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HOW COMMERCIAL BANKS FINANCE SWMALL FARMERS
THROUGH AGRICULTURAL CREDIT COOPERATIVES
ININDIA

by

Glenn C. W, Amest

financing simall fariners,

ABSTRACT

Major objeetives of the recent nationalization of 13 commercial banks in India
included opening of ruval banking services and expanding the availability of loans
for small formers, Commercial banks have had mixed vesults in using agricultural
eredit cooperatives to help finance agricultural production. The cooperatives have
the facilittes and experience that are necded. If managerial costs are subsidized and
cooperatives are revitalized, improved working velations bhetween the banks and
cooperatives could Jower administrative eosts, encourag e firmers to seck loans, and
decrease repayment problems. This paper deseribes the svstems approach to

KEYWORDS: India, vrural, eredit, bank.

In the past 25 yewrs, povernments of many
developing countries have started small Garmer loan
programs, The most cammon tyvpe has heen the
special donn program in which a single agency is
responsible for agricultural lending, Examples of
speciad progracas include supervised eredit in Latin
Amverica, conperidives and farmers” assodations in
Africa and Asia, and total input package programe,
The resultsof the special program strategy are widely
available in literature | 2).

A second common strategy was to persuade such
institutions o8 private, commercial, and state hanks
to finance the needs of cultivators of small
bundholdings 16, Several authorities call this the
systoets approach? Iis a program of government-
sponsored programs of indirect financing through
privatelenders| ] The systemsapproach encourages
financial institutions to allocate a Lvger proportion
of their loans to small farmers. This approach has

FAssistant professor, Deprrtment of - Apricsltoen!
Feonomies, University of Gempias The United States
Apeney Tor Intecoationa! Develapment provided Linaneiand
support for rescioch condnueted in tndin,

The tern “sestems approach™ hies heen used 1o deseriboe
production Joans provided by soed Tepally recognizel
entities as commercial banks and Gomer cooperatives,

been used in India, Pokistan, Banpladesh, aa
several Latin Americoncountries. Little mioviation,
however, is available on the effectiveness of th,
progaam or how itwaorks when it isenmbined with the
special program strategy | 6).

Mojor differences between  the special Jous
program and the systens approach often involve the
degeree of government financing and participation
Special toan programs include diveet government
finameing and closely supervised  distribution o
ageultural input kits containim? seeds, chomne:ni
fertilizers, plant protection chemicals, and extension
information for selected groups of farmers. On th,
other hand, objectivesof the systems approach areto
induce lenders to service e horrowirg needs of
farmers that have small Taadhaoldings qnd to assis
them i usings farger peoduction loans, Generaily
lenders supply production Joans and allow borrowor-
w purchase inputs fromavailable suppliors Tninitis!
stipres, systems lenders Taek adequate enteria to
identifving  the  propressive farmers ol L
intrastructure  limitahions that often lead  to
provuction eredit repayiaent pioblems |4

The purpose of this tvticle 1s o exiuniiie systems
Nnancig, The example shows how nationalized
commercial banks in India finance small fannes.
Spediticobjectives are (1 to deseribe how commerdia




inks hinanee fiomers through cooperntives, (2) (o

deseribe how nationalized hanks micet the needs of

smiadi formers in Karnataka Sormerly Mysore State

v Indin, and G to outline some adjustments thit
ray be needed by commereial banks to serve the
requirements ol small farmers.

BANK FINANC!NG OF FARMERS THROUGH COOPERATIVES

Indinn cooperatives are o fundamental part of the
Natonai Five Year Development Plan. State
governments can stimulate agricultural development
hy using cooperatives. The Reserve Bank of India
finances and subsidizes theagricaltural cooperatives
thraugh o threetier organization consisting of the
state cooperative through o threetier orpranization
consisling of the state cooperalive Apex banks,
district cooperistive central banks, and primary
agricultural credit cooperative societies ot the village
Tevel, The Reserve Bank of India prants ioans to the
state conperative Apex bank. The Apex bank
finances the districet cooperativecentral banks, They,
in turn, make loans to the village cooperatives, The
primary cooperntives then finance the farmers'
seasonal agricultural operations through the erop
loan sysiem [ L] The oyganization of the Indian
cooperalive system is illustrated in figure 1,

Until 1969 commuercial banks operated only in
cities and  towns  with large commercial and
industeial centers. But in July 1969, 14 majoe
connercial banks in India were nationalized. This
opened v new sources of financee for agricultural
eredit conperatives, As a result of public policy since
nationalization, commercial banks increased the
capital available to farmers on o seleclive basis,
Supplying crop production loans to farmers and
revitalizing the administration of the cooperative
sovictios have beena two important tasks facing the
commereial bitakas,

Faven befare n:tionalization, the Reserve Bank of
Indin used its e nsing policy to encourage a hranch
expansion in raral areas. Since nationalization, over
64 pereent of the 53458 new Lanks opeacd in rural
areas |8 During 1973-74, conumeraial banks opened
Lo new oflices in India. Ofthese, 909 new offices, or
D7 pereent, were opened by 1 nationadized bhanks,

and 19 pereent were opened by the State Bank of

India and its subsidiaries. Other commerical banks
apened the rest [ 13),

How Commercial Banks Finaiica Cooperatives
in Karnataks State

In 1070 commereial banks introduced 8 programof
fimamcing primary agvicultural evedit cooperativesin
seven districts of Karnalaka State. The distrie
canperative centrid banks were addministeatively and
amecialty weak. They were J-equipped to meel
aricultural borrowing needs of all frmers | 18], The
commercial banks encountered many of the sime
mablems that hampered the distriet cooperative
central banks sueh as high overdue payments and

defaulting borrowers. The district cooperative hanks
usually assigned to the commercial banks those
sovieties with the poorest financial resources and
operational efficieney.* Many cooperatives assigned
to commercial banks could not borrow from the
district cooperative banks, because their lavge loans
were overdue and had not been repaid. Under these
circumstances, commercial banks could not advance
new toans until the cooperatives recovered the old
debts, Several hanks deleted numerous cooperafives
assigned  to them because  of  these  debis,
Consequently, many commercial banks have had
limited success in expanding agricultural eredit to
cultivators through the cooperatives,

The program of financing primary agricultural
eradiv cooperatives by nationalized  commercial
banks started with 12 participating banksduring the
1970 Icharil (fall) poduction season. Banks were
assigned 645 cooperatives or about € percent of all
agrricuiturad credit eooperatives in Karnataka State
in 1970-71{18]. About 76 percent of these groups were
actually financed by commereinl banks during the
first year. Av the end of September 1974, the
commercial - banks  had  been  assigned 991
cooperatives, ana they had financed 841, Commercial
bank financing of conperatives ic Karnotaka State is
shown in (able 1. _

The Government of India and the Reserve Bank
now encourage commeradal banks to Onaace
cooperatives even in Jdistricts where the distvict
cooperative central banks are financially sound, The
Resers e Bank of India alsorevised upward therat eof
interest  chivged  cooperatives. Farmers  were
previously charged about 2 percentage points ahove
the rate charged cooperatives for short-term crop
production loans [ 12}

Cooperatives are an important source of crop-
production loans for farmers. Loans consist er cash
and of kind ce nponents, usually fertilizer, [fa farmer
in Bangalore District, for example, appiics fora loan

I general, district cooperative central banks have nat
e the financial resourees to meet the needs of all
conperative societies, Bven soo the number of conpoeratives
finaneed by the Hangalore Disteiet Cooperidive Central
Banhk has inercased from 8Hin 18649 70 0 i in 197273, In
addition, the number of cooprerative members reeciving
short and mediunm termeredit vose from UO55 i 196970 Lo
LSGH A 1OTRTR The averge amount of cradit per hoveow er
rose from Rso 825 to Re 123820 during the scane period.

The Reserve Bank vevised upwind the rate ol interest
chavgzed conperatives twice during 19740 The rate mos ed
from 7 to H pereent on loans af less than R, L0000 and 122
percent above that amount,
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Indian Cooperative Credit System
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to finance an acreof high-vielding viviety of riee, the
local conperative would approve adoan consisting of
Rs 17040 cash, Rs. 280 for fertilizer, and Rs 50 for
pesticides| 1017 Accordingly. loans forothereropsare
adjusted  to estimated eash production expenses,
Credit imits per erop per acre are sel during the
annual  field  workers conference of bank
representatives, extension officiads, and prominent
farmars,

Many of the commercial banks adopted the scales
of finance for short-term crop production loans used
hy the distriet conperative central banks. In some

cases  different seales  of  finance  were  used,
Conference  committees resolved the differences
hetween  the  commmercial banks' and distriet

cooperative banks' loan limits for specilic erops in
their respective  districts, In addition to erop
production loans, the commercial hanks provided
intermediate term financing (o Gumaers through
cooperatives. Intermediate term Joans were
approved for dairy, poultry, swine, sheep, and
sericulture enterprises as well as for deepening old
wells, sinking new wells, installing electvic pump
sels, and purchasing power Gllers. Commercial
banks issted Rs 351,000 in intermediate term loans
to 11 cooperatives by the end of the Rabi (winten
1971-72, By the end of September 1974, commercial
hanks looned Re G,HEL000 in intermediate term
loans Lo 232 sovieties, anineresae of S pereent in g
yvears | 1Y)

Sinee the beginning of the program, commercial
banks inerensed the averape amount of the loan per
conperitive society Trom R& 27,000 durings the Gl of

ety
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SCatctated on it basis o0 toans crataally made per Goopping

seasnn  Cic tapee cquals $0.18 VLS dallar,

1970 to Rs. 73,000 in 1974, The average loan per
coonerative in 18974 was Rs, 70,000, up 7 percent from
1973, Farmers' cash expenses have  inereased
drimaticaliy, straintinge resources of  commercial
bhanks. In Bangalare Dic aiet the priccof ammonium
sulphate rose from Re v per ton in 197040 Rs. 925 1n
June 974

Commercial banks dso worked with the Small
Farmers' Dovelopment Agenes™ (SFDA)Y [, 0, t1in
Karnataka State to help farmers who owned H acres
or less obtain eredit and agricultural inputs from
cooperative societies, In addition, commercial banks
gponsored Farmers” Service Societies in cooperation
with the State Government and SEDA for small
marginal farmers who are receptive (0o modern
innovations. Preprains involving commercial banks
include the State's crash sericulture program stavted
in 1973 Commuorcial banks were directed o finance
and expand the eredit orogram for sericulturists, silk
reclers, and sthers in the industry in Mysore, Kolar,
and Bangalore distriets,

“This unpublished datacis from Mo B Nanjuppa, Joint
Director, Burci of Feanoies and Statisties, Bangalore,
Tadia, December B3, 1074

In 1970 the Govermument of India established the Small
Farmers' Development Agencies to help smali lnndholders
obtain finaneinl and techniend assistance for modern
werienltural production. The agencies identity small
Landholde s who have potentially viable operations. The
aeencies provide the Lindboldess with osharve capital
requirennerts, visk funds, and other subsidies =0 they ean
become active members of cooperatives, The Soaners can
then quadily oy crop podudtion and intermediate term
Ioains, The agencies work closely with distriet cooperative
central bank-oad conmmereial banks tecomndinate the flow
of fundds Team enoperitives to smadl tarmers,
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Financing Diffizulties in Bangalore District

The Bayradore Distriet in Karnataka State b
many ol the typical protlems eneountered by
commercial banks in financing cooperatives, e
problems induded e sunounts of overdue en dit
from cooperatives, poor administration of the villagre
societies and the apprehensions of officials who were
afaid that commercial banks would weaken the
farmer's faith in the cooperative wovement., During
L7071 5 commercial banks were assigned 72
cooperatives, They actunlly financed 58 societics
with Rs. 251 million, an average of R 43,000 per

soviety. Durfngs 127380 commmercial binks Wi
assigrned another T societios, an inciease of 100
pereent sinee the program stanted. But only 6 hanls
actually made loans to 81 cooperatives in 1970 74
The other 3 banks were not able to devdopa finance
progeram for the cooperatives assigned to them during

the year [Bl In addition, many  banks  were
apparently expanding  their programs 1o e

development targets. The tarpets were the numberof
socicties served rather than mecting the eredit necds
of semajority of farmers, Cammercial bank financing
of cooperative socicties in Banpralore Distiiel i«
shown in table 2,

Table 2 -Commerciad el DMistiet Cooprratve Central Bank financing of COMLETHIVE 890 1eLnes 10
Bangature Distriet tor 1970 71, 197172, and 1922 72
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coaprialive socwe by Baan o ety Begistonr s cepon Ui ate o,

FARMERS SERVICE SOCIETIES: COOPERATIVES FOR
SMALL AND MARGINAL FARMERS

The National Commision on Agriculture of India
recammended  that  commercial  banks  sponsor
Farmers” Service Societies. These sodeties would

Cprovide, from one source, integrated loans and’

technical serviees for small and marginal farmers
who are receptive to modern apricultural technaology
[, p.iil> Generally the SFDA or Marginal Farmers
and  Apricultural - Labourers  Agency  (MIFAL)
organizes the Farmers' Service Societies at the block

“HOY. Baliggopal was interviewed at the State Bank of
Mysore, Bangadore, on June 165, 19732

28

development level, serving o population of about
10,600, A Union of Facners' Service Societies at the
district level coordinutes the policies.

Farmers' Service Sacietios are registered in the
State as primary cooperative socivties, Aceording to
the National Commission on Agriculture, Farmers'
Service  Societies should  supply all of e
development needs of simall and marginal farmer:,
agricultural Taborers, and villige otisans either
diveetly or by specia) arvangements with other

apencies. The Lead Bank in cach
distvict—nationalized  bank,  State  bank, or

» . g . “
cooperative—has  the  overall  responsibility ol
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integrating farm production loans with thesupply of
inputs and services for small landholders |15]).
Initially Farmers' ServiceSocicties wercorganized in
districts that had funclioning SFDA's. Bangalore
and Myzsowe Distriete are the primiary ones in
Kamataka S ate. Although these socictios {6 low the
cooperative practices, they are too new to evaluate
adequately.

Gperational Problems in Bangalore L:istrict

The officers of parlicipating commercial banks
reported several operational problems at the bank
and village levels. First, many commercial banks
lacked experience in financing small faaomers. Their
main problems were the leadership of village
couperatives, collecting past debts, and restoring
farmer confidence in coopersiives. Sceond, crop
fuilures because of climatic conditions and insect
damay e prevented many farmers from repaying their
loans. (4, p. 29-31]. Third, the new credit program was
delayed because the commercial banks and the
district cooperative central (1).C.C.) banks continued
todiffer in the selection and financing of cooperatives
[16}.Y FFinally, cooperative officials and some farmers
feared that commerdal banks would dampen the
cultivators’ enthusiasm for cooperative credit and
weaken their faith in cooperation | 7], Bureaucratic
dispules over credit policy between the comraercial
banks and D.C.C. Banks was certainly a problem in
the State.

According to one bank, the problems of coopera-
tives were poor management, lack of ‘supervision,

*Since inception of tiic progrram in Bangalore District,
commercial banks have charged that cooperatives were not
whtotted to them from the NC.C, Bank as promised and
hence they could not finance them. However, commercial
banks have not financed all of the cooperatives allotted to
them and these were retransferred to the D.C.C. Bank.
Canfusion over sources ol financeoften means that farmers
do not receive eredit on time, if at all.

reluctant attitude of the horrewers toward repay-
mint, and inefficient vecovery procedures. hese
problems accounted for the large amount ¢f overdue
credit at the time the-coaperatives were taken over by
the bank.

The Government of India’s National Compission
of Agrviculture concluded that supervision  of
cooperative societies was the erucial key to suecessiul
institutional  credit programs (491 In the past,
supervision of cooperatives has not been a two-way
fMow of information. Instead, the D.C.C. banks'
recovery  officers  generadly  have  dogmatically
dominated the cooperative societies. They were
interested only in the recovery pereentage from a
society rather than in the underlyving causes of the
cultivador's repayment problems, If the commercial
banks” agricultural extension olficors aresensitive to
firmers’ needs, they can mike substanticl progress
in improving crop production repayment through
enlightened supervision of cooperalive societios.

commercial banks in Bangalure District had o
wide range of rates for short-term loan repayments,
The State Bunk of Mysore attributed its inttial eredit
repayment  success (99 pereenty to the superior
training of the paid seeretavy at the village level and
to the bank’s technieal officier who showed the
farmers how to use production eredit,

Other agricultural loan officers blamed poor
leadership at the local cooperative level for their
repayment problems. These officers also recognized
that theuncertain rains in the drvfarming regions of
Bangdore District ereated repavment difficultios for
farmers because of low net returns per acre, In
general, the mujor reasons forerop production eredit
repayment were the low returns from  drylund
furming, poor cooperative leaderszhip  and
administration, and district polities (factionalism).

"Phis is based on a leiter trom K. 8 Kimath, Senior
Superintendent of the Canara Bank, Bangalore, Indin, on
February 13, 1974

POLICY CONSIDERATIONS

Nationalized commercial banks developed credit
programs for previously unfinanced groups. The
banks designed several liberalized credit programs
under the Lead Bank scheme tor such neglected
sectors as agriculture, small-scale industries, small

businesses, and self-employed persons in their.

assipned districts. A few banks developed pilot
projects to provide productive eredit, ai coneessional
interest rales, to special cateprories of borrowers who
would not normally guadify for loans [3], In addition,
commercial banks are sponsoring Fimers' Service
Socicties for small and marpinal farmers. But these
liberalized credit programs could face the same
repayment problems as those of the  district
cooperative central banks,

29

Agricultural financeofficers must not placegreater
financial burdens upon small farmers just to meot
development  targets. Profitable  returns  on
agricultural investiment are necessary, If excessive
development targets ave imposted on commereial
banks to encourage their financing programsand il a
solid base for agricultural production is not built,
then the previouspattern of overdue loans and failing
conpeative societies will be repented,

Ao eultural loans must be hased on o realistie
assoooanent of farmers” cequirements, Also, the
cor e oorcial banks’ seales of finsnee are hused on the
estiasded production costs and production patential”®
of the horrower, These scales need pertodie revision to
reflect changes in aricultural  teehnology  and
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pooduction costs L he compercial banks” progrean or
providingg technical nssistinee alomgr with oy
thiouph l";n'nu-l's'341-1‘\'i1'(-.\'t»(‘i1'li('r:ll:lspnlc-nli:ll. it

some ol the Fung loan aflicers,
may he voungs cendicaliural

or extension agent
college graduates with

litle practical experience e nsabie technieal

advive ta offer,

They will find tha building the

fvemer's trast is difticalr il'thvirrvmmnn-mlntiunsrlu

not improse the fioemer's ahility

Commercial banks have had
providing
firmers

(o repay loans,

Conclusiuvns

mixed saccess in
financing  througl cooperatives  for

with  small landholdings, ‘I he chinges

brought by the special svstems approach have not

mercised

loanable funds for small farmers in

Kavnatala Siate Commerdial hanksdid not finance

all of their

assigned cooperatives nor all of their

Former members, For example, in Kavnataka State

commercial banks finaneed

about 349 pereent of he

members of their cooperatives in 197,

Several reasons
lending
Landholders, First, commercial
“conservative in their approach to
throwgh  conperatives,
experience

account for the failure of the
institutions to provide loans for most small
banks were very
financing frmers
They had lit]e previous

with  cooperatives  and agricultural

———— e

HEwmiers do vot borvow from their conperatives
reisons as defaults on past loans,
complete ind records, and acquiving

for such
fadling to provide
fundstoprovide shoee

capilal requirements of ahout 10 pereent ol the vidue of the

loan. Conuequently,
loans—numeylenders,

{11

12

(3]

CState) (Under the Lead Bank

they rely on traditionnd sources of
relatives, anud Mriends,

linamee, Commereial hanks telt that if theiv stalls
and lendings activitios wervoverextended, they it
lose divect supervision of canpoerstives Thivd, a lack
of basic resources provented smadl furmers from,
obtitining adequate financing, Finally, Jending
institutions concentrated thei» loansin thehandsof
few cooperatives and farniers to improve the rate of
loan repayments,

Several poliey wlternid;ves could male
production loans (o sl
cooperatives more attractive
commercial - banks  wepre siven  subsidies  for
managerial - costs of  paid secretaries ot the
cooperative socielios, overhead costs of making and
collecting small agricultural loans could be reduced,
The Small Farmers' Development Asendies now
update small farm land records in tany districts,
Also, administrative confusion  occurs hotween
commercial banks and dis(iet cauperadive banks
over responsibility of inancing cooperatives in
districts where both banks eperate. "This confusion
leads  to delays,  raises administrative
discouraires  farimoers from seching  loans, and
contributes o repavinent sroblems. Inproved
centralized administyadive plamning at the distiict
level could reduee costs i make agricultura louns
mare attractive to counaercia) banke,

Agricultural lending patterns ofconinercial bank s
will change slowly, Politicnd and cconomic problems
continue to slow thesystemsapproach in meeting the
financial needs of smal] producers, Butif commereinl
hanks sueceed in providing loans, inputs, and
technical  assistance through revitalized
cooperatives,  the  banks  enn improve  loan
repagments and make a significant contribution to
apricultural development,

('I‘U,)
landholders through
tocommerdial b e 11
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