limitations. They should
 
not be expected to:
 

(1) Depend on self-help motivation alone to transform
 
subsistence farmers into productive farmers;
 

(2) Substitute private resources for government-financed
 
services (in fact, they themselves depend on government assistance to
 
survive);
 

(3) Substitute cooperative integrity, honesty, industry,
 
for the lack of those qualities in people who for.n the cooperative;
 

(4) Match, let aloe overcome, the political power and
 
influence of entrenched elite interests who are hostile to popular
 
participation; or
 

(5) Foster peaceful changes as rapidly as may be necessary
 
to prevent violent change.
 

If these expectations must continue to be the basis for evaluating the
 
utility of cooperatives in small farmer credit, as many of the papers
 
suggest, then the cooperative cannot--should not--be the chosen institution
 
for this service.
 

The Cooperative Potential:
 

The imponderable, of course, is motivation--that elusive and indefinable
 
catalyst of all human development.
 

If there was any single theme in the papers reviewed, it was the
 
recognition of motivation as the single most important factor in farmers'
 
productive use of credit. On this theme, there is general agreement that
 
cooperatives, with their emphasis on education and training, to enable
 
participative control of business, can help to motivate farmers to persevere
 
in solving problems in situations where other programs have failed. The
 
data appear most convincing in reports on the successes of Comilla cooperative
 
in Bangladesh; the Farmers Associations of Taiwan; the marketing cooperatives
 
of Uganda; and, with future promise, the credit unions of Ecuador and Zambia.
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PART II: CONCLUSIONS
 

The experiences of numerous countries as reflected in the papers reviewed
 
strongly suggest that cooperatives are not the preferred instrument for
 
certain types of programs that governments consider desirable or necessary

for their small farmer credit assistance. Thse -include intances where
 
the real intent of the program is to effect a transfer of resources from
 
the government to small farmers 'ho are in effe :t receiving a type of
 
welfare assistance. Other programs appear to be an attempted renewal of
 
long-standing debts, held either by the government or by commercial banking

interests (or both), impossible to collect, and certain to be viewed as
 
such by the debt-ridden farmers nc matter what cosmetics are applied.
 
Cooperatives are perhaps the least desirable of the institutional instruments
 
available for effecting such programs. By involving themselves in welfare
type functions, cooperatives run directly counter to their professed

self-help philosophy; even w:ith the best effort, and the most efficient
 
management, involvement with politically motivated rescue operations is
 
certain to result in a loss of membership morale and institutional integrity.
 

On the other hand, cooperatives have much to contribute to the new efforts
 
in this difficult area of development assistance. Their emphasis on
 
indigenous leadership, integrity, membership, understanding, self-help
 
discipline, and full use of member resources gives promise of success if
 
adequately supported by cooperatives with governments and development agencies.
 
Such cooperatives can be encouraged to undertake small farmer credit programs
 
which lack some of the fundamentals such as government management and
 
administrative direction that non-cooperative programs require. It is this
 
incalculable value that cooperatives can bring o the small farmer credit
 
program, at least in the initial stages when human resourcefulness is at
 
a premium.
 

The desirable components of a cooperative program enumerated in PART I
 
of this paper are admittedly hard to assemble in real life situations, and
 
it may well be that cooperatives are almost foreclosed from consideration
 
in development assistance as we know it today. This may be the judgment
 
of history, but in most cases it is too early te tell. Meanwhile, the
 
reported progress of cooperative credit programs in some c the developing
 
countries, despite their lack of many desirable features, is a reminder
 
that there is much to be learned about cooperatives and the application
 
of cooperative principles to modern development programs, including the
 
problem of small farmer credit which has seemingly frustrated every other
 
approach. Even now, as the learning process goes on, it would be advantageous
 
for A.I.D. to heed the lessons of the Spring Review of Small Farmer Credit.
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The 	Case For Voluntary Savings Mobilization:
 

Why 	Rural Capital Markets Flounder*
 

by
 

Dale W Adams**
 

I. 	Introduction
 

With few exceptions formal rural capital markets in less
 
developed countries (LDC's) are performing very pcorly. I/
 
Despite the infusion of tens of billions of dollars into these
 
markets over the past two decades, only a small portion of the 
rural population currently has access to formal credit-savings 
services. 2/ Noreover, many of the agricultural crcdit systems 
have been constantly in danger of decapitalization because of 
defaults, capital erosion due to unrealistic interest rates,
 
and/or very high costs of administration and supervision. Even
 
more importantly, capital markets are generally not helping to
 
achieve social objectives such as increased employment and im
proved income distribution. In short, most rural capital markets
 
in LDC's are floundering.
 

Until recently, the reasons for the poor performance of a 
country's capital market were thought to be unique. In various 
times and places political interference, wars, natural disasters,
 
program start-up problems, faulty administration and badly behaved
 

A paper prepared for the Spring Review of Small Farmer Credit sp
onsored by the Agency for International Development, Washington
 
D.C. July, 3973. Helpful comments on earlier versions of this
 
paper were received from Dana Dalrymple, Claudio Gonzales-Vega,
 
A.E. Havens, Richard Meyer, Norman Rask, Richard Roberts, I.J.
 
Singh, and Richard Wheeler. 

** 	 Professor of Agricultural Economics, The Ohio State University. 

1/ 	The term "formal capital market" is here used to indicate insti
tutions such as banks, savings and loan associations, credit
 
cooperatives or a3sociations and officially recognized credit
 
unions.
 

2/ 	This is true in spite of the fact that many LDC's have present in
 
rural areas very extensive credit-savings institution: e.g. Bang
ladesh, Brazil, Colombia, El Salvador, Kenya, and Turkey.
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farmers have been identified as culprits. While it is true that
 
some of these factors have been important in individual cases,
 
I strongly feel that three sets of ubiquitous policies, under
pined by very pernicious assumptions, are largely responsible for

the 	debilitation which currently grips rural credit systems in
 
most LDC's. Briefly stated these policy sets are (1) product

and/or input price distortions, underinvestments in marketing

facilities, and lack of public investment in research aimed at
 
creating new agricultural technology which have resulted in
 
very low profit margins on credit use for most farmers in
 
LDC's. 3/ (2) Interest rates and other administrative policies
 
on agricultural credit which force credit institutions to serious
ly distort the credit allocation process. 4/ And (3) interest
 
rates and other administrative policies on-financial savings

which force credit institutions to continually look outside the
 
rural area for loanable funds. Taken together these three sets

of policies seriously discourage savings and investment in rural
 
areas.
 

The following discussion will focus on the savings portion

of the rural capital markets problem. I will argue that several
 
fundamental policies must be changed if rural savings are to be
 
encouraged and if capital markets are to play a positive role in
 
rural development. Particular attention is given to how volun
tary rural savings mobilization might contribute to vigorous,

healthy growth of these markets. By necessity my arguments are
 
speculative in nature; there is only 
a small amount of research
 
available on rural savings behavior in LDC's.
 

The following discussion opens with an overview of widely

held assumptions about rural savings behavior in LDC's. 
 This
 
includes a brief review of different types of rural savings

activities. The next section of the paper lays out 
a modified
 
framework for analyzing rural saving behavior, and presents

fragmentary research which relates to this behavior. 
This is
 
followed by a section outlining the role which voluntary financial
 
savings might play in the growth of rural capital markets. The
 
final two sections of the paper present ways policy makers might
 

3/ 	This is a point initially stressed in the literature by Hopper

and Schultz [25, 64]. The numbers fn brackets refer to refer
ences Listed itt the Bibliograpny.
 

.4 	Further discussion ;his be found inof -'oint zan 	 Gonznles.
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provide more savings incentives, and also some suggestions on
 
policy changes which are needed.
 

II. Rural Savings Assumptions and Savings Activities
 

Rural Savings Assumptions
 

Development economists carry a good deal of inapplicable in
tellectual baggage with them when they come to analyze rural sav

ings. Part of this stems from the way "traditional economists"
 

view agriculture and rural residents. The assumption that rural
 

people have little voluntary savings capacity, for example, has
 

been an article-of-faith among Marxian as well as Western economists
 

[e.g. 44, 55]. Low income5 and/or lack of economic sophistication
 
among rural residents are often cited as proof. The reciprocal
 

assumption, that only the industrialist or the state has a signif

icant marginal propensity to save, has provided the foundation 
upon which most development strategies in LDC's were built during
 
the past two decades (8].
 

It was also widely assumed that factor proportions in agri

culture were badly distorted: too much labor and too little cap

ital. Transfer of labor out of agriculture and channelling of
 
capital into the rural areas became the rules-of-the-game for
 
agricultural development [42]. Farmers were assumd to face profit

able investment alternatives, yet needed an extra bribe in the form
 

of concessionally priced credit, plus close supervision, in order
 

to make these investments. In this development model capital
 
markets played a neutral role in the growth process. With these
 
assumptions, it is little wonder that rural capital markets in
 

most LDC have experienced lopsided growth: heavy emphasis on
 
credit and little attention to savings mobilization.
 

Economists are further handicapped in their analyses of rural
 
savings behavior by the incomplete, and to some extent inapprop
riate, theoretical tools at their disposal. There are serious
 

shortcomings in consumption theory when it is applied to rural
 
behavior in LDC's. Several examples of these shortcomings might
 

illustrate the seriousness of this problem.
 

Most consumer analysis to date, for example, has assumed that
 

consumption and investment decisions were made by separate decision

making units [48]. As will be argued later in this paper, however,
 
rural consumption behavior can only be explained by analyzing the
 
firm-household as it simultaneously makes consumption, investment,
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and savings decisions. It has also been concluded, largely on the
 
basis of aggregate consumption studies in developed countries, that
 
modest changes in interest rates paid on savings did not influence con
sumption-savings behavior [11, 74]. Rather, it simply caused in
dividuals to shuffle their investment portfolios in favor of the
 
higher return assets [48]. 5/ Moreover, consumption analysis has
 
tended to underplay the very heterogeneous nature of production,
 
investment and consumption possibilities faced by the consuming
 
unit. Even more importantly, consumption analysis as well as growth
 
theory generally has placed the marginal propensity to save (MPS)
 
in a straight jacket. Since the MPS was generally assumed to be
 
constant, very little research has been done on how various policy
 
measures affect micro savings decisions.
 

Savings Activities
 

With this as background, it is not surprising to find only
 
a handful of countries and/or programs within countries which have
 
stressed voluntary rural savings mobilization. 6/ For discussion
 
purposes it is useful to group rural savings activities in LDC's
 
under three general headings: informal savings systems, forced
 
savings, and voluntary savings.
 

Informal Savings: Although not extensively documented in the
 
literature it is likely that infiormal systems of saving handle
 
very large volumes of resources in most LDC's. Where financial
 
markets are badly fragmented individual savers are forced to
 
plow financial surpluses into operating expenses of the firm,
 
to purchase additional land or cattle, to buy jewelry, or to hide
 
funds under the mattress or in tin cans in the backyard [59]. Under
 
less fragmented conditions some of these savings may be trans
ferred to other firm-households through informal financial markets.
 
Loans to friends, relatives, neighbors, or tenants are examples of
 

5/ 	Wright, Shaw and McKinnon present rather strong counter argu
ments to this view [75, 65, 46].
 

6/ 	Two relatively comprehensive sources of information on rural
 
savings programs and studies are: Agency for International
 
Development Spring Review of Small Farmer Credit volumes 1
 
through 12 (Washington D.C.: Agency for International Develop
ment, 1973); and Dale W Adams and others, Agricultural Credit and
 
Rural Savings: A Selected List of References for AID Technicians,
 
AID Bibliography Series, Agriculture No. 7, Agency for Internat
ional Development, Washington D.C., December 1972.
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these transactions [52]. At a slightly higher level of financial
 
tuarket integration, one can fiad various forms of rotating credit
savings associations operating in rural areas. A good deal of in
formation is available on the social as well as economic functions
 
which these associations perform [2, 5, 6, 17, 20, 33, 49, 54].
 
Little information is available, however, on the volume of savings
 
handled, how this volume changes with growth of formal savings sys
tems or the rates-of-return which savers realize by participating
 
in these associations. Very fragmentary information from Korea,
 
Taiwan, and South Vietnam hint, however, that informal savings in
 
rotating credit associations have grown rapidly over the last sev
eral decades, and that they have allowed savers to realize attrac
tive rates of return [2, 33, 20].
 

Forced Savings: Various forms of forced savings have been far and
 
away the most common technique used in LDC's to promote savings.
 
Almost all cooperative or credit union programs around the world
 
require individuals to purchase share-capital in the organization
 
in order to become members [e.g. 15, 28, 30, 35, 57]. If the
 
organization also grants credit, a borrower may be required to own
 
stock or to keep on deposit an amount equal to a given percentage
 
of his loan. In a few cases cooperatives also create forced savings
 
by withholding part of the sales proceeds from a member's sales
 
through the cooperative. 7/
 

Several programs have added interesting twists to forced savings
 
activities. In Kenya a few cooperatives deposit proceeds of mem
ber's sales through the cooperative in regular savings accounts.
 
Despite the modest rates of interest being paid on these savings, co
operat've officials have been very pleasantly surprised by the
 
amounts of deposits which were not removed [72]. Deposits, in fact,
 
currently exceed by a large amount total credit granted by these
 
cooperatives.
 

In Bangladesh, directors of the Comilla program required in
dividuals to make minimal periodic savings deposits In order to re
main eligible for other development activities r67, 68]. Again,
 
despite very low rates of interest paid on these savings, surpris
ingly large amounts of funds have been deposited in the program over
 
the years.
 

7/ Several countries have attempted to be even more heavy handed in
 
mobilizing forced savings in rural areas. In the early 1960's
 
Nepal initiated a program which required farmers to deposit a
 
given percent of their rice harvests with cooperative [43]. In
 
the late 1950's Ceylon seriously discussed, and almost implement
ed, a program which would have withheld part of the payment made
 
for rice as a form of forced saving.
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In spite of some limited success, forced savings programs ap
pear to be severely cramped in their ability to mobilize large
 

amounts of rural financial resources. The very slow, stunted
 

growth in value of deposits and share capital in most cooperatives
 

and credit unions in LDC's over the past 20 years is strong evi

dence in this regard. In part this is due to the fact that most
 

farmers view forced savings programs negatively. Farmers see
 

share-capital-purchases and forced deposits as additional costs for
 

securing loans or other services provided by an agency. In large
 

part this is due to the negative or at best very low rates of re

turn which savers realize on these stocks and deposits. Said
 

anot~her way, consumers are not offered a positive reward to post
pone consumption.
 

Voluntary Savings: There are very few examples in LDC's where
 

rural financial savings have been vigorously promoted and where
 

consumers have been offered strong positive incentives to defer
 

consumption in favor of financial savings. To my knowledge, only
 

Japan, Korea, and Taiwan, and to a lesser extent Indonesia, have
 

had 	such programs [34, 12, 29]. 8/ In the past couple of years
 

South Vietnam has also placed emphasis on mobilizing voluntary
 

rural savings [3]. The tremendous growth in financial savings in
 

Japan, Korea and Taiwan under programs which offered strong incen

tives to save have been well documented [53, 65, 71], Some in

formation is also available on the aggressiveness with which rural
 

people reacted to these incentives [50, 56]. A skeptic might argue,
 

however, that the large increase in financial savings in these
 

countries came at the expense of other forms of savings; individuals
 

merely switched the form ,which they held their savings. Further,
 

that these policies did not induce net additions to real savings 

(69]. A skeptic might a-!_o argue that, since incentives for financial 

savings only causes a change in savers' investment portfolios, it is 

cheaper for society to supply agricultural credit systems with funds
 

created by the Central Bank than to mobilize trickles of funds out
 

of mattresses and tin cans. There are two key questions which re

late to the skeptics position. First, do rural individuals have
 

substantial savings capacity? Second, will rural firm-households
 
defer current consumption in order to capitalize on profitable
 

saving-investment opportunities? Some light is shed on these two
 

questions iii the following section.
 

8/ 	Specific details of these programs are discussed later in the
 

paper.
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III Analysis of Rural Savings
 

Before attenpting to present partial answers to these two
 
questions it is necessary to sketch out a more comprehensive
 
firm-household decision-making model than has been used prev
iously in consumption studies. 9/ This includes emphasizing the
 
heterogeneity found among these decision-making units.
 

In many economic studies savings are considered to be a
 
passive residual left after immediate consumption needs are
 
satisfied. O/ This is only partly true, however. After basic
 
survival needs are met, family consumption levels depend on a
 
number of different factors. Limited research results suggest
 
that when rural incomes are increasing, the availability of
 
attractive rates of return to various types of savings-investment
 
activities may result in family trade-offs between savings and
 
consumption [56, 71, 75]. Policies which significantly affect
 
the rates-of-return to various types of savings may as a result,
 
play an important part in determining the amount saved. An ade
quate understanding of how different policies affect rural savings
 
requires an intimate knowledge of the factors which influence
 
rural firm-households consumption, production, and investment
 
decisions.
 

Firm-household Consumption Decisions
 

The rural firm-household decision-making process is complex
 
and includes economic as well as non-economic dimensions. On the
 
economic side current consumption decisions appear to play a central
 
role. Keynesian macro consumption analysis initially focused on
 
the relationship between current income and consumption [37]. Later
 
Dusenberry, Modigliani, Friedman, Ando, Brumberg, Watts, and others
 
extended consumption analysis by suggesting that the relative income
 
position of the family, permanent income, previous consumption ex
perience, and relative and desired wealth levels were also important
 
determinants of consumption [13, 16, 48, 69]. These studies largely
 
assumed that decisions to consume and save-invest were independently
 
made. Furthermore, traditional consumption analysis assumes a stable
 
bundle of consumption goods and relatively modest rates of economic
 
growth; consumption and production surfaces were assumed to change
 
only gradually over time.
 

Several modifications must be made in traditional consumption
 
analysis to make it appropriate for a diagnosis of rural firm

9/ 	Much of the discussion in this section was abstracted from (1].
 

10/ 	Several excellent reviews of consumption-savings studies and
 
economic stability are presented in [13, 48, 69].
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household decisions in LDC's. The first major addition is including 
rates-of-return to on-A>rm investment alternatives in the consump
tion function, This assumes that high rates-of-return to invest
ments in fixed farm capital and/or operating expenses will encour
age the farm family to defer consumption. The reverse is also
 
true. In addition, family consumption may be affected by the
 
rates-of-return offered savers through various financial savings
 
instruments, and/or off-farm investment opportunities [561.
 

In rural areas experiencing rapid change much more attention
 
must be paid to the impact on consumption decisions of alterations
 
in production investment incentives, as well as rapidly changing
 
consumption bundles. A high yielding rice or wheat variety may
 
make on-farm investment very attractive in one time period, while
 
the availability of telvision sets, motor bikes, refrigerators, and
 
sewing machines may make consumption relatively more attractive
 
in another time period [9].
 

Firm-household Production Decisions
 

Farm level production and consumption decisions are closely
 
related. In large measure, the production activities provide the
 
firm-household with resource-use possibilities. They provide the
 
economic incentives which stimulate the on-farm capital formation
 
process. They also partially provide the signals which indicate
 
the forms of savings which are most economically desirable, and they
 
grind out the additional product which can provide part of the re
sources necessary to make further investments.
 

Firm-household Investment Decisions
 

As already suggested, the decision to invest is intimately
 
related to the consumption and production decisions at the firm
household level. Four types of investment-savings alternatives
 
may be available to the farm family. The first and probably the
 
most important alternative is to invest in the on-farm production
 
process. These on-farm investments can take three general forms:
 
(a) Investment of family labor in activities which directly en
hance the capital stock of the farm: e.g. land clearing, building
 
irrigation ditches, putting up fences, and digging wells, (b) an
 
expansion in operating capital which allows farmers to call upon
 
productive capacity owned by others. This may be done through the
 
use of the farmers' own discretionary liquid assets, or through use 
of additional credit. (c) The farmer may also purchase with owned 
or borrowed funds various forms of fixed capital which provide 
productive services over various time periods. 

'94
 



-9-


A second set of investment alternatives open to the farm
 
family is through rural capital markets. In these markets a
 
farmer may seek a financial rate of return on his savings. This
 
includes deposits in banks, savings and loan associations, cradit
 
unions, farmers associations, and cooperatives. It also includes
 
private loans made to other individuals, and participation in
 
rotating credit associations.
 

A third form of investment activity faced by farmers ij
 
off-farm business investments. This may include putting money
 
into local retail stores, investments in urban property, and
 
investments in various types of marketing activities.
 

The fourth set of investment activities relates to formation
 
of human capital within the household. This includes investments
 
made in furthering the formal education of the operator and his
 
family. It also includes time and resources spent in improving
 
the quality of child rearing in the home and investments made in
 
improving family health.
 

Firm-household Heterogeneity
 

Economic analysis of rural savings behavior is further limited
 
by unrealistic assumptions made about the similarities among rural
 
firm-households. Too often, economic analysis focuses on averages
 
which mask very heterogeneous units. The homogeneous assumption
 
is particularly lethal in studies of rural consumption-production
investment behavior. The formulation of a successful savings
 
mobilization program requires a clear awareness of how rural firm
households differ.
 

On the consumption-savings side, for example, one should not
 
expect to find all families with identical time preference for con
sumption. In part this may be due to the age structure of the family,
 
to the level of wealth aiready at the family's disposal, to the
 
family's liquidity preferences, and to the consumption-investment
 
altei'natlves which face the family. A 65 year old farm owner may
 
apply a much higher discount against future income-consumption than
 
a 25 year old operat.or who is just starting to build his assets.
 
Likewise, , farm frnily with access to electricity may find purchases
 
of consumer durables, such as refrigerators and televisions, a very
 
attractive alternative to savings. At the same time a family with
out electricity may not be able to enjoy these consumption items
 
and prefer to invest-save major parts of additional income.
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Likewise, on the production-investment side firm-households may 

face very different investment alternatives. For example, one unit 

may have the opportunity to invest in tubewells, drainage facilitiee, 

or soil nutrients which promise very high rates of return. At the 

same time, other units may be mired in a Schultzian-low-return-to
investment trap. The differences in expected rates-of-return may 
be due to the firm-households factor endowment, market conditions 

faced by the firm, the household's access to various investment

savings alternatives, and the firm's position in the adoption pro

cess for new technology. Some firms may need very lumpy, indivi

sible inputs uhich require liquid capital beyond the capability 
of the firm to internally finance. At the same time, other firms 
may face highly divisible investment possibilities which can be 

more than met by internal liquid capital. 

The picture is made even more complicated when attention is
 

paid to income sources and income flows among rural fiim-house
holds. Some households derive mbst of their income from a number 
of different jobs or enterprises, while oti'ers depend on just one
 

or two sources. Some households may have fairly steady income
 

flows throughout the year, at the same time that others get most
 

of their income in one or two lumps.
 

This income, investment, production, and consumption heter

ogeneity is a major justification for a well integrated capital
 

market in rural areas. A market that can, at the proper time
 

and place, respond rapidly to sharply different financial needs.
 

This heterogeneity is also a reason why some farm families may 
vigorously respond to incentives to save in a financial form at
 

the same time other farmers are eager to pay high rates of interest 
on credit for very profitable investments possibilities.
 

Rural Savings Research
 

Only detailed empirical research can shed light on whether or 
Aside
not substantial rural savings capacities exist in LDC's. 

from Japan, I know of only two countries where such research has 
Results from this researchbeen carried outz Zambia and Taiwan. 


nevertheless, suggest that significant savings capacity does exist.
 

239 rural femilies in Zambia,Roberts found, in a 3 year study of 
His study showed thata surprisingly high savings capacity [59]. 


farmers in the sample, on the average, saved more than 30 percent of
 

their income over a two year period [59, p. 140]. At the same time,
 

a sample of rural villagers had average propensities to save which
 

were almost identical to the farmer sample. He concluded from his
 

analysis that the volume of cash recources within many of these 
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households was greater than could be productively applied to on
farm invastments [59, p. 191]. 11/
 

ln a recently completed Taiwan study, Ong argues that attrac
tive rates of return to on-farm investments, plus incentive interest rates on financial savings, played a 
key role in inducing sub
stantial rural savings over the 1960-1970 period [2, 56]. 
 Her

analysis of a large number of farm account records showed a neg
ative relationship between consumption and various rates-of-return
 
to firm-household investments. 
That is, as rates-of-return to

investment increased, current consumption decreased. She also
found that over the 1960-1970 period farmers' marginal propensities

to save ranged from one-third to two-thirds of increases in income.
 
The average propensities to save were about one-fifth of income
 
over the same period. Her analysis, as well as later research by

Chin, also hint that Taiwanese farmers may have followed "U"shaped

average as well as marginal propensity to consume (APC and MPC)

schedules over the past two decades 
[9]. In the early 1950's the

APC's may have been quite high, but gradually dropped during the
 
next 10-15 years. In the late 1960's the APC have increased, though

probably still at a 
lower level than in the early 1950's. Initially,

farmers were apparently slow to adjust consumption patterns despite
increases in income. Strong rates-of-return to on-farm investment
 
and attractive rates of interest on voluntary financial savings

deposits provided additional incentives for rural families to hold

back consumption. 
In the latter part of the 1960's rates-of-return
 
to on-farm investments may have been relatively less attractive
 
as more alluring consumption items were available for purchase in the
 
rural areas. 12/
 

11/ In the early part of 1973 Uganda required all old currency to

be exchanged for a new issue. 
Policy makers were overwhelmed

by the amount of currency which appeared in rural areas for exchange.
 

12/ Deborah S. Freedman argues that the availability of modern con
sumer durables in Taiwan in the early 1960's provided additional
 
incentives for families to generate more income. 
She suggests
therefore, on the basis of cross sectional data, that purchases

of consumer durables did not reduce total family savings. See:

"The Role of the Consumption of Modern Durables in Economic

Development", Economic Development and Cultural Change, Vol. 19,

No. 1, October 1970,, pp. 25-48.
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IV. Voluntary Savings and Rural Capital Markets 

The above cited savings data is strongly suggestive that
 
voluntary savings capacities do exist in LDC's. It also suggests
 
that aggressive programs to mobilize these savings could energize
 

rural capital markets.
 

If one sets the assumption aside that little voluntary sav
ings capacity exists in rural areas, an important question becomes, 
why do rural capital marketf, not mobilize more voluntary savings?
 

As suggested earlier, in mudt LDC's a large portion of the funds
 
in rural credit programs are provided by the public sector or
 
through foreign assistance. Only in a handful of cases do rural
 

voluntary or involuntary savings play a significant role in :he
 
supply of credit. in major part this is due to the heavily ad
ministered interest rates which are typically applied to the
 

formal portions of rural capital markets. Interest rates on voluntary 
savings deposits are usually well below rates placed on agricultural
 
credit. In turn, this credit is often lent at concessional rates
 

below the opportunity costs of capital. Interest rates on credit 
usually place a low ceiling on rates which can be offered for 
savings deposits. 13/ One mi-ht conclude that interest rate
 
policies in LDC's have resulted in a self-fulfilling prophecy.
 

Typically, rural savrigs are assumed not to exist. Deposit polic

ies gre then set so that farmers are not induced to deposit
 

savings. As a result, credit agencies find it more profitable to
 

draw money from the Central Bank etc., rather than go through the
 

costs of handling a trickle of deposits. This, plus the generally
 

limited supplies of funds, may sharply restrict the realization
 

of economies of scale by lending agencies [57, p. 85]. Further,
 
the overall lack of savings mobilization may hinde. a lending
 
agency from earning a profit and/or remaining financially solvent. 
In the Taiwan case, at least, surpluses generated from credit-savings
 
activities have provided a solid financial foundation on which other
 

service activities of Farmers Associations were built [2]. Might 
this also be true in other countries under appropriate interest rate
 
policies?
 

13/ For short periods of time in Korea in the mid-1960's and in Indon

esia in the late 1960's, interest rates on some types of savings
 

deposits were higher than on some types of credit. A particularly
 

interesting discussion on the Korean Case is given by Gilbert
 
Brown, "The Impact of Korea's 1965 Interest Rate Reform in Savings,
 
Investment, and The Balance of Payments", (an unpublished paper
 
presented at the CENTO Symposium on Cent:al Banking Monetary 
Policy and Economic Development: Izmir, Turkey, April 1971.
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Low interest rates also seriously affect the way credit insti
tutions allocate funds [19, 47]. At low interest rates, credit de
mand often exceeds the supply of loanable funds. Lending agencies,
 
therefore, select only those borrowers who have excellent credit
 
ratings. In this environment small farmers arc often denied access
 
to regular channels of credit. Denied participation in credit,
 
farmers find it less attractive to make savings deposits with credit
 
agencies; farmers have one less reason to go into the banL or cooper
ative. Low interest rates on credit-savings, therefore, penalize 
farmers two ways: They sharply limit his access to regular channels 
of credit, and also deny him access to financial saving instruments
 
which would pay a significant rate-of-return. In short, the few
 
individuals who can obtain access to concessionally priced credit
 
benefit from these policie, while all potential financial savers are
 
penalized by being blocked from making deposits. Potential financial
 
savers are forced, tharefore, to opt for investments in activities
 
which have low rates-of-raturn, or to increase their consumption.
 

V. Incentives for Voluntary Savings Mobilization
 

Fortunately, in most LDC's, financial systems are already in
 
place which could physically handle major increases in voluntary
 
savings. If significant rural savings capacities exist, the mis
sing liL;k in mobilizing some of these savings are appropriate in
centive. This includes incentives for banks etc. to aggressively
 
seek voluntary deposits, as well as incentives for individual
 
savers to respond by deferring consumption. Higher interest rates
 
on rural credit and savings are a fundamental element in incentives
 
for both groups.
 

Some additional gimmicks can also be used to make financial
 
savings more attractive to rural residents. Several countries,
 
including the Philippines and Uganda, have insurance programs on
 
savings deposits which eliminate the savers' risks of agency failure.
 
Several countries, including Brazil and Chile, value-link some
 
savings so that the principal value of the deposits are adjusted
 
upward with inflation. Several countries have used mobile banks
 
as a way of reaching rural savers: East Pakistan, Uganda, Costa
 
Rica. Several savings programs bsve offered automatic life in
surance on saving deposits. In case of death the beneficiaries of
 
the depositor receives some multiple of the savings on deposit:
 
e.g. East Pakistan, and credit unions in Latin America. In Colombia
 
depositors are eligible for ed.cal:ional scholarships which are
 
drawn daily from the list of savers in the Agricultural Bank.
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Still other countries like France, El Salvador, Iran, India, andSouth Vietnam have lotteries in conjunction with savings accounts.
Also, a number of countries offer tax concessions on income derived from savings deposits: e.g. South Vietnam and Taiwan. Some
 
rural private banks in South Vietnam have been particularly

effective in mounting savings mobilization programs. This includesdoor-to-door solicitation of deposits, savings promotion among schoolchildren, lotteries, and pretty girls in the front office of banks 
to strongly encourage visitors to open savings accounts. 

VI. The Case For Voluntary Savings Mobilization 

A substantial reorientation in current development strategies
is necessary if rural capital markets in LDC's are to make a positive contribution to development. 
To date, these markets have been
administered, twisted, and distorted to the point that private

capital formation in rural 
areas is discouraged rather than facilitated. 
Further, current policies cause cheap capital to substitute

for labor, result in large income transfers to the influential because of their access to concessionally priced credit, cause ineffi
cient resource allocation among producers, stimulate consumption,
and also result in substantial fragmentation of vital capital markets.
It is unfortunate that policy makers find capital 
markets so flexible and amenable to change. 14/ 
 The repurcussions from changes
in the price of capital are much more serious and far reaching than
distortions introduced into prices of individual products or inputs.
 

14/ For example, a policy maker can double the amount of funds in theloan portfolio of an agricultural bank, as has recently occurred

in South Vietnam. 
He can also cut the nominal interest rates on
agricultural credit in half, as was recnelty done in Ecuador. 
Or
he can drop the nominal interest rate on credit for certain types
of agricultural inputs to zero, 
as has recently happened in Brazil.
He can also nationalize the entire banking system and direct
it to loan more to agriculture in general and small farmers in
particular, as has occurred in Costa Rica, Bangladesh, and India.
He can also acquiesce to bank regulations which require rela
tively highi minimum deposit levels, as is the case in Kenya. 
He
can also set up lines of credit or rediscounting privileges with
the central banks which make it foolish for financial institutions
 
to try to mobilize voluntary savings.
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Current cheap credit policies and the spoon feeding of funds
 
into agriculture through rural capital markets must be phased out.
 
This should be replaced by a self-help, grass roots, financial
 
liberalization approach which places major emphasis on providing
 
appropriate incentives for rural capital formation. 15/ In the
 
short run this should include major adjustments upward in interest
 
rates charged on rural credit. 16/ This, in turn, would allow
 
substan-:ally higher rates to be paid on savings. 17/ It should
 
also inciude aggressive programs aimed at providing additional in
centives for savings mobilization, as well as providing secure
 
places for rural residents to deposit their funds.
 

Vigorous mobilization of rural savings has several poteiitial

advantages. Initially, additional incentives 
to save woull pro
vide rural residents with consumption and savings signals which
 
are more in line with social objectives. Savings and not consumption
 
should be rewarded. Secondly, voluntary savings could help rural
 
capital markets move towaid self-sufficiency, as well as expand the
 
volume of loanable funds. Thirdly, profitable credit-savings act
ivities in farmers' service organizations (credit-unions, cooperatives,

farmers associations etc.) may provide the financial cornerstone on
 
which these organizations can be built. 
 Lastly, higher interest
 
rates would allow both formal and informal portions of the rural
 
capital market to grow and to better service small farmer interests.
 

In contrast to the early 1960's. it is relatively easy in the
 
1970's to find development economists agreeing that farmers in LDC's
 
know how to "play economics" in factor and product markets. 
 It has
 
been less clearly seen that these same farmers also react rationally
 

15/ See [46 and 65] 
for further details on this approach.
 

16/ Longer run policy adjustments would include much more emphasis
 
on making credit use highly profitable in rural areas. Sharply
 
expanded expenditures for development of new high pay-off tech
nologies and market improvements would be main elements in these
 
policies.
 

17/ A prominent argument against raising interest rates is that it is
 
politically very difficult. 
 In many LDC's politicians support

low interest rates on agricultural credit as a means of buying
 
rural support. They often forget that only those few who receive
 
Lhe concessionally priced credit are benefited. It is probable

that higher rates on savings would buy even more support; there
 
will likely be mare individuals benefited by high rates on savings
 
than by low rates on credit.
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to rural capital markets. Perverse farmer behavior i 
not the main
 
problem in rural capital markets. Rather, the culprit is the wide
ly used "cheap" credit-saving pricing signals (interest rates). 
 Be
cause of varying country condition3 no hard-and-fast rule on levels

of interest rates can be put forward here. 
 It is clear to me, at
 
least, thnt current rural interast rate policies used in most LDC's

should be stood-on-their-heads. 
 Interest rates plus other incentives
 
to save should be raised to levels sufficient to elicit substantial
 
amounts of voluntary financial savings. Interest rates on credit
 
should be set enough above the rates on savings to provide the

financial institutions strong incentives to mobilize and lend funds

in a socially desirable manner. 
Altering the "interest rate illu
sions" which politicians and policy makers have could be one of the
 
most important results of this "Spring Review".
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"Interest rates are the relative
 
prices that have most pervasive
 
relevance to economic decisions."
 

Edward S. Shaw (1973).
 

INTRODUCTION
 

Several types of lender satisfy the small farmer's
 
demand for credit in less developed countries (LDCs). In
 
some countries informal lenders are still predominant, while
 
in others their role as suppliers of funds has been much
 
reduced. Instead, formal lendinL,institutions provide the
 
greatest proportion of the funds for agricultural activities.
 
In general, however, the clients of these institutions con
stitite a very small proportion of the masses of small farm
ers in LDCs.
 

The distinction between formal and informal sources of
 
credit does not reflect merely institutional differences. The
 

_/A paper prepared for the Spring Review of Small Farmer
 
Credit Programs, sponsored by the Agency for International
 
Development. Washirgton, D.C. July, 1973. I am indebted
 
to Dale W. Adams, Ronald I. McKinnon and Robert C. Vogel

for comments on an earlier version. In addition to them,
 
Edward S. Shaw has had an strong influence on my thought

about financial matters I also want to thank Edward B.
 
Rice for constant encouragement along the Spring Review
 
year. All responsibility for the arguments presented in
 
this paper is solely mine.
 



-3

nature of the credit transactions and the terms under which
 
funds are provided vary according to the "',pe of lender.
 
These differences in turn affect economic oehavior and per
formance. That different borrowers face different interest
 
rates and that different types of farmer have or do not have
 
access to the same sources of credit is a manifestation of
 
the general fragmentation that characterizes capital markets
 
in LDCs,
 

Availability of credit for small farmers is a function
 
of various characteristics of rural capital markets: how they
 
are organized, the interconnections that exist among their
 
segments, and the way in which the nature and terms of credit
 
transactions affect the economic behavior of lenders and bor
rowers. To improve small farmer access to credit will require
 
a better integration of theso rural capital markets, permit
ting a more active mobilization of funds and higher efficiency.
 

One of the most important differences among various
 
classes of lenders is the disparity in the rates of interest
 
charged on loans. Perhaps the most prominent features of ru
ral capital markets are the reportedly high rates charged by
 
some informal lenders and the consistently very low rates that
 
formal lending institutions charge or are legally required to
 
charge. Still other informal sources of credit charge a very
 
low rate of interest or do not require a compensation of this
 
sort at all.
 

Interest rate differentials, of course, are not the only
 
difference among various sources of credit. Other terms and
 
costs to the farmer also vary among lenders and influence his
 
decision about how much to borrow and from whom. Interest
 
rates, however, influence not only this decision but also
 
other decisions made by the farmer, as well as several aspects
 
of the economic behavior of all participants in the capital.
 
market. In particular, they affect decisions that impinge
 
upon the availability of credit for small farmers.
 

This paper examines the impact of interest-rate policies
 
followed with respect to the organized financial sector -in
 
general by LDCs and specifically in connection with small
 
farmer credit programs- on the performance of rural capital
 
markets and, therefore, on the general availability of credit
 
for small farmers. Additional consequences of such policies
 
with respect to the efficiency and equity of economic activi
ties in the rural areas of LDCs are also treated.
 

d,
 



The first section of this paper discusses the interest
rate policios adopted by most LDCs with respect to formal
 
financial institutions. Special attention is given to the
 
pattern that emerges from the country papers prepared for the
 
Spring Review. These policies reflect both general monetary
 
and financial policy decisions and special assumptions about
 
the nature of the agricultural sector and small farmer eco
nomics. Both elements of the justification for low interest
 
rates are discussed, and as a consequence the general role of
 
interest rates as determinants of economic behavior is briefly
 
described.
 

In following sections, the damaging consequences of
 
pursuing a low-rate-of-interest policy are examined in detail.
 
Special attention is given to he negative impact of the pol
icies on the general availability of credit for small farmers,
 
but other undesirable consequences are also pointed out.
 

Finally, the role of an interest-rate reform in a stra
tegy of small farmer development is highlighted. The paper
 
shows how a major adjustment in interest rate policies in
 
LDCs is one of the most important decisions which have to be
 
made in order to improve the welfare of small farmers.
 

INTEREST RATE POLICIES IN LDCs. 

The country papers prepared in connection with the Spring
 
Review provide substantial information with respect to the
 
rates of interest charged by formal lending institutions and
 
about some of the consequences of setting those rates at a low
 
level. In a few cases information is also reported with res
pect to the rates charged by informal lenders.
 

A persistent pattern emerges from these papers, a pat
tern that had already been pointed out by several previous
 
studies of agricultural credit in LDCs. The most immediately
 
recognizable feature of this pattern is the incredibly low
 
level of the rates charged.
 

There are several respects in which these rates are
 
exceedingly low:
 
a) The rates charged are usually comparable to, if not lower
 

than, the rates charged in the more advanced, capital-rich
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countries. Most frequently, they are within the range of
 
four to twelve percent per year. There are frequent ins
tances, however, of lower rates; cases of programs which
 
charge a zero nominal rate of interest can also be found.
 
On the other hand, cases of rates higher than twelve per
cent per year are very sporadic.
 

Given the generalized scarcity of capital that charac
terizes LDCs -according to some writers this is the feature
 
that best defines underdevelopment- and given the high pro
ductivity of capital implied therefrom, it is surprising to
 
see what little value is being attached to capital in most
 
LDCs. The rates of interest reported do not come near market
 
rates !)r shadow prices of capital calculated in planning
 
exercises.
 

b) In the majority of the cases, the rates of iiterest charged
 
on agricultural credit are lower than the prevailing com
mercial bank rates. Low rates of interest imply a subsidy.
 
Preferential rates imply an additional subsidy for which
 
a specific justification has to be provided.
 

c) When there are small-farmer-specific credit programs (SFCPs),
 
in most of the cases the rates of interest charged are
 
lower than the already low rate generally applicable to
 
agricultural credit. These preferential rates give rise
 
to further problems and distortions, in addition to those
 
caused by the generally low level of rates.
 

d) Although few of the country papers explicitly recognize it,
 
in the presence of inflation not uncommon in LDCs, the
 
real rates of interest charged by most of the programs are
 
lower than the nominal rates quoted and are frequently
 
negative. A.negative real rate of interest results from
 
a low nominal rate of interest and a rate of price increase
 
which is higher. In several Latin American countries and
 
elsewhere real rates nave been substantially below zero
 
for long periods of time.
 

Real rates of interest are a more relevant variable
 
than nominal rates in terns of their impact on the real value
 
of lenders' portfolios, on the actual size of the subsidy
 
captured by borrowers, and on economic behavior in generl.
 
Policy-making in LDCs, however, is characuerized by money
 
illusion. In only a few cases programs were reported to have
 
linked interest rate adjustments to the rate of inflation.
 

3J4
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e) A more fundamental sense in which rates of interest charged

by SFCPs are low is that they do not equate the demand for
 
and the supply of institutional funds. The rates of interest
 
charged by formal lending institutions in the LDCs are
 
usually below their equilibrium level. The immediate con
sequence of this is that non-price rationing of credit
 
becomes necessary. The availability of credit for small
 
farmers is, in turn, influenced by the rationing mechanism
 
chosen.
 

f) Another sense in which. the rates charged are low, closely
related to the previous one, is that they do not cover the 
the average costs of delivering credit to small farmers. 
The financial difficulties that a lending instituticn would
 
have to face if it expanded its services to small farmers
 
under these circumstances in turn influence the choice of
 
the rationing mechanism that the under-equilibrium rate
 
requires.
 

g) Financial institutions have been required to pay equally

low rates of interest on all sorts of deposits and finan
cial instruments for the collection of savings. The low
 
level of those rates has limited the volume of funds
 
allocated through the formal lendir g institutions, a result
 
discussed and documented in anothe: analytical paper

prepared for the Spring Review. (Adams) J 

It might be argued that, ±n seve:,al instances, the
 
rates effectively paid on deposits and charged on loans have
 
been higher than the nominal rates quoted in the country
 
papers (Eckaus). This might have been a consequence of the
 
practice followed by certain lenders of discounting the in
terest payment when the loan is originally granted. In some
 
instances, interest payments may have been calculated on the
 
basis of the whole anount of the loan, even when disbursements 
were to take place in subsequent installments. In still other
 

Key to bibio-raphical references: The name of a country
 
followed by an author's nam in parenthesis refers to a
 
country paper. An author's name in parenthesis refers to
 
an analytical paper. For example: (Brazil, Meyers) 
or
 
(Brake). Al. these papers are listed in the conmon bi
bliography at the end of this volume. References to the
 
bibliography specific to this paper are given by an au
thor's name and a date, in parenthesis. For example,

(Adams, 1971). 
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cases, credit institutions have attempted to compensate for
the low rates by requirirZ a potential borrower to open an
account before applying for credit and to maintain in it a
minimum deposit. Manipulation of commission fees has been
used with similar obi ctives. Lenders have even become skillful at avoiding ceilings and regulations.
 

The devices described, however, do not seem to have been
suffi'cient to raise the rates of interest effectively paid
up to an equilibrium level.that is well abjve the level of
the nominal rates quoted. 
Rather, these devices have contributed to the further fragmentation of the capital market
and have increased the real-resource costs of administering
loans. For example, to the extent that previous ownership
of liquid assets is necessary to open an account prior to
a loan application, the procedure further discriminates
against small farmers.
 

The country papers describei several programs for which
additional subsidies are linked to small farmers institutional
loans, actually lowering the rate of interest effectively paid
by them. Forgiveness of commission fees or of regular legal
fees is not infrequent (Costa Rica, Gonzalez).
must be distinguished., however, from those cases when not
 
These examples


only the cost of credit is being subsidized, but when the cost
of additional inputs provided simultaneously with credit,
particularly extension services, is also being subsidized.
The justification of these additional subsidies is a subjet
outside the scope of this paper.
 

The pattern of interest rates that emerges from the
examination of institutional credit in LDCs given by the
country papers is complicated by the practice of charging
different rates depending on
the funds, (b) the 
(a the agency that distributes
 

to make of 
use that the farmer declares he isthe funds, (c) noi%the period of the loan, andthe type of collateral offered. 

d) 

The arbitrariness of the distinctions mentioned is
illustrated by examples of countries where short-term credit
is cheaper than long-term credit and examples of countries
where the opposite is true. As a consequence, the efficiency
of the capital market in allocating resources among competing
borrowers is further reduced, which usually results in a
further limitation of the access of small farmers to credit.
 

~'qz. 



REPSONS BEHIND THE POLICIES. 

There are two types of reason why low-interest-rate
 
policies have been adopted for the formal financial markets.
 
One type reflects the general nature of monetary and financial
 
policies in LDCs. The other type of reason is specifically
 
related to problems which supposedly arise in connection
 
with agriculture, in general, and with small farmers, in
 
partic ular.
 

At the macro-economic level, most LDCs have not pursued
 
an active interest rate policy. In fact, interest rates,
 
having been excluded from prevalent theories of development,
 
have been assigned a passive role in the practice of develop
ment (Shaw, 1973).
 

The number of instances in which the level of interest
 
rates has been revised in LDCs -such level being legally fixed
 
in most cases- is very small. This is particularly surprising
 
in countries that have suffered consistently from inflation
 
(Chandavarkar, 1971). Policy-makers have been more preoccupied 
with the nominal level of the rates and with the "moral" in
plications of usury, than with the possibility of enlisting 
the rate of interest as a powerful instrument for development.
 

Development theorists, indeed, have frequently argued
 
that strategic economic magnitudes are not responsive to the
 
signals that originate in the level and structure of interest
 
rates. Their proof usually comes from some econometric study
 
of the impact of interest rates in developed countries.
 

Zigorous analysis, however, shows that interest rates
 
are crucial determinants of the processes of capital accumu
lation and of allocabion of resources and therefore lie at
 
the very heart of the development problem. Their influence 
is particularly crucial during periods of rapid changes in 
technology, production frontiers and consumption opportuni
ties (Shaw, 1973; McKinnon, 1973; Adams and Singh, 1972).
 

In the few cases in which more reliable empirical 
information is available for EDC's, significant changes in 
consumption, savings, investment, the demand for liquid assets, 
production and choice of techniques have been induced by 
substantial changes in the real level of the rate of inter
est (Taiwan, Adams et al; Brown, 1970; Zambia, Roberts). 
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Despite this passive role assigned to interest rates
 
in the development process and due to the low level at which
 
they have been maintained by policies based on Keynesian

theories of unemployment and depression in advanced economies
 
which are not applicable to the LDCs, interest rates have
 
had an important and widespread influence on economic
 
behavior. 2/
 

By administratively fixing rates of interest below their
 
equilibrium levels, policy-makers have attempted to render
 
them inoperative. Resource allocation, of course, could then
 
be influenced by the rationing procedure arbitrarily chosen
 
by the policy-makers. But while interest rates have indeed
 
been inhibited from playing their role as efficient economic
 
signals, they have still influenced decisions and crucially

affected the evolution of economic life. Neglect of this
 
fact has permitted the prolonged continuation of an influence
 
that has seldom been conducive to efficiency and equity.
 

THE ROLE OF INTEREST RATES
 

Interest rates are relative prices. In the most funda
mental sense, they are the price of the future in terms of
 
the present. At equilibrium, they indicate what is the value
 
of the marginal rate of transformation of present production

into future production, a function of the technology and the
 
resources available. They also indicate what is the rarginal
 
rate of substitution between present consumption and future
 
consumption, a function of individual and social tastes and
 
preferences. These magnitudes determine decisions about
 
savings and investment, of great importance for growth.
 

The level at which the rates of interest are set in
fluences consumption and savings behavior. Low rates of in
terest tell savers not to bother with saving, that the future
 
is amply provided for, that now is the time to consume. High
 
rates of interest tell consumers that the future is expensive

and that sacrifices in present consumption will be highly

rewarded (Shaw, 1973). The nature of this role of interest
 
rates is further examined in another analytical paper (Adams).
 

Low rates of interest on loans tell investors that
 
savings are plentiful and that high prices can be bid for
 
investment goods, in order to induce a transfer of resources
 
into their production and away from the production of con
sumables. High rates of interest tell investors that capital
 
goods are scarce and have to be economized (Shaw, 1973).
 

y Contravy to a widespread belief, low-interest-rate policies 
are not an innovation by LDCs, but a copy -following the 

'$Y recommendation of foreign experts (?)- of policies adopted
in more advanced countries. 
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While low rates of interest motivate consumers to bid
 

resources into consumption markets, low rates of interest
 
resources from consumption.encourarge Investors to bid away 

The conflict is resolved by credit rationing. Interest Pates 

are, in this way, deprived of their role as a rationing 

device that requires potential spenders to pit their spending 

o-ntions against others (Shaw, 1.973). 

Rates of interest aope also the orices relevant in finan

cial markets. Because of the porvasiveness of financial markets
 

-money is the only good that trades against all other goods

they affect a multitude of decisions.
 

As a deposit rate paid on financial assets, interest
 

rates affect the allocation of savinCs among various typos of 

assets, some of then more socially productive than others. 

Savings incorporated in gold, jewelry, luxurious housing, and 

any other form of idle inventories have little social produc

tivity. Low rates of interest not only direct savings into 

also into inventories of cormuodities whichthose assets, but 
carry high costs of depreciation and handling. Rat-s of inter

est that underprice savings not only put them to inferior uses, 

but also divert them to financial markets abroad. In a frag
resources from inferior
mented capital market, the release of 


uses is as inmportant as the accumulation of capi'ial per so.
 

t policy of higher interest rates would imnrcve both. 

As the price of a factor of production (capital) rates
 

"choice of tocimiques", i.e., the relaof interest affect the 

tive factor intensity of the productive processes undertaken.
 

on loans direct resources into
Low rates of interest charged 

capital-intensive methods of production, increasing unomploy

ment and labor drift problems in capital-poor, labor-abundant
 

countries. Fragmentation might then take the form of premature
 

mechanization in the presence of heavy rural unemployment.
 

In s-urmiary, rates of interest affect the demands for
 
and factors of production over
and supplies of goods, assets 


time, nd in this way influence the rate of growth of the
 

economy, price stability and the distribution of income.
 

Neoglect of these influences has led to interest rate policies
 

that distort capital markets and reduce their contribution
 

to economic development (Shaw, 1973; McKinnon, 1973). The
 

low rates of interest charged by SPCPs are a reflection of
 

these more general policies.
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CREDIT AND AGRICULTURAL SECTOR PROBLEMS.
 

The rates charged by SFCPs are not only low but are
usually preferential rates. Several arguments have been advanced in order to justify this policy. These arguments will
now be examined. (See Adams, 1971).
 

1) In several instances preferential rates have been
justified on the grounds that small farmers have been exploited
by various types of lenders -and by intermediaries in generalwho charge "exhorbitaab" rates of 
interest, pay low prices
for products purchased and ask high prices for inputs sold,
with these two latter activities being intimately related to
the credit relationship (Wharton, 1958).
 
Students of rural capital markets have shown that in
several instances the popular view of exploitation is cxaggerated. The costs and risks of delivering credit to small
farmers are very high 
 (Bottomley, 1963, 1964). Even in the
absence of monopoly profits, rates of interest in the rural
areas have to be very high due to such high costs. The high
rates observed in some countries have been found to be compatible with low or non-existent monopoly profits (Long, 1968).
 
Other students, in other countries, have encountered
monopoly and price discrimination (Nisbet, 1967). 
Instances
of substantial monopoly profits included in the rates of interest charged by informal lenders can be found. Further
research is needed to determine how widespread is 
this situation. The fragmentation that characterizes capital markets
in LDCs does permit the perpetuation of monopolistic behavior
(Eckaus). 
 If such is the case, small farmers borrowing from
these sources are paying a rate higher than is 
socially desirable.
This is an imperfection of the capital market, however, that
the low-rate-of-interest policies adopted by the institutional
sector have helped to perpetuate.
 

An important policy goal is to reduce such monopoly
power. This cannot be done until a better integration of the
capital market is achieved. This integration, in turn, will
not be forthcoming until more realistic interest rates are
allowed. This objective, however, has to be distinguished from
a goal frequently adopted by formal SFCPs, namely, the "elimination of the moneylender".
 

Although the integration of the capital market does in
fact imply a reduction 
of the importance of informal sources
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of credit, in most LDCs it will take many years before the
 
institutional sector reache9 large segments of the rural po
pulation and informal lenders will continue to be the only
 
source of credit ready to serve them. To eliminate the money
lender will only reduce the trickle of finance available to
 
many small farmers. Subsidized credit which only reaches a
 
minimal proportion of them will not replace the eliminated
 
source of finance.
 

There might be areas in the provision of credit where
 
informal lenders have a comparative advantage over formal
 
institutions. One important source of advantages might be
 
differential access to information or to social mechanisms
 
of coercion. The elimination of informal lenders will only

reduce the efficiency of the financial markets. Additional
 
obstacles to the efficient performance of these markets will
 
actually defeat the effort of making more credit available
 
to small farmers.
 

Subsidized credit which is captured by larger farmers
 
creates the conditions for the further exploitation of the
 
small farmer, to the extent that its beneficiaries will use
 
the funds borrowed from the lending agency to buy additional
 
land and to displace small farmers in the purchase of scarce
 
inputs,
 

2) Prevalent interest-rate policies have been based,

in other instances, on the claim that traditional farmers
 
need special inducements to use highly productive inputs,

and that only highly subsidized credit will induce them to
 
adopt modern technologies. Again, this view has been found
 
wanting both in empirical content and as a guide to policy.
 

The country papers confirm the view that small farmers
 
are willing to seize potentially profitable opportunities.

After provision for risk and uncertainty is made, they are
 
responsive to technological changes that result in positive

returns (i.e. higher profits or increases in some argument

of their objective functions). In the case of Brazil, e.g.,

it was concluded that "timid behavioralistic tendencies among

farmers, with respect to credit use, 
are not a major factor
 
explaining why small farmers do not use more credit (Brazil,

Meyer et al).
 

A general justification for a subsidy 14s usually based
 
on differences between the private costs and benefits and the
 
social costs and benefits of an activity. Because of this
 

?Y9
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divergence, in the absence of the subsidy the activity does
 
not expand as much as would be socially desirable. Subsidized
 
rates of interest have been justified on these grounds. Fur
ther analysis is necessary, however, to determine if in fact
 
such divergence between private and social costs and benefits
 
exists and what is its nature.
 

a) In some cases lack of private profitability simply

reflects low social returns to an innovation.. icluctance on
 
the part of small farmers to borrow funds and adopt the new
 
technology thus reflect a lack of profitability that should
 
not be disguised with a subsidized rate of interest. Farmer's
 
perceptions and detailed knowledge of specific circumstances
 
that affect his production function and resource endowments
 
might be more accurate than those of the technical advisor.
 
The farmer's evaluation of the "social" costs and benefits
 
might be better. In these circumstances, a subsidized rate of
 
interest will only lead to inefficiency and to the eventual
 
failure of the credit program.
 

b) In other instances, the lack of profitability of
 
the innovation highlights the unavailability of certain in
puts, the existence of a bottleneck or the absence of a market
 
for the product. Such obstacles might reflect imperfections
 
that will not be removed by an expansion in the volume of
 
credit. A subsidized rate of interest will not create the
 
missing market. A high enough subsidy, however, can trans
form an unprofitable activity into a profitable one, despite
 
the continued weakness of the market. Subsidized credit,
 
however, only perpetuates the imperfection and in the long
 
run carries the seeds for its own destruction. By concentrating
 
attention on the credit link of the process, measures dealing
 
directly with the imperfection are not taken and any aggrava
tion of the problem will lead to defaults and bankrupcy.
 

c) Reluctance to borrow, even at relatively low rates
 
of interest, might reflect the absence of an appropriate
 
technology. The distribution of credit at subsidized rates of
 
interest might induce farmers to accept the "gift" and to
 
use tho- funds for consumption, but it will not make the
 
missing technology available. Rates of default will then be
 
very high and the program will fail. The attempt to induce
 
farmers to use credit by means of a subsidized rate of inter
est diverts attention from the basic absence of technology
 
and possibly also from the measures needed to eliminate it.
 
(Tinnermeier).
 



d) Given low levels of productivity which place the
 
farmer close to survival levels of consumption, his private
 
evaluation of the risks of an innovation might be excessive
 
and prevent the adoption of new technology. A subsidized rate
 
of interest might correct this imperfection, but in so doing
 
introduces other distortions. What is needed is some kind of
 
an insurance mechanism, which in practice might simply con
sist of a procedure for loan reschedulling when the innova
tion fails.
 

e) There might be cases for which, because oL the 
"learning" processes involved arid of the demonstration ef
fects generated, relatively sophisticated "infant industry" 
arguments could be advanced. But even in these cases for which 
some sort of subsidy could be justified, it is not obvious 
that the most efficient policy instrument is an interest-rate 
subsidy. Neo-classical theories warn against the use of a
 
subsidy which, while correcting an imperfection, creates a
 
distortion in another market or process.
 

As a general rule subsidies should be given directly
 
at the source of an externality. In most of the instances
 
relevant to agricultural development, the learning processes
 
and externalities involved are not a direct function of the
 
use of credit. A subsidized rate of interest might expand the
 
activity upon which the learning process depends, but also
 
will, on the other hand, cause additional distortions. For
 
instance, it wil. artificially increase the capital intensity
 
of production (Eckaus). Given -he general preoccupation with
 
unemployment, this additional distortion seems to be a very
 
high price to be paid for a second-best justification of an
 
interest-rate subsidy.
 

3) Low interest rates have been further justified as a
 
mechanism for income transfers to small farmers and/or to
 
offset fiscal, foreign exchange and pricing policies that
 
have affected them adversely in the past.
 

Low rates of interest would certainly be advantageous
 
to the privileged individual farmers who are able to borrow
 
funds at such rates, thus receiving a subsidy. Unfortunately,
 
the mechanisms of credit allocation induced by low rates of
 
interest have consistently discriminated against small farmers
 
actually restricted their access to credit. Little consolation
 
can be gained, therefore, from the contemplation of the very
 
small proportion of small farmers who have received credit at
 
the subsidized rates, while the large masses of them continue
 
to depend on a fragmented informal market, where very high
 
rates of interest are charged.
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The fact is that the use of credit as a mechanism for
 
income transfers is very inefficient. The perception by the
 
farmer that he is dealing with a "welfare" program designed

to transfer resources to poor farmers will induce a reluctance
 
to pay, even if lie could, particularly if he realizes that
 
other more powerful members of the comunity are not paying

back either. Furthermore, the usual justification for a
"welfare" component in a credit program is that the small
 
farmer cannot function efficiently and that in most instances
 
he will not be able to repay his loan.
 

Lack of repayment, of course, realizes the transfer,

although in a fashion not controlled by the lender. While
 
the credit program, by its very nature, expects.the farmer
 
to repay, the welfare aspect of the program indUces him not
 
to repay. If, in addition, defaulting is a function of nolit
ical power and other non-economic variables (Bolivia, Royden)

the income transfers channeled through the credit program

will be delivered to non-members of the target population.
 

In addition, the rural welfare component places an

unfair burden on the administering lending institution. While
 
the institution will become permanently dependent on out
side sources of funds to ba able to carry on with its func
tions, its performance will still be judged on the basis of
 
criteria applicable to e-edit institutions. It will then be
 
classified as a failure on this count, given the low rates of
 
repayment and persistent financial difficulties. Alternatively,

it will seek to improve its "performance" by guaranteeing

repayment through a careful selection of the beneficiaries of
 
the program, which in practice means discriminating against

small farmers and transgressing its own equity-oriented
 
mandate (Tendler, 1970).
 

In summary, although a policy of low or preferential

interest rates might be partially justified as a means of
 
helping small farmers, a more comprehensive analysis of the
 
implications of such policy shows that such efforts are mis

"
directed. The pc 
 les adopted have actually misfired and
 
led to a more limited access to credit for small farmers
 
than would otherwise be the case. In order to show how this
 
result is inevitable, the next section examines the cost

function of delivering credit and the nature of the rationing

devices adopted by lending institutions in LDCs.
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THE COST FUNCTION OF CREDIT DELIVERY 

Students of rural credit have distinguished the various
 
components of the cost of supplying funds to small farmers:
 
(a) the opportunity cost of the resources loaned, (b) the ad
ministrative costs of the program, and 
(c) the costs resul
ting from losses due to defaults and delinquency, i.e. the
 
costs due to risk (Bottomley, 1963 and 1964). Any lender
 
considering the delii,-ry of nredit to small farmers must
 
calculate the level of each of these components in its parti
cular case. Usually, their sum will be quite high, so that
 
an inte:eest rate that covers these costs will be rather high.
 

2.) The opportunity cost of capital in LDCs is very high.

This is a very legitimate cost to consider, particularly from
 
a social point oR view. It is seldom apparent to the credit
 
institution, however, and never really accounted for by
 
public lenders.
 

Institutional lenders usually receive funds at a rate
of interest that is already subsidized, either through special
 
rediscounting facilities at the central bank, from the national
 
'government, from international agencies, or in the form of
 
current account or savings deposits for which no interest or
 
a very low nominal rate is paid.
 

The opportunity cost is more evident to informal lenders.
 
When a moneylender lends a dollar to a farmer, he has to be
 
satisfied that he has not a better use for it. This opportu
nity cost is equal to the return that the moneylender could
 
obtain in alternative investments, after risk and administra
tion costs are taken into account. Given the fragmentation

that characterizes capital markets in LDCs, different economic
 
units face different rates of return. In fact, one of the
 
functions that an integrateO capital market performs is the
 
transfer of resources from units facing low returns at the
 
margin, i.e. low opportunity costs for capital, to units that
 
could make a better use of such resources.
 

Differences in private opporOunity costs, however,
 
should not obscure the fundamental fact that the social op
portunity cost of capital is very high in LDCs. If only for
 
this reason, one would expect much higher rates of interest
 
than those quoted in the country papers.
 

2) The administrative costs of delivering credit include
 
the expenses related to the process of granting, supervising

and collecting the loans. These expenses usually take the
 
form of wages and salaries, and of purchases of supplies,

materials and equipment.
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Average administrative costs are defined as the costs
 
per dollar loaned. When referred to the total amount of cred
it granted, they represent a weighted average of the costs
 
per dollar loaned that correspond to each credit transaction,
 
where the weights are the sizes of the individual loans. These
 
average administrative costs are an inverse funotion of the
 
total volume of operations for certain ranges cf the function
 
and an inverse function of the size of each individual transac
tion, i.e. of the average size of loan.
 

A low volume of operations at a given lending office,
 
which cannot fully utilize its capacity to administer loans,
 
increases average costs. This is often the case with small,
 
remote rural branches in LDCs. Since volume of operations is
 
a function of the number and size of loans made, in turn it
 
depends on the size of the area servad by the branch, on the
 
density of population in the area, and on the degree of economic
 
activity going on there. A low density of population increases
 
transport costs both for the borrower and for the credit of
ficer. A low level of economic activity -and possibly of
 
productivity- reduces both the number and size of loans and
 
increases the overall risks of the operation. A technological
 
revolution that increased productivity and proiitability
 
would, on the other hand, lead to a reduction of average costs
 
through increased volume of operations and possibly lower
 
risks. The nature of these costs also varies according to
 
the ype of lender. It seems that informal lenders have a
 
comparative advantage for low volumes of operation, while
 
formal lenders improved their competitiveness with increased
 
volumes of activity.
 

In generalthe larger the loan, the lower the costs per
 
dollar loaned. The amount of paper work and time spent in
 
processing a loan is more or less the same for loans of dif
ferent sizes. Loan officials are frequently required to
 
actually spend more time in the case of small and illiterate
 
farmers, who cannot fill their applications correctly, while
 
large farmers, more familiarized with banking practices,
 
require less attention. The help provided by loan and exten
sion agents in designing an investment plan and filling in
 
a loan application substantially increases the cost of small
 
farmer credit. From a social point of view this cost is also
 
very high, given the generalized scarcity of educated person
nel in IDCs (Costa Rica, Gonzalez). Equally expensive are
 
visits to the farm. in the case of a large amount loaned to
 
one person, only one visit is required. In the case of the
 
same amount divided among several small loans, several visits
 
become necessary.
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If most of the loans are short-term loans, administra
tive costs are higher. The most important costs of granting
 
a loan to a small farmer arr incurred at the outset, when
 
the lender has to acquire the necessary information about the
 
potential borrower and about the particular credit transac
tion.
 

Information is a very important component of 
the costs
 
of delivering credit. In a credit transaction, the lender
 
buys an uncertain future stream of payments with cash now.
 
The borrower buys cash now with his ability and willingness
 
to pay back in the future. The lender cannot directly observe
 
tho farmer's ability and willingness, but it may acquire in
formation about him and his previous credit transactions that
 
indicate a probability of repayment. The acquisition of this
 
info..*mation is usually a very expensive propositicn for ins
titutional lenders venturing into the rural areas. In this
 
respect the informal lender possesses a comparative advantage.
 

"Rurnl moneylenders know the size of th borrower's farm,

the number of animals he owns, the output of his farm last
 
year, his outstanding debts, the degree of his entrepreneurial
 
capacity, etc. This irtformation is comron knowledge to the
 
people within the area, since they are socially and economically

interdependent; however, the moneylenders make it their business
 
to mentally catalog and keep current of all such data to keep

risks to a minimum." (Nisbet, 1967). An urban formal lender
 
finds that this information is very costly to acquire.
 

The costs of information are much lower when the applicant

is already a client of the lending institution and is well
 
known to its officers. Ad:ninistrative costs are lower, the
 
gr-ater the proportion of repeaters amont the farriers served.
 
This might be an important factor in explaining stagnation

in the number of borrowers that many of the institutions des
cribed in the country papers have experienced. This fact also
 
explains why marginal costs are rising. To expand the number
 
of loans the lender has to acquire information about addition
al potential borrowers, less accessible and possibly more
 
risky propositions.
 

Bottomley concluded that "as long as individual farmers
 
remain small operators with relatively petty needs, and perhaps

intermittent reluctance or inability to pay, they will go on
 
borrowing in small amounts, each of which will require time to
 
negotiate and recover,and the administration costs of each
 
dollar (loaned) will continue to be high." 
(Bottomley, 1963).
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3) There is a trade-off between administration costs
 
and losses due to default. The collection rate will be higher
 
the more carefully the lending agency selects and supervises
 
its borrowers. It is likely, however, that there are subs
tantial diminishing returns to supervision. Tvven the closest
 
control cannot limiinate defaults due to factors outside the
 
control of the decision-making units. In addition, close
 
supervision might also affect willingness to repay. It might
 
foster a big-brother image of the institution that is not
 
conducive to a high level of repayment.
 

The risks that every lender has to consider include
 
"objective" risks deriving from events that might make it
 
impossible for the farmer to pay back the loan and which
 
are not within his control: a flood or death. When the
 
credit program is geographically circumscribed, defaults
 
due to some cf these risks are not independent of each other.
 
The crops of many debtors may fall prey to the same natural
 
disaster. In these circumstances, portfolio diversification
 
becomes very difficult.
 

There are, on the other hand,"personal" risks, that
 
depend on the farmer's ability to produce income -his entre
preneurial capacity- as well as on his character and attitude
 
towards repayment. These are the types of risk that the len
der can reduce through selection. These risks may be very
 
high when the incomes of potential borrowers are very low
 
and subject to considerable instability. A technological
 
revolution that increases productivity and profitability
 
thus reduces these types of risk.
 

In addition, institutional attitudes towards repayment
 
are very important in explaining default rates. Institutions
 
that show a firm determination to collect loans experience a
 
better voluntary level of repayment. Institutions that are
 
reluctant to employ the legal channels for collection soon
 
find that many farmers are delinquent (Jordan, Stickley et al).
 

A highly subsidized rate of interest might contribute
 
to foster an image of the institution that does not induce
 
repayment. Credit is then treated as a political right that
 
the rural poor have in sharing in the bounty of the country
 
and no sense of reciprocal obligations develops with respect
 
uo the credit relationship (Chile, Nisbet).
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In Thailand, the Bank "or Agriculture and Agricultural
 
of default on crop failures.
Cooperatives blaimed high rates 


However, the Bank of Bangkok, a private bank, was able to 
in the sa:mie area where generalizedcollect all of its loans 


crop failure was supposed to have taken place (Thailand, ingle).
 

In suixary, if the opportunity cost of capital is high
 

in L)Cs, if the costs of admiinisterin, small farmer credit
 
areas prograns are specially high, and if risks in the rural 

rate of interest thatof LDCs are particularly high, the 

lending institutions will have to charge in order to cover 
rates that they are presently
their costs is higher than the 


charging, according to the country p apers. 

GA TVE IMPACT OF LORW-I11T1REST-RATE POLITCI[. 

small farmers
As a mechanism for improving access of 


to credit, a policy of artificially low interest .:?ates presents
 
be discussed in detail in
several disadvantag-es that will 


this section.
 

a) The most serious objection is that a policy of low
 

interest rates actually reduces the total volume of credit
 

flowing into the small farmer sector. This reduction results
 

mostly from a contraction of the amount of resources channeled
 

by formal lending institutions towards small farmers, but
 

possibly reflects also a reduction of the funds flowing into
 

the informal capital market, repressed by the samie policies.
 

The reduction of the funds channeled by formal lenders
 

is a consequence both of the smaller volume of funds handled
 

of their lower propensity to lend
by these institutions and 

interest are low. The
to small farmers when the rates of 


not negativefirst result is a consequence of the low -if 

on deposits and other financial
real rates of interest paid 


even when no interest
instruments to attract savings. But 


is paid on deposits, a higher rate of interest charged on
 

loans increases the amount of resourc6s that the institution
 

has available for loans the following period. A low rate of
 

interest reduces the possibility to collect funds in this
 

way and limits the volume of loanable funds that the institu

tion manages. The second result, the lower propensity, derives
 

the cost function for credit delivery and
from the nature of 

from the nature of the non-price mechanisms of rationing
 

interest is below equilibrium levels.
adopted when the rate of 
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Skepticism is frequently encountered about the interest
elasticity of savings (Eckaus). The most skeptical, however,
 
will have to admit that higher interest rates paid on deposits
 
increase the mount of financial savings flowing through the
 
formal institutions. Even when the total level of savings does
 
not increase, this is a desirable result. Among other things,
 
it reduces the degree of fragmentation of the capital market,
 
allowing greater inter-personal, inter-regional, and inter
sectoral efficiency in the allocation of resources. Small
 
farmers who at one point in time become the recipients of
 
funds may in latter periods become net suppliers of funds.
 
The same might be true of regions.
 

b) Artificially low rates of interest charged by formal
 
lenders might be too much competition for informal lenders.
 
Low institutional rates of interest attract large, low-cost
 
and low-risk customers to the credit agency, which has more
 
than one incentive to prefer these clients. institutional
 
lenders may easily pre-empt, for the most part, the low-risk
 
low-cost loans with their subsidized terms. Informal lenders
 
are left to serve the most costly and risky potential bor
rowers. Their operation is discouraged, riot only by the higher
 
costs involved, but particularly by the impossibility to
 
balance their portfolios adequately (Gonzalez and Vogel, 1969).
 
Further attempts to extend the ceilings and regulations
 
imposed on formal lenders to informal lenders will further
 
reduce the supply of funds for small farmers.
 

c) Low rates of interest reduce the propensity of formal
 
lenders to service small farmers. This is the case not only
 
with respect to private, profit-maximizing institutions, but
 
also with respect to most public, development-oriented ins
titutions, as related by the country papers (Costa Rica, Gon
zalez).
 

All lenders, sooner or later, no matter what their ob
jectives be, are forced to find a balance between revenues
 
and costs. Interest payments constitute the most important
 
source of revenues for a credit agency. Low rates of interest
 
generate low revenues which are not sufficient to cover the
 
costs of delivering credit to small farmers. Given strong
 
pressures on the institution to keep costs in line with revenues
 
and given the shape of the cost functions involved, the agency
 
is forced to reduce the proportion of its portfolio devoted
 
to small farmers. By increasing the average size of loan the
 
institution thus manages to reduce its average costs.
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In the case of most lending institutions there is at 
least an implicit undertanding that the agency is responsible 
for the integrity of its capital and loanable funds. It cannot 
assume that it will permanently receive subsidized funds from 
oubsido. The continuous receipt of such outside funds subjects 
the institution to an undesirable dependency on the political
administrative ,roccs of allocation of public funds and 
leaves it very vulnerable to nolitical pressures. It is not 
very realistic to assume that small farmers will always have 
enough political power to maintain a substantial allocation 
of funds in their favor. Lack of sufficient and tLmoly ap
propriaticns can severely impair the efficient functioning
 
of the institution.
 

One should not be misled by the case of multi-service
 
institutions which derive important revenues from the sales
 
of fertilizer and another induts. The earnings from these 
profitable activities should not be used to subsidize loan 
operations, for the very reason that. h, would circumvent 
tho principle of scarcity pricing and the efficient use of 
resources. The use of such resources to subsidize a credit 
progran is not differenit from the use of general budget re
sources for the same purpose (Bangladesh, Stepaneck). 

usually the country papers do not report all the ins
titut:onal costs. One reason is that S2C",Ps frequently enjoy 
logistic support that is not accounted as a cost. On the 
other hand, many STCPs provide services not related or jus
tified in terms of credit maragement. If possible, such costs 
should be separated from the already high costs of delivering 
credit. Extension services are a frequent example. To charge
 
the costs of extension services to a credit program is justi
fied only to the extent thpt the additional revenues from bet
ter repayment cover the additional costs incurred. More ample
 
extension services, very desirable indeed, shoul!d not be
 
financed out of the revenues of the credit institution.
 

If the rates of interest that they are allowed to charge
 
do not cover their average costs, it is not surprising to
 
find that profit-maximizing institutions, like commercial
 
banks, are reluctant to serve the rural areas of LDCs. More
 
than a feature intrinsic to their nature or institutional
 
form (as suggested by Moneylerder, Nisbet), this reluctance
 
is a reflection of the constraints imposed on their behavior
 
by interest rate ceilings mncd other regulations.
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Losses are also embarrassing for public institutions,
 

even though they might attempt to rationalize them in terms
 

of "social" objectives that are being pursued. Few institu

tions can escape the tendency to judge their performance and
 

efficiency in terms of profits and losses, even when these
 

criteria are not jilstifiable.
 

Even when institutional performance is measured nc

cording to another set of criteria, the continuity of the
 

program itself, and the possibility of achieving the goals
 

defined, not tn speak of the possibility of expanding the
 

program in order to reach a larger proportion of the target
 

population, are all dependent on the availability of the
 
the insrosourcfes that permit the day-to-day operation of 


titution. The eventual disappearance of its capital, due to
 

high and persistent operational losses, an outcome related
 

by several country papers, always leads to the elimination
 
of the program or to the reorganization of the institution
 

away from the service of the small farmer.
 

The reduction of the volume of loanable funds is par

ticularly acute in inflationary environments, since not only
 
the funds is reduced by the losses, but
the nominal value of 


also the real value of the remaining funds is quickly
 
devoured by rising prices (Adams, 1971).
 

All these circumstances lead to the result that, the
 
lower the interest rate charged on loans, the lower the pro
prtion of the lender's portfolio, ceteris sribs, that
 

J ----
devoted to small farmer creTit.
will be 


Even in the case of institutions whose funds are speci

fically earmarked for small farmers, two developments are
 

frequently reported by the country papers. There has been a
 

tendency on the part of the credit institutions to lend an
 
the larger farmers
increasing proportion of their funds to 


within the target population. This tendency reflects both
 

economic and non-economic considerations. Leniency with
 

respect to the verification of the smallness" of a farmer,
 

coupled with the pressures that accompany non-price rationing,
 

have permitted many farmers in the borderline between those
 

eligible and those who are not to become the beneficiaries
 
of the program.
 

More frequently, credit programs all over the world
 

seem to reach a point after which the number of borrowers
 

completely stagnates, while the amounts of credit given out
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continue increasingand, obviously, the average size of loan 

rapidly, as the institution "expands". There are even examples
 

of drastic redUctions in the nuriber of borrowers (Brazil,
 
M.eyer et al).
 

!.-hen the rountry studies provi d enough detail, they 

revealed itlit not only the number of borrowers did not increase, 

but that the beneficiaries of the program seemed to be the 

very same perfsons year after year. In many cases ii; was irnpos

sibe to determine if the institution had always financed the
 
wealthier farmers eligible, or if it,- repeaL. clients had 

their continued access to subsidizedbecome wealth-er due to 

credit.
 

Very frequc- tly, the privileged clients of the formal 

lending institution eventually reached the ceiling imposed on 

eligible borrowers within the progran in terms of income, wealth 

and size of loan per perso.. Stronir pressure then developed 

to raise these ceilings, and adjustm.ents o( them were rather 

frequent. "Grad uations", however, very soldom occurred. 

d) The under-equilibrium rate of interest charged generates
 

an excess demand for institutonal funds. This excess demand for
 
an excess demand
institutional funds does not necessarily imply 


for resources on the part of the aricu .tural sector as a whole. 

The rate of interest being out of equilibrium, it is not possible 

to determine the extent o"' a sh-rtage or deficiency of credit 

for the secbor, i.e., the extent to which other sectors of the 

economy are getting; excessive resources as compared to the 
agricultural sector, if at all,
 

more
Pt the rate of interest set, howe ver, there are 

potential clients wi]!ing to borrow than those who could be 
some
satisfied with the institutional resources available, and 


non-price mechanism for rationing becomes necessary. The
 
to some
lending institution is forced to "select" according 


arbitrary set of criteria the "beneficiaries" of the credit
 

progran, while at ,he same time rejecting' potential users of 
the funds.
 

The lower the rate of interest is, i.e. the further away
 

it is from equilibrium, the more extensive the excess de-'nd
 

generated, and the more arbitrary will usually be the rat.Loning
 

devices employed by lenders in the allocation of limited funds.
 

The lower the rate of interest, the higher the subsidy implied
 

by it and the greater will be the motivation to exert social
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and political power in order to capture it. The lower the
rate of interest !- and the lower the potential financial
losses for the in-ttution are, the more likely it will be
 to sucumb to sucr_ political pressures.
 

The high scarcity value of the limited 
resources that
 
are being distributed at a price well below equilibrium

generates the conditions for a black market price, and leaves
the lender vulnerable to presstures by the stronger farmers.

This black market price may involve extra payments or the
requirement of a compensating balance, although it usually
takes the more informal nature of an improved political and
social climat;e for the institution and its officers.
 

Non-market criteria in the allocation of credit have
led everywhere to a distribution of the credit pie in favor
of the larger farmer. There have even been instances when
the allocation of subsidized funds has been turned into a
purely political struggle (Bolivia, Royden; Morocco, Ulsaker).
 

e) Another consequence of 
low rates of interest is that
lending agencies overemphasize their reliance on collateral
requirements as 
 criteria for selection. This emphasis on
collateral results from an increased risk-aversion, in view
of revenues that do not cover losses due to defaults, and
 
trom the high costs of acquiring more reliable information
about the repayment capacity of potential borrowers. Pos
session of valuable assets becomes a surrogate for the

knowledge about their clients that the lender needs.
 

Collateral requirements restrict access to credit to
only those who, prior to applying, own sufficient assets

acceptable to the credit agency, 
i.e., to the wealthier
members of the community. Lack of acceptable collateral does
not indicate, however, lack of a justifiable demand for cred
it or 
of capacity to repay. The lender has merely substituted
 
wealth over income potential.
 

Although the evidence is not conclusive, the country
papers do suggest that for programs with relatively good repayments records in particular, but also as a general rule,

small farmers have not been more delinquent than the larger
farmers and often have been less delinquent (Colombia, Tinnermeler; Bolivia, Royden; Bangladesh, Solaiman et at; Cos
ta Rica, Gonzalez; Ethiopia, Holmberg).
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The evidence from the country papers also suggests

that repayment is independent of the type of collateral
 
required. Repayment seems to be mrre a function of produc
tivity and profitability levels and of institutional at
titudes and image (Malaysia, Wai et al; Uganda, Frederickson;
 
Thailand, Ingle).
 

The possibility of offering satisfactory collateral
 
is limited by imperfections that do not affect the farmer's
 
productive capacity, such as the possession cf clear title
 
to the land (Miracle, Regional). The requirements described
 
increase the fragmentation of the capital market and turn
 
the rationing mechanism against productive small farmers
 
who cannot satisfy them.
 

Other rationing devices employed also discriminate
 
against small farmers. This is the case of long delays and
 
rigid formalities. The timing of credit is crucial in agri
culture. If the resources are not available when needed, the
 
activity cannot be undertaken. When credit is being granted

slowly, only those farmers with enough resources of their own
 
can go ahead with the activity and receive the borrowed funds
 
later. Those other "terns" or conditions of a loan are very
 
important. They explain ithy small farmers in many cases 
ac
tually prefer to borrow trom moneylenders at rates much
 
higher than the institutional rates, in order to receive
 
quicker and more flexible service (Gonzalez and Vogel, 1969).
 

f) All the factors examined contribute to reduce the
 
proportion of the formal lender's portfolio directed towards
 
small farmers. This is not, however, the only disadvantage

of a low-interest-rate policy. Other undesirable consequences
 
were suggested when the general role of interest rates was
 
briefly dscussed.
 

Low rates of interest, fcr example, encourage the use
 
of funds borrowed from the formal agency for consumption
 
purposes. Despite the fungibility of liquid resources and the
 
possibility to reallocate them at the margin, this result
 
always frightens credit officers. It is naive, however, to
 
attempt to separate consumption decisions from production and
 
investment decisions at the level of the small farm-household
 
(Adams and Singh, 1972).
 

Furthermore, increased standards of living, i.e. in
creased consumption, constitute one of the goals of the credit
 
program and the use of credit for consumption should not be
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a matter of concern, as long as the loans are being repaid
 
and a realistic interest rate is being charged. If loans are
 
not being repaid, then the problem is not that the funds are
 
being used for consumption but rather that the program has
 
ceased to be a credit program to become a "rural welfare"
 
effort. Use in consumption of the funds borrowed might also
 
reflect low rates of return to the inputs purchased with
 
credit funds.
 

A policy of low interest rates does make it attrac
tive, nevertheless, to borrow for consumption purposes,
 
either by directly spending them in this fashion or by using
 
them to pay moneylender loans (Eckaus). High rates of interest
 
will curb this propensity.
 

g) Access to subsidized credit and flexibility in the
 
reallocation of resources at the margin also permit the bene
ficiaries of institutional credit to use the borrowed funds
 
for relending, given the higher rates that prevail in the
 
"free" market. Funds might even flow out of the agricultural
 
sector. Given the legal prohibitions and other restrictions
 
imposed on these transactions, the amount of real resources
 
spent in the process of financial intermediation is unneces
sarily increased, while the institutional customers earn a
 
monopoly rent in the operation. This mechanism allows the
 
beneficiary of the formal credit program to easily cash the
 
subsidy accorded by the low-rate-of-interest policy. If the
 
larger farmers are capturing the subsidized credit and the
 
smaller farmers are borrowing from them at a higher rate of
 
interest, which does not reflect an increased efficiency in
 
the distribution of the funds -i.e. the larger farmer is
 
more than a simple competitive intermediary- this does not
 
seem to be a very equitable arrangement (Gonzalez and Vogel,
 
1969).
 

h) A low-rate-of-interest policy unnecessarily makes
 
graduation difficult. To impose an increase in the rate of
 
interest just at the time of "graduation" limits the moti
vation to graduate. Farmers ready for graduation will try
 
to remain in the subsidized program, even at the cost of
 
obtaining a lesser amount of credit than they could use.
 
The successful farmer is thus "spoiled" by the lower cost
 
of the subsidized program and the potential but unwilling
 
graduate underutilizes his productive capacity (Tendlor, 1970;
 
Church).
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i) Additional disadvantages of a low-rate-of-interest

policy, already discussed, include the undesirably intensive
 use 
of capital inputs, given factor endowments. It is not
surprising that subsidized institutional credit has accompanied
an excessive degree of mechanization in labor-abundant countries. Rural unemployment and the drift towards the cities
 are partially explained by such low rates of interest. (Ethiopia,

Holmberg).
 

A SMALL-FARMER-CREDIT STRATEGY. 

Increased concern about the welfare of 
their rural
populations led most LDCs to the establishment, during the
past fifteen years or so, 
of several types of SFCPs. Most
of them are described by the country 1apers prepared for the
Spring Review. When no new institutions were created, the
existing ones were "urged" 
or legally required to expand
their loans to agriculture, in the hope that funds would
filter down to farmers (Brazil, Meyer et al), while in a
few cases specific small farmer reqtiirements were imposed
on the institution (Costa Rica, Gonzalez).

of 

In the great majority
the cases, abundant foreign aid resources and loans from
international agencies were injected into the programs (Adam,.s,

1971).
 

Despite this increased emphasis on 
small farmers and
notwithstanding the flow of substantial amounts of resources
into the programs, in most cases institutional credit reached
only a minimal proportion of the small farmer sector of each
country. In some cases this proportion does not exceed one 
or
two percent of the agricultural population (Morocco, Ulsaker;
Ethiopia, Holmberg; Jordan, Stickley et al; Afganistan,

Norve 11).
 

Little consolation can be gained from the caveat that
many of the programs "were not exclusively or primarily aimed
at small farmers" or that the programs were "pilot projects
that were never intended or financed to reach large numbers
 
of farmers". The crude fact is that even in the case of older
and relatively successful programs, vast numbers of small
farmers have been prevented access to institutional credit.
 

The likelihood that small farmers will remain untouchedby SFCPs, given present financial policies, is very high inmany LDCs. Given these policies, attempts to expand "pilotprojects" into large scale programs will not be successful,as 
is evident from the experiences related by the country
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papers. Universalization of pilot projects faces as acute

problems in the case of credit as have been faced in other
 
areas 
(e.g. by attempts to reproduce experimental station

results at the farm level). This expansion also requires

commitments of public funds to an extent that is unlikely.
 

Neither can all the problems be solved by legally

increasing the supply of funds earmarked for small farmers,

and possibly concentrating these resources in a new, small
farmer specific, credit institution (Moneylender, Nisbet).

The distortions of the capital market which accompany low
interest-rate policies cannot be corrected by the creation

of one more 
institution that will be constrained by the same
 
rules of the game that are, in the first instance, responsible

for the imperfections that one is attempting to eliminate.
 
Lack of efficiency and equity has resulted from the policies

which affect in an undesirable fashion the behavior of parti
cipants in capital markets, not from specific institutional

forms. What is needed is a substantial revision of those

policies, in the light of a correct evaluation of their im
pact on economic behavior.
 

In fact, the likelihood that only one type of institu
tion will be able to satisfy the various types of demand for

credit that exist in rural areas is very low. There is a need
 
to mobilize the whole financial system, i.e. a multiplicity

of credit sources, by providing incentives to all clas
 
financial intermediaries to service the small farmer.
 

In many LDs there is already a banking and financial

infrastructure in place. This infrastructuro was very costly

to establish and would be very costly to replace. 
The fre
quent difficulties encountered by attempts to create insti
tutional forms that are alien to the environment of the LDCs
 
-e.g. cooperatives- illustrate this point (Tendler, 1970).

Nisbet's proposal is based on the assumption that a newly

created institution, once organized, will have the ability

to perfoim its functions effectively, namely, that it will be

able to supply credit to small farmers more cheaply -at a

lower cost in terms of resources spent- than the existing

financial intermediaries. A new SFCP, however, will have to
 
create its own infrastructure, a resource-consuming effort,

and might not command the experience, knowledge, "learned"
 
skills and economics of scale, as well as the possibilities

for portfolio balance and diversification, as the existing

financial institutions.
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A small-farmer-credit strategy needs to successfully
 
stimulate all existing lenders, formal and informal, to ser..
 
vice the small farmer. Public and private banks, development

corporations, public and private cooperatives of all kinds,
 
finance companies, suppliers of agricultural inputs, and
 
moneylenders need to be activated by an adequate interest-rate
 
policy.
 

The contribution of all these financial intermediaries
 
cannot be extracted, however, by legally compulsory requirements
 
that some proportion of small farmers be served. The country
 
papers provide several examples of how unsuccessful compulsion
 
is. In the end, not only small farmers are not served, but
 
additional distortions and fragmentation are introduced in
 
the capital market (Tendler, 1969).
 

Rather, the increased availability of small farmer credit
 
hP3 to be a consequence of a strategy of capital market re
form -financial deepening- in IDCs (Shaw, 1973). As rates of
 
interest rise and the real size of the formal financial sector
 
expands, more funds will-be channeled to small farmers (McKin
non, 1973).
 

Financial reform has to be directed at increasing the
 
degree of integration of the capital market, i.e., at reducing

its fragmentation. In this case, fragmenta-ion is defined by
 
the isolation of savers and investors, lenders and borrowers,
 
so that they face different rewards -rates of return- for the
 
funds that they save and/or lend, and different costs -oppor
tunity costs and interest charges- for the funds that they

invest and/or borrow.
 

The range of rates of return in LDCs goes from negative
 
levels, particularly on financial assets in inflationary coun
tries, to very high rates of return earned by certain indi
viduals and sectors of the economy. The distortions introduced
 
by policies adopted to regulate the capital market increase
 
the earnings of the privileged beneficiaries of import and
 
investment licenses and of subsidized credit, supressing

entrepreneurial development and condemning important sectors
 
of the economy, including small farmers, to inferior techno
logies.
 

According to McKinnon, fragmented capital markets in LDCs
 
are markets in which (a) the farmer's endowment (his owned
 
deployable capital), (b) his own.peculiar productive or in
vestment opportunities, and (c) his marketing opportunities
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for external lending and borrowing ove? time outside his own

enterprise, are badly correlated. "That is, entrepreneurs with
potential production opportunities lack resources of their own,
 
as well as access to external financing. Those with substantial endowments may lack 'intex°nal' production opportunities

(unless such opportunities are artificially generated by

public interventicn)and have no 
'external' investment outlets
at rates of return that accurately reflect the prevailing

scarcity of capital. The resulting dispersion in real rates

of return reflects the misallocation of existini capital

and represses new accumulation (McKinnon, 1973).
 

This approach emphasizes the fact that each small

farmer has his own more or less unique production opportuni
ties. "This opportunity depends on his specialized knowledge

(technical expertise being very scarce and differentially

distributed) and the factors of production available to him
-family labor, landholdings, structures and 
so on."(McKinnon,

1973). Endowments, however, do not correspond to opportunity.

Capital market reform would correct these distortions.
 

Fragmentation means 
that small farmers with potentially

large demands for credit do not have access to funds, even
 
at a rate of interest which reflected capital scarcity and

the costs of delivering credit. Actually, in the informal
 
capital market, they are 
forced to pay higher rates, which

contain an element of monopoly profit and which reflect high
costs given the limited volume of the moneylender's operations.

In these cases, a capital constraint is limiting their develop
ment.
 

In other cases, the removal of another types of constraint

will be necessary before a demand for credit at a realistic rate
of interest is generated. Adequate technology that would permit

the small farmer to earn higher profits might not be available

(Tinnermeier). Subsidized credit cannot correct this defficiency.

Once the technology becomes available, however, an increase
 
demand for credit may usually be expected.
 

NcKinnon points out how investments associated with
the adoption of markedly improved technologies usually bulk

large in the eyes of the small farmer. "Investment in an im
proved breed of dairy cattle, or assembling a new combination
 
of seeds, fertilizers and pesticides, very often require

quantum changes in cash outlays relative to the net income

which may be barely substaining the small farmer and his family.
 

340
 



- 32 -

Poverty and the inability to finance discrete increases in
 
expenditures can be formidable barriers to adopting even the
 
simplest and most productive innovations." (McKinnon, 1973).
 

This description does not contradit the view that there
 
is a substantial savings potential in the rural areas of LDCs
 
(Adams). Even within the confines of traditional technologies,

small farmers can choose to consume less now and more later.
 
Backward technologies and low marginal returns lead, of course,
 
to relatively low rates of savings. Increases in rates of
 
return, however, do raise savings.
 

Even when the small farmer is willing to increase his
 
savings, it may still be "virtually impossible to finance the
 
whole of the new balanced investment needed for the adoption
 
of a new technology from his current savings. Without access
 
to external financial resources, the investment strategy of
 
the small farmer will be biased towards marginal variations
 
within the traditional technology". (McKinnon, 1973).
 

These consideration provide support to the view that
 
many small farmers will be able to pay the higher rates of
 
interest that a change in financial policy would induce. It
 
is easy for public authorities to underestimate the possible

yields from loans to small farmers, because of the low returns
 
obtained on existing investments. These returns will be greatly

increased, however, if the discrete changes in the volume of
 
resources allocated by the small farmer, just described, take
 
place. Larger farmers, on the other hsnd, may seem more
 
productive, because of their traditionally greater access to
 
subsidized sources of finance and other government services.
 

To the extent that capital has been constraining their
 
development, small farmers will be able to pay higher inter
est rates. In fact, they are already paying informal lenders
 
much higher rates than the ones recommended here,(More realis
tic rates will vary from one country to another, but they

possibly are from fifteen to twenty-five percent per year).

Access to nono-subsidized institutional credit might actually

reduce the average rate of interest effectively paid by small
 
farmers on all their sources of credit. Greater integration

of the capital market will also reduce the monopoly power of
 
informal lenders and thus reduce the rates that they charge.
 

For those farmers for whom the financial reform will
 
allow access to credit for the first time, the rate of interest
 
cost will be negligible when compared to the advantages of
 
at least having access to credit.
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In the case of farmers already receiving credit at a

subsidized rate of interest, the elimination of the subsidy

will certainly lead to a reduction of the amount of credit
 
demanded. Funds will then be released from uses which are not
 
very productive, but which were permitted and stimulated by

the subsidized rate. This will be particularly true with
 
respect to the larger farmers who had unrestricted access to
 
credit at the low rate of interest. Their demand for funds
 
to be used for consumption or with the purposc of rvelending

might be substantially reduced. The funds so released will
 
then become available for those farmers who 
 did not have
 
access to credit prior to the reform -usually small farmers
but who have more productive uses for these resources.
 

Other snall farmers who were receiving credit at the
 
subsidized rate will find their profits reduced, but still

will be able to pay the higher rates. Interest payments usual
ly constitute a minor component of 
the cost of agricultural

activities. If, 
in addition, the higher rates are accompanied

by greator efficiency in the delivery of credit -by an im
provement in the conditions and other terms of a loan- then
 
even these farmers will prefer the new situation.
 

Opportunity, flexibility, adequate amounts (i.e. no
 
external rationing), speed of processing of applications,

little formalities, are features of 
a credit program that
 
small farmers value and are willing to pay for. In fact,

they are willing to pay higher rates of interest to the in
formal lender when he provides these services more efficiently

than the formal institution that distributes subsidized
 
credit. Studies or rural credit report the emphasis that

farmers place on these conditions and terms of a loan (Gon
zalez and Vogel, 1969). Another improvement in these terms
 
is a lengthening of the period of the loans, which in turn
 
permits a lengthening of the farmer's planning horizon.
 

A reduction of the rates of interest charged by formal
 
and informal lenders is a desirable goal in itself. This
 
reduction cannot and should not be achieved through legisla
tion, a procedure which causes incredible damage. Rather,

such a reduction will have to come from financial innovations
 
and from increased efficiency in the delivery of funds, thus
 
reducing the costs involved and permitting lower interest
 
rates.
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Some country papers report exceedingly high adminis
trative costs and rates cf default (Moneylender, Long).

These costs will have to be substantially reduced, to permit
 
a rate of interest that, while covering these costs and ade
quately roflecting the relative scarcity of capital, is still
 
feasible in terms of small farmers returns and profitability.

Other analytical papers review some of the financial innova
tions that can make this possible (Brake, Baker). Group

credit is a very attractive possibility, but there are also
 
other alternatives (Carroll).
 

CONCLUSION
 

This paper has examined the impact of low-rate of-in
terest policies on the availability of credit for small farm
ers. A superficial examination of such policies might lead to
 
the conclusion that they are advantageous for small farmers.
 
In many cases, in fact, they have been justified in these
 
terms. Low-rate-of-interest policies, however, have actually

reduced the volume of institutional credit, an possibly of
 
informal credit, allocated to small farmers. As a consequence

of the nature of cost functions in credit delivery and of the
 
rationing mechanisms made necessary by an under-equilibrium
 
rate of interest, large farmers, and not small farmers, have
 
been the re-zepients of the subsidy implied by the low rates
 
charged.
 

This paper claims that SFCPs will not be successful until
 
major adjustments are made in monetary and financial policies

that affect the performance of capital markets in LDCs. Further
more, small farmers will not receive an important share of the
 
credit pie unless the whole financial system is mobilized in
 
their direction. Adjustments in interest rates are not a minor
 
decision in this context. They are possibly one of the most
 
important decisions that can affect the welfare of many small
 
farmers throughout the underdeveloped world.
 

The magnitude of the reform certainly implies that all
 
sorts of political forces will oppose it. The magnitude of the
 
gains to be derived from it justifies whatever political ef
fort is necessary to overcome the influence of vested interests
 
and the opposition of the beneficiaries of the present policies.
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In fact, the choice of the low-interest-rate policy as
a strategy for agricultural development can be erplained as
an easy approach to the problem. Low interest rates are a
soft option (Tendler, 1970). All that is required is that the
government sets, by legislative decree, a ceiling on the
rates charged by formal institutions.
 

The beatific contemplation of low intei-estthe rates blindseyes of policy makers with respect to the importance of
agricultural research, extension services, markets, availabilities of technology and inputs, land 
tenure patterns, and
so on. An equilibrium-rate-of-interest policy will loose our
hands and permit us 
to tackle these other questions directly
and effectively. All sorts of political obstacles will have
to be surmounted. But in the end greater efficiency and equity
will prevail in the rural areas 
of LDCs.
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Higher Interest Rates Reconsidered
 

Millard Long
 

Others in the Spring Review have made a strong case for raising
 

the interest rates charged farmers for public sector credit. As
 

general propositions, I agree with the points made and in many specific
 
However, I
situations would myself recommend somewhat higher rates. 


do not think higher rates can be universally recommended, and, further
their proper permore, the advantages of higher rates must be put in 


spective. Briefly my points are as follows:
 

.) To the borrower the interest rate is only one among the
 

Public sector credit programs charge less
several tetms of a loan. 


interest than private money lenders, but as regards most other aspects
 

the terms of their loans inferior. Instia borrower would consider 

tutional loans involve more red tape, take much longer to proces, 

usually involve restrictions on the usage of funds, are rigid as 

regards date of repayment, etc. In fact N sb t's work in Chile and 

that of others as well indicate that even with their higher rates, 

many farmers prefer loans from private money lenders. From the
 

borrower's viewpoint, the major advantage of public sector credit is
 

that it is cheap.
 
improving their application pro-
Credit agencies should work on 


cedures, speed of delivery, etc.; but in the short run they will not
 

on these terms. Therefore,
be able to compete with private lenders 

to offset their other disadvantages and maintain their business, they 

must charge less interest than private money lenders. How much less 

depends upon the "quality" of their loans. 

I suspect that the interest differential in many cases exceeds
 

what is necessary to offset other disadvantages, but certainly this
 

is not true of all countries; for example in Malaysia demand for public
 

credit appears to be less than the supply at the relatively high
 

until the other terms are improved, somerates being charged. And 

to be maintained.
differential in rates will have 

2) Point one above suggests equilibrating the "terms" between 

institutional credit and money lenders but recognizes that the terms
 

of loans include more than the interest rates. I also think there
 

in which an argument can be made for subsidizedare situations 
In many countries the totality of government policy
interest rates. 


when defined to include exchange rates, tariffs, taxes, subsidies,
 

terms of trade against agriculture.
controls, etc. biases the In
 

such a situation, a policy, such as subsidized interest rates, can
 

of equity and resource allocation, as
be justified both in terms 
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(2) 

offsetting the effects of the government's other policies. This is
 
From a policy viewthe well-known argument of the "second best." 


point it would be better to eliminate the other distortions,but
 

without that one certainly cannot present a generally valid argument
 

fo7 equilibrium exchange rates.
 

3) There is also a dynamic argument for an interest rate subsidy,
 

just as for a fertilizer subsidy or any other subsidy. Subsidies are
 
Farmers will be
sometimes effecient tools for getting things moving. 


more prepared to adopt a new crop or a new technology if the cost of
 
Cheap loans are one
innovation, and therefore the risk, is reduced. 


way of providing that incentive. Whether subsidized credit is the
 

best of several alternative tools depends upon the particular situation.
 

4) There is also an equity argument for subsidized loans. Too
 

often public credit goes mainly to large farmers and then the income
 

transfer of a subsidy is perverse. But where credit goes to smaller
 

resources in an equitable manner, though
farmers, a subsidy shifts 


usually in a somewhat arbitrary way as not all small farmers get
 

However, other forms of subsidy also have a somewhat arbitrary
loans. 

distribution.
 

5) Unfortunately we know very little about the responsiveness
 

of either the demand for or the supply of loans or savings to higher
 

interest rates. It has been argued: that larger farmers would
 

demand less credit from public institutions if the rates were higher,
 

freeing funds for smaller farmers; that higher rates would make it
 

profitable for private financial institutions to shift funds from
 

other sectors to agriculture; and that if allowed to charge more on
 

loans credit institutions could pay more,increasing deposits.
 

Probably all of these points are correct, though there has been
 

considerable theoretical and empirical battling on the responsiveness
 

of private savings to 'aigher interest rates. But even accepting the
 

arguments, we have no idea of thp magnitudes involved. Thus we must
 

keep in mind that while higher interest rates may mobilize resources
 

for small farmers, the amounts may be small in some countries.
 

6) These are general arguments; in many, but not all, specific
 

are probably advisable. But rates
situations higher interest rates 


that are too low are only one of the many problems faced by public
 

sector credit programs and higher interest charges are no panacea.
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I. Introduction
 

All enterprise - small and large Ifarmers, snall and large manu
facturers - and every nation as a whole suffers from a shortage of "cheap
 
credit." There is general shortage of credit in real terms simply because
 
productive resources, which can be used for current production of goods
 
and services, including investment in real assets, are always scarce.
 
The shortage of credit which is endemic to small farmers is, in large part,
 
an aspect of this generalized shortage of real resources which is especially
 
acute in the less developed countries of the world. But the small farmer
 
credit problem has unique features as well which require identification
 
and understanding if effective credit assistance is to be designed. It will
 
be argued here that these unique features arise from the fragmented and
 
non-competitive structure which characterizes the credit markets in which
 

small farmers operate. Small farm credit programs which improve these markets
 
are not, in themselves, sufficient conditions for agricultural development.
 
That may well requite additional resources, technical change, education and
 
a number of other ch-nges as well. This paper could not and will not attempt
 
to discuss such a comprehensive program though some comments will be made
 
on various aspects. It will be argued that a small farmer credit programs
 
is generally a necessary condition to meet widely accepted standards of
 
equity as well as efficiency.
 

A generalized resource shortage imposes a particularly heavy burden
 
on small farmers. Credit facilities permit enterprisers to command more
 
resources than their current wealth will buy. But the access of small farmers
 
to regular credit facilities is relatively limited as compared to urban
 
enterprise and large farmers who can and do maintain more routine banking
 
and other financial connections. Moreover, ordinary financial market prac

tices usually exclude small farmers from conventional loans or require them
 

to pay relatively high interest rates. Although there are informal or
 
non-institutional sources of credit, these sources charge the small farmer
 
much higher price for credit than the rates paid by large borrowers to
a 


institutional credit sources.
 

These are obvious but nonetheless important observations. They con

stitute a prima facie case for the development of special credit facilities
 

for small farmers. Although many detailed reasons are given for the establish
ment of small farmer credit programs, most of these boil dovm to the obvious
 

and important argument that, without such programs, a large part of the largest
 

sector in the less developed countries will neither participate in nor con
tribute to economic development. That is, without such programs there will
 

be inequities in incone distribution and inefficiencies in resource allocation.
 
This argument will be developed at length here since the simple observations
 
described above are not really conclusive. In particular it is necessary
 

to explain why the credit problems of small farmers are not manifestations
 
of other, deeper problems and thereby to argue that new financial insti

tutions or mechanisms are necessary.
 

.Small farmer credit programs (SFCPs) have been developed in a great
 

variety of shapes, sizes and compositions. While "tredit" is often only
 
one feature of these programs, it is the one feature common to them all.
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This means that small farmer credit programs should be considered pri
narily as financial innovations. They are distinguished from other types

of financial programs by: 
 (1) the specilly created new institutions;

(2) the identification of small farmers as the sole or prime customers
 
and, in some cases, the special sources of the credit; (3) the close
 
association, in many programs, of the credit with production and marketing
 
aggreements and technical assistance.
 

There are many controversies, of course, about the detailed organ
ization and operation of SFCPs. 
 These often stem from more fundamental
 
differences about why the programs are needed and wh& they are supposed
 
to accomplish. Thus, to help resolve the controversies, it is necessary

to examine closely the basic rationale for small farmer credit. 
That

examination will be undertaken in the next section of this paper. 
In

the paper's third section this examination will provide the basis for

recommendations on important details of SFCPs operating procedures.
 

II. The Rationale for Small Farmer Credit Programs and the Reality
 

All of the reasons given for the development of small farmer credit
 
programs in the Spring Review papers and in other discussions of financial

development as well can be grouped under three headings: 
 (1) increase
 
in saving, (2) redistribution of income, and (3) improvement of efficiency

in the allocation and use of -eal productive resources. These rational
izations will be examined separately below. The treatment here will be

relatively brief. 
However, it will provide a comprehensive basis for
 
the recommendation of changes ±1 SFCP policies.
 

Though there are many different definitions of savipg, one def
inition is used most consistently and has the most significance for
economic development. According to this definition, saving is the amount
 
of current real output which is ttot 
used for consumption and is, therefore,

used for investment purposes. 
WhLle saving is nearly always measured
 
in money terms because of the familiar problem of adding up different
 
kinds of real output, the important "realness" of saving should never be
 
overlooked. 
There are possible sources of confusion in the fact that
 
when income is received in money, by individuals and families, saving
is also often carried out in the form of money. 
Of course, current monetary

savings means that not all of the money income is being used to demand
 
part of current output for consumption purposes.
 

The issue under examination is whether a small farmer credit program,

as a financial innovation, has any effect on saving. There are two kinds
 
of effects which pj2ht occur. 
There may be direct effects as the result
of the creation of local financial institutions: credit unions, cooperatives,

local banks, etc. 
It has been argued with respect to SFCPs as for other
 
types of financial institutions, that, as the result of the creation

of such institutions, some additional income will be saved that would
 
not otherwise be. 
 The other effect on saving claimed for SFCPs is indirect.
 
It is also argued that an SFCP will contribute to an inerease in farm
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income and that there will be an increase in naving from this increase
 
in income.
 

The indirect effect claimed for SFCPs is a well-known relation
 
of saving to income. Perhaps it might better be classified as an indirect
 
effect of an improvement in resource allocation because it would not occur
 
unless resources were, in fact, used more productively. But it is less
 
important to be precise about dategories than to be clear about causes:
 
in this case an increase in income leading to an increase in savin6.
 
At both the aggregate level andin consumer budget studies the indirect
 
effect has been intensively investigated. Some of the country papers
 
(especially Taiwan, Adams et al) document this effect. The date also
 
suggest (see Ecuador, Gladhart) that the induced effect on saving of
 
increases in income in rural areas is strong, even relative to the analogous
 
effect in urban areas.
 

Some of the country papers claim to have observed the direct effect
 
of SFCPs on saving. These papers note that the creation of new financial
 
iustitutions in rural areas is followed by an increase in deposits in
 
such institutions (Phillipines, Sacay). However, such an increase need
 
not, represent an increase in saving in the real and important sense
 
of the definition above. An SFCP may, bttneed not, mean improved access
 
to deposit receiving institutions. These may already exist but not be making
 
substantial loans regularly to small iarmers. But suppose that SFCPs
 
do reduce the cost of making deposits in time and transport. It is easy
 
to understand that farmers might then increase the proportion of their
 
assets which they hold in bank or other institutional deposits. (See,
 
for example, Zambia, Roberts). That, in turn does not necessarily imply
 
a reduction in real consumption and an increase in real saving. Why should
 
such an increase occur simply as a result of the creation of a new insti
tution?
 

One argument is that additional saving will be encouraged by the
 
interest rate paid on savings deposits. First of all, that interest
 
rate or a higher one may already have been available in an existing iyksti
tution or in informal credit markets. In addition the deposit interest
 
rate is typically less than the real return on investment which is available.
 
Moreover, on a priori grounds, it can be demonstrated that the effect
 
of an increase in the interest rate is uncertain and may be to decrease
 
rather than increase saving.
 

Another argument holds that the greater liquidity offered by bank 
deposits in financial institutions will stimulate more saving. Presumably 
it was always possible to hoard cash. And again, on a priori grounds 
one can argue that the effect can go either way. Perhaps it is the com
bination of return and liquidity which is especially appealing.
 

Empirical studies of the effects of the interest rate and increases
 
in liquidity on saving are rare outside of the more advanced countries.
 
This is, in large part, because the savings data for less developed coun
tries are among the least reliable of their national income statistics.
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In the studies done for more advanced countries the effect of the interest
rate on saving does not appear to be strong or even consistently positive
and the liquidity effects seem to be to discourage saving.1 However,
studies done for the relatively advanced countries at their much different
levels of income per capita are by no means conclusive for the less dev
eloped countries.
 

As noted,a argument which might count against the effect of
institutional interest rates in encouraging savings deposits is that much
higher rates are clearly available on loans in the informal credit markets.
The various contries studies have cited interest rates of 100 per cent or
more in the informal credit market. 
The evidence is not conclusive, however
because that use of funds may not be available to everyone. Moreover,
funds put into the informal credit market may be subject to higher risk
than if placed in a financial institution. 
The issue would then be whether
or not the higher interest rate moaeor less than compensated for the risk
differential. 
In any case even after risk is taken into account, it is
not obvious that bank deposits are a 
better asset than the many alternative
 
uses of funds which are available in rural areas.
 

Since much has been made over the role of rural financial institutions in "mobiliz-.ng" rural funds, it is relevant to ask why it is important
to mobilize "funds". 
There need never be a aggregate shortage of dunds
pfS se. 
It is not clear in this use what "mobilizing" means though the
termir ology is conventional. If it means increasing the aggregate supply,
SFCPs are not important. The government treasury and central bank can
create them in any amount desired. And having more or less does not mean
that there are more or less real resources available to the cconomy. 
If
more funds are held by farmers who want to use them to buy real resources
then the amount of resources available to the agricultural sector will
increase. 
 In principle, if the institutional structure exists,
the government or the central bank can make funds available to whatever
sector they desire the funds to go. 
Yet in practice the various economic
sectors may have to compete for funds without any central control over
their allocation. Success in the competition for funds would, in turn,
mean success in the competition among sectors for real resources. 
If
SFCPs help small farmers in this competition they may be doing an important
service. Yet it is not a 
savings increasing effect. Financial institutions which "collect" funds in the rural sector may not increase theamount of real investment there at all. It is frequently argued that
financial institutions in rural areas can be used to "channel" resources
into other areas. 
That, in fact, has been a classic complaint of the
 
countryside.
 

See, for example, Daniel B. Suits, "The Determinants of Consumer Expenditure: 
 A Review of Present Knowledge," Commission on Money and Credit,
Impacts of Monetary Policy, Prentice-Hall, Englewood, 1963
 

1 

http:mobiliz-.ng


-5-


While some of the various country papers describe the growth of
 
deposits as the result of SFCPs, they do not provide comprehensive information
 
about the entire financialsystem in each country as a whole. Thus it is
 
not possible to determine whether the increased availability of funds
 
to the rural sectors does, in fact, improve its ability to compete for
 
resources against the rest of the economy. This observation should not
 
be taken as a criticism of the country papers, however, because such
 
improvement would , a difficult result to demonstrate. But then neither
 
can the effect be claimed for SFCPs.
 

Therefore, on the whole, the most than can be said about the impact
 
of SFCPs on saving is that nothing is proved, one way or the other.
 
It is to be hoped that there is such a positive effect but wishes should
 
not be confused with reality.
 

(2) The effects of small farm credit programs on income distribution
 

The Spring Review papers give only a few examples of SFCPs in
 
which the direct redistribution of income has been an explicit objective.
 
Yet it is often claimed that small farmer credit should and does redistribute
 
income indirectly by improving the income earning capabilities of small
 
farmers (Ethiopia, Cohen). This is part of the leitmotif of many papers
 
that small farmers are especially deserving of assistance and that economic
 
growth which does not improve the conditions of life among small farmers
 
cannot really be called development. This point of view should not be dis
missed just because it involves value-judgements. After all, it is largely
 
due to out value judgements - and those of our country as a whole - that
 
we are in the development business. In addition, the same point of view
 
is widely held in developing countries.
 

The distributional implications of development have recently been
 
receiving more and more attention. If equity means that inequality should
 
not be increased, then special attention should be paid to small farmers.
 
They generally constitute the largest group in the largest single sector
 
of most less developed countries. They are usually among the very poorest
 
in the country and are subject to special handicaps in the development
 
process.
 

Despite the rarity of explicit discussion about the use of SFCPs
 
for income redistribution purposes, the Spring Review papers do provide
 
evidence that SFCPs are frequently but inconsistently so ,3ed. In Sri
 
Lanka the welfare rationale was unusually clear (Sri Lanka, Geenatilleke,
 
et al., p. 28). The Turkish SFCP, on the other hand, appears to be one
 
of the few without income redistribution motives even implicit (Turkey,
 
Stickley, et al.).
 

The redistributive motivations in the SFCPs often emerge in their
 
treatment of defaults. While lending institutions have almost universally
 
set high standards for repayment, borrowers have typically defaulted at
 
a high rate, and, in most circumstances, with relative impunity. In some
 
Spring Review papers the writers have said quite explicitly, based on the
 
available factual evidence and their own judgement, that many borrowers
 
regarded the "loans" as transfers and never intended to repay (e.g. Bolivia
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Royden et al).
 

If the small farm credit programs are judged as income redistri
bution devices, they cannot always be given good marks. The common
 
observation that small farm credit has often evolved into middle and
 
large farm credit does not speak well for the achievement of income
 
redistribution. Moreoever, in a number of cases it has been pointed out
 
that the default rate on the loans has been the highest among middle
 
and large farmers. This generally reflects their political power to
 
default with impunity.
 

Putting aside for a moment the question of how the SFCPs have
 
actually worked to redistributt income, the question must be considered
 
whether a credit program is an appropriate mechanism for achieving that
 
goal. To use credit in order to redistribute income, the credit would
 
have to be made available under subsidized terms which contain some element
 
of grant. That would reduce the farmer's costs of operation and increase
 
his net return. However, not all the costs of input would be reduced equally.
 
There would be a bias in favor of real capital inputs over labor, fertilizer
 
seed and other current inputs, with a resulting loss in overall efficiency

to the economy as a whole, even though all inputs would be used effectively
 
on each individual farm. In addition, if SFCPs are to be used for redistri
butive purposes, collateral requirements would have to be modified.
 
Poorest farmers are leasable to provide collateral. Unless the loans
 
get to them they will have only limited, perhaps even perverse redistributive
 
effects. While something may be said for a change in repayment and
 
collateral requirements, as will be pointed out below, it is not desirable
 
to create incentives for inefficiency.
 

Thus as income redistribution methods small farm credit programs

have the disadvantage of creating biases and incentives for inefficiency

in the use of productive resources. Moreover, judging from their past

operations, they are prone to arbitrariness and even perverseness for
 
the SFCPs have not necessarily worked in favor of small farmers at all.
 

(3) The effects of small farm credit programs on the availability and
 
efficiency in use of real resources.
 

While there may disagreement on other aspects f the rationale
 
of the small farm credit programs, there is a general consensus that
 
SFCPs can improve the availability and efficient use of real resources.
 
The expected improvement is based on the belief that, for various reasons,
 
small farmers qre eager to borrow but are disadvantaged compared to
 
other borrowers in the market for funds. This particular disadvantage
 
arise from financial market imperfections. The financial disadvantage

in turn results in the relatively inefficient production, stagnaticn and,
 
perhaps, eventual decline of small farmers and their displacement by
 
larger farmers.
 

Alternatively, but sometimes simultaneously, it is believed that
 
small farmers do not recognize the advantages of borrowing funds and
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using them to purchase more and, sometimes, different and better inputs.
The last point of view will be taken up first and then the reasons why
small farmers may be at a disadvantage in credit markets will be examined.
 

It is by now widely accepted that traditional farmers as well as
modern farmers respond to economic incentives although the evidence for
this is less than unanimous. 
 Even if it is true, it does not imply that
the response is quick or that it leads to 
an efficient use of resources
overall. 
The latter would require perfectly competitive markets in traditional agriculture. 
There have as yet been few studies which confirm
 
this.
 

Although the Spring Review papers contain impressive examples of
farmers rapidly taking up new and better seeds and techniques once these
are demonstrated to them,they also provide examples of the failure of
such demonstrations to be successful, and examples of slowness in the
adoption of improvements. 
The latter examples support the frequently
reiterated argument that small farmer credit programs need to be integrated with package programs of technical assistance and supply of
improved inputs. 
 There are also circumstances documented in which the
adoption of new technology was not dependent on the availability of

credit through an SFCP (Bolivia, Royden).
 

It should be emphasized that when traditional agriculturalists
respond to price incentives by increasing output that is not in itself a
demonstration that resources are being used in the most efficient ways.
Therefore, price responsiveness need not imply that credit programs will
necessarily be used by small farmers to adopt efficient resource combinations.
In order to conclude that SFCPs improve the allocation of resources, it is
necessary to compare the allocation of resources with and without such
programs. 
This requires an examination of the non-institutional or
 
informal credit system.
 

The Spring Review papers clearly show that one or more types of
non-institutional or informal courses of credit are available to small
farmers almost everywhere. 
Are the organized SFCPs an improvement over
these traditional forms? 
 This question is discussed explicitly in only
a few of the Spring Review papers. 
 One notable example contains an analysis
based on 
reviews of SFCPs in Middle Eastern countries (Middle East, Stickley
et al). 
 Another by Charles Nisbet treats the money-lender explicitly
(Money-lender, Nisbet). 
 While not conclusive both papers suggest that
there are circumstances in which the informal sources of credit to small
farmers may be have a net lower price than the formal, institutionalized

credit shcemes. The sources of differences to the farmer in the cost of
credit from non-institutional and institutionalized source are conveniently
classified into two groups: 
 (1) cost differences of all types in the
provision of credit and (2) differences interest rate charged to farmers
which have their source in the "structure" of the market for funds, i.e.
the nature and extent of non-competitive conditions.
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The question of the relative effectiveness of SFCPs as compared to
 
informal credit markets can now be posed in the following fashion:
 
Are there any essential reasons why SFCPs can - or cannot - improve on
 
informal sources of credit?
 

On the cost side the Spring Review papers provide many examples
 
of differences in administrative expenses. But the examples do not tell
 
the same stories. Careful comparisons are difficult because.the non
institutional credit sources were, understandably, not carefully
 
studied. When institutions are created especially to make loans to small
 

farmers, a variety of fixed costs are incurred. These costs are increased
 
when technical assistance, input supply and marketing services are made
 
integral parts of the loan operations. The costs of these non-financial
 
services are often loaded on the lending actiiities partly because the lattei
 
are often the only sources of income and partly because of unrealistic
 
accounting conventions. On the other hand, there are economies of scale
 
since increasing the number and magnitude of loans serviced reduces unit
 
costs. Such economies of scale at "high" levels of operation might, on
 
balance, give advantages to institutionalized credit depending on the
 
nature of the cost variation. But there are also costs which do not change
 
with scale and, perhaps, even some costs which increase with scale.
 

One of the particular advantages of informal credit compared to
 
many SFCPs is that it often seems to be a side-line or by-product of other
 
activities and utilizes the time of the persons involved which might not
 
otherwise be used. It does not require separate buildings nor the bureau
cratic paraphernalia of personnel benefits which the institutionalized
 
credit programs often carry. Similarly, cooperative credit programs some
times, though not always, likewise succeed in avoiding the creation of
 
expensive bureaucratic superstructures.
 

Another cost advantage of informal credit sources (Zambia, Roberts)
 
is that their organization usually does not require special resources
 
to obtain information about potential borrowers. The traditional money
lender lives in the village or regularly engaged in trade with potential
 
borrowers and thereby generates the kind of information about credit
worthiness which invloves substantial costs for formal, institutionalized
 
credit organizations. Again, it may be noted that cooperative credit
 
programs may well differ in this respect from other types of SFCPs.
 

If financial markets were really perfect, the opportunity costs
 
of funds would not be different for SFCPs and non-institutional credit
 
sources. The fact that funds are supplied to institutionalized credit
 
programs by the government or central bank at especially favorable rates
 
with an implicit subsidy element means that nominal ccsts are different,
 
however. The nominal differences should not be allowed to mislead a care
ful estimate of true real costs. The accounting of the true social costs
 
in SFCPs should be based on "shadow prices" which represent, as well as
 
possible, real relative scarcities.
 

ar_8
 



- 9 -


The premium for risk is one of the costs of lending. Some sources
 
of risk are the same for institutionalized and non-institutionalized credit.
 
Both, for example, face the risks of drought or insect infestation.
 
Though the sources of risk many the same, they do not necessarily lead
 
to the same probbbilities of default for all types of credit. Institutionalized
 
credit programs may be able to incur certain costs which reduce the risk
 
of natural disasters by providing, for example, information about insecticides.
 
Informal credit systems may not be able to "buy" this kind of insurance
 
even if they were so inclined. On the other hand, the formal credit
 
systems may have to pay much more than informal credit sources in order
 
to obtain detailed knowledge of borrower creditworthiness.
 

Similarly the Spring Review papers occasionally sugges that the
 
informal credit systems are better able to avoid delinquency and default
 
than the institutionalized credit programs (Brazil, Mayer et al). The
 
informal credit systems can use existing social sanctions to avoid such
 
losses whereas the institutionalized credit systems must create new sanctions
 
or utilize relatively expensive systems of collection. On the other hand,
 
it was noted in one case that informal lending among kinship groups was
 
inhibited by the concern among lenders that borrowers would take advan
tage of family connections to default with impunity (Zambia, Roberts).
 

The failure of the institutionalized SFCPs to aggressively collect
 
outstanding debts apparently often reflects the exercise of political
 
power by large borrowers who have considerable local influence. In addition.
 
small farmers may exert power on national level which they cannot exercise
 
on a local level with traditional lenders. Alternatively, the relatively
 
low interest rates and lenient collection procedures of the SFCPs compared
 
to the non-institutional credit market can be considered as the intrusion
 
and imposition of urban values into a relatively conservative countryside
 

On balance then,what are the relative advantages and disadvantages
 
of the institutional and non-institutional systems with respect to their
 
"cost of production" conditions for credit to small farmers? 
 It is
 
revealing that it is not possible to conclude with even a reasonable
 
degree of certainty that the institutional credit programs have a cost
 
advantage.
 

Yet thereis another condition which must be reviewed before a
 
tentative overall evaluation can be attempted of SFCPs in comparison
 
with informal credit markets: the "structure" of the credit market which
 
the institutional credit systems create and in.which they operate. In
 
principle the local SFCPs ire "price-takers." In most SFCPs an interest
 
rate is determined for the economy which is appropriate for a whole class
 
of borrowers and all borrowers in that class are offered credit at the
 
same interest rate. Before concluding that the institutional credit system
 
as a whole operates "as if" it were a competitive credit system it would
 
be necessary to know whether the interest rate for each class of borrowers
 
is set at a level which equalizes the quantity of funds supplied and
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demanded in the country as a whole.
 

In contrast with the operation of SFCPs, the lenders in the
 
non-institutional credit market system are "price-makers", at least
 
within certaln bounds of discretion. Though there is not much information
 
about financial market structure, the folklore of village moneylenders
 
as well as the passing references in many country papers suggest a good
 
deal of monopoly. While it has been suggested that this is, in fact,not
 
the case aad that there is really considerable competition in informal
 
credit markets (Moneylender, Long) this seems to be an unusual conclusion.
 

The conditions which must be satisfied to achieve competition
 
are quite rigorous - particularly the condition that there must be many
 
alternative buyers and sellers so that no one has a significant effect on
 
the market by his actions alone. The descriptions in the Spring Review
 
papers and in other sources are simply at variance with this requirement
 
In non-institutional credit markets there are typically only one, or at
 
most a few, alternative sources of credit available to potential borrowers
 
in each locality. And it is quite clear that village moneylenders,
 
merchants and landlords do not need lessons in methods of exploiting
 
monopoly power.
 

The implication emerges over and over again that non-institutional
 
lenders have considerable power to set interest rates and use it to
 
discriminate among borrowers (e.g. Phillipines, Sacay). Those borrowers
 
who, from necessity or advantage, are willing to pay relatively high
 
interest rates are singled out to be charged relatively high rates. It
 
means that the resources purchased by different farmers with borrowed
 
funds are used with different degrees of intensity evin when productivity
 
conditions do not warrant it. And this, in turn, means that overall
 
resources are not being used efficiently. What more damning statement
 
can the economist make about any resource allocation system!
 

It should be emphasized that the discussions above does not rely
 
on the charging of high interest rates which is the kind of evidence
 
frequently cited to argue that the non-institutional credit system
 
is characterized by the exercise of monopoly power. High interest rates
 
may be consistent with competitive conditions and reflect a high marginal
 
return to the reosurces purchased with funds by small farmers. The typical
 
counter argument is that "high profile" productivity conditions do not
 
exist in traditional agriculture though, as will be point out below,
 
the evidence is not conclusive.
 

There is still another type of market imperfection, with perhaps
 
greater significance in non-institutionalized credit system, as compared
 
with SFCPs. This imperfection is the degree of fragmentation of the
 
credit market. Market fragmentation exists when intermarket connections
 
are so weak that differences in interest rates in various markets are
 
greater than the costs involved in transferring funds among the markets.
 
Market fragmentation is cQnsistent with perfect competition in each market
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segment but 
means that overall 
there are inefficiencies. 
 However, in
rural credit markets it is associated with monopolistic discrimination.
Market fragmentation has 
a variety of sources, including traditional
barriers 
to market interaction which have their sources in 
turn in ignorance
and suspicion associated with language and cultural differences and also
the urban-rural cultural differences. 
 Again there 
 is little quantitative
evidence on 
the significance of such market fragmentation in non-institutional credit systems, although the qualitative descriptions of such systems
suggest tLat it often occurs. 
 On the other hand, there are occasional
impressive examples of extensive credit interconnections among urban
merchal.t-lenders, provincial merchant-lenders and local merchant-lenders
(Viet Nam, Barton). This 
seems unusual but that judgment may only reflect

lack of similar detailed studies.
 

While the informal credit markets 
are likely to be quite fragmented,
it cannot be claimed either that SFCPs 
are fully integrated into national
credit systems. 
 The sources of SFCP funds are often quite specialized
and not even in principle available for other purposes. 
And, certainly,
there are consistent attempts in SFCPs to insure that funds 
are used only
for agricultural production purposes, separating the "market" for consumption loans from that for production loans.
 

The SFCPs do not appear to be free of monopolistic discrimination
practices either, though their pricing policies are nomitLally those in
which all borrowers in the same loan cost class, at least, 
are charged
the samne 
rate of interest. The practice seems 
to often have been diffferent. lere are 
examples mentioned of small farmers bribing local
loan officers in order to obtain credit or to expedite the processing
of their loan request. There 
are also frequent references to local loancommittees, in which large landowners and merchants have heavy representation and allocate an unduly large share of the available credit
themselves to
(e.g. Viet Nam, Barton). 
 In this case other farmers are not
charged higher rates but are screened more strictly than the favored
members of the decision bodies. 
 There is also recurring reference to a
higher default rate among larger landowners than among small farmers with
the former group relying on their political power to avoid the penalties
for default while smaller farmers, with less power and greater vulnerability, are more"conscientious" in repaying (e.g. Bolivia, Royden).
There 
are many references to the concentration of economic and political
power in rural areas 
in descriptions of non-institutional credit systems (e.g.
Ecuador, Gladhart). 
 Such reports also indicated that such concentrations
of power are felt in SFCPs as well (Pakistan, McIntyre). 
 But on some
occasions SFCPs have also helped to reduce the concentration of power
in traditional hands (Ecuador, Gutrnan).
 

III. Suggestions for changes in SFCP practices
 

The preceding section whicl! sarveyed financial conditions which
face small farmers developed a rationale for SFCPs.
an evaluation was made of 
In the process


he relative efficacy of SFCPs in comparison
with non-institutional credit systems. 
That discussion leads to suggestions
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for changes which would improve SFCP practices. Since the suggestions

will be made in rather stark and unqualified terms, a caveat will be
 
entered at the outset. A survey of the Spring Review papers suggest

certain impressive uniformities. But the papers also reveal a rich variety

in the conditions which prevail in various countries. The suggestions

made, therefore, will not apply in every country to the same degree.

The suggestions are also relatively unspecific and their application

to individual countries would require more careful study of the particular

circumstances.
 

Interest rate policy
 

As noted above, the interest rates charged in SFCPs are in most
 cases substantially below the interest rates charged in the non-institu
tional farm credit markets. There is little, if any,evidence presentec

about the relation of the SFCP interest rates to interest rates in other
 
sectors of each economy. Yet it does not take much familiarity with the
 
conditions of the less developed countries to realize that free market
 
interest rates are often substantially above the relatively low interest
 
rates prevailing in most SFCPs. The comparison is clouded by the fact

that it is also common for credit to be rationed in non--farm sectors of
 
less developed countries' economies at rates which are substantially
 
below the free market. The nominal interest rates usually quoted are

substantially less than the higher true, but hidden rates which are
 
characteristic of the formal credit system in the rest of the economy.

Since the SFCP rate is often consciously set relatively low for income
 
redistribution purposes, presumably the point that it is relatively low
 
does not have to be argued at great length.
 

A.low SFCP interest rate has several undesirable effects. First
 
it encourages the relatively intensive use of the inputs that can be
 
purchased with borrowed funds, compared to their use in other sectors
 
of the economy. If, in fact, the real return on such inputs in less in
 
agricultural sector than in other sectors that is a misallocation
 
of resources. 
 On the other hand, suppose the real return is greater in

agriculture than the interest rate which is charged. 
 Or, suppose that
 
the total amount of funds going to SFCPs is controlled. Theit the issue
 
becomes one of rationing funds to their most productive use in the
 
agricultural sector. 
In these latter cases, an interest rate whibh
 
is lower than the real return to the use of credit would ce=Cainly not
 
perform the desired function of rationing funds efficiently among types

of uses and individual users.
 

A relatively low interest rate may also encourage the use of credit
 
for consumption, though this use of credit is often misunderstood. The
 
diversion of credi.t to consumption purposes is usually mentioned with
 
a pejorative connotation in the Spring Review papers. 
 It should, however,
 
be expected that families would consider the use of credit for consumption

as well as production purposes. Rational calculation, now customarily

attributed to traditional peasants as well as to modern man, would call for
 
a consideration of the relative advantages of credit used either for current
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consumption or for current production. Then credit would be allocated
 
to maximize the present value of the satisfaction to be gained from both
 
presnet consumption and production uses. Such a rational allocation
 
would mean that the rate of interest paid on consumption loans would be
 
equated to the tradeoff between current inputs purchased with credit
 
and future increases in production. rhus, the rate of interest paid on
 
consumption loans should be equated by rational borrowers to the rate
 
of interest paid on production loans. This means that a high interest
 
rate on consumption loans must, in perfect markets, reflect an equally
 
high rate of return on credit used in production - again if the credit
 
users are rational calculators and funds loaned can be used for either
 
purpose. In order to argue that the return on credit in traditional
 
agriculture is relatively low and, therefore, that the SFCP interest
 
rate should be low one must discount the impressive evidence of the rate
 
of interest paid in traditional agriculture on consumpt. n and production
 
loans. If the rate of interest charged by SFCPs is too low it is under
standably that the use of credit for consumption purposes would be increased
 
when such use would not be warranted at a higher rate.
 

A relatively low rate of interest also means a relatively low
 
return to the SFCPs. It creates continuing problems of financial vi..
bility for such programs (e.g. Ecuador, Keeler). The SFCPs are forced to
 
continually rely on government and other outside sources of funds to
 
subsidize small farm credit and cannot themselves compete effectively
 
for funds which would then be channeled to small farmers. Since the
 
amount of credit demanded at the relatively low rates is not fully satis
fied by the quantity which is available in many cases, that means that
 
there is some rationing of credit by means other than the price systen.
 
As argued above, there is evidence that the rationing is done by and in
 
favor of relatively large landowners. This enables them to use credit
 
more intensively and permits them an advantage which may even result in
 
the displacement of small farmers by larger farmers.
 

A relatively low rate of interest is recognized by small farmers
 
as uneconomic. To them, the going market rate is that quoted by the
 
non-institutional credit system. An SFCP rate which is much less than
 
that is likely to encourage small farmers to regard the SFCP as an
 
organization providing government subsidies and, thus, not to be taken
 
seriously in the attempt to adhere to rigorous standards of efficiency
 
and of repayment. Thus, the relatively low interest rates may themselv__
 
contribute to delinquency and default on loans.
 

The low interest rate also encourages the channeling of borrowed
 
funds back into the industrial urban sector. One interview by the author
 
in a latin American country elicited the information that low interest
 
loans to coffee growers were used to purchase finznciera securities.
 

The low interest rates in the SFCPs may be recognized to be an
 
income redistribution device and defended as such. The reply of the
 
economic purist is that subsidization of factors of production is an
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undesirable means of redistributing income because it results in dis
tortions in the use of resources in production. It would be preferable
 
to use direct government grants to raise incomes, paying for them from
 
general tax revenues. That is a purist argument because such direct
 
grants may not be politically feasible. Other techniques such as subsidies
 
via price support programs may likewise be infeasible due to their
 
unpopularity in urban constituencies. In such circumstances if the
 
income redistribution goal must be achieved through a SFCP, a conflict
 
between efficiency and equity arises.
 

There are no tricks which will avoid such a conflict. It is better
 
to recognize it explicitly and draw attention to it in order to encourage
 
the search for other methods of achieving income distribution goals.
 
It might, for example, be possible to adopt a repayment policy which
 
involved forgiveness of part of a loan, thus turning that part into a
 
direct grant. If this were done, it would be important to avoid creating
 
incentives to increase the grant simply by requesting larger loans. It
 
would also be important to attempt to maintain standards of efficiency,
 
perhaps by making forgiveness of the loan conditional upon maintaining
 
prescribed standards of farm operation. Such difficult problems often
 
arise when inappropriate policy instruments are used.
 

Suppose the use of the interest rate to subsidize low income,
 
small farmers can, somehow, be separated from the goal of using the interest
 
rate to ration credit efficiently. The problem still remains: what
 
rate of interest will achieve the efficiency goal. In principle the rate
 
should be at a level which will permit the farmer to cover his costs and
 
obtain "normal" profits. While careful and detailed economic studies
 
might permit the estimation of such a rate, those studies can seldom
 
be undertaken and completed before decisions must be made. Nonetheless
 
rough estimates are often possible. Such estimates can be made for
 
package programs of new seeds, technology, fiertilizer and insecticide
 
or for any one of these separately. It is also often possible to make
 

rough estimates for the more traditional types of agriculture in many
 
cases. In making any of these estimates it is, of course, necessary to
 

discount the returns by an appropriate risk factor though it is far from
 

easy to estimate what that factor should be. Discounting reduces the
 

real return to investment. It should not be used as a rationale for
 

making the rate of interest charged to borrowers markedly different from
 

the real return on investment, as was suggested was the case in some
 
circumstances in India (India, Schuter).
 

The Spring Review papers also contain some indirect information
 
on the productivity of additional inputs purchased with credit used with
 

traditional farm practices. This is the information about the rates of
 

interest charged by non-institutional credit sources. It has been claimed
 

that the high interest rates on non-institutional credit do not reveal
 
anything about the rate of return on credit for production purposes
 
because non-institutional credit is, to a large extent, used for con

sumption purposes. However, as pointed out above, both the factual
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evidence and economic logic suggest that the interest rate charge' on
consumption loans also reflects the return on credit when used fcr
production purposes. 
This does not imply that interest rates charged
in the non-institutional credit system are proper market clearing rates.
As noted previously, abundant evidence exists for the presence of
monopoly power and discrimination in the non-institutional credit market.
 

The evidence of the non-institutional credit market suggests that
the equilibrium efficiency interest rate is probably substantially ebove
the interest charged In most SFCPs. 
This conclusion corresponds with
evidence from studies of the return to credit that is used to implement
new technologies in agriculture. 
There are examples cited in the Spring
Review papers of interest rates consciously used to ration credit In
successful SFCPs (e.g. Taiwan, Adams et al) and interest rates imposed
in SFCPs which compare with the relatively high rates of informal credit

markets (Viet Nam, Wai and Hoover).
 

While there is still room for uncertainty, and, therefore, for
controversy, there seems to this writer to be a strong case for raising
the effective rates of interest in most SFCPs. 
 The precise change which
should be made will presumably vary from country to country and requires
careful study and judgment. However, rates of ten to fifteen per cent
or more often appear to be warranted. 
Rates of two to fime per cent almost
 
certainly are too low.
 

Default and Delinquency policies
 

In the surveys of SFCPs, it is frequently difficult to distinguish
between defaults and delinquencies, reflecting the practical difficulty
of the distinction. 
Since the sources of default and delinquency are
frequently the same, both will be considered together.
 

The Spring Review papers which survey the actual operation of
SFCPs almost uniformly uncover a high rate of delinquency and default.
Whereas default rates of one or two per cent would be considered high
in many lending operations, default rates up to ninety per cent occur
in SFCPs. Such default rates will almost always mean that the program

is simply not economic or that the political reality is such that
the program is not meant to collect most of its loans. 
 In the face of
capital losses at such rates an SFCP program must be reevaluated in the
most fundamental way as to its real as compared to its apparent Justification.
There must be a serious appraisal of the sources of default and reexamination
 
of policies directed toward it.
 

The sources of default and delinquency on loans to small farmers
fall into three categories: 
 (1)political attitudes, (2)overwhelming
natural events which have a
widespread impact, and (3)individual management difficulties, which may be widespread among small borrowers. 
The
policies adopted to deal with the default problem naturally depend on
 
its causes.
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(1) Political sources of default
 

This heading embraces not only obvious "political" influences such 
as ffect elections, but also the politics of local community relations
 
which includes the sociology of the local community.
 

The Spring Review papers make it clear that one of the major sources
 
of default is the attitude among borrowers that the loans are not seriously
 
intended to be repaid. Borrowers are quite familiar with many economic and
 
political situations in which the appearance is different from the reality
 
and the obligation to repay can easily be perceived as another one of these
 
situations. A number ot factors contribute to such a perception. First of 
all, many small farmers know that middle and large farmers have a higher 
rate of delinquency. That indicates to participants, if they ever had any 
doubt, that repayment depends on political and economic power and not just
 
on regulations and written laws. While not, in general, possessing as
 
much political power as -'ilarge landlords, small farmers can attempt to
 
exercise similar power, individually or in groups, and may succeed.
 

Secondly, the limitations of weakly staffed loan offices which are 
unable either to assess the borrower's repayment capability or to demand 
repayment also become obvious to borrowers and encourage default. Inade
quate staffing becomes, iii effect, a signal to borrowers that the intentions 

of the SFCP are not to be taken seriously. ALl of this may be reinforced
 
by conditions in which borrowers do not feel a close identification with
 
national goals and direct their loyalties mainly to a family, caste or
 
tribe. In such circumstances, the obligation to a government agency
 
simply is not appreciated as being as intense and important as local
 
obligations. On the other hand, even well-organized collection programs
 
have had high default rates (Bolivia, Royden).
 

The income redistribution motives which play a role in many SFCPs
 
undoubtedly inhibit the vigorous pursuit of defaulters in many countries.
 

One of the distinctions between the SFCPs and the traditional moneylender
 

is their treatment of delinquencies and defaults. Naturally, borrowers
 
are quick to learn and, being rational calculators, quick to take advantage
 

of any benefit available to them Gven when it is not advertised as such.
 

If, in reality, 6n SFCP .%smeant to be an income redistribution
 
program, which cannot be publicly acknowledged as such, then defaults
 
are.not the problem, but the solution. But they are a "solution" in which
 

eccuomic efficiency is likely to b- lost.
 

There may as well be an administrative difficulty whirh arises
 

from failure to be explicit about the intention to use an SFCP as a redis

tribution device. The difficulty becomes one of trying to run a financially
 

viable program which is not meant to be viable. This is not an economic
 

problem but a political and administrative one. Therefore, it isn't a
 

game for economists to be in. But it may be the only game in town. In
 
such circumstances SFCPs are an imperfect tool, at best, for improving
 
small farm production but one which should not be abandoned if political
 
realities do not permit the creation of a more straightforward method.
 
Yet unless continuing allocations of new funds are made to SFCPs continuing
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frustration is inevitable. Sophisticated economic advice is not likely

to be important or useful.
 

(2) Overwhelming netural events
 

General drought, insect infestation and flood are natural disasters
which affect substantial areas. 
While individual farmers can sometimes

limit the damage from such events, on the whole they are likely to be

helpless victims. In some areas the probability of general crop failure
is as high as one in four (Brazil, Mayer). 
 Such events are, of course, the
 
source of defaults whatever the type of loan pr -ram and whatever the
politics. 
For example, crop failure is identified as the most common
 source of default in Sri Lanka (Sri Lanka, Gunatilleke) and Nicaragua

(Nicaragua, Ramirez).
 

Suppose the SFCP is a program seriously designed to improve the
income of small farmers by reducing the monopoly power of the noninstitutional leanders and improving the allocation of resources, and
loan collections are assiduously made. Suppose also that the program

is expected to be, and attempts to be, financially viable and not act
 
as an income redistribution program. 
Should such a program enforce its
loan collections when the defaults are due to generalized crop failure?

Suppose loan default-; are followed by forced collections which
 
require seizure and sale of assets of individual farmers to other farme!:s.
 
Would this procedure lead to a more efficient use of rssources?
 

If markets were perfect all around, then risk would be properly
discounted and reflected in prices, not just in the year of general

crop failure but in other years as well. 
This can be appreciated by thinking
of a rational farmer buying a crop insurance policy and paying premiums.

These would represent 
a cost which would have to be embodied in prices.
If prices were too low to permit the payment of the insurance oremium,

then, in perfect markets, output would fall as farmers left agriculture,

and prices would rise enough to cover the crop insurance premium.
 

But markets are not perfect. 
And there are, of course, an infinite
number of ways in which markets can be imperfect. When labor and capital
markets are imperfect then the mobility required for perfect markets does
 
not exist. In such circumstances bankruptcy and forced sale when there

is general crop failure may lead not to a new and more efficient alloca
tion of resources but rather to a new set of owners, who will probably

be using resources in the same old way. A turnover of land owners due
 
to bankruptcy caused by general. crop failure may well result in the
 
increasing concentration of land holding by large farmers.
 

If the forced collection of loans after generalized crop failure
will not result in improved allocation and use o resources, there is no
 
point in forcing collection. In such circumstances a system of loan
 
"forgiveness" would be preferable, though it would require careful think

367
 



ing through of details. It would, fox exame, be necessary to have a
 
method for judging the extent to wh"-i y'ieds are reduced on different
 
pieces of land.
 

A crop insurance program that reflected the true costs of risky
 
agricultural undertakings would be better than loan forgiveness programs

for achieving more efficient allocation of resources since it would build
 
risk premiums into ccsts of produrcion. With a somewhat different rationale
 
the same proposal is made in a nt,.mber of papers (Viet Nam, Barton). Crop
 
insurance generally appears to be difficult to organize and administer.
 
It is more likely to require tue creation of another organization and
 
might postpone the effectiveness of SFCPs. Of course, local conditions
 
differ but the alternative of a loan forgiveness provision in a small
 
farmer loan program might face fewer political and administrative obstacles.
 
As experience accumulates it should, in principle, be possible to adjust 
Interest rates to reflect general crop risks. This would, in effect,
 
build a crop insurance scheme into the small farmer loan program.
 

(3) Individual management difficulties
 

Default and delinquency associated with the individual character
istics of the borrower should be clearly distinguished from those due to
 
the general political or social milieu, though it may well be that only
 
by policies directed toward individuals can the general milieu be changed.
 
As argued above, if there is a general expectation that no serious
 
attempt will be made to collect loans, and borrowers default because of
 
this expectation, that is a political or social condition. Such widely
 
held attitude cannot be changed by speeches and exhortation. Only
 
s:trict enforcement of loan terms on individuals will eff,ctively create
 
a new railieu.
 

Quite apart from default and delinquency which have their sources
 
in general social and political conditionv, a variety of individual cir
ctunstances can lead to the same resulcs. An obvious example of these is
 
individual sickness, which leads to reduced labor input and output.
 
Again, in principle, individual sickness is an insurable risk and com
prehensive SFCP would include such a risk premium in the interest rate.
 
If the basis for doing this is lacking, it again sees reasonable to
 
build in loan forgiveness provisions for default and delinquency under
 
such conditions.
 

While it is important to create and maintaln incentives for the
 
efficient use of resources, it is often difficult to distinguish "simple"
 
inefficiency from other sources of difficulty. For example, a farmer
 
whose productive son becomes sick should attempt Lo replace him, at least
 
in part, with hired labor. Failure to do so can be a sign of inefficiency
 
if labor markets would permit additional labor to be hired. However,
 
reluctance to use non-family labor may be a deep-seated cultural character
istic in some areas. In other areas use of non-family labor may be a
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completely commonplace arrangement.
 

The association of extension services with 
SFCPs is a recognition
 

that a critical learning process is often 
linked to the use of improved
 

In other sectors of the
 
inputs and an improved use of existing inputs. 


economy provisions are made for absorbing the costs of learning over 
a
 

Remission
 
wide social base rather than imposing them 

on a particular firm. 


of taxes and export duties in manufaturing 
are examples of such subsidies.
 

It is important to note, however, that in manufacturing 
the provision
 

of subsidies, implicit or explicit, during 
a learning period is only
 

Yet this is frequently

rarely associated with the lending of 

funds. 


While there is clearly a good argument 
for making
 

the case in SFCPs. 


credit part of a package program, there 
is also a good argument for keeping
 

as separate as possible. (This was
 
the accounting of the various costs 


This separation will help to
 
a recommendation in Malaysia, Wai et al). 


and make the default
 
maintain appropriate incentives for credit 

users 

It will also help the
 

and delinquency procedures more straightforward. 


SFCP politically as the financial viability 
of the loan program is clearly
 

distinguished from the subsidy elments 
involved in other parts of the package
 

program.
 

a condition for future loans is another
 Requiring repayment as 

While it may be difficult to get the
 default and delinquency policy. 


come to the local SFCP official 
to make repayment after
 

producer to 

harvest, it should not be difficult to 

get him to come in to request
 

the return on the resources
 - if the cost does not exceed
another lcan 

At this point the repayment con

which he can purchase with the credit. 

Rational farmers, per

dition for additional credit must be enforced. 


suaded chat the SFCP is a permanent 
program and that additional credit
 

If,
 
is productive, should repay in order 

to maintain access to credit. 


under such circumstances, there is 
default which cannot be associated
 

with generalized crop failure or other 
difficulties beyond the control
 

of the individual producer, then the 
assumptions would be called into
 

question.
 

Collateral Requirements
 

The country papem of the Spring Review 
frequently remark that
 

collateral requirements have been a major 
obstacle to the spreading of
 

the only
While land is commonly regarded as 
credit among small farmers. 


acceptnble form of collateral,land titles 
are often relatively obscure
 

witt only relatively large farmers able to 
afford the expenses of estab-


It is not uncommon for small farmers to 
be
 

lis!i&g clear land titles. 
 the land.
 
tenants, under various conditions, with 

uncertain tenure on 


In this situation, a collateral requirement 
restricted to land inevitably
 

the small farmer loaIu program into a large farmer loan 
program.
 

turns 

Again, this is documented in one after 

another of the Spring Review
 

papers (e.g. Ethiopia, Cohen).
 

Collateral requirements are, of course,an 
incentive for the
 

The issue is how to maintain such
 efficient use of credit facilities. 

The recormnended
 

incentiv-s without restricting the scope of 
the SFCP. 


method, followed in some SFCPs, is the imposition 
of a lien on crops
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as collateral. The difficulty lies in the enforcement of such a lien.
 
The elaborate steps which have been taken in some circtmstances illus
trate how difficult this can be.
 

Restriction of credit to loans in kind and non-consumption purposes
 

The rationale for restricting credit to loans in kind in order to
 
avoid the use of credit for consumption purposes is not clear. On the
 
one hand, it is argued that farmers are rational and that inadequate
 
credit is a major barrier to improving production. On the other hand,
 
:Lt has been argued, when the subject of loans for non-consumption arises,
 
that farmers cannot be trusted to use credit in ways which maximize its
 
utility to them. The Malaysian program, with its computer-controlled
 
allocation of loans in kind, seems caught in this contradiction (e.g.
 
Malaysia, Wai et al).
 

Rational farmers - and other producers - should be expected to
 
allocate funds between consumption and production uses. The tradeoff
 
is made between present and future consumption whether the tradeoff is
 
direct, via loans and loan repayment, or indirect, via the use of credit
 
for production with increased consumption opportunities in the future.
 
If the credit available through SFCPs has an interest rate substantially
 
lower than the rate of the non-institutional credit system, then it
 
simply makes sense to substitute a low cost sources of credit for a high
 
cost source and rationality would dictate using SFCP credit to repay
 
loans from the non-institutional credit system. Charging a higher
 
interest rate for SFCP credit would, as pointed out above, have some
 
effect in reducing this type of use of its credit.
 

The fungibility of resources - and particularly of credit - is in
 
any case likely to defeat any attempt to restrict the use of credit. SFCP cred
it in mcst- cases is only one source of the total credit used by
 
farmers. Even if SFCP loans are given in kind, with strict supervision
 
of use, such credit still enables farmers to use for consumption purposes
 
other credit which would otherwise have been used for production purposes.
 
In some cases the sale of chits for fertilizer or other inputs as loans
 
in kind has been observed (e.g. Chile, Nisbet and Morocco, Ulsaker).
 
Since success in direct control of the use of credit is not likely to be
 
achieved, it seems warranted to turn to indirect instruments such as the
 
interest rate to control the allocation of resources, as suggested above.
 

Summary and Recommendations
 

1. Interest rates are an undesirable way of subsidizing fatmers and if
 
used as such will generate economic inefficiency and, perhaps as well,
 
inequities because of the manner in which loans are distributed. Interest
 
rates in small farmer loan programs should be set at levels which reflect
 
the real productivity of the resources absorbed in agriculture with normal
 
profits allowed to borrowers. In most cases this will involve raising
 
the interest rat:is substantially. Yet the interest rates charged by
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SFCPs should not generally be set at levels charged by the non-institutional
 

lenders since those rates often reflect the existence of monopoly power.
 

2. Default rates above a few per cent indicate that the SFCP program
 

rather than being a financial program is being used for subsidies to loan
 

recipients. It is again an undesirable way of giving subsidies as it gen
loan forgiveness
erates both inefficiency aad inequity. Crop insurance or 


arrangements should be created in SFCPs in order to avoid forced bankruptcies
 

caused by crop failures and to permit the continued participation in SFCPs 

by farmers suffering crcp failure. In order to maintain the finanical 

viability of the SFCPs when there is loan forgiveness in the case of crop 

failure, there should be provision for additional contributions to the 

SFCPs from government or central bank sources. 

3. Requirements of land ownership as a condition for loans should be
 

eliminated in order to make tenants and farmers with quite: small holdings
 

eleigible for loans. Collateral in the form of crop liens should be
 
accepted.
 

4. Committees for lan allocation and'administration should be structured
 

to ensure that they are not dominated by large farmers and other persons
 

who traditionally possess economic: and political power in the countryside.-


Membership on such committees should not be used to divert small loan
 

credit intended for small farmers.
 

5. Restrictions on the use of credit only for production purposes may be
 

kept. But it is a mistake to devote substantial amounts of resources to
 

the enforcement of such restrictions, given the difficulty of enforcement.
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SUBSIDIZED SMALL FARMER CREDIT - THE GRADUATION PROBLEM
 

by Phillip E. Church
 

1. Introduction
 

Government-sponsored agricultural production credit pro
grams have been a major component of most strategies fof in
creasing small farmer incomes in developing countries.
 
Participating governments have viewed these programs as use
ful tools for transferring resources to small farmers, for
 
stimulating adoption of better production practices, and for
 
improving the performance of rural capital markets. A re
view of their performance reveals, however, that because of
 
the particular clientele they serve and the development
 
objectives they promote, gorernment-sponsored agricultural
 
production credit programs generally "operate at a loss"
 
with administrative costs exceeding incomes from the low
 
interest rates and modest service payments charged to small
 
farmer participants. To continue functioning without decapi
talizing their assets, small farmer agricultural pr-oduction
 
credit agencies responsible for these programs have had to
 
depend on regular central government transfers or subsidies
 
to cover some or most of their operating costs.
 

The justification given for subsidizng operating costs
 
is that small farmers need the incentive of low-cost credit
 
to adopt new technologies; for such programs to break even,
 
it is argued, interest rates would have to be so high that
 
they would discourage many small farmers from borrowing.
 
Moreover, it is pointed out that small farmers need supervi
sion to guarantee that they. use the new productive resources
 
wisely; the costs of such supervision, however, are too high
 
as a rule to be covered by interest and service charges on
 
loans and must, therefore, be absorbed by the government as
 

l/ Government-sponsored credit, as the term is used
 
here, should be interpreted to include "supervised" credit,
 
"directed" credit, "low-interest" loans, "FHA-sti..e farm
 
management" credit schemes and similar government-operated
 
programs. Farmer credit cooperatives receiving government
 
assistance in the form of low-interest loans and technical
 
or administrative services, also fall within the scope of
 
government-sponsored credit programs.
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transfers to the credit institution. Also, it is maintain
ed that the cost of communicating new technologies and of
 
absorbing the risks involved in their adoption should not
 
or could not be borne totally by the small farmer himself.
 
Such a burden must be shared in part by society which,
 
through its tax payments, absorbs part of the cost of com
municating technologies and covering farmer's risks.
 
After all, society as a whole also stands to benefit from
 
increased supplies of cheaper agricultural commodities for
 
consumption and industry which are possible with more
 
advanced agricultural technologies.
 

Whether small farmers need the "carrot" of low interest
 
rates or the "stick" of supervision to become efficient
 
credit users remains an unresolved development issue. It

is clear, however, that many government-sponsored agricul
tural production credit programs require substantial oper
ating subsidies. Among the countries for which data are
 
available, operating subsidies range from 25% 
up to 100%

of total program revenues. It is rare that a small farmer
 
credit agency has not required a subsidy to cover part of
 
its operating costs. In 
some cases, the subsidy required

for an agricultural production credit loan closely approx
imates 
 the value of the loan itself. Where average

loan sizes are small, the subsidy component 1:ends to be
 
large.
 

As a rule, government-sponsored agricultural credit
 
programs have the goal of reducing operating losses that
 
require continued government subsidies. Central govern
ments are reluctant to go on indefinitely subsidizing

small farmer credit agencies with scarce public resources
 
that are needed to meet a rarge of other development prior
ities. Likewise, administrators of small farmer credit
 
institutions are anxious torhi.:'e operating losses that,

rightly or wrongly, reflect .y.. an their management

abil.ity or open the door to po 'licalpressures that fre
quently accompany needed cent.-I government subsidies./
 

2/ Central government subsidies in some small farm
er programs have been conditioned on the granting of
 
loans to constituents of the party in power--whether

farmers or not. Such political influence in lending

policies has led to high default rates, increased
 
operating losses, and greater dependency on govern
ment subsidies in a vicious cycle that has led to
 
the eventual ruin of some institutions.
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Efforts at cost reduction, however, have 
often con

flicted with other goals of reaching as many 
small farm

er borrowers as possible since attempts to 
cut operating
 

losses 1y raising interest rates, minimizing 
supervision,
 

or cutting staffs usually curtail numbers of 
farmer
 

Some credit institutions have tried to
 participants. 

reduce these operating losses by extending 

their pro

grams to more farmers, thus spreading their 
operating
 

overhead over more loans while increasing income 
from
 

These efforts
interest rates and service charges. 

generally meet with little success because 

the additional
 

farmers are often located in rather remote 
areas, are
 

more reluctant users of government credit and 
are engaged
 

As a result, they
in more risky agricultural activities. 

tend to increase ,athcr than reduce the cost per 

loan of
 

extending the outreach of small farmer agricultural 
credit
 

programs.
 

At issue, then, is the extent to which subsidies can
 
same time limiting the outbe reduced without at the 


reach of government-sponsored agricultural 
credit pro-


It is argued here at it is possible to achieve
 grams. 

both the goals of reduced subsidies and extended 

farmer
 

outreach through 47 introduction of a small 
farmer
 

graduation policy.-


In this paper, the term "graduation" is used
3/ 

to refer to the movement of small farmer credit
 

users from programs receiving government subsidies
 

to self-supporting institutions which cover 
their
 

operating costs from interest and service charges
 

credit users. Self-supporting credit ins
made to 

titutions can be both public and private. 

For
 

example, in addition to private commercial 
banks which
 

included government
give agricultural credits, are 

agricultural development banks, which in addition 

to
 

"soft-loan" windows from which farmer credit 
users
 

obtain low-interest supervised loans, have 
"hard
 

loan" windows for farmers who have become 
sufficient

ly capitalized and experienced to borrow 
with minimum
 

supervision and technical assistance at commercial
 

lending rates.
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2. 	Small Farmer Graduation from Subsidized Credit
 
Programs
 

It is the working hypothesis of this paper that under
 
most conditiort. viable and potentially viable small farm
ers should not and need not go on indefinitely receiving
 
subsidized production credits.4 / Rather, after adopting
 
new technologies and building up their capital resources
 
and record of credit-worthiness, these farmers should
 
transfer or graduate to institutional credit sources that
 
do not require public subsidies. The outreach of govern
ment-sponscred credit programs can be increased and the
 

4/ There are, of course, circumstances when sub
sidized small farmer credits are desired for reasons
 
which extend beyond those of increasing agricultural
 
production. Subsidized credit is a means to transfer
 
incomes to non-viable small farmers. Subsidies are
 
also justifiable for viable farmers when incomes fall
 
so low as to cause socially undesirable hardships;
 
when, for example, natural catastrophies such as
 
droughts or flooding require government assistance to
 
enable small producers to recoup their losses and avoid
 
bankruptcy or starvation. In some cases more than just
 
low-interest loans but actual grants of food and mate
rial aid have been made.
 

Then too, subsidized credit has been granted for
 
political or social reasons. In no country has this
 
practice been more extensive than in the United States
 
where a range of government programs-credit and other
wise have subsidized the preservation of the "family
 
farm" and all that it represents as American heritage.
 
In Latin America where the problems of urban growth
 
have created serious social, political and economic
 
problems, subsidies to non-viable and viable small
 
farmers that help them remain in rural areas may be
 
in the long-run a cheaper solution in social and
 
economic terms than that of migrating to large cities
 
to expand the pools of underemployed workers. Subsi
dies that encourage small farmers to remain where they
 
are, some Latin Amerdcan economists have argued, may
 
be less of a burden than the costs of urban housing
 
and other needed public services or to the farmers
 
and their families of living in marginal urban slums.
 
Whethdr or not agricultural production credits should
 
be used as vehicles for these types of subsidies is
 
of course an imp~rtant issue.
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need for interminable government subsidies reduced if
 
viable farmers can be encouraged to transfer to other
 
non-subsidized institutional sources of credit. Of
 
course, as will be discussed later, the degree to which
 
non-subsidized institution3l credit sources are avail
able, is a'factor in determining the type of graduation
 
strategy to be adopted and applied.
 

2.1 The Gainsfrom Graduation
 

In practice,, the graduation of small farmers has been
 
viewed more as a "second generation" problem to be coped
 
with after addressing a range of immediate shortcomings
 
that characterize many small farmer agricultural production
 
credit programs: failure to reach more than a small share
 
of the target small-farmer population; excessive adminis
trative costs which threaten continuously to decapitalize
 
the program; high rates of default among farmer nart.ci
pants; ill-trained and ill-equipped credit agents, super
visors, or extensionists who at best only sporadically
 
visit a small share of participating farmers; and under
standably, reluctance of many potential farmer partici
pants to take advantage of production credits at all.
 

Recent evaluations of agriculture production credit pro
grams in Africa, Asia and Latin America suggest that it is
 
because more importance has not been given to small farmer
 
graduation that such shortcomings exist in the first place.
 
The faster that small farmer participants move through sub
sidized credit programs tie more room there is to bring ad
ditional farmers into the program and reach a larger share
 
of the target population. Working with a more limited
 
number of small farmers at any one time with the goals of
 
graduating them sooner to other institutional sources of
 
non-subsidized credit means that credit agents, supervisors
 
and extensionists have opportunity to serve fewerproducers
 
better and guard against defaults. Moreover, while the
 
annual administrative costs per farmer may not be reduced,
 
a vigorous graduation policy that moves clients through sub
sidized programs quickly means that the same farmer contrib
utes to these costs over fewer years thus reducing in the
 
long-run total subsidies required for operating the credit
 
agency.
 

Two conditions must exist before a graduation policy be
comes workable. Above all, small farmer graduates must be
 
economically viable; those potentially viable farmers must
 
first "graduate within" the subsidized credit program to
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become economically viable before they can be "graduated

out" of it to other sources of institutional credit. A
 
second condition which follows naturally is that there
 
must be an alternative source of institutional credit for
 
small farmers to graduate to.
 

2.2 Economic Viability
 

It makes little sense to graduate a small farmer to
 
non-subsidized institutional credit sources f hehas not
 
achieved some degree of economic viability.l In the
 
absence of subsidies of other forms--through product or
 
input market or through technical assistance-- the small
 
farmer is likely to become a liability to any non-subsi
died credit institutions that accept him as a client. Yet
 
some credit programs graduate non-viable farmers who cannot
 
succeed because they lack access to other important inputs
 
or services needed to become successful operators.
 

Efforts to promote agricultural output with production

credits alone may result in transferring income gains to
 
market middlemen. Cases abound where fertilizer salesmen
 
boost prices in regions where government credit programs
 

5/ Because farmers graduate to non-subsidized ins
titu~ional credit sources does not mean they would not
 
receive subsidies of other kinds if these are still
 
justifiable for economic or social reasons. Continued
 
supervision or extension may be justified where such serv
ices take the place of educational subsidies which in
 
more advanced societies equip farmers to gather informa
tion themselves through the written publications. Because
 
of the time required in reducing illiteracy in develop
ing countries, a short-run solution becomes subsidized
 
supervision and extension services for channeling in
formation to small farmers. Other forms of subsidies
 
which graduated farmers might continue to enjoy include
 
commodity price supportsolow-priced agricultural inputs,
 
or public-sponsored road, irrigation or land reclamation
 
projects which enhance the productivity of small farmer's
 
resources. Where some form of small farmer subsidies
 
may continue to be required, they may be preferable to
 
subsidized agricultural production credits because they

impose fewer constraints (inextending the outreach of
 
credit programs and because they may be more easily

terminated when no longer needed.
 

011 18 



-7

operate, or truckers offer reduced prices for farmer par
ticipants' crops at harvest. In such cases it becomes
 
necessary to question the soundness of graduating farm
ers frcm or even including them in production credit pro
grams in the absence of measures to improve product and
 
factor markets. Some countries have found that additional
 
investments in price stabilization programs have brought
 
greater social returns than further expansion of produc
tion credits. Some production credit agencies have gone

into the business of procuring fertilizer and other in
puts to sell at fixed costs to farmer participants. In
 
all cases where imperfect product or factor markets exist,

graduation of small farmer credit users is retarded be
cause of lost incomes and poor buying or selling power

that robs them of the incentive to sustain production at
 
new higher levels.
 

Land markets, like credit, product and factor markets,
 
are less than perfect in rural areas. Where land is avail
able for purchase, many small farmers lack long-term credit
 
to acquire it. In such cases a reordering of the credit
 
agency's loan portfolio to allow long-term financing of
 
land acquisition may hasten graduation of farmers. Observ
ers in some countries have reported that land rents to
 
small farmer credit users have been boosted by land owners
 
to capture a larger share of increased incomes generated

by the adoption of new production techniques. To cope

with such practices some governments have frozen land rents.
 
While noble in purpose such laws have, nevertheless, been
 
difficult to enforce in rural areas. 
 In the absence of
 
vigorous attempts to improve small farmer land tenure
 
arrangements, chances for rapid graduation are reduced even
 
when all other circumstances are at their best.
 

2.3 The Need for Other Institutional Credit Sources
 

A prerequisite for the movement of small farmers out of
 
subsidized agricultural credit programs is the existence of
 
other institutional credit sources to which to graduate.

In some countries, however, there simply are no institu
tional credit sources available. Either such institutions
 
do not exist at all or they lack the capability or interest
 
in serving small farmer clients that have proven themselves
 
viable in government-sponsored credit programs.
 

In the extreme where no other institutional credit
 
sources exist, measures could be taken for their creation
 
concurrently with government's sponsored programs. Forma
tion of farmer credit associations or cooperatives, where
 
administrative capabilities and "cooperative spirit" exist,.
 
can both channel external resources and mobilize local
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capital for financing agricultural production. A check-off
 
in subsior forced-saving system among faner credit users 


dized programs could capitalize a fund on which they would
 

draw once they have graduated as viable farmers from super

vised and subsidized agricultural credit institutions.
 
(See Annex I).
 

Another measure for improving institutional creditmarkets
 
would be the promotion of supplier credits. Occasionally,
 
where lending institutions do not yet exist in rural areas
 

there is already in place a network of agricultural input
 

suppliers. Given sufficient incentives such suppliers could
 

provide inputs on credit to their producer clients until
 

time of harvest. Government or even commercial banks might
 

underwrite or discount supplier credits until farmers pay
 

off their debts.
 

Often, existing credit institutions are inaccessi

ble to small farmers because they are not geographically
 
close enough to be of service or they lack the capabi ity
 

or willingness to seek out small farmers as clients./t
 

Policies for promoting access of small farmers to existing
 

agricultural production credit institutions might include
 
tax relief for banks locating agencies in agricultural areas,
 

training for commercial credit institution employees in the
 

problems of dealing with small-farmer clients, and govern

ment programs to underwrite viable small farmers who demon

strate their credit worthiness but lack collateral to be
 

eligible for loans. (See Annex I).
 

Caution is required to assure that government-subsi
dized credit programs do not displace other credit institu

tions from or inhibit their movement into rural areas.
 
Given their newness and uncertainty, government agricul

tural credit institutions occasionally attempt to gain
 
monopoly control in rural areas to the exclusion of other
 

Public credit institutions
institutional c7,edit sources. 

often view any private participants in rural credit markets
 

as usurious middlemen to be eliminated rather than as
 

potential suppliers of capital to small farmers once proper

ly regulated. Measures should be taken that would promote
 
cooperation between government sponsored subsidized and
 

6/ Some governments have simply legislated that
 
a giVen share of commercial bank portfolios were to
 

be in agricultural production loans. Aside from the
 

difficulties of enforcement such regulations still do
 
not guarantee that small farmers will be favcred over
 
large producers.
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non-subsidized rredit institutions as 
relates to exchange
of information on farmer credit worthiness as well as on
the technical and economic soundness of agricultural
enterprises in the region where both types of institutions
 
are working.
 

3. Anti-Graduation Bias in Subsidized Credit Programs
 

Given the existence of non-subsidized credit institutions capable and interested in having economically viable
small farmers as their clients, movement to these institutions does not necessarily follow unless there is 
a sound
policy of overcoming obstacles to graduation which are
often inherent in government-sponsored agricultural credit
programs. The following are 
the most common characteristics
of anti-graduation bias in small farmer credit programs.
 

3.1 Low interest rates
 

Perhaps the most obvious obstacle to small farmer graduation is 
the practice of charging comparatively low interest rates on agriculture production loans. 
 The same low
rates that are used as an incentive to attract small farmer.; to use government-sponsored agriculture production
credits become disincentives to moving them out of the programs when oth r sources of credit 
are only available at
higher rates.7/ Where information on government credit
programs is available, yearly interest rates charged to
credit users range from a low 5 per cent to 
a high 15 per
cent while "commercial" rates range from 9 per cent to 
18
per cent for "institutional" credit on which legal maximums
are imposed and from 20 per cent to 200 per cent in "informal" credit markets where no government regulation
 

7/ 
There is still debate among development theorists and practitioners over how responsive to low interest rates is small farmers' demand for credit.
small farmer demand is relatively unresponsive to
If
 

interest rates, then the argument that low rates are
 a disincentive to graduation may not apply any more
than the position that low rates are an incentive
to getting farmers into credit programs in the
 
first place.
 

~T3//
 



-10

exists./! In all the cases reviewed by this author,
 
government-sponsored credit rates ranged from five to
 
forty percentage points lower than those of the next
 
cheapest alternative source of credit available to small
 
farmer graduates. Given the lack of evidence to support
 
the view that low interest rates are a necessary incentive
 
to attract small farmers --given no imperfections in prod
uct, factor or land markets-- it seems worthwile to
 
attempt charging rates more comparable to those of commer
ci.,1 credit institutions. The increased income from
 
hi~her rates could be used in part to cover operating
 
costs and in part--as is outlined in Annex I of this paper-
as a form of savings to provide small farmers with capital
 
assets when they graduate.
 

3.2 Poorly conceived program goals
 

Another common bias against graduation can be traced to
 
the "numbers game" which program administrators are often
 
forced to play. The efficiency of program administrators
 
is reflected by trends in the number of farmer participants
 
and the amount of money lent. Politicians seeking popular
 
support are anxious to spread credit to as many potential
 
small farmer constituents as possible. In the end the
 
goals of changing production practices or improving credit
 
markets become measured in terms of how many farmers
 
participate and how much credit is provided.
 

The bias of numbers is not due entirely to political
 
motives. It is simply easier to use numbers of farmers
 
and amounts of loans as measures of performance even though
 
there is no evidence that numbers or amounts are correlated
 
with other less quantifiable concepts like rates of.adoption
 
of better production practices, more competitive credit
 
markets, or increases in farmer incomes. In few of the
 
small farmer credit program evaluations that this author
 
has seen were these latter concepts given much attention
 
and in none were attempts made to measure them. Quite
 
common, however, were measures of total farmer numbers and
 
loan amounts, though usually in the context of the adminis
trative efficiency of the credit institution not of the
 
economic impact of the credit program.
 

3.3 Incentives and disincentives for credit agents
 

Many small farmer credit programs are so designed that
 
credit agents themselves become instruments of anti-gradua

8/ In all these cases the upper limits usually
 

prevail in those countries where inflation is common.
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tion bias. When credit agents are evaluated on how many

farmers they supervise, the tendency is to seek out and
 
hold onto the most reliable and accessible farmers --the
 
"side-of-the-road" farmers who often need help less
 
than those producing in mire remote areas only reachable
 
on foot of horseback. The easily accessible farmers
 
often turn out to be those who are already employing
 
modern production practices, who speak the official na
tional language, who have collateral and often are
 
eligible for commercial production loans. More remote
 
farmers are often reluctant clients of subsidized credit;
 
the narrow margin on which they live, the risks associated
 
with adopting the unknown, traditional suspicion of govern
ment officials and "foreigners" from outside their communi
ties make them a difficult quarry for credit agents seeking
 
to fill their quotas. To guard against defaults caused by
 
carelessness in selection :nd supervision of large numbers
 
of farmers, credit agents are often also scored on the
 
share of farmers under their charge that repay loans on
 
schedule. While encouraging sounder performance such
 
measures also discourage agents from graduating reliable
 
farmers and selecting high risk farmers who may need and
 
deserve help but whose chances for success --particularly

in early years of participation-- are low.
 

3.4 High costs of reaching new farmers
 

Farmers who have participated longest in credit pro-rams

contribute least to costs because they require less super
vision and more reliable in repayment. Potential farmer
 
participants, often in more remote areas where climatic
 
conditions are more adverse and language or cultural
 
barriers are stronger, tend to be high cost recipients of
 
credit. Understandably, then, government agricultural pro
duction credit agencies under pressure to reduce costs are
 
reluctant to release long-term, low-cost clients and seek
 
out new, unproven farmers. Some small farmer credit
 
agencies have conscious policies of retaining tried-and-true
 
clients. A study ,of the small farmer credit program in one
 
country observed that the government agency viewed reliable
 
small farmer clients as a potential capitalization factor
 
as well as a source of strength for balancing its financial
 
position by neutralizing the losses from uncollectible loans.
 
This may be a soijnd "banking" procedure but it may not be
 
the best "development" policy.
 

3.5 Emphasis on short-term credit
 

While government-sponsored agriculture production credit
 
programs seek to transfer productive resources to small farm
ers, as a rule the transfer is often only temporary. Of 44
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programs reviewed here only 31 provided credit for more
 
than one crop year --some lending periods were as short
 
as 8 months while others extended to 18 months. Of those
 
programs offering medium- and long-term credits, also
 
there was still a heavy emphasis on short-term production
 
loans. As a rule 75 per cent of loan portfolios had short
term (one-year) repayment periods, 20 per cent had medium
term (two to Zhree years) repayment periods and only 5 per
 
cent extended long-term credit for 4 years or more.
 

The emphasis on short-term credits constrains the capac
ity of small farmers to capitalize, accumulate collateral
 
to make them eligible for commercial loans, and thus
 
graduate from government-sponsored programs. While partici
pating in the program small farmers usually have the advan
tage of not needing collateral other than the crops they
 
propose to produce with the credit. At low income levels,
 
however, small farmers' propensity to save out of increased
 
income generated by short-term credits is usually low and
 
in the absence of any forced saving program, upon graduation
 
few farmers have any accumulated resources to show for their
 
participation. The result is that they are often caught in
 
a trap of having adopted new production practices for which
 
they require credit to finance purchased inputs but they do
 
not have collateral to be eligible for loans from other than
 
government-sponsored programs.
 

This problem is reduced for small farmer owner-operators
 
who can mortgage their land for loan collateral. But it is
 
a serious problem for small farmer renters and for small
 
farmers who are purchasing land over a long period of time
 
in devel-iment or colonization projects where a government
 
agency usually retains title to the property until full
 
payttent is received. In all cases, opportunities to capi
talize --accumulate savings, buy land, make farm improve
ments, etc.-- are greatly constrained by programs that fail
 
to provide medium- and long-term loans. The result is a
 
reduced or delayed capacity to graduate.
 

4. Towards A Small Farmer Graduation Policy
 

It is important that government-sponsored agriculture
 
production credit programs adopt a policy which graduates
 
small farmer clients both to a state of economic viability
 
and to non-subsidized credit sources. Such a graduation
 
policy in most cases does not require a major departure
 
from present operations but largely only the adoption of
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measures which reduce the bias against graduation that
 
presently prevails in most programs. Above all, an
 
effective graduation policy must focus on making small
 
farmers eligible clients for non-subsidized institutional
 
agricultural production credits.
 

Internal operating and organizational biases against
 
graduation can be overcome by close monitoring of the
 
economic impact of credit programs as well as of the
 
administrative efficiencies of credit institutions. In
formation feed-back systems:should be developed that
 
periodically monitor the upward progress of producers

within the program and thus their capacity to graduate
 
from it. The appropriateness of low interest rates should
 
also be reexamined, as well as consideration given to
 
cove[ng a larger share of loan portfolios to medium-and
 
long-term credits.
 

External biases can be avoided by concurrent measures
 
to improve rural credit, product, irput and land markets
 
in which small farmer graduates must operate. One foreign

lending procedure that might be modified to address external
 
obstacles is the requirement of counterpart funding. Rather
 
than require local governments to put funds into additional
 
capitalization of subsidized production credit programs,

foreign loan agreements might provide that local resources
 
be used to correct external biases that are identified as
 
obstacles to eventual graduation of small farmers. Local
 
resources might be used in land redistribution, construction
 
of marketing facilities, or financing non-subsidized rural
 
credit institutions such as producer credit cooperatives.

Identification of these external obstacles, of course, will
 
require more thorough economic analysis of the entire agri
cultural sector than has been undertaken in past preparation

of I.gricultural production credit projects.
 

Removal of anti-graduation biases is not sufficient if
 
small-farmer graduates themselves do not qualify for commer
cial sources of production credits. The major qualification
 
so often overlooked in government-sponsored programs is
 
enough assets to use as collateral for borrowing from commer
cial agricultural production credit institutions. Collateral
 
can be generated by such measures as forced savings or check
off schemes, contributions to government underwriting

agencies or by promoting land tenure reform and long-term

lending. In all cases, the goal becomes that of capitalizing

the small farmer: the permanent transfer of new technologies

and productive resources to make him economically viable.
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Annex I: Small Farmer Capitalization Schemes
 

At the heart of a sound graduation policy must be pro
grams to build up small farmer assets through the permanent
 
transfer of technologies and capital as well as through

mobilizing resources of small farmers themselves. Govern
ment-sponsored agricultiral credit programs adopting such
 
measures will have the greatest chance for expanding their
 
outreach to cover a larger share of the small farmer target
 
populations which these programs are designed to serve.
 
Little attention has been given to how to mobilize farmers'
 
resources through savings schemes that permit a form of
 
"boot strap" graduation from subsidized programs. Considera
tion should be given to mandatory farmer savings schemes as
 
part of subsidized agricultural credit programs so that the

"subsidy" component becomes "capitalized" for future use by

farmer graduates.
 

A mandatory 3avings plan would require the small farmer
 
to pay back not only the principle and interest on his loan
 
but also an additional share which is banked for him. Once
 
graduated from the program his accumulated shares would be
 
available to finance the purchase of land, to self-finance
 
part of his production costs, to undertake fixed investments
 
in his farm, to capitalize a "hard loan" window in an agricul
tural development bank, or as equity shares in a farmer
owned-and-operated credit association.*/
 

*/ An alternative scheme, where institutional credit
 
markets exist but farmers lack collateral to become eli
gible clients, is some form of credit guarantee fund.
 
Government credit agencies which consider their small
 
farmer clients qualified to graduate to commercial sources
 
should have enough confidence in their credit-worthiness
 
to underwrite commercial credit institutions against
 
their possible default. One underwriting scheme for
 
small farmners, who qualify for commercial credit in every
 
respect except the accumulation of enough assets to use
 
as collateral, is a government-operated guarantee fund.
 
Such a fund could be capitalized by an interest rate
 
charge of two to five percentage points above normal
 
rates. The fund, in turn, could guarantee loans up to
 
ten or twenty times its own capitalization. Graduated
 
farmers would pay a service charge of one or two per cent
 
of the value of future loans to cover fund operating costs.
 
Any defaulted loans would be repaid the commercial credit
 
institution from guarantee fund assets. The only differer
ence in the guarantee fund and the forced savings scheme
 
outlined below is the share of loan value saved.
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It is not unfeasible to expect that farmers would be
 
willing to participate in such a "forced saving and invest
ment program" even if, as some observers would fear, they
 
are too short-sighted to see the long-run benefits. As a
 
rule, the average rate (of 10%) charged small farmer bene
ficiaries or government credit programs is far below the
 
cost of credit from the next available source, the rural
 
money lender, who may charge annually as much as 25% to
 
200% to his clients. An addit.onal, 10% charge which is
 
saved for him may not discourage the farmer from borrow
ing.
 

Consider a case where each small farmer borrower is
 
required to save 10% of the amount of money borrowed each
 
year he is in the credit program. In addition to the reg
ular annual interest charge of 10%, the farmer would be
 
expected to return 10% more to the credit agency at the end
 
of each year thus paying 20% in total. Assume further that
 
there are a total of 100,000 small farmers to be served and
 
that the government program can reach only 20,000 at any
 
one time. Moreover, it takes four years to move a farmer
 
participant through the program and "graduate" him to other
 
institutional credit sources. Thus at full operation 
20,000 farmers- roughly 5,000 or 25% of those participating
 
will be graduated by the program yearly,
 

Table I presents a schedule for such a savings scheme.
 
The schedule applies to a program that starts off with 5,000
 
farmers and builds to a maximum of 20,000 ove: four years.
 
The average loan size is $1,000 yearly on which $1,200 is
 
repa.1d -$100 as service charges and $100 to capitalize the
 
savings fund. It is assumed that the government credit pro
gram is started off with a loan of $20,000,000 which is not
 
depleted- any expenses above the 10% interest charge
 
collected on loans to small farmers is made up by central
 
government budget transfers, The program would extend over
 
25 years before all farmers are reached. At the end of the
 
fourth year the first 5,000 farmers would be graduated to
 
make room for 5,000 new participants and consecutively
 
throughout the program.
 

Interestingly because more farmers are in the program
 
accumulating assets than those graduated in the fourth year,
 
the first 5,000 farmer graduates, could have $5,256,312.50
 
in savings and accrued interest to drawn on, an average of
 
$1,051 per graduate, which is greater than their average
 
loan size within the program. If no savings were withdrawn
 
from the forced savings accounts, a total of $80,826,081.14
 
in assets would be accumulated during the 24-year period
 
required to graduate all farmers. Together with the
 
$20,000,000 initial capitalization of the program --princi
pal and interest of which it is assumed would be repaid
 
over the life of the program out of interest charges on
 

38 
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money relent to producer participants-- there would be
enough accumulated capital to continue operating at the
 
same lending levels.
 

It is possible to identify a number of relationships
from the program and savings schedule. The rate at which
assets are accumulated, for example, is directly proportional

to the size of the loan, the share saved, and number of
farmer participants in the program in any one year. 
However,

the fewer the years a farmer is in the program the slower is
the accumulation of assets 
even though the total number of
farmers are moved more quickly through the program.
 

This relationship suggests a trade-off problem is involved.
A decision must be made over how quickly it is desired to
reach 'he whole t:arget population of farmers as against how
important it is to provide farmer graduates with enough
assets to finance their operations in future years. Important
factors to consider in this trade-off are the capacity of the
administrative apparatus to supervise farmers effectively and
the profitability of the farm enterprises financed as well as
the receptivity of the farmer participants to borrow and to

be supervised.
 



-17-

TABLE I: Capital Accumulation Schedule for A
 

Year Amount 1/ 
End Paid in -

1 $ 500,000.00 
2 1,000,000.00 

3 1,500,000.00 
4 2,000,000.00 
5 2,000,000.00 
6 2,000,000.00 
7 2,000,000.00 
8 2,000,000.00 

9 2,000,000.00 
10 2,000,000.00 
11 2,000,000.00 
12 2,000,000.00 
13 2,000,000.00 
14 2,000,000.00 
15 2,000,000.00 
16 2,000,000.00 

17 2,000,000.00 
18 2,000,000.00 
19 2,000,000.00 
20 2,000,000.00 
21 2,000,000.00 

22 1,500,000.00 
23 1,000,000.00 
24 500,000.00 
25 -

Small Farmer Savings Program
 

Interest on 

Previous Balance / 


$ 25,000.00 


76,250.00 


155,062.50 


262,815.63 


375,956.41 

494,754.23 


619,491.94 


750,466.54 

887,989.86 


1,032,389.36 


1,184,008.82 


1.,343,209.26 


i,510,369.73 


1,685,888,2] 


1,870,182.62 


2,063,691.76 

2,266,876.34 


2,480,220.16 


2,704,231.17 

2,939,442.73 


3,186,414.86 


3,420,735.61 


3,641,772.39 


3,848,861.0] 


Accumulated
 

Balance
 

$ 500,000.00 
1,525,000.00 

3,101,250.00 

5,256,312.50 
7,519,128.13 

9,895,084.54 
12,389,838.77 

15,009,330.71 

17,759,797.25
 
20,647,787.11
 
23,680,176.47
 

26,864,185.29
 

30,207,394.55
 

33,717,764.28
 

37,403,652.49
 

41,273,835.31
 

45,337,526.87
 

49,604,403.21
 

54,084,623.37
 

58,788,854.54
 
63,728,297.27
 

68,414,712.13
 

72,835,447.74
 

76,977,220.13
 

80,826,081.14
 

1/ Assumes $100 per pa ticipating farmer is saved each year 
- 10
 
percent of an average loan of $1,000.
 

2/ Assumes savings 
earn 5 percent yearly
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The Need for Flexibility in Small Farmer Credit Programs*
 

By
 

I. J. Singh**
 

I. Introduction
 

The papers prepared for the Spring Review focused on a
 
number of interesting policy issues. Three of these appear to
 
be of major importance. These are: (1) What are the payoffs
 
to credit use at the farm level and how do technological barriers
 
relate to these payoffs? (2) What are the impacts of credit
 
policies, especially interest rates on the allocation of credit
 
and the mobilization of savings? (3) What institutional forms
 
should be used in credit delivery systems?
 

These issues were extensively discussed and most of the
 
pertinent questions have been raised in the papers prepared for
 
the Spring Review. There is one dimension of small farmer credit
 
programs, however, that was relative>', neglected. This relates
 
to the need for flexibility in credit programs.
 

By flexibility, I wish to indicate that agricultural develop
ment is a dynamic F.'ocess involving many different decision units
 
and that heterogeneity and change call for regular adjustments
 
in development policies. Various phases of development present
 
different demand and supply conditions for liquid resources.
 
Furthermore, within a set of farms that appear to be homogeneous
 
in all respects, different farms can be in quite different phases
 
of the development process. It follows then that no one set of
 
inflexible credit policies, even when deemed appropriate for a given
 
phase, would - ntinue to be sufficient. I wish to illustrate this
 

*A paper prepared for the Spring Review of Small Farmer
 
Credit Programs sponsored by the Agency for International Develop
went, Washingrnn D. C., July 12-13, 1973. While making the con
v£ntional discl3imers, I wish to record my gratitude to Dale Adams
 
who encouraged my interest in these issues and gave many helpful
 
comments on au earlier draft of this paper.
 

**Assistant Professor, Department of Economics and Department
 
of Agricultural Economics and Rural Sociology, The Ohio State
 
University, Columbus, Ohio.
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point in greater detail with reference to the availability and
adoption of "new technologies" which often define the "precondi
tions" for the success of small farmer credit programs [15,25,3].
 

This issue of flexibility has not been neglected in the
analytic papers (3,7,24]. On the contrary, a number of the credit
 programs cited reflect a concern for both the dynamics and
heterogeneity of farm situations that characterize agricultural

development experience in the LDC's. 
 I wish to emphasize these and
to argue that flexible policies are needed to respond to these
differing farm situations and their continual change over time;
 

II. Cross-Sectional Flexibility
 

The authors of the papers under review1 
indicate that there
is a vast cross-sectionwl heterogeneity In farm characteristics

from country to country, region to region, and even within a region
that prevent easy generalizations. The importance for credit programs of farm level detaili needs to be reiterated. Factors such
 as farm size, type of enterprise, tenure conditions, degree of
oligopoly in factor (especially capital) and product markets, the
extent of subsistence production, and the degree of access to commercial markets need to be carefully understood when designing

farmer credit programs. This is particularly important when the
focus is on rural families who may be located on subsistence farms.
 

There is 
a growing concern that traditional economic theory
which separates household decisions from firm decisions is inadequate

in describing behavior of small subsistence farmers. These types
of units allocate time between leisure and income, and income between current and future consumption (savings) and this allocation
depends upon firm decisions to allocate resources between direct
(current) and roundabout (future) means of production. This separation of the overall economic allocation problem into two parts--the
household income allocation problem described by constrained utility
maximization, and a firm resource allocation problem described by
profit maximization and our research results based on this decomposition need to be carefully examined. 
This fundamental interdependence
between firm and household decisions has long been recognized [12,
16,20], but only recently has the importance of subsistence been
 

ISee bibliography that lists the analytic papers prepared for
 
the Spring Review.
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emphasized [26] and empirical studies have been designed to take
its impact into account (14,4,8,6].
 

Much more work, both theoretical and empirical, needs to be
done in this direction. This heterogeneiLy between farms with
regard to the degree of subsistence is crucial to our understanding
of the role of credit in small farmer programs because it dc "ermines the meaning and content of such concepts as "capital constraint," "absorbtive capacity for credit," and the "marginal productivity of capital" and "productive vs. unproductive use of
capital," so frequently used in credit analysis.
 

To some extent there is oLn underlying awareness of the importance of subsistence [17] and cross-sectional farm level heterogeneity [1]. To be successful, small farmer credit programs should
be flexible enough to meet the needs of the individual clientele.
Markets are more capable of responding to heterogeneity, whereas
institutional structures, unless especially designed to be flexitle,
are not. The distinction is a bit artificial since perfect markets
are really a form of fully adaptive and flexible institutions.
 

In urging a greater need to strengthen and integrate capital
markets, I may be bordering on a cliche. 
However, there is enough
evidence to indicate that the failure of institutional sources of
credit to displace the traditional non-institutional sources, even
where interest differentials between these sources are large, is
due in part to the ability of the latter to adjust to subsistence
conditions and farm level heterogeneity. 
Thus, for example, institutf%.nal credit programs continue to differentiate between "productive" and "unproductive" uses of credit, encouraging the former
with subsidies while attempting to deny the latter. 
This dubious
distinction comes from our separation of firm from household decisions in our models. 
Yn a subsistence household expenditures on
maintenance of family labor, a crucial input into the firms production process, should but 
viewed as necessary operating expenses
for the firm. Surely, if the same farm were to hire labor, its
cash payments would be considered a production not a consumption
outlay worthy of credit support. Furthermore, unless all credit is
tied to specific inputs, there is nothing to prevent farmers from
using funds as they please. 
Even when "credit" is in physical inputs
farmers have been known to sell them and use the proceeds as they
see fit. Institutional credit programs then find that they have to
"police" their loans. 
 Non-institutional sources recognize these
issues and often do not discriminate in this manner [3]. 
 Similar
inconguities arise when we examine such factors as risk aversion,
technological adjustment, and market response in the context of subsistence [25].
 

3:93 
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A re-examination of our research tools and theories to take
 
into account the real environment and its constraints as faced by
 

small farmers is essential [9,10] Such a need has already been
 
recognized in a broader sense, as evidenced by the growing concern
 
with "human capital," its content and impact on development.
 

III. Flexibility Over Time
 

Further heterogeneity I= introduced through time. Not only
 
do farm characteristics differ substantially but they also change
 
as different farms pasr throtugh different phases of development.
 
A substantial part of tne heterogeneity reflected in any observed
 
cross-section is due to individual farms being in different phases
 
of the "development process."'2 Clearly, the phases through which
 
farms pass call for a flexibility over time in credit programs du
signed to serve them.
 

I wish to illustrate the idea of phases in the development
 
process and the need for flexibility over time in credit programs
 
by concentrating on the case where adoption of new technologies
 
is an important factor in the strategy for agricultural development.
 

For purposes of illustration, I distinguish three main phases-
before, during, and after the availability and adoption of new
 
technologies. In doing so, I abstract both from situations where
 
other avenues than a breakthrough in new technologies exist for
 
rapid agricultural growth, as well as from other possible stages of
 
development prior to and long after the new technologies have been
 

3

adopted.


Phase I: Before the Introduction of New Technologies
 

For convenience we consider this in terms of the "traditional
 
equilibrium" as characterized by Schultz [22]. The main characteristics
 

2I wish to distinguish phases of "development" from the phases
 

of the "farm life cycle" (i.e., establishment-expansion-consolidation
demise) with which the word "phase" is usually associated in many
 
studies. The distinction is not altogether clear as both phases are
 
determined primarily by farm level investments [13].
 

31n this sense, we are concerned only with one stage--that is
 
the availabilLty of new technologies which has three phases. So,
 
the focus is limited and more precise.
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of this phase with a bearing on credit programs are:
 

i) the state of the arts is constant; 

ii) the state of preference for holding and acquiring 
income streams are constant and stable; 

iii) the rates of returns to on-farm investments are so 
low that given (i) and (ii) there is an equilibrium
in which, given the trade-off between current and 
future income streams, few additional investments 
are made and net savings are low. 

In addition, I wish to emphasize that rural capital markets
 
may be highly fragmented with different farmers facing different
 
rates of return on credit and savings [8). Therefore, we add the
 
institutional characteristics of the rural credit market as follows:
 

iv) 	rural capital markets are characterized by a high

degree of oligopoly and differentiation, most of
 
the supply of liquid funds is in the hands of non
institutional lenders whose relationship with
 
creditors is imbedded in a matrix of highly inter
dependent socio-economic relationships.
 

Phase II: Transitional - During the Adoption of New Techno

logies
 

This 	phase may be characterized by:
 

i) 	dramatic breakthroughs in the state-of-the-arts
 
associated with yield increasing and labor savings
 
technologies;
 

ii) 	 a widespread dissemination and adoption of these
 
technologies;
 

iii) 	 a dramatic and continuous change in the preferences

and motives for acquiring new sources of incomes;
 

iv) 	a discrete increase in the rates of returns to on
farm investments such that given (i) through (iii),
 
the trade-off between current and future income
 
streams calls forth substantial demand for invest
ment;
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v) 	rural capital markets remain fragmented with con
tinued elements of oligopoly and differentiation
 
in Lhe non-institutional sector and a high degree
 
of homogeneity in the institutional sector [18,
 
21]. 

Phase III: 	 Transitional - After the Adoption of New
 
Technologies
 

Although the detailed characteristics of this phase vary con
siderably, its principle characteristics may be listed as follows:
 

i) 	the near exhaustion of new on-farm investment oppor
tunities with only marginally profitable technologies
 
forthcoming;
 

ii) 	a continuing change in the preferences and motives
 
for acquiring new sources of income;
 

iii) 	 an advanced stage of commercialization of agriculture
 
in both the input and output markets;
 

iv) 	the introduction of a new set of consumer goods, and
 
given (i)through (iii) a marked shift in the trade
off between current and future incomes In favor of
 
current consumption;
 

v) 	with the growing importance and dominance of institu
tional credit, rural capital markets are integrated;
 
and
 

vi) 	 a growing rural access to non-rural credit and in
vestment opportunities and vice versa.
 

I am aware that in describing these phases, we are open to all
 
the criticisms leveled against stage theories. In particular, there
 
are special probleM.:s in generalizing about the various characteristics
 
in each phase, even if we were to agree on the phase sequence. In
 
reality, some characteristics of one phase often appear in another,
 
while the phases themselves cannot be discretely separated. In
 
addition, some of the characteristics of phase three are more in
 
the nature of conjecture rather than based on experience.
 

Given these limitations, however, we can proceed to use these
 
phases as an operational device with which to illustrate several
 
arguments. The main point I want to make is that both the role and
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the impact of small farmer credit programs depend on the phase in
 
which the majorit, of small farmers are in, and that credit policies
 
should be cognizant of this changing role and adapt accordingly.
 

IV. The Market for Liquid Funds in Various Phases
 

It is too complex a task to analyze the implications of the
 
characteristics of each phase on the market for liquid funds.
 
Such a fully articulated theory is beyond the scope of the current
 
paper. The presentation below is therefore to be viewed as an
 
attempt to initiate discussion on these complex issues.
 

To see the implications of these phases in terms of the
 
changing role and impact of ciedit programs, consider i:h.: market
 
for "liquid funds" in which credit operates. The market for liquid
 
funds is a larger concept than the market for investable funds, as
 
we wish to include the consumption and production demands on
 
liquidity. 
It is also broader than the market for loanable funds
 
as we wish to include the farmers' own internal financial resources
 
in addition to the supply from non-institutional aid institutional
 
sources. Therefore, we are concerned with the total demand and
 
total supply of "liquidity" in various phases, whatever its source
 
and whatever its use.
 

Phase I
 

In order to focis sharply on the comparative conditions of
 
demand and supply, we further simplify by abstracting from the pro
blems of the degree of fragmentation and the degrees of oligopoly
 
in the rural capital markets and assume that farmers face money
lenders who are monopolists in the non-institutional credit market.
 
This situation in Phase I is illustrated in Figure I where the
 
moneylenders equate marginal costs to marginal revenues, attd the
 
prevailing interest rate is ro, credit outstanding is Fo, and
 
moneylender profits are shown by the shaded area
 

In examining the total demand and supply conditions there
 
are three underlying assumptions behind Figure I:
 

1) The total demand for liquid funds consists of two
 
coaiponents--a demand on the part of the household for "consumption"
 
requirements, often tied to subsistence or survival needs on 
swall
 
farms, as well as a demand by the firm for cash requirements for
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essential inputs for current production. We assume the money
lenders do not discriminate in extending credit between these two
 
needs.
 

MCO
 

YO 

Liquid Funds.
 
0 FO 

FIGURE I. The Market for Liquid Funds in Phase I.
 

2) The supply of liquid funds also consists of two compo
nents--the firm households' own internal funds and the external
 
funds supplied by the moneylender. We assume that in this phase

the internal supply of liquid funds is limited in relation to ex
ternal funds.
 

3) We aspume that there are no institutional credit programs

catering to the needs of the small farmers.
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Now, let us examine the impact of institutional credit in
 
this situation. To begin with let us assume that a fixed amount
 
of institutional credit is introduced at rates slightly below
 
moneylender interest rates. In such a case, the moneylenders
 
become "residual suppliers," that is, the demand curve facing them
 
shifts backwards. Another way of showing the same effect is to
 
shift the warginal coat curve outwards to MCI by the same amount
 
as the fixed supply of institutional credit Sl. This is shown in
 
Figure II.
 

OMC
 

0 0	 

\MODo
 
Liquid Funds.
 

FIGURE II. 	The Market for Liquid Funds With
 
With Institutional Credit in Phase II.
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moneylender interest rates. In such a case, the moneylenders
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The 	impact is threefold:
 

a) 	interest rates at which farmers can borrow are
 
lowered from Yo to T1, for as total supply is in
creased, moneylenders as re-residual suppliers face
 
reduced demand schedules;
 

b) 	the amount of credit outstanding in the system is
 
increased from Fo to F1 and pari-pasu either more
 
production or consumption needs are being met, and
 
if investments are interest elastic, more is being
 
invested;
 

c) moneylenders monopoly profits (shown by cross-hatched
 
areal) are likely to be reduced even if demand is
 
interest elastic, for a share of these profits are
 
captured by the institutional credit agencies (the
 
area with dots ) as moneylenders are assumed to be
 
residual suppliers.
 

To the extent that the primary goals of a small farmer credit
 
program in phase I are i) to lower the interest rates at which
 
farmers borrow for production and consumption needs, ii) to reduce
 
the dependence of the farmers on the moneylender, and Iii) to reduce
 
moneylender monopoly profits and monopoly power, thene goals are
 
directly achieved.
 

The extent to which these goals are achieved may be limited
 
by institutional credit programs as presently conceived because
 
they do not cater to the "consumption" needs of small farmers. In
 
this case, the market discriminates by use and the moneylenders
 
continue to provide consumption loans and continue to charge higher

interest rates. Also, without the development of product markets,
 
loan repayments are often in kind and the moneylenders continue to
 
maintain their share of small farmer borrowing. These "tie-in"
 
arrangements prevent small subsistence farmers from taking full
 
advantage of institutional credit.
 

In view of our eailier discussion about the nature of sub
sistence and of firm-household decisions, it might be asked whether
 
institutional credit should be restricted to narrowly conceived
 
"productive" needs. 
If in fact it were possible to separate con
sumption and production uses clearly, then separate and di.tinct
 
markets could continue to cater to them. But an allocation of loans
 
by use lends itself to a process of "internal arbitrage" wherein
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funds are used for variously felt needs irrespective of the
 
source. Part of the default problem may arise due to the fact
 
that repayment schedules assume that credit tied to a given "pro
ductive" use was actually so used.

4
 

But what are the alternatives? I wish to argue thaL if
 
institutional credit has to be used, specifically, it must be
 
tied to the effective dissemination and availability of new
 
technologies.
 

Before we turn to this issue, however, we should emphasize
 
that one of the goals of small farmer programs should not be to
 
peg interest rates below V1 market, for all this accomplishes
 
is to create an excess demand for institutional credit. This can
 
be seen in Figure II where attempts to peg institutional rates of
 
interest at r* (shown here as the rate that would prevail if there
 
was perfect competition in capital markets) leads to an excess
 
demand of E1 for institutional credit.
 

There are three specific arguments against pegging interest
 
rates far below the market rate: 1) low interest rates lead to
 
excess demand and under these conditions, market discrimination
 
gives way to non-market discrimination, usually to the disadvantage
 
of small farmers who do not have access to political power and
 
wealth [11]; 2) low interest racea prevant credit institutions
 
from covering administrative costs, which are high for small farmers
 
forcing them to give loans to a few low risk clients preventing
 
their realization of economies of scales [5]; and 3) low interest
 
rates capture a smaller share of moneylenders monopoly profits (thus,
 
in Figure II the shaded area bounded by S1 to the left and between
 
r* and rI continues to accrue to moneylenders).
 

Phase II
 

In phase two, both the demand and supply schedules shift out
wards as shown in Figure Ill. The demand schedule shifts to Dl,
 
corresponding to a substantial upward shift in the marginal effi
ciency of capital schedule occasioned by the introduction of new
 
technologies. This shift is usually discrete and dramatic. Further,
 
there is some evidence that at the prevailing interest rate rl, the
 
demand becomes more interest inelastic [23].
 

4Note that credit for "consumption" uses can also be produc
tive but the timing of the "returns" In terms of cash flows differs
 
substantially.
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FIGURE III. The Market for Liquid Funds With Increasing
 

Institutional Credit in Phase II
 

The supply schedule also shifts outwards to MC2 as internal re

sources previously consumed or held in the form of near liquid
 

assets are released.
 

The reason for this increased flow of internal resources for
 

production and investment use is that the trade-off between cur

rent and future income streams has dramatically shifted against
 
current consumption, even given the same rate of time preference.
 
Thus, the introduction of new technologies with high payoffs are
 5

accompanied by increasing marginal propensities to save.


5The impact of dramatic shifts in the rates of return on house

hold savings needs to be carefully researched. That these rates of
 

return should be an argument in the consumption (savings) function
 
has been argued by McKinnon [18], [19] and Adams and Singh [2].
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A part of the funds come from reduced consumption even at a "sub
sistence level."
 

Further financial resources are forthcoming from accumulated
 
savings (wealth) over time from the funds that the firm household
 
has set aside for "dire" emergency. For an idea of what constitutes
 
a "dire" emergency, one needs to visit a road construction site in
 
India whe:e displaced, landless laborers and their wives and children
 
work for a pittance, while their womenfolk wear heavy ornaments of
 
silver. Hcuseholds with some land to cultivate are even better off,
 
and gold and jewelry are family wealth hoarded sometimes over gen
erations. But just as it is the last resource set aside for the
 
most calamitous of emergencies, no peasant household will part with
 
them for anything but the most assured and absolutely certain re
turns.
 

One cannot neglect the importance of internal savings material
izing in the most abject of conditions (e.g., Bangladesh and Zambia).6
 

As a general rule, the higher and more certain the payoffs become,
 
and the more reinforced the farmers experience in this regard, the
 
larger the amount of internal resources forthcoming from reduced
 
consumption and conversion of accumulated assets into liquidity for
 
on-farm use.
 

The 	impact on interest rates, in the absence of ar. expa,-ding
 
institutional credit program is to raise interest rates from r1
 
to r2. This is because shifts in demand are likely to exceed any
 
shifts in supply due to an increase in the availability of internal
 

7
 
funds.
 

In phase two, the role of institutional credit programs
 
should be:
 

i) 	to provide increasing amounts of credit as demand
 
increases after the initial adoption of new
 
technologies;
 

ii) 	to prevent interest rates from increasing and per
haps even to lower them so that they do not become
 
an initial barrier to the adoption of new techno
logies.8
 

6See 	the Spring Review Country Papers on Bangladesh and Zambia.
 

7See SLngh and Day [23] for some evidence in this regard for
 
the Indian Punjab.
 

8We say initial because there is some evidence that once
 
new technologies have proved their profitability, higher interest
 
rates are unlikely to prevent their further adoption [23].
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iii) to blend in ciedit as a "package" with new 
technology--its knowledge, dissemination, avail
ability of its inputs, its management and even 
assurance of markets for its output. 

iv) to help create more competitive conditions in 
local rural credit markets by setting up multiple 
credit, marketing and input supply agencies in 
the rural sector, and supplying credit through 
them. 

Thus, increasing institutional credit from Sl to S2 shifts
 
the supply curve outwards to MC3, lowering interest rates to r3
 
below previous levels at rl. In order to accomplish this institu
tional credit must expand at a rate faster than demand.9
 

Again, the result of pegging interest rates at say r* in
 
Figure III means an excess demand of E2 for institutional credit,
 
with all its attendant consequences. The inevitable result is
 
that the discriminating role of the market is forfeited and re
placed by other forms of non-market discrimination [18,21]. Other
 
forms of non-market discrimination finds its victims among the
 
small and powerless. It is no mystery that under conditions of
 
excess demand small farmers find little access to credit. No
 
matter what the stated goals of the small farmer credit program,
 
those without pcwer will not be the ones to benefit.
 

As stated most clearly in the paper by Gonzales--Vega [11],
 
by not adapting the goals of the credit program to the changing
 
demand situation brought about by theavailability of new high
 
payoff Lechnologies, most small farmer programs help to subvert
 
their own goals. What is needed is a greater reliance on the mar
ket at this point and the use of higher institutional interest
 
rates as it r3 to ration the available credit. Precipitous changes
 
in interest rates are to be avoided but by no means should credit
 
programs continue to offer rates that are so low that access to
 
credit becomes a function of rural power.
 

Phase III
 

In phase three, the demand for liquid funds continues to
 
shift outwards to D2, and becomes more interest elastic over most
 
of its ringe.10 This is shown in Figure IV.
 

9Actually how much credit expansion is required to lower in
terest rates is an empirical issue and specific to time and place.
 

10 See Singh and*Day [23] for evidence in the cas of the Indian
 
Punjab.
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FIGURE IV. The Market for Liquid Funds With Diminishing
 

Institutional Credit in Phase III.
 

Furthermore, as new technologies bring higher returns and
 

increased marketed surpluses, the internal cash flows within firm
 

households increase substantially. Internal financial resources
 
shift the supply schedule outwards substantially to MC4 , lowering
 
the market rate to r4.
 

If market interest rates were maintained in phase two, and a
 
multiple set of local credit and other agencies had been set up,
 

they begin to mobilize rural savings by themselves. These savings
 

come partly from the increased interes. rates that were maintained
 

earlier and partly from increased cas' flows generated in firm
 
households. The mobilization of thee increased savings if combined
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with an encouragement oicompetitioni1 destroys the monopoly nature
 
of the informal credit market and interest rates fall further to
 
r5 as cr,dit suppliers equate marginal costs to average (marginal)
 
revenues (amove from A to B). We perceive monopolistic conditions
 
in rural credit markets being reduced seriously only when a number
 
of competing agencies provide credit access to small farmers and
 
enough cash flows for these institutions are generated internally
 
in the rural sector.
 

Actually interest rates may not fall substantially if rnaw con
sumer goods are also introduced in rural markets. Consumption expenditures 
on bicycles, transistor radios and travel now lower the marginal 
propensity to save somewhat. New consumer goods and their demon
stration effect change once again the trade-off between current and 
future income streams in favor of current consurption. In addi
tion, once local credit agencies have begun to generate their own 
supply of fundo, the special credit program now needs to be slowly 
phased out. A reduction of institutional credit from S2 to S3 com
bined with an increased propensity to consume means that the supply 
schedule shifts back to MC5 with slightly higher interest rate at 
r6. (A shift from B to C.) 

Therefore, the role of small farmer credit programs in Phase
 
III is:
 

i) 	to encourage an increased proportion of the mar
ginal cash flows generated in firm households to
 
go into the self-financing of farm operations;
 

ii) to encourage rural savings mobilization by pro
viding appropriate interest rate and other in
centives;
 

iii) 	 to encourage competition among local rural loan
 
associations over which some control can be
 
maintained by the ability of the credit program
 
to re-finance their notes;
 

iv) 	to encourage local rural loan associations to be
come self-reliant so as to enable the credit pro
gram to be eventually phased out as a growing and
 
integrated rural capital market develops.
 

llThat is competition among local credit agencies through
 

which the central credit agency supplies credit.
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We wish to emphasize this last point, as no special credit
 
program should become self-perpetuating. Its ability to phase

itself out and become integrated into the regular financial
 
system should be considered as the best evidence of its success.
 

V. Summary
 

We have attempted in this paper to indicate the need for
 
flexibility in small farmer credit programs. 
A need for such
 
flexibility is paramount both because of farm level heterogeneity

and the dynamics of the demand for and supply of liquid funds in
 
different phases of development.
 

We have focused our attention on three technology phases.

No doubt other phases could be used to make the same point: that
 
the role and impact of small farmer credit programs depend on the
 
phase in which the majority of small farmers are in,and that
 
credit policies should be designed to be aware of their changing

role and adjust accordingly.
 

Just prior to the availability of new technologies the role
 
of institutional credit is 
seen to be i) to lower interest rates,

ii) reduce small farmer dependence on moncylenders and iii) to
reduce moneylender monopoly profits. This can be achieved without
 
resorting to subsidized credit, although a reluctance to provide

credit for consumption needs may hamper the achievement of these
 
goals. 

During the period of transition to the adoption of new techno
logies, the main credit roles are seen to be i) to provide large

amounts of credit as demand rises substantially and by so doing

ii) prevent interest rates from increasing so that they do not
 
become an initial barrier to the adoption of new technologies, iii)
 
to tie credit to a package of new technologies and iv) to help

institute a variety of local rural loan agencies to create competi
tive conditions in rural capital markets.
 

After the adoption of new technologies generates new cash
 
flows in the rural sector, the role of the special credit program is
 
i) to encourage credit institutions, ii) to mobilize these cash
 
flows into financial savings, and iii) to make rural loan associations
 
self-reliant by slowly phasing out the special programs and letting

developing rural capital markets take over.
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In no phase is the introduction of credit at subsidized rates
 
seen to be beneficial to small farmers. Such subsidies create an
 
excess demand for institutional credit with unfortunate consequences
 
both from the point of the credit agency and of the small and
 
under privileged who are supposed to be the main beneficiaries of
 
such programs. Furthermore, a subsidy on credit brings about a
 
greater eventual distortion in product and factor markets than
 
specific product and factor subsidies. These distortions prevent
 
rural credit markets from developing and their overall impact is
 
to encourage the misallocation of scarce capital resources, often
 
creating more problems than they were designed to solve.
 

To conclude, both heterogeneity across farms as well as the
 
additional heterogeneity introduced through time as farms develop
 
calls for a continually adjustable and flexible response in the
 
rural financial sector. Credit programs can be partly designed to
 
take this into account but a greater reliance on developing finan
cial markets seems to be a more efficient way of meeting this pro
blem.
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