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The Econowies of Loans to Informal 
Groups of
 
Small Farmers in Low T
ncome Countries
 

by 

Dale W Adams
 

The past 
few years a number of low income countries have
 
attempted to increase tho 
loans made to agriculture in general

and to small farmers in 
particular. 
These efforts have been
 
morally and 
iinan 'ialy supported by various international banks
 
and a.d apencies [7].. 
 : variety of strategies have been 
used,

especial ly in attempts to increase 
thn amount 
of loans made to
 
small farmers. 
 These include m'ssive 
increases in the overall
 
credit avallab-, with the "oe 
ct., some 
would filter down to 
the
 
rural poor. Recent 
exame'-s 
 . this str.te y are Brazil and
 
Thailand. 
 Another popular technique has been to 
place various
 
loan rortfolio rett 
rictions on 
lenders in o.der to 
force more lend
ing to small farmers, the Phllippines and the 
Dominican Republic

b ein, e xamples. Many'. 
 esOtr have also used concess.ionary re
discount anrates 
 central bank fa'lities or loan guarantees as 
ways of induci ng< 
more lend g to small 
farmers. 
 Cr'eaz in new,

specialized credit 
institut ious or prog-a.s exclusivelv to service
 
small 
f.rmers 
has also b en popular. 
'umercus supervised credit
 
programs :in 
Lat: in America and small farmer credit programs 
in
 
India are 
examples of this approach.
 

* Professor of Agricultural Economics, The Ohio State University. 
** Refers to citations listed
R{efIerences. at 
the end of the paper under
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Although expansion in lendinr to small farmers has occurred 

in a few count:ies, the overall results frorm these vapl'ous s!rn

tegies have bucen diLsapointi ng. In a few cotuntries10" the purcvhas5

ing power of the total formal_ loans going t so . farmers.. av 

declined, not increased. ,any of the admi nistU rat ive. Wat 8 ained 

at forcing lenders to lend t7o srmall farmerys have been ino'ed
 

or their original interest evaded. Careful analysis 
 o mal1 

farmer credit programs or a:-c n e:s several afteryears t7.8ir In

itiation often shows th-v are essentially bankraupt, that. te; are 

heavily derendent on .0 vei''rnr subsidies, or that they,' e no 

longer servirng prima-i ly small farmers. These problem: have been
 

accomoanied, 
 in some cases, by loan repayment difflcutis.
 

A number of have that
Tie.r5 foun2 loans to borrowers of 

small amounts are costly, that many of these borrowers have un 

satisfactory loan cil aeral, and that too maniry of t h e small 

loans are nu, repaid. it also ar;ears that some potent;i al small. 

borrowers have been discouraged f'rom seeking loans because of 

the time, effort and costs Rssociatp.d with transactirgr a formal 

loan. in most cases both supply and demand problems arc Impeding 

the flow of loans to small farmers. 

in attempts to overcome some of these rroblems, formal .lenders 

in a number of 7ountries have been experiment!ng with mailnv loans 

to informal group.s of small farmers [4] aIn few countri,. like 

Thailand, Mexico, Ghara, Chile, and the Ph:lipp.lnels, u large part 

of the formal loans going to small farmers moves through these 
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info'mal roups [5, 
9, 10, 12]. In other countries like Malawi,
 
the Dominican Republic, and Bol:ivia, group lending Is done 
more
 
on 
a pilot project basis 
[i]. 
 Several countries such 
as Turkey
 
and Japan have had experience with group lending whLno goes
 
back a number of decades. 
 Other countries like Bangrladesh (The
 
Uttara Bank) and Sri 
Lanka are just b. innin7 to experiment with
 

this technique.
 

At least 
four economic advantagr{es claimed for group
are 

lending: 
 (1) lender loan transaction costs 
are reduced, (2) joint
 
liability for the loan 
causes 
internal group pressure for repay
ment 
and thus reduces jefaults, (3) borroin. through a group
 
reduces the averagre borro.,er' s 
 Ioan transac(ti onfcosts, 
and
 
(4) the gvoup can be used 
as an efficient way of introducing
 
other i'oductive sevices such 
as extension and technjcal training.
 

In many, cases non-economic 
goals are 
also sought through
 
these groups. informral cr'edt pog:'ams in some countries are
 
stepping stones; organizers vie, 
them as pre-cooperatives which
 
might evolve into 
formal cooperatives. in other 
cases the groups
 
are 
used to make members socially and politically active. Through
 
group action, org.anizers hope to induce chn ,-s in tne way piar
ticipants view t-hemse.ves and also force 
changes in or'ganlzations 
which m ght provide services to the rural poor [8]. 
 Since very

little careful analysis of the results of group lendinq has been 
done, the iiscussion-which 
follous is quite conjectural. Emphasis
 
is placed on classifying the major issues al'd 
on trylng to ask the
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right questions rather than gi.ving hard and fast answers. Two 

major questions are addressed. First, how can viable rgro0ups: be 

formed or stre ngt hened? Second, what role can Croup loan p0lay 

in imocviE financial services availablo for the Pupal poor? 

Organizing nroups 

Three general arproaches have been 
used to form .redit 

groups. At one extreme, a sall number of potential borrowers 

from a single R-ter have been hurvnl drawn o ether Pr te 

sole purpose or noVLiin7: a qroap loan 9.At theother ext remie, 
organizers of gros. may spend man months or even sove r'al years 

helping to evolve vi able group.s :hic h then be gi n to borrow col

lectielv [3, 13;, 0-] ,Stil; 'noeraproach as been to use 

groups f3rmed earlier by some oche agency, or to use gnips 

which have existed for some time for other basispurposes, as a 

for grcup lenderi.
 

Most .
p ople who have worked in organizing these grours 

readily admit there is more art than science in their eforts. 

It apeears, however, that at 1east five conditions must be met 

if group action is to be elicited successfully [6, I]N. First, 

individuals who engage in grou, action usually do so for' selfish 

reasons. They must realize some oPa'r Iszat Lonal rood. Thnat is, 

they mus t E t s ome good, servi e on' sa, .:faction through the group 

which could not be obta ned I ni vindu] ll. at reasonaibi.h costs. 

Second, if the group activities inclde pr'oductive. ood= or services, 



the individual must be a: 
 e to convert there Into orofitable
 
investments. 
 The noct returns on these activitles must be 
com
petitive with other activitics which the n:Jarticlpant can do in
dividually. 
The net returns must; 
aIso compens-ate tn part icipant
for the loss of individuai discretion ilvolved in being a member 
of a group, and also the individual costs of maintaining group
 

membership.
 

Third, viable rroups must 
provide more 
or 
less equal access
 
to all .member s to 
the organizational l, oO. It is difficult, for
 
example, 
to maintain 
a credit group if only the 
leaders of the
 
group 
have access 
to the -,
cornar-
 credit. Fourth, the op
timum sz of at goup 
 1 1i,:depend largely 
an the purposes of the
 group. 

group, the more.heo .rgerdifficult it 
is 
to main
tain 
 .....:a -,te 
:st,. And, the larger the group the easieris tj have a factional ittakeover. 
 Fifth, for groups to have long
evitV they must "ve 
p itil -c .ance. This may mean legal

recognii ion or
. sim . 1iti cal support for the formation and 

existence 
or groups. 

Too 
little research has been done on 
group organization to

draw a b in t for their construction. Information 
from several
 
countris strongl 
 s 
 ets, however., that. groups solely formed 
to gain access to concessionary, credit do noL work very well. 
 An
 
elete faction oftMen captures most 
of the "sweet money" for them

selves.
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Role of Groups in Pinancal Intermediation 

The primary justification for fo'ming credit grous varies 

across countries. In some cases groups are viewud a of,as way 


reducing the lender's transaction cost-,s making 1
for small on:is. 

In other cases the ','roups "are manly used tu t.Iy ad inr,se 

rates c" loan rem ..... - ouh so-m joint l10ilit o, poe,0
 

oressure. Still , are
othop rup formed to a vaiety
 

of purposes only one o wnich 
is to p rovide financial services 

to the rural poor. 

Lender Transac --ion Costs
 

Lenders 
 "un four types of costs in making loans. The"e
 

are: (1.) hie expenses of a quiring he funds which are
• 

(2) the trnsac t ion costs of mak:in.g nd administering the " , 
/

(3) the losses inur red..who so.e loans ae not re 3, 

orofits 

financial " ilos. Whn small aro 

( p4) or e.cno.- s.urpluse-s needed to pay owrA, 

loans i-v% Kan
 

transaction costs are a very important part of t he ,' ;o total 

cost considerations. For most formal lenders the twar.;.on 

Costs per unit of money lent varies invesel ..... the si of 

the loan. Transaction costs are essentially the same regardless 

of the size of lMan. Laenders do, however, experi ence substantial 

differences in ln transcti on costs bet ween loans to c ust mers 

of long stand inn and now br re r-n;. It in oftOenot:/ tfr a 

lender to assemble sufficient information to assign a reliable 

http:twar.;.on
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repayment probability to a new borrower. 
Thus, other things
 
being equal, individual loans to now small borrowers are doubly
 
undesirable for most formal 
lenders.
 

Potentially, making. loans 
to groups of new small borrowers
 
should sharply reduce the 
lender's 
loan transaction 
costs per

unit of money lent, 
when compav±ed to 
small individual loans.
 
This assumes, of course, that 
the, lndr Aioes 
not have to incur 
substant.ial pomotional coss to hep fm the o and intro
duce the group to UK pr d fFormal 
 loans. Group
 
lending may 
or not lp %o r'educe 
the iender..,'s 
costs of es
tablisn: ..th new bg-roe,: repayrmen 
 "otential 
 if the group
 
has a track record 
"i other sIccesorul 
ativi'rieS 
 the lender
 
may L abl]e o conclu:de 
r' hu.r j .y ., 
 "herei elough
 

grou D c esi n o 'as s 
 . M',an 


the 
7,a 

o nti if......
 and,' oup is new, h* .,ndep, may be wdde, ,,-
 dou bts about
 
the viability of the qou, 
a w-lr :s 
win 
 " about, the ca
pac i t v and w i ]i 1 ":w-,
e mb ers t o 


pvinr 
 Repaymen-t
 

A number of 
q'up lending programs 
are aimed at 
 improving
 
loan repiayme- pep..ormance. 
 There are at 
least four ways 
in
 
which grotus might work to impro v,-eeaymnt. First, group 
members may be.hold .jointly liable 'or r'epayinc the loan. If 
o-e membe does repay,, other membeps 
are obligated ,to cover 
the enti debt. 
 co1, groups ,may'be cohesive enout.h 
so that 
group pressui, 
is plac d on ,mbops 
who are 
slow to repay. Third,
 



some of the group's activities may include marketing a major
 

part 
of the orod Lice of its members. If this is the case, the
 
group may be 
able to assure repayment by wit hholdlinC part of'
 

the proeods from sales 
to cover debt roayment. ourth, the
 

group may be 
 forced to "led.Te as 
loan collaterl! some 
asset
 

which th v 
jointl, own. An innovative\r," • rank, poject in
 

Malawi uses this 
technique. 
 in this proiec, groT imibers are 
forced to deosit with rhe londing "'y" 21 percent of.
 Uh value 

of their notal gr-oup loan in a blocked , proup savings account.
 

If the 
group fully repays its loan the savins lus t.rest. n 


are returned t the group. Shortfalls in repayment are deducted 

from the deposit.
 

The actual repayment record in group lending is mixed.
 

Programs 
in Malawi, Mexico (Puebla), and the Dominican Republic 

appear to have very satisfactory repayment records 
[2, 5]. Re

p.ayment results thein Philipnes and hana, on the other hand, 

have been much less satisfactory [9, 12]. At least in the Philip

pines, ,rou,lending appears to have had no positive effect 
on 

repayment performance. in many credit groups in the Phlippines 

there has been almost no peer group pressure 
appied on members 

to repay . in some cases , if one member ofl the qr p has een 

unwilling or unable t, rep:a, the ent ire group has ofusd pay.- to 

The factors which cause some .-ouns to bp. a,u<sJ 0 u l in im

proving loan -epayment whi le other groups are nnucce'ss-ful are 

not clearly understood. The following factors, however, appear to
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be positively associated with successful groups: 
 (1) groups
 
which borrow short-term do better in repaying than groups which
 
borrow long-term
, (2) groups organized Ius t to get credit do
 
not perform as wall as multipurpose roups, (3) roups made up 
of relatively homogeneous members Deo'--m better than groups 
which are 
highly stratified 
 (A) group loans made for a single 
enterprise 
or crop 
are more often repaid than multi-puroose
 
loans, (5) loans to groups of individuals who have some solidar
ity before formal groupi n p,are quite often repaid, 
and (6) group
 
loans made by 
well administered organizations 
are more often
 
repaid than loans made by badly run 
financial 
institutions.
 

In a few cases it appears that loan repayment is low because 
the quality of the 
financial services rpr. vided to he group are 
poor or 
very unoredictable. 
 The services may be so poor that 
the individual_ borrowers feel 
the benefits from keeping the bor
rowed money 
ar~e gre'ater, than 
the cost associated with loss 
of
 

a good cre.it rating. 

Borrow's anTransaction Costs
 

Transacting loans 
involve 
costs 
for both the 
lender and
 
the borrower. The lender's transaction costs 
are 
well understood,
 
but very litt.le ttent.on has 
been given to 
the importance of non-

Inter , loan trasacticosts incurred by the borrower. These
 
borrowe' 
cost i.nc]lude work t.ie lost 
in order 
to negotiate the 
loan, trnvel costs to visit, tho lndor, loan paperwork costs, 
and 
in some cases, bribes to speed the 
loan application process.
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Typically, new borrowers find theit' loan transaction costs are
 

much higher than experienced borrowers. In fIorma l
some cases 


lenders shift
Up; rt of their normal loan transact:ion costs to
 
the borrow, , or artic.alaly raise the borrower's loan trans

action costs thro 
 - delays and forcing the burrower to make
 

many visits to the lende.,. This tactic is when
used lendIrs
 

want to discourage cert-ait 
 kinds of unprmof:table lending with

out taking overt actions.
 

in theory , at least, group lending should reduce the bor

rower's loa, transaction costs. Ideally, only a couple of 
 the 

members of the group should find it necesar to visit ;he lender 

to negutiate the loan. A few innovative lenders have even
 
developed mobie 
 banking services whioh bring the "hank" to the
 

borrowers on a regular basis. 
 Some lenders also arrange for in

puts, .urchased with the loan, to be delivered in bulk to the 
borrowinE E'r.. This further reduces the borrower's costs of 

acquiring rhese inputs. These reductions borrower'sin costs 

make the loan more valuable to the borrower, and also stimulate 

loan demand. 

In practice, soie nrou; lending does not appear to substan

tially reduce borrower's loan transaction costs. Some leiders, 

at least in the Philinnires, force eah borrower to visit the 

bank to sign forms. in other .ses, borrowers may view abenidinn 

periodic compulsory, group meetin, s as a part of thpr, l,'on trans

action costs. Forced savings programs which do not include satis
factory returns on savings deposits may also be viewed by borrowers 



as part of their costs of, getting a, group loan. As mentioned 
earlier, loss of come individual liborties under a group loan 
may , . so be viewed as costa wZ gett ing a group loan. The pos
sibilit.es of Wing he.u liable for ;meone else's unpaid debt 
may also be vLewed as a cost of usin, group credit. if these 
expected costs are substantial, one ':hould not be surprised to 
see individuals ,drop cut of group ledingr programs, even when
concessionary interest rates are inv-Ived. Inexpensive credit 
may not be c e- ' if acdditiona] borro.,er loan transaction costs
 

are substani 
 al. 

Non-LoanFuroses
 

A t i -l economic justification 
 for forming groups is that
 
other complementary 
 productive services, besides loans, can be
 
more efficiently 
 Provided to qroups than to individuals. The
 
group can used
be as a toway :intrDduce new uechnoi. v or improved 
production pvactices ; extn sion nt. c s ...their inforqqtion 
in group meetings. it might 
also be poss'tble Mr the qu,,;
 
carry 
out some land o .....e .ation, land r ment, or markwting
 
activit'y which 
 would be less effcient ly done "ndividuallv. Un
fortunately, 
 very little research has been done on these issues 
and little can be said about their relative importance. Some 
research done in the Philljfi.es, Bolivia and the Dominican 
Republie, however, suggests that the technical education which 
accompanies most group loanr is not very useful nor is it very 

effective. 

http:Philljfi.es
http:sibilit.es
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CONCLUSION
 

There is too little information available 
to allow informed 

judgements about the effe.tivens of group loans in povidinK 

financial servic-s 
to the rural poor. Rcen tily completed re

search in the Philipins, and research underway in -lant,rv 

Bolivia and uh, 
 mi'i.an Republic shclcid allow th draw ng of 

some genera lization 2. the near M-o re. 

if group n dos notrov to ate way of
 

reducing both len'de'ra:orroer loan transaction cos Ls and 

also imrroving: lan reopaym"ent some other jma or innovation will 

be needed to help oprovde financial servicesu to the rural poor 

in low income countries. 
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