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BANKING INNOVATIONS IN INDIA

.- A CASE OF GROUP LEDING FOR AGRICULTURE --

B.M. Desai*

i. Introduction

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 special institutions like Regional

Rural Banks, restriction on loan portfolio 
in terms of some

proportion of loans being reserved for 
smaller farmers, provision

of concessional refinance being conditional 
to making loans to such

farmers, making outright grant as a risk 
fund to strengthen bad

debt reserves of the lending institutions 
and so on. Operational

changes include potential productivity 
and repayment capacity

instead of collateral criterion of lending, 
providing supervised

credit through agri-card 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,

India. 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 also grateful to Dr. Ifzal Ali 
for his comments on an earlier

draft. Able assistance rendered by Mrs. Rita 
Rao, 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 dn

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.3

Our pilot study is restricted to one branch of one 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 years after the branch

was established in a town in Maheboobnaga. district of Andhra Pradesh.

Group loans in this branch constituted 30 to 75 per cent of loan

amounts 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 "Group" vr the latter as

2 Under this innovation, the 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 Banking: The
Indian Experience, Part I3 Impact on Deposits and Credit",
C. Rangarajan, Indian Institute of Management,-Ahmedabad, 1978,
Chapter 4.

S.3
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"Mortgage" borrowers. These borrowers had taken crop loans4 during

1978-79 agricultural year. The selected borrowers were spread over

23 villages in 4 contiguous talukas in Maheboobnagar district. The

"Mortgage" sample accounted for over 70 per cent of total IMortgage"

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 area

(a) To develop an analytical framework to determine equilibrium

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

(b) To empirically validate or invalidate the 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 priori 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 assets) loans, the findings
of thi7s pilot study would have limited applicability. To
illustrate, the lower default risk advantage of the innovation
could be relatively more for crop loans than for capital loans.

..4
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us identify the conditions which banks should emphasize to ensure 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 "WAgage",

in respect of characteristics other than the collate-al given by them

to the bank would also be tested. Multi-variate dis:riminint analysis

would be attempted for this purpose.

3. Analytical Framework

3.1 Demand and Supply Cateqorization of Potential Advantagest

Conceptually four potential advantages of "group" lending innova-
5

tion have been identified. These can be categorized as

influencing supply of c:edit, 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 Agricultur;al Economics
and Rural Socio!ogy, The Ohio State University, Columbus, Chio,
U.S.A.

as 5



(1) Lower default risks which would arise from the mutual

pressure of the members of the same group. Such peer

pressure and collective responsibility would invoke

recalcitrant borrowers to repay, and thereby reduce the

risk of default for the lenders.

(2) Lower unit transaction costs to the lenders that would

result from making, administering and collecting one sizab.e

loan rather than a number of small individual loans.

(3) Scale economies implied in providing tecnical an] other

support services more efficiently and alsc in spreadirn

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 L-so be interpreted simil:irly, since it implies providing lower

allowance for default risks. Such allowance in the form of bad debts

reserves is practiced by some lenders. And it forms one 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 Rue& group loan ,,ld b,

6 See, for example, Caredi for Small FDrmers _DoeP!ii g Countri~s,

G. Donald, Westview Press, Bouder, Clarado, 19*7. C-::? ..• 9

t. 6
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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 guarantee 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 the 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

3.2 Model without Potential Disadvantages: From the preceding discussion

together with the initial assumrtion 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 thL new equilibrium intere.t

rate and loan amount 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 E.dvantages would b,
reinforced more sharply if they were based on a f~aTework incor-
porating only two of the four potential advantage 7.
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Sc ir.io fl .Ver supply hift is smaller thdn the demand

Scen'zio 5' Where s upply ,n~I demand shifts are matching or

equa! "SS-- )
Scecnar, i 3. [here supply snif- is larger than the cemand

Diaqra. I how. thu 3.rpact of Lif in-rcduction of tle innovation

• n.derLn[ thec9 three scenarios.

:oz .v 'introduce tbw% poteritial d '..advantagqe of the

r..o :-do we should clarify that even the

F.-r.L.rio t :;ef'- an i,nvation, despite supply shifts being

.-mL than 2i'c derriend shifts. This Is becas th -trSt

..att. of C0'. ,.xdr -Y s , arlo is lower than the interest rate of

Ca at v..h cnly he new .-erand, O, V!-n be satisfied if the

: UC] , ' 0 to S!S1.

. 3 . ; ,: Let us now introduc.i

potntial*, ,'a,:.-y, tc .vait'% thr "net:' (i.e. L. ) impact of

th,, -.:" n" th. disadvantages can aris?,

for :.amp arc.... ; pV 0b-:. , o 1 1cll.si.oni" amonq group

mere,, er:s whi:I w'x ud be ,"our.'yc h , - ti:; advantage of

lower defau1v :.4 sk. Othe.: supp> izaancags ae higher costs

;.n fo:'r.' j ....... .,. .:&a, o' m npowor leading to

*. 8
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Diagram I Loan Demand and Supply Schedules Xforu -,:'d After the

Introduction of the Group Lering anj Borrowirt3 Inno-
vatiun Undor Three Scenarios.

Interest
Rate D1

CL4 - \ / ,

Lo4 L -- 3 L L,' *

/ I ,

I ' /
. I/ /

o- IJ~ /
I,,' / ' D i

Amount

Noai!. (1) m represents the equilibrium situation prior to the
introduction of the innovation.

(2) t represents the equilibrium si#tu-ticr of S 1
where SS<DS.

(3) n represents the equilibrium situ.,ition of Sconari- 2
where SS = DS.

(4) k represents the equilibrium situaticr, -f S&onrio 3
where SS >DS.

0e9
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lower repayment rate because of selection 
of untested new borrowers

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 
hypothesize positive,

negative and zero "net" 6r "increment" (i.e. z shifts in each supply

and demand schedules. These are presented in a 3 x 3 matrix in

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

lending is an innovation or not.

Considering all the nine cases, we can 
identify the following

"necessary" and "sufricient, conritions 
hich MUSt hold for "group"

lending to remain an innovation:

(1) Necessary condition: ADS >0 . ASS > 0

(2) Sufficient condition: (a) (A DS) ( 6SS)_>O

(b) If (/ADS) ( bSS)<O, then

JADS ' , ASSI q IAsSI >)ADSI

constitute the sufficient condition.

In four out of nine cases, the necessary 
condition itself is

not satisfied. These r.re cases 1, 3, 7 and 9 in which 
more loan

amou,;t at. lower ni name or even higher interest rate is not

.. 11
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Tablei Hypothesized "Not" Impact ef "Group" Lending Aftor

the Introduction of Potential Disadvantages

Net Demand Net Supply Shifts (.SS)

Shifts (ADS) 6SS = 0 6S > 0 ASS <0

ADS = 0 No Yes No

Case 1 Case 2 Caso 1

ADS > 0 Yes Acs Yes*

Case 4 Casce 5 Case 6

4DS < 0 No' YecS* No

Case 7 C;c 8 Case 9

Notes 1) No stands for "Group" -Le nding is no longer an innovation.

2) Yes stands for "Group" le. ding contir,us to be an innovation.

3) Yes* stands for "5roui" !mndi,.- c:ntir ds to
innovation, provided JADSI>A I U 6 I&;J>IDSL

.. 1I
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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 portrays

case 8.

3. 4 Conclusions: From the preceding it can be concluded that for the

0"group" lending to be an innovation both the necessary and sufficient

conditions must be simultaneously satisfied. Moreover, when

(ADS) (A\SS) is expected to be negative due to 6SS<O, it is

critical for the banks to mobilize as large a demand advantage 
as

possible so that the "net" demand shifts (,1 DS) more than outweigh

theASS resulting from shift to the left in the loan supply 
schedule.'

Converse would be the case if (ADS) (ASS)<O duo to negative A.DS.

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

kcpt flexible r .. 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 three potential 
supply advantages,

namely, lower default risk. Since the ptobability of realizing. "net"

advantage from this factor is tenuous, it is critical to enlarge the

advantages on the demand side. For this, in addition to saving

mortgage fees of the borrowers, the bank can undertake 
such measures

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 loan applications, 
and requiring only

one member to visit the bank for certain selected 
work.

9 Precisely for this reason Adams and Ladm3n have 
questioned the

promise of the "Group" lending innovation experiences 
in Philippines,

Ghana, Bolivia, etc. See Adams et al, 2p. cit.
0. 12
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Part A Part B

D, ¢ / I nt e r e st '

Rate Ox / S,-j

//

* %/

\Do

LO L1  Loan C ALa
Amount Amcunt

Point Vp represents (ADS) (ASS)4.0 Point 'n' represents (ADS)(A&SS)(O

and JADS1 >ItSS1. 
and I&S$I>. DSji



Earlier it was mentioned that the bank hid introduced the "group"

guarantee scheme (a) to reduce the borrowers nor-interast costs of

borrowing, and (b) to improve its loa n recovw, tr'jnr tiereby redico the

default risks. The former would be exai.inud by com.',:' ring tho costs

incurred by the "Group" and "Mortgage" borroviers for, borrowing every

Rs.100. Similarly, the latter would be s~tdied t,i, ugh a cornparison

of loan repayment rate of the two types of borzo',wers. 1-e first report

the results on these two potential a,'vantages. In adlition, we also

report the type of disadvantages ptercuiv.,] by bot!: t:1 "Group" bcrrcwers

and the branch officials. Je finally discuss th factors which dis-

criminate the two types of borrowers to exami.ne -,,h2;hr the difference

between them can be attributed to their borrow.iN st.tu, dionu or to

both the other characteristics and the borroaing status.

4.1 Cots of Borrowinq -- A Domand AdvantaQe: Foul. different items

of non-interest costs of borrowing arc those for (a) obtaiining certi-

ficates which are required to be submitted vith 
the loan application,

0

(b) transport to visit the bank office, (c) time spo'.t in negotiating

10 Eight different types of certificates are required by the bank.

Three of these are to be obtained from the village accountant to

show the proof of land owndrship, land use ard no duois towards land

revenue/tax. Four more no dues certificates iru re, uixJ fx., m the
Tehsil Panchayat, Block Development Office, Co-oec-rAtivo Laud
Devolopmint Bank and Primary Agricultural C i-o i icy.
The remining certificate of non-encumbrance is re'.quired from the
Sub-Registrar's Office. In addition, the bar:: wr-ciient r:ust
declare in his application any dues which are outstan,!irnj with
other commercial banks, private parties including money lenders.

.. 14
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the loan, and (d) obtaining documents rclat-d to the registration of

the collateral when loan is sainctioned. Excepting the time cost all

other costs are out-of-pocket costs for the sam"1L borrowt.rs.

Because of saving in costs for tfc; rugitration of mortgage deed

for the "Group" borrowers, their costs on itei: (d) for Lorrowing every

Rs.100 are lower than those of the ",iortqagc" borrowecrs. These c,)sts

are lower by about Rs.3 to 4 ( eo Column 12 in T;Jle 2). Novever, the

costs on the remaining three items arc higher for th,. "reup" borrowers

than for the "Mortgage" borxowers, Inde-d, the savin ir costs on

obtaining collateral registration is morn ti2:; o-tw'i ih.d b , the higher

costs on these three items. As a result th. n-in,,r.st cc-.t for the

"Group" borrowers is Rs.lO as agcvi;c t As 9 f'.r t ,a ".,jrtgc:' bc rro,*ors.

But this sample average reduces to about Rs.7 or 8, .If we exclude

26 of the 87 "Group" borrowers w!.) borrowed less th-;n fis.250. Their

non-interest costs worked out to R$.35 for every lofn .f }vs~il3o ,re

than 50 per cent of these Rs.35 was for obtaining innun'erable certificates.

Moreover, all the four items of the non-interest costs e., highcr for

them than for other borrowers. (See Table 2) To conclude, the demand

related advantage of the "Group" guarantee 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 consist of such

*. 15
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Tle 2s Costs of Borrowing of V 1 riepta... f:,i A

Nationalized Bank in 1978-79 by L-oan-size Gr )up.

Average Non-into.rost costs. C., ( - ,?. C11,. Clm. Cim.
a Interest for 12nnths s . (... (.) .. ) (6) .(7)

size costs for a~T ask.1 aln.i in a. as af as af%~of loan 12 months a) -bj -cT ",3 - -- Cl..
'-?r~. ~'r C..., * .mi , 1m.

- G)

1 2 3 4 5 6 7 9 1;. i I i2 13

"Group" Horrower

193 26 35 13 3 15 66 13.15 10 7 2 8 35
470 56 42 9 5 15 71 11.9 9 2 3 3 1.

902 120 39 14 6 15 74 13.3 4 2 1. 2 9

1833 246 34 12 4 3.5 65 33.4 " 1 0.2 . 4.2

2900 479 30 13 4 15 62 1 .5 1 ,i.5 0.1 0.5 2.1

Sample Average .():

725 100 38 12 5 15 70 13.6 5.2 1.7 0.7 2.. 9.7

Sample Average (2)s

952 132 40 11 5 15 71 13.9 4.2 -,2 0.5 1.6 7.5

"Motgage" Borrowers"

490 58 40 11 6 38 95 6 8 2 1 8 9
916 113 43 13 7 57 3.17 12.3 5 3 0.8 6 12.8

1440 192 44 12 6 78 140 13.3 3 0.8 0.4 '5 9.2

2681 *415 49 12 6' 125 192 .55 2 54 . o '7.6,9,9 1' C ... 5 6.5-+,
6000 952 52 5 13 272 352 l5,9 1 .C.. 0.2 5 6.5

Sample Average :
1717 246 45 12 7 8..9 15- " +. 7 51: 5 .9

(a) Costsfor obtaining certificatos c ir: W>.. .h A .Ilt, -i,,r..
b) Costs for transpor to visit the Bank .FU,.:...
c) Costs for time sp nt.

sts for d)cum ents +atc c,.
Sample .Average. 1) 'is based cni c. lertcc
Sample Aver'geo () is ,orkcd. .

16
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comparable borrow,.s. ;Jc -uld fir;J l1 meot 1. -h- , as mnvy as 27

farmers thought that the opportuni'k7 to b 7r.: undvr the ,r..,Uj, gunntee

schme loaves lard uencuu-r',.d ,'r .-- po , .. to.. . .... .....

this land i-. case of ome, rgrcy..

4.2 Def ault Rit )±u.t"t; k: .u ntic

different way.- -5.nii-, default n.;irit ':'V ,. .r" ' ; rmount du

for recovery, and two, rtb er h .,, *faUITcr- -. 1 P ,Zi"lT. . of t .

number of borrowers. Re.suJ- Li . rix po. , b . .& ....... -.

-r e ros z U Inc' J .- .1 ri t_ . . ...

can be highlightod frm tkh :so,.Oa~j Sp~tV~*.?t: W

measures o- default rate thse e..o':, T)i tL;.".':oUI'.' I ,r S,

....ontrary to a priori,-.xpot-'at.I was inf,-i'=' t. t.ha' of the .Motgagr"

borrowers., Two, this finding h.old's (von when -; t,,i- samples azc

compared after oxclud-;jg 26 sim:ali "Group" borr,.- . .rz. tlo findiin,

also'hol's for two of the f'our- loan :.munt cjroUps ko-rJhic th '*
-

" 
:' - 4'

compaisonr - O "the t.o samples is a:os..... L: tho dfferp c.s in

the two sample avcr.q~es i~s stat.istically 3  ~~~ t ~io big

S2.02 for the first measure am' .4 for thl - oc,n ~i'rc, of dcfault

rate. To conclude, the claim of "Group" gua.-~ntc.u scheme'fr Supply

advantage arising fro;m loer ,aUlt r p ae ',a mirag.

4 . 3 . r r o w er' ar d L e di- P f .c e v e c D , - T h.. G r oup " b o r r c,,r S

had perceived some dsad,, ntaq f thaL off thereed

n", 
,i," 

lateZ

was expressed by t a-mu.S- sS: did n ., -11t
j- -- ~
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Tab_ls Default Rate of -Sample Far Pr:: 'JjfWin fio;oam A

Nat Unalize' i'ank ., J.97 -Th' by !-crn Siz.. Gr,-jp

1Group "'.  ,rr .. e s 0:" :r,' '' ' ~ .... . i

Avg. Loan Av-. Lcan No. )f .og. i. L. .. k .' n No, of

Borrowcd Overdue Oe:- -3, ., . w-:: c rs

(RS.) (RS.) ( u-,.) )

1 23 /.7 
8

193 120 16
(62.2);

470 355 29 2:, ,-b( 75.5) '  (T: 0. , "1.,.) eoo

902 616 21 "- 916 b)r 2n 1202 (68"3)a  (7) .4)b (5.3 02) :"(60.0) b

1833 1666 a 6 6 b 1A40 980j 13 ;
(90.9) (100O.) (68-7) (6 1 .5 )

2900 1500 5 3 b 263 1920 7 5 b
(51.7) a  (60.0) ( 7 1 . 6 ) (71.4)

- -' -0 2250 4 2

Sample Avg. 1

725 504)a 87 62 b Sample .v,.

(69 .5 (71.3) 17 n7 - .o2 47*

Sample Avg. 2 ( 9-0) (63.8)b

952 668 61 46))
(70 .2)a (75.4)

Excludirc 2 farmers v:hose -n wore net duo i-or repayment.

a, Figures in these parerithescs %rc' percentagus to average loan amount

borrowed.

b. Figures in those parentit.!-se arc. pc1oenza .0s to No. of b .
,.,O . .owe



this disadvantagc in a more :3,,.cI c p .,L'i. -:.,m( Jthc5rC . crf2i..d that

the freedom to got t futiro ".'ar adv.0r,.,v ,,'cci..d uWder- Lho

"group" guarantee sch:mc. This is bheca'is of 1.t nor,. rE.;ayrr.er.t of

loans by some mcmbers of th- group, 623 of th1 f;," sar;iAc brx;ers

reported this disadvantaqe. I I  t .:3sjite thih. ,,; ffrr, er pCrnC ve.r "not."

benefit of the sd]eme which thuy could not hVC obt-riieci ha' ihey

borrowed individually.

The officials of th branch, selecteI for ti.; study xreri, ncec

that the unit transaction co.sts for "group" loans ure lc'.,er for only

one of the six different activitic. This i!. tha case wit F rc viding

technical assistance by the bank's fiold-str.ff. 1Fow ievor; the cost is

higher for two activities, namely, cxecutorn ci ,ociuRenS and collec-

tion of overdue loans. For the rc-ainirn trc_ aciiviLius of proco&sing

loan application, loan use supxervi:ion, atrir colluction )f loans, the

unit transaction costs ar' sari:L fi)r beth thu "Group" ard "iortgago"

borrowers.

The higher unit transaction costs for e'ocutirn documents arise

because the bank requires separate loan applic3tion to b,.- filed by

each member of the group. Tis means obtaining sjcnaituro of all the

members on every loan application. 16 -iso adcition-l]. implies

11 Precisely for such disadvntaqg, ti-. Bi- . rc r ly Jecided tc
relax the condition to sanction ftcr,. .)r ".-, ::,!A : rs of the
group who would promktly repay tho iua!,.

.. 19
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executing (!ucu..lerC3 separately fr all tsuf ;,ael a t tir. of

loan sanction. ,,IICMrLOr tc banrk .... ." ' z,.. iv documents

from each rmher fcr "Gro, ," l.n ; as against on! t,,.u d f,,;urqntr for

"Mortgage" loan. 2 As regarxIs ccllect.Qn .f K ~:e$, the brink ha.i

to issuc notices not unly tu the ;Jiia uItr but to .l. th: mc!rJers of

the group which 'Jsuall y consists of :3 or r;or,, farmers. Thu., f z

every defaultler uf a "Group" loan, at least 3 n tc-.s have 1z 0e issued.

Against this, for evezrydefaulter of a "IAort.gaqC" loan only .,n, notico

has to be issued.

To conclude, the borrowers' perceived disa-ntags are mainly

in respect of getting a future loan, since tire exi.-J.s uncertainty

about the prompt repayment of loan by every riembcr. The Bank

experienced disadvantages in respect of recovering overdues and

executing documents for the "g'o-Jry" g'i.rantee scherri. its experiences

in recovery of "Group" loans as well. as .V....e" loans arc not

unmixed so as to cleaxiy recognizu the superiority or otherwise 
of the

two types of loans.

12 These five docum'*nts ares (a) Snction Advice Le-tter, (b) Demand

Promissory Note, (c) Hypothecation Arooment, (d) Agreement 
to

Mortgage uith Power of Attornoy and (e) Delivery Letter.

Against these, the two documents executed with "Mortgage"

borrowers are: (a) Sanction Advise Letter, ar::3 (b) Ve.rtgage

Deed.
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4. 4 Pactos Discriminnin "zG ouj" and .I't-2 oro,,,.: So far it

was assumed that the differenscs in the ui; t r,2LiV,,. cost- and
repayment rate of "Grou-" , nd ":,,rt±g " hor.r.Tvors1 .uid i-. attri-

buted to their differences in h ;-rcving stotlus .'.. r ther words,

- was as6umr-ed that Lhtsu wL, sayl;es... ;,",n r. or.anene ins 1 sL Ct of

every characteristic othur than the collater-Al they h-16 given to the

bank. Is this thc case? To examine this question we hav pplied

multi-variat, di.scriminAnt annlysis by considering sev.;rai ch3racteris-

tics like (1) farm size, (2) fr,'.ino experience. (3) d3taioce between

the village, major plot, rosid1ence, riarkot 'i ace and the bank office,

(4) past paddy production, (5) caste or tribe status. and (6) tech-

nology as reflected in crop-pattern adopted by the farmers. Before

we analyse the results of the discrimin r& analysis we present the

mean values of these variables in Table 4. Six observations can be

highlighted from this Table. One, the average owned farm size of

"Group" borrowers was 16.41 acres as against 11.30 acres for

"Mortgage" borrowers. Despite the larqer farm size for the former,

the market value of 3n acre of owned la-nd was about the s,.me for the

two samples. This is because part of the ovned land of the "Group"

borrowers was uncultivable and inferior in quality. Two, three of

tho four different measures of farm size show that the two samples

were not much different from ca h other (&e i abl. 4,). Three,

farming L-xperi.rico of the "!tk'rtgace" 1-;':1 vo"s t.r: ,;'tt of

.. 21
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Table 4s Mean Valuas of the Sclcte /  1c;!; be or 'Group"

and 'Urt ao" Sa~r, .V<-S
-- --- ---- -- . - - , - - - 7 i e

Mea3n C~uo ';7,.n- Jzd!o

Variables .....---. ..... rtgnge
Group urt9 I-

1. Farm Size . - Acres -.... - X ,)F Schodul:1]
. FGaste.; and

1.1 Owned Land 16.41 11.30 ribes tQ tA

1.2 Operational
Land 10.56 

o0.727

1.3 Net irrigated 60.T-.chnoloqy
Land 4,06 a .63

1.4 Value of Owned - - - Ru- eS/A p.i 1 of HtV
Land 22,977 23,100 pa:]dy torri. Ground-

2. Farming Experience - - - Years ...-. nut pl;s

2.1 Borrower's 16.38 23 .04 1 Acage 66.1 82.2

2.2 Maximum in the 
6.. o of HLv

Family 22.00 26.57 P to rota,
PEddy ifreage 6:.5 78.2

3. Distance - - - K.M. - - 6.3 % of Irri.

3.1 Village to Bank 
Grouinut to

Office 29.05 23.2.2 Tota

3.2 Major Plot to 
Acreage 24.9 20.4

Bank Office 29.00 17.00 6.4 % of iirri.

3.3 Residence to 
G.nut to

Major Plot 2.21 0.27 Unirri. G.nut

3.4 Major Plot to plus PaC'.dy
Market Place 16,60 17.00 kreage ,44.6 24.5

3.5 Residence to
Market Place 15.46 20.57 6.5 % of Jowar

to Jowar plus

4. Past 3 Yrs. Avg. - - - Quintals - - Ragi Acrecge 68.1 41.3

Paddy Production 58.08 59.93

.. 22



the "Group" sample. Four, the distance fron thc villag: and the major

plot to the bank was more for the latter samnpl than that for the

former. This is also true of the clistaiicc fru r major plot to the

residence, although converse is the case for thc distance from market

place to the residence. Five, the pruportion of less privileyed

social groups like scheduled castes and tribcs was higher among "Group"

borrowers than among the "Mortgage" borrowcrs. Six, thu tcchnology

as reflected in the propurtio-n of HYV paddy ar[ unirrigatud yroundnut

cultivated was inferior in the former sample as compared to that in

the latter.

When the differences between the mean values of all the variables

were tested simultaneously by applying discriminant analysis, it was

found that the 'F' statistic is significant at 1 per cent. This

suggests that the mean values of the variables under study are not

same for the two samples. Secondly, the estimated discriminant function

has a very reliable predictive value. As can be soon from Table 5,

only 7 per cent of "Group" borrowers and 19 per cent of "NMortgage"

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 proportion claimed by these two being 94

(see Table 5). Therefore, the function was roestimated after omitting

these two factors. As expected, the 'F' value of the new function

is statistically insignificant. Moreover, its precictivo ability

.. 23
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Table 5z Results of Discriminant Analysis Applied 
to "Group" and

"mortgge" Borrowers

Coefficient of % Accounted 1 2 3

Variables Disc. Function for in the 
-

Discrimina- 13. Schc-luled
tion Caste & Tribe -0.09604 0.17

1 2 3 14. % of HYV
Padd- to

1. Owned Land 0.06347 6.92 irri. G.ntrt

2. Operational Land 0.04960 0.33 plus Paddv, -0.01655 5.77

15. % of }iYV

3. Net Irrigated Paddy to
Land -0.09909 1,52 Total Paddy 0,00946 -2.38

4. Per Acre Value 16. % of Irri.
of wned Land -0.00003 -1.23 G.nut to

5. Borrowers' Farm- Total G.nut 0.01187 1.15

ing Experience -0.00869 0.89 17. % of Unirrl.

6. Maximum Farming 
G.nut 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
Ragi 0.01981 11.49

8. Distance from

Bank 0t5148 'F' Value = 7.022 which is
MajornPlo o - 0.19801 5significant at 1%

9. Distance from Dl = + 2.4199
Residence to

Major Plot -0.03365 0.48 D2 = - 2.1984

10. Distance from D = 0.1107
Major Plot to

Market Place 0.15760 -173 % of Misclassified Borrowers in

"Group" Sample 
= 6.9

11. Distance from "Mortgage" Sample 19j3
Residence to
Market Place -0.34018 35.99

12. Past Paddy
Production 0.00350 -0.14
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is very poor (See Table 6).

4. 5 Conclusionsi To conclude, the two samples are not homogeneous in

respect of characteristics other than the collateral they had given

to the hnk. Large part of the non-homogeneity 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 basis of

the differences in the 'technology' factor, since inferior techno-

logy would imply smaller demand for loan and hence larger unit

transaction costs. These interpretations can also be applied to

the supply advantage arising from the lower default rate, since 
this

rate is likely to have positive association with the 'distance' factor.

It is also likely to be higher for the farmers with inferior

'technology'. Thus, "group" lending scheme appears to have a

potential for demand advantage for the sample farmers. As regards

its supply advantage resulting from lower default risk, it may 
be

argued that the higher default rate among the "Group" borrowers

c~uld partly be offset by controlling the 'distance' and 'technology'

factors better.
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TResults of Discriminant Analysis Applied to "Group"

and ". ortgage" Borrowers After Qmitting 'Distance'

and 'Technology' Factors

Coefficient of % Accounted

Variables Disc. Function for in the

Discrimination

1. Cwned Land 0.05527 38.86 'F' Value (8,127) =

2. 0pc~-ational Land -0.01003 -0.42 2.007
which is insignificant.

3. Net Irrigated Land -0.27563 27.37 Dl = -0.923
4. Per Acre Value of

Cwned 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 "Group" Sample 29.9
Family -0.01796 11.95 "Mrup" Sample= 34,9

7. Past Paddy Pro- "Mortgage" Sample 34,7

duction 0.00019 -0.05

8. Scheduled Caste &
Tribe -0.05314 -0.62
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5, Summi, n-Up

The main conclusions of the paper can be summarized as followss

(I) The potential advantages and disadvantage, 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

lerylers, and larger scale economies in providing technical and support

services. But this schedule can shift to the left also because of such

supply c'isadvantages as higher costs of forming groups, and higher

probability of "collusion" among group borrowers 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

unit transaction costs to the borrowers because of saving in mortgage

fees, time and transport costs. Against this, the demand disadvantage

can arise from loss of individual discretion in being a member of a

group. Thus, depending on the "net" (i.e. A ) shifts in loan supply

(SS) 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 simultaneously be fulfilled.

These ares

Necessary: ADS > 0 SS > 0

Sufficientg (a) (.ADS) (ASS)_> 0

(b) If (AIDS) (ASS) <0, then
ADS!> ISSI /. S/ > JADS I
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(3) If (ADS) ( ASS) <0 due to (SS) < 0, then it is critical for

the banks to 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
(A&DS) (ASS) < 0 due to (AD.) < 0, then the supply advantage must be

enlarged to more than offset 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 equilihrium intr. t rate and loan amount due to data

difficulties, the data collected from the sample farmers showed that

the "Group" guarantee scheme has a potential 1o demonstrate its potential

demand advantage and also the supply advantage arising from the lower

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" borrowers. 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 rupee loan as against

Rs. 9 for the "Mortgage" sample) was attributable to the differences in

the 'distance' and 'technology' factors. Similarly, 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 loan application. It also implies executing documents separately

for all the members at the time of loan sanction. Moreover, the bank

requires to execute five documents from each 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
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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.


