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BANKING INNOVATIONS IN INDIA
—— A CASE OF GROUP LENDING FOR AGRICULTURE -~
B.M. Desai™

1. Introductjon

In India both structural and operational changes have been
introduced in recent years to increase credit to the poor households.
The former includes creation of snecial institutions like Regional
Rural Banks, restriction on loan portfolionin terms of some
propbrtion of loans being reserved for smaller farmers, provision
of concessional refinance being conditional to making loans to such
farmers, making outright grant ac a risk fund to strengthen bad
‘debt reserves of the lending institutions and so on. Operational
changes include potentia; productivity and repayment capacity
instead of collateral criterion of lending, providing supervised
credit th;ough agri-cardl and such other mechanisms, providing loans
on a group basis etc. Some of these changes can be termed as
innovations in the sense that they facilitate providing and/or

acquiring financial services at lower unit transaction costs.

#*Associate Professor, Indian Institute of Management, Ahmedabad,
Irdia. The author is grateful to Mr. Sitarama Murthy and Mr. Yadav
Rao and their staff in the bank with which this study was carried out.
He is alse grateful to Dr. Ifzal Ali for his comments on an earlier
draft. Able assistance rendered by Mrs. Rita Rac, Mr. Y. Narayana
Rao and Mr. M.S. Patel in the preparation of this paper is thankfully
acknowledged. He alone assumes the responsibility for this paper.

1 An agri-card entitles the account holders to purchase their
seasonal recurring requirements from approved dealers @n
presentation of the card without any transaction in cash.
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This paper is restricted to the study of a group lending
innovation2 for agriculture. Many banks have introduced this innova-
tion, although detailed statistics about this experiment are not
available in official publications. Moreover, analytical literature

on this innovation in India is non-existent or at best scanty.d

Our pilot study is restricted to one branch of onec of the
nationalized commercial banks due to limited funds and time. While
the bank had introduced this innovation in 1969, the selected branch
executed the group lending scheme in 1974, two ycars after the branch
was established in a town in Maheboobnagar district of Andhra Pradesh.
Group loans in this branch constituted 30 to 75 per cént of loan
gmounts disbursed during 1975 to 1978. Such loans were given for
both crops and farm assets like wells, pumpsets, bullocks, dairy
animals and poultry. The account holders were spread over many
villages. Because of limited funds and time the study was restricted
to 87 group borrowers organized into 24 groups, and 49 individual

borrowers. We shall refer the former as "Groun" ard thc latter as

2 Under this innovation, tne loans provided to a group of people
are guaranteed by all the members of the group unlike the loans
provided to each individual on a mortgage or a third party
guarantee,

3 One exception to this is a study on "Innovations in Bankings: The
Indian Experience, Part I: Impact on Deposits and Credit",
C. Rangarajan, Indian Institute of Management,:Ahmedabad, 1978,

Chapter 4.
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3
"Mortgage" borrowers. These borrowers had taken crop loans4 during
1978-79 agricultural yecar. The selccted borrowers were spread over |
23 villages in 4 contiguous talukas in Maheboobnagar district. The
"Mortgage"” sample accounted for over 70 per cent of total "Mortgage"
accounts of crop loans of 1978--79. The corresponding proportion in the
case of "Group" borrowers was 25. The selected farmer~borrowers were

interviewed for the agricultural year 1978-79.

2. Objectives and Methodology

Two-fold purposes of this paper ares
(a) To develop an analytical framework to determine equilibrium

conditions under which "Group" lending is an innovation; and

(b) To empirically validate or invalidate thc potential advantages

and disadvantages of the group lending innovation.

Because of insufficient variation in interest rate among
different borrowers as well as over time we are compelled to pursue
the second objective instead of quantifying the impact of the innova-
tion on equilibrium interest rate and loan amount. Despite the data
difficulty, we wish to pursue the first objective of developing a
framework because it would provide a pricri justification for the

introduction of this innovation.‘ More significantly, it would help

4 Since this innovation could have different implications for
current (crop loan) and capital (farm asscts) loans, the findings
of this pilot study would have limited applicability. To
illustrate, the lower default risk advantage of th¢ innovation

could be relatively more for crop loans than for capital loans.
s 4



us identify the conditions which banks should emphasize to cnsure that
"Group" lending remains an innovation. This is necessary because this

innovation is characterized by both advantages and disadvantages.

Before we proceed further, it should be clarified that the
empirical analysis of the second objective will be carried out such
that the homogeneity of the two samples, namely, "Group" and "Mc.otgage',
in respect of characteristics other than the collate:'al given by them
to the bank would also be tested, Mul:i-variate discriminant analysis

would be attempted for this purpose.

3. hAnalytical Framework

3.1 Demand and Supply Cateqgorization of Potential Advantagegs

Conceptually four potential advantages of "group" lending innova-
tion have bcen identified.5 These can be categorized as
influencing supply of credit, and demand for loans. The former

would include;

5 See, for example, Adams Dale W, and Jerry R, Ladman, "Lending to
Rural Poor Through informal Groups: A Promissing Financial Market
Innovation?" Economics and Sociology Occasional Paper No. 587,
Agricultural Finance Program, Department of Agricultural Economics
and Rural Sociology, The Chio State University, Columbus, Chio,
UsSA,

o D



(1) Lower default risks which would arise from the mutual
pressure of the members of the same group. Such pecer
pressure and collective responsibility would invoke
recalcitrant horrowers to repay, and thereby reduce the

risk of default for the lenders.

(2) Lower unit transaction coste to the lenders that would
result from making, administering and collecting one sizabl e

loan rather than a number of small individual loans.

(3) Scale economies implied in providing technical and other
support services more efficiently and alsc in spreading

scarce manpower to reach a large number of clients.

While the last two factors could easily be interpreted as
influencing the supply schedule, the first one of lower default risk
could z.so be interpreted similurly, since it impiies providing lower
allowance for default risks. Such allowance in the form of bad debts
reserves is practiced by some lenders. And it formis cne of the

elements in determining the supply price of credit.6

The demand influencing advantage is the lower unit transaction
costs to the group borrowers as compared to the individual borrowers.

Borrowers' costs in transacting every 100 Huctee group loan would bo
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6 See, for example, Credit for Small Formers i1 Devecinpin
G, Donald, Westview Press, Bouder, Cclarade, 197, (ant.yp




3.2

lower because they would save time, transportation costs, expenses
incurred in obtaining the necessary documents and certificates before
loan sanction, besides saving in costs required for giving mortgage

and/or third party guarantce as a security for the loan,

In India many banks including the one selected for this study have
aimed at ohly two of the four potential advantages of the group lending
innovation. One of these is the borrowers' advantage in transacting
a group loan, while the other is thc advantage of lower default risks.
The former is a demand advantage, whereas the latter is a supply
advantage. Despite such restrictive aims, we will conceptualize the
framework considering all the three supply advantages and also the demand

advantage of the innovation.7

Model without Potentjal Digadvantagegs From the preceding discussion
together with the initial assumption that the innovation has no
potential disadvantages, we can hypothesize that at a given interest®
rate both the supply and demand schedules for loans could be more to
the right when "group" lending and borrowing innovation is introduced.
It is in this context, "group"” lending is an innovation. Depending on
the extent of shifts in these two schedules the new equilibrium intere:t
rate and loan amourit would be determined. Three distinct scenarios car

be hypothesized in this regard,

7 This choice has a clear merit in as much as tho conclusions derived
from a framework which incorporates all the four edvantages would b
reinforced more sharply if they were¢ based on a fiamework incor-
porating only two of the four potential advantagec,
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Diagram 1

Interest T

Loan Demand and Supply Schedulcs Zufore -:xl After the

Introduction of the Sroup lending anld Borrowiny Inno-
vation Under Three Scenarios.
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Notess (1) m represents the equilibrium situation prior to the

introduction of the innovation,

(2) t represents the equilibrium situaticn of Scenn-io 1
where SS<DS,

(3) n represents the cequilibrium situation of Scenmaric 2
vhere SS = DS,

(4) k represents the cquilibrium situaticn
where SS>DS,

~§ Scenirio 3



lower repayment rate because of selection of untested new LOrrowers
and poor supervision, On the demand side, the potential disadvantages
can arise from loss of individual discretion involved in being a
member of a group, and also from the individual costs of maintaining
group membership. The main implication of these disadvantages is-
that they would shift back the supply and demand schedules to the
left. We, therefore, introduce disadvantages to hypotﬁesize pocitive,
negative and zero “"net" ér "incrément" (i.e. 2 shifts in each supply
and demand schedules. These are presented in a 3 x 3 matrix in

Table 1 in which "Yes" and "lo" are marked to convey whether "group"

lending is an innovation or not.

Cunsidering all the nine cases, we can jdentify the following

~e

“necessary” and “euf icient" conditions which must hold for "group"

lending to remain an innovations

(1) Necessary condition: &DS >0 op 4&SS>O0
(2) Sufficient conditions (a) (&DS) (£SS)>0
(b) If (ADS) (485) L0, then
|avs|> jass| oz [A5s|>JAns|

constitute the sufficient condition,

In four out of nine cases, the necessary sondition itself is
not satisfied. These ~re cases 1, 3, 7 and 9 in which more loan

amour.t at lower oI same or even higher interest rate is not

o 11



Table 1 Hypothesized "Net" Impact cf "Group” lending Aftor
the Introduction of Potential Disadvantages
Net Demand Net Supply Shifts (&35S)
Snifts (ADS) 2SS = 0 ASS >0 655 <0
ADsS =0 No Yes No-
Case 1 Case 2 L Case 3
ADS >0 Yes Vcs ! Yes#
Case 4 Case 9 | Case 6
L—r_—_-
4Ds <0 No fes® No
Case 7 Case 8 Case 9
Notegs 1) No stands for "Group".lendirg is no longer an innovatior.

2) Yes stands for "Group" lemding continues to be an innovation,

3) Yes* stands for "Troup" lundirz continuec to be o0

innovation, provided JADS|>JASS| oz

|As5) > |aDs),

11



11

possible. Cases 2, 4 and 5 satisfy the "necessary" condition as well
as the "sufficient" condition (a) stated earlier. The remaining two
cases 6 and 8 satisfy the "necessary" condition as well as the
"sufficient” condition(b) mentioned earlier. In part A of Diagram 2
'p' represents case 6, while 'n' in part B of this diagram portraye

case B.

Conclusiongs From the preceding it can be concluded that for the
"group" lending to be an innovation both th~ necessary and sufficient .
conditions must be simultaneously satisfied. Moreover, when

(ADS) (ZSSS) is expected to be negative due to ASS<O, it is
critical for the banks tomobilize as large a demand advantage as
possible 0 that the "net" demand shifts (ADS) more than outweigh
the ASS resulting from shift to the left in the loan supply schedule.8
Converse would be the case if (ADS) (H85)<0 due to neg;tive ADS,

Lastly, these conclusicns would hold as long as interest rates are

(e]
kcot flexible rii.er than rigid as is the case now.

8 This kind of a situation appears to be applicable to the bank under
study which aimed at only one of the threc potential supply advantages,
namely, lower default risk. Since the probability of realizing "net"
advantage from this factor is tenuots, it is critical to enlarge the
advantages on the demand side. For this, in addition to saving
mortgage fees of the berrowers, the bank can undcrtake such measurcs
as reducing the number of certificates which borrowers are required
to submit along with their loan applications, minimizing the time
required in the processing of loar. applications, and requiring only
one member to visit the bank for certain selected work.

9 Precisely for this reason Adams and Ladman have questioned the
promise of the "Group" lending innovation experiences in Philippines,
Ghana, Bolivia, etc, See Adams et al, op. cit.

s 12
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4. Empirical Anzlysis 13

Earlier it was mentioncd that thc bank had introduced the “group"
guarantee scheme (a) to rcluce the borrcwers ncn-intorost costs of
borrowing, and {b) to improve its loan recovery und thercby redice the
default risks. The former would be examined by comunring the costs
incurred by the "Group" and "Mortgage" borrowers for borrowing every
Rs.100. Similarly, the latter would be studicd thicugh a comparison
of loan repayment ratc of tho two types of borrovers, o first report
the results on thuse twe potcntial alvantages. 1n addition, we 2lso
report the type of disadvantages perceived by botl: the "Group” borrewors
and the branch officials. We finally discuss thi: iactors which dis-
crisinate the two types of borrowers to examine whethor the difference

Letween them can be attributed to their borrswing stitus <lone or to
_ ng

both the other characteristics and the borrowing status.

4,1 Cogts of Borrowing -- # Demand Advantage: Four different items

of non-interecst costs of borrowing arc those for (a) obtaining certi-
ficates which are required to be submitted with th¢ lcar apblication%o

(b) transport to visit the bank office, (c) time spert in negetiatin
. ’ g

10 Eight different types of certificates are required by the bank.
Three of these are tc be obtained from the village accountant to
show the proof of land owndrship, land use ard no ducs towards land
revenue/tax. Four more no dues certificates are recquirea from the
Tehsil Panchayat, Block Development Uffice, Co-ormciative Land
Development Bank and Primary Agricultural Co-oyeratiwe Suciily.

The remcining certificate of non-encumbrance is required from the
Sub-Registrar's Office. In additicn, the bor.wer-cllent rust
declare in his application any dues whiclh are outstanling with
other commercial banks, private parties including mecncy lenders.

os 14



14

the loan, and (d) obtaining decumcnts related to the registration of
the collateral when loan is sanctioned. Exsepting the time cost all

other costs arc out-of-pocket costs for the samnic borrowers.

Because of saving in costs for the registration of mortgage deed
for the "Group" borrowers, their costs on iten: (d) for borrowing every
Rs,100 are lower than thosec of the "Mortgage" borrowcrs, These costs
are lower by about Rs.3 to 4 (Sce Column 12 in Table 2), However, the
costs on the remaining three items arc highor for the "Group" borrowers
than for the "Mortgage" borrowers. Indeced, the savine in costs on
obtaining collateral registraticn is moze thon cutw.ich.d hv the higher
costs on these three items. As a result, th:e nun-intarast cozt for the

"Group" borrowers is Rs.10 as aginst gs.9 for the "oortg oo oirrowers,

But this sample average reduces to about Rs.7 o 8, if we exclude
26 of the 87 "Group" berrowers wh> borrowed less thin Rs.250. Their
non-interest costs worked out to Rs5,35 for every loan of Re,109. More
than 50 per cent of these Rs.35 was for obtaining innumerable certificates.
Moreover, all the four items of the non-intercst costs were hicher far
ihem than for other borrowers. (Sce Table 2) To conclude, the demand
related advantage of the "Group" guarantec scheme appears to be, at
best, marginal, considering the sample average of 61 borrowers, For

the very small borrowers, however, even such marginal advantage seems

doubtful, though the "Mortgage" sample did not censist of such









Table 33

17

Default Rate of Sample Farrors Borrcwing from &

Nat?onalized Pank in 1978-7 by lcon Size Groups
4 .

- — T - - — S ST S-S

"Group" Zorrewons L Mg berres Lxs
Avg. Loan 4w, Loan No, of oo of : Avyg. Loan Af}:"ll’l'"mé. o No, of
Amount QG Lorro-. Boinil- f i ST oI Doogoe.  PRefault-
Borrowed  Cverdue neTs TUrS WNLDODE weng crs
(RS.) (RS') \;.:S,)
1 2 3 Z Lo 5 7 B
JERN R,
193 120 24 Cle @ - - -
(62.2)¢ (6L i
470 356 29 w o RECI a 3
(75.5) (7557 (Louasy (100.0)"
902 616 _ 21 5 015 8T 2c 12
(68.3) (71.4)" (£3.2)" (60.0)
1833 1666 a 6 6 b 1440 . 2BG a 12 3 b
(90.9) (1c0.0) (£8.7) (61.5)
2900 1500 a 5 3 b 2681 1920 a 7 5 b
(51.7) (6C.0) (71.6) (71.4)
- - - - 6020 2250 4 2 4
(37.5)° (50.0)
Sample Avg. 1
725 5 87 A2 PN
amrle AVG,
(69,5)2 (71.3)° | ° 7“ ©ovEe - "
L1741 1023 K
Sample Avg. 2 | (59.0)2 (63.8)b
952 668 a 61 46 b
(70.2) (78,407 1
%, -
# Excludirg 2 farmers whose .oans were nct duc for repayment.

a, Figures in these parerntiheses are percentagus to

borrowed.

b. Figures in these parenth-ses are percentaga

sverage loan amount

10 Nc, of oxrcWers.

[]]
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18
this disadvartage in a more specific Curm, wond vthers perseiooed that
the freedom to get =z future lean was advors.ly offccted under ihe
"group” guerantce schemc. This is hecaust of =2 nunoregayment of
loans by some members of the group. 63 of the 57 sweple borviders
reported this disadvantaqe.ll Yespite this, wae, farmers percejved "not"

benefit of the scheme which they could not have obt-inei had they

borrowed individually.

The cfficials of the branch sclectod for ti.e study oxrericneed
that the unit transaction cests for "greup” luans are lower for only
one of the six different activitice., This ic the case with providing
technical assistance by the bank's field-s*off, Hovever,; the cuost is
higher for two activities, namely, cxecution of documenis and ccllec-
tion of overdue loans. For thc romaining thres eccivitics of processing
loan application, loan use supervision, and collection of loans, the
unit transaction costs are samc for beth the "Group" and "iortgage"

borrowers.

The higher unit transaction costs for eoxccuting documents arise
because the bank requires separate loan application to bz filed by
each member of the group. This means cobtairing signature of all the

members on every loan application. It “lso ad’irionally implics

~

11 Precisely for such disadvantage, th. Bunt L5 reccnily doecided te
Y

3

relax the condition to sanction foturs Lloan =0 Zassc nontors of the
group who weuld promptly repay the loan.

e 19



executing ducuments separately for all the rombers at the lime of
loan sanction. Moruvowver, ihe hank requizzs to eiiing five documents
from cach member for "Greap” loan as against only <wo Aucuments for
"Mortgage" loan.]2 As reoards ccllection of «veraiaes, the bank has
to issuc notices not unly to the deteulterns bt to =11 the merkers of
the group which usually consists of 3 or more farmexs. Thugx, fox
gvery defaulter of & "Group" lcan, at least 3 m.ticas have 2 be issucd.
Against this, for every defaulter of a "Mortgage" locn only <ne notice

has to be issued.

To conclude, the borrowers' perccived disazv-rtages are mainly
in respect of getting a future loan, since tiicre oxists uvncertainty
about the prumpt repayment of loan by every menbers  The Bank
experienced disadvantages in respect of recovering overdues and
executing documents for the "groun" gucrantee scheme. Its experiences
in recovery of "Group" loans as well as "ortgege" loans are not
unmixed so as to cleaxly recogrize the supericrity or otherwise of the

two types of loans.

12 These five docum:rts ares (a) Sancticn Alvice Latter, (b) Demand
Promissory Note, {c) Hypothecaticn Agxcemert, (d) Agrecment to
Mortgage wtith Power of Attorney and e} Delivery lLetter,

Against these, thc two cocuments exzcuted with "Mortgage
borrowers ares {a) Sarction Advise letter, ard (b) Mortgage
Deed.
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4, 4 Factors Discrimintting "Group” and "Mort:s i losmrowcres Sc far it

was assumcd that the diffeorenses in the unlt trarzasticon costs and

repayment ratc of "Grour" and "Mortzage® borpowers cnuld bo attri-

buted to their differences in borrewing statns alopz.  In other words,

IS}

t was assumed thet Llhese two samples ara romogzenecius in rosisct of

[l

every characteristic other than the cellateral they hud given to the
bank. Is this the case? To examine this question we havez applied
multi-variate discriminant analysis by considering several characteris-
tics like (1) farm eize, (2) forming expericnce. (2) distance between
the village, majcr plet, residence, markcel jlace and the bank office,
(4) past paddy preduction, (5) castc or tribe status, and (6) tech-
nology as reflected in crop-pattexn adopted by the farmers. Defore
we analyse the results of the discriminant analysis we present the
mean values of these variables in Table 4. 8ix observations can be
highlighted from this Table. O(ne, the averagc owned farm size of
"Group" borrowers was 16.4l acres as against 11,30 acres for
"Mortgaga" borrowers. Despitz the larger farm size for the former,
the market value of an acre of owned land was e~bcut the same for the
two samples. This is because part of the owne! land of the "Greup"
borrowers was uncultivable and inferior in quelity. Two, three of
the four different measures of farm size show that the two samples
were not much different from cach other (Sce Tabl. 4j. Three,

farming expericnce of the "Mortgage” sawciw was sors i that of

i 21
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Table 43 Mean Valuos of the Srlected Yuriables for "Group”
and Wortgage” Sarplosg
Variables Mean Valuas Vacisblos _ eon Jalaes
Group Mortgage | Sroup Murtgage
1. Farm Size o AcyOS - - = = ]| 3. X of Schedulud
. . Castes and
1.1 Owned Lanc 16.41 13,30 Tribos 4o total
1.2 Operational B..:Lﬂr.'.‘:‘.\;.. e AN R =
Land 10.56 10,27 OLroRRrs 65,5  57.1
.3 Net Irri .
1.3 etLaialgated 2.06 4.6G &. Tachroloay
1.4 Value of Owned - - - Rupees/hsre - 6a1 % of HYY
Land 22,977 23,100 paddy to
Irri, Cround-
2, Farming Experience = - = - Yoars « — - B nut plus
2.1 Borrower's 16,38 21,04 Puidy Aercage 65.1 8242
2,2 Maximum in the 6,2 B of HYV
Family 22,00 26,57 Peddy to Toral
Pzddy Acrcage 6600 7842
3. Distance - =~ = KMo = = = 4 6.3 % of Irri.
3,1 Village to Bank Geoundnut to
Office 29,05 23,22 Total G.onut
3,2 Major Plot to Acreage 24.9 20.4
Bank Office  29.00  17.00 W o e
3.3 Residence to 6.4 p fohzi*rl'
Major Plot 2,21 0.27 s G
. irri. Ge.nut
3.4 Major Plot to olus Pacd:
Market Place 16.60  17.00 Borenqe ! 236 4.5
3,5 Residence to age e .
Market Place 15.46 20.57 6.5 ¥ cf Jowar
to Jowar plus
4, Past 3 Yrs. Avg. - = - Quintals = - - Ragi Acrecge 681 41 .3
Paddy Production 58.08 59.93
es 22
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the "Group" sample. Four, the distance from the villagz and the major
plot to the bank was more for the latter sample than that for the
former. This is also true of the distance frum msjor plot to the
residence, although converse is ithe case for the distarce from market
place to the residence. Five, the proportivn of less privileyed

social groups like scheduled castes and tribes was Liigher among "Group"
borrowers than amcng the "Mortgage" burrowers. 3ix, the technology

as geflccted in the prepurtion of HYV paddy, and unirrigated ygroundnut
cultivated was inferior in the former sample as compared to that in

the latter,

When the differences between the mean valucs of all the variables
were tested simultaneously by applying discriminant analysis, it was
found that the 'F' statistic is significant at ! per cent. This
suggests that the mean values of the variables under study are not
same for thc two samples. Secondly, the estiméted discriiminant function
has a very reliable predictive value. As can be scen from Table 5,
only 7 per cent of “Group" borrowers and 19 per cent of "Mortgage"
borrowers were misclassified by the estimated function.. Thirdly'and
more importantly, the differences between the mean values of all the
variables for the two samples is largely accounted for by the distance
and technology factors; the proporticn claimed by these two being 94
(see Table 5). Therefore, the function was rcestimated after omitting
these two facturs. As expected, the 'F' value of the new functicn
is statistically insignificant., Moreover, its preocictive ability

L ] 23
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Table 53 Results of Discriminant Analysis Applied to "Group” and
"Mortgage" Bcrrowers
Coefficient of % Accounted 1 2 .3
Variables Disc. Function for in the -
Discrimina- 13, Schaoduled
tion Caste & Tribe =0.09604 0.17
1 ot 2 3 14, ¥ of HYV
: Paddy to
1. Owned Land 0.,06347 6.92 irri. Genurc
2. Operational Land  0.04960 0.33 %plus_ :3‘*“3' -0.01655  3.77
3. Net Irrigated 15. % of !
Land ~0.09909 1.52 addy to
. . Total Pacdy 0.00946 =2.38
4. Per Acre Value .
16, ¥ of Irri.
of Owned Land -0,00003 -1,23 Gunut to
5. Borrowers' Farm- e Total Genut 0.,01187 1.15
ing Experience -0,00869 0.89 17. % of Unirri.
6. Maximum Farming Genut to
Experience in ‘ : Unirri. G.nut
the Family - 0.01840 =1.91 plus Paddy 0.00848 3.71
7. Distance from 18. ¥ of Jowar to
Village to Bank =0.10369 -12.14 Jowar plus
8. Distance from Ragi 0.01981 11.40
Major Plot to .
Bank ~ 0.19801 5).48 'F' Value = 7.022 which is
. Distance from significant at 1%
Residence to DI = + 2,4199
Ma’] orxr Plot -0003365 0.,48 D2 = - 2,1984
10. Distance from -
Major Plot to b = 0.1107
Market Place 0.15760 -1,73 % of M%solaSsified Borrowers in
Group" Sample = 6.9
11. Distance £from n " el
Rosidence to Mortgage" Sample = 1943
Market Place =0.,34018 35,99
12, Past Paddy
Production 0.00350 -0.14

e 24
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is very poor (See Table 6).

Conclugiongs To conclude, the two samples are not homogenecus in
respect of characteristics other than the collateral they had given
to the bank. Large part of the non-homogencity of the two samples

is accounted for by the ‘distance’ and *technology' factors. "Group"
borrowers were located much further away from the bank office than the
"Mortgage" borrowers. Their technology was also inferior to that of
the "Mortgage" borrowers. In as much as the former directly and
positively contributes to raising the unit transaction costs of
borrowing of the "Group" sample, the earlier mentioned doubts about
the demand advantage of the “group" guarantee scheme may to some
extent be deemphasized. Similar could be argued on the basls of

the differences in the "technology' factor, since inferior techno-
logy would imply smaller demand for loan and hence larger{unit
transaction costs. These intcrpretations can also be applied to

the supply advantage arising from the lower default rate, since thls
rate is likely to have positive association with the ‘distance’ factor.
It is also likely to be higher for the farmers with inferior
‘technolog&'. Thus, "group” lending scheme appears to havéﬂé
potential for demand advantage'for the sample farmers. As regards
its supply advantage resulting from lower default risk, it méy be -
argued that the higher defaﬁlf rate among the "Group" borrowers |
could partly be offset by comtrolling the ‘distance' and 'technology’

factors better.
[ X 25



Tablg 6 Results of Discriminant Analysis Applied to "Group"

and "Mortgage" Borrowers After Omitting 'Distance’
and 'Tochnology' Factors

Coufficient of ¥ Accounted

Variables Diec. Function for in the
Diserimination
1. Owned Land 0.05527 38,86 'F' Value (8,127) =
2,007
2. Opc-ational Land -0,01003 ~0,42 which 1s insignificant.
3, Net Irrigated Land =0,27563 27.37 .
4, Per Acre Value of D1 = -0,923
Owned Land 0.00001 2.65 D2 = 1,644
5. Borrower's Farming : D =-1.284
Experience ~0.03057 20,25 % of Misclassified
6. Maximum Farming ' Borrowers in
Experience in the " " _
Fami ly ~0.01796 11.95 "oroup” Sanple = 2.9
7. Past Paddy Pro- Mortgage” Sample= 34.7
duction 0.00019 ~0.05
8. Scheduled Cyste &
Tribe -0,05314 =0.62
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5, Summjng-Up

The main conclusions of the paper can be stmarized as followss
(1) The potential advantages and disadvantages cf the "Group" lending
can be categorized as influencing loan supply and demand schedules.
Loan supply schedule can shift to the right because of such potential
advantages as lower default risk, lower unit transaction costs to the
lenrlers, and larger scale econom;eﬁ in providing technical and support
services. But this schedule can shift to the left also because of such
supply disad?antages as higher ecosts of forming groups, and higher
probability of "collusion" among group borruwers which would be counter-
productive to the advantage of lower default risk; On the demand side,
"the main advantage of the "group" guarantee scheme arises from the lower
uﬁit transacfion costs to the borrowers because of saving in mortgage
fees, time and transport costs. vkéainst this, the demand disadvantége
can arise from loss of individual diecretion in being a member of a
group. Thus, depending on the "net" (i.e. A ) shifts in loan supply
(85) and demand (DS) schedules, the equilibrium interest rate and loan

amount would be determined.

(2) For the "group" lending to remain an innovation both the

'necessary' and ‘sufficient' conditions must simultancously be fulfilled,

These ares
Necessarys ADS >0 gor ASS>O

Sufficients (a) (ADS) {ASS; >0
(b) If (.ADS) (ASS) <O, then
jADS! > [ASS| op [ASS[ > |ADS|
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(3) 1If (ADS) (ASS) €0due to ( ASS) € O, then it is critical for

the banks tc mobilize as large a demand advantage as possible so that
the "net” shift in demand schedule to the right more than outweighs the
"net" shift in supply schedule to the left. Conversely, when

(ADS) (ASS) €0due to (ADS) < 0, then the supply advantage must be
enlarged to more than offsct the "net" shift in demand schedule to the

left,

(4) Preceding conclusions are derived assuming that the interest rates

are flexible instead of rigid as is the case now,

(5) While we could not empirically examine the impact of the "Group"
lending on equilibrium interest rate and loan amount due to data
difficulties, the data collected from the sample farmers showed that

the “"Group" guarantee scheme has a potential to demonstrate its potential
demand advantage and also the supply advantage arising'from the lowerxr
default risk. This is possible when 'distance' and 'technology' factors

for the "Group" borrowers are better controlled.

(6) The above conclusion is derived because these two characteristics
accounted for a very large proportion of differences between the "Group"
and "Mortgage" borrowefs. The application of discriminant analysis
after omitting these two variables showed that the mean values of such

other variables as farm size, experience, past paddy production and
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caste/tribe status were same for the two samples. The predictive ability
of the reestimated function was considerably lower than that of the

function based on all the characteristics.,

(7) We, therefore, contend that the part of the higher unit transaction
costs for the "Group" borrowers (Rs. 10 per 100 rupce loan as against

Rs. 9 for the "Mortgage" sample) was attributable to the differences in
the 'distance' and 'technology' factors. Jimilarly, their higher default
rate (70 per cent as against 59 per cent for the "Mortgage" sample)

could be attributed to these two factors.

(8) The sample "Group" borrowers perceived disadvantages in terms of
loss of freedom particularly to get the future loan when some members of

the group fail to repay the loan.

(9) The bank officials experienced such disadvantages as higher unit
transaction costs in executing documents and in recovering overdue loans
for the "Group" guarantee scheme. The former was due to the fact that
the bank requircs separate loan application to be filed by each member

of the group. This means obtaining signature of all the members on
every ;oan application. It also implics executing documents separately
for all the members at the time of loan sanction. Moreover, the bank
requires to execute five documents from cach member for "Group" loan as
against only two documents for "Mortgage" loan. As regards collection of

overdue loans, for every defaulter of a "Group" loan, at least 3 notices

e 29
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have to be issued, since the minimum size of a group is three.
But for every defaulter of a "Mortgage" loan only one notice has

to be issued.
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