RIRGRAM  DEPARTMENT oF STATE PIRGRAN

CONTIPIJATION

et

NO. CLASSIFICATION
AT 2TPCULAR A 418 ] UBCIASSIFIED ' ”2 oF

L. Backgaound Information

The Spring Review produced a large number of country-studies and analytical
papers, plus ten regional and country workehops, and culminated in s 2-day Washing»
ton conference in July 1973. As you may recall, small farmer credit was selecicd
for study for Lasically three reasons: ‘

(1) AD's increasing concern with the employment and income distribution
effects of its programs (viz. Policy Determination #48 of October 1572}
implies increased concentration on assistance to smell farm families;

~(2) 1in the past, a very significant proportion {about $55 million & year)
of AID agricultural development funds has been devoted to farm credit; and

(3) the record of smell farmer credit programs-<in countries where AID has
succeeded in participating in such programs--has been disappointing, end
much needs to be learned about how to use this tool more successfully.

Although no categorical answers to the small farmey credit problem emerged from
the Spring Review process, persuasive evidence of the need for a more comprehen-
sive approach to project and program planning was presented. The Guidelines
attempt to provide & cenceptual framework for such an approach. Issues are raised
within the context of the three categories estasblished for the Spring Review:
Role-of-Credit Issues, Policy Issues, and Institutional Issues. The chosen for-
mat combines (a) a list of key questions which should be considered in analyzing
small farmer credit programs with (b) a brief discussion of the issues raised

by each question or set of questions and suggestions &s to how one might proceced
in answering these questions and (c) relevant references taken from the Spring
Review and other materials. A knowledge of basic economic terminology is assumed.

2. Purpose and Use of the "Guidelines"

To put the Guidelines into proper context, two qualifying remasrks are in
order. First, much of the discussion in the Guidel: nes is applicable to broeder
questions of agricultursl and rural development for lower income families. In
prarticular, the sections on Program Objectives, Distribution of Credit, Cost
Effectiveness, Alternative Delivery Systems, and Monitoring raise issues which
are of more general concern. Pending further sector guidance, Missions should
take these issues into consideration, as relevant, in designing or evalusting
other agricultural and rural development programs. :

Second, although we believe the conclusions and recommendations regarding small
farmer credit represent a consensus, the conditions under which some of the stated
hypotheses are valid have yet to be quantitatively verified. Missions will have
to use sample surveys or other information gathering methods to find out more
about the specific conditions prevailing among the local small farmer ropulation.
During the process, it should be remembered that, in the past, the concept of
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of farm “viability" has been too nerrowly .defined; in fact, technicians heve on
occasion eliminated ihe small farmer category entirely as "non-viable". Receent
evidence shows both that per hectare productivity on small farms is often nicher
than on large farms and that small farmers heve high marginal savings rates,
especially when profitable investment opportunities exist. Missions should cxsnine
crétically the assumption that any particular category of farmers is unabic to
sustein a development effort. Furthermore, a&s an aid to programming, Missions

may wish to assist countries which do not already possess such information to
develop a small farmer "profile" with information on number, type, and location of
all small farmers attempting to ldentify programs which would respond to their
development needs. This might be done as & part of a broader attempt to developn

a "profile" of the rural poor for use by the recipient govermment and AID ig
designing programs end strategies aimed ep rural poverty.

Mission msnagement -- as well as loan officers, Food end Agriculture Oificers,
Program Officers and other relevant AID or host country personnel involved in
small farmer credit program design, evaluation or asdministretion -- should be
informed concerning the serious  questions raised in the Guidelines about some of
the policies frequently followed in agriculfural credit programs. Missions will.
be expected to show a concern for the isBues raised in future communications

and documentation, although the degree of treatment of each issue will depend on
its saliency within the individual country context. Each Mission proposalgshould,
howevey; address explicity the question of economic efficiency2 -- in terms of both
alternative credit programs ‘designs and alternative uses of the funds for assist-
ing small farmers or, more broadly, the rural poor. An explicit treatment of
alternatives need not entail prrecise quantitative estimates but should demonstrate
that serious inquiry into alternative strategies has been made. In addition,
Missions should attempt to compute expected costs and benefits of the proposed
program both (&) to small farmers and (b) to the government. Although computa-
tion of costs (including delinquency and default) and return (1.e., margins

on lending and repayments) from the point of view of the government may show

that & subsidy is required, -

1/ See Section II A of the Guidelines for a discussion of the defiuition of
small farmer.

2/ As used in this airgram economic efficiency means both that social benefits
of a given activity outweigh its sotial costs and that there are no feasible

~ -—&alternatives with lover cost/benefit ratios which would accomplish basically
the same objectives. '

3/ It should be recognized that uncerta.uty concerning aveilability of ertilizer
will make profitability calculations even more difficult than in the past.
Also, high future prices will cause substitution of other inputs for rfertilizer
and may depress the demand for small farmey credit in progreme where credit is
tied to a limited number of inputs including fertilizer.
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Mission analyses and project Jjustifications should show that costs have been’
minimized and returns have been maximized as consistent wita program objectives;
where subsidies - even though temporary - are required, -Jjustification in terms
of alternate uses of funés to reach target groups, of time period for which
subsidy will be required and of the extent to which credit.is likely to be a

m jor constreint on small farmer output becom:s particularly relevant. Where
feasible, national economic and social effects of proposed programs should be
quentified in a cost/benefit analysis; however, we recognize that in many

cases this will not be feasible, as date may not be available or key issues

mey not he quantifiable,

3. Summary of Conclusions and Recommendations Contained in the "Guidelines”

Objectives of smdll farmer credit programs are not always clearly stated
nor are they always consistent. Depending on pricing and other policies,
efficiency and equity objectives may or may not be mutually obtainable. AID's
objective is to asaist the lower income groups; therefore, credit and other
agriculturel assistance programs should be oriented toward the small farmer
group. However, credit may not be the best form of assistance for this
group; if the small farmer does not make a cleer profit from the use of credit,
the credit program is highly unlikely to succeed. Missious should keep the
following points in mind when deciding on the appropristeness of instituting
or mai?taining a8 small farmer credit program (these are the Role~of Credit
Issues):

i. Credit 1s no panacea for the problems of the small farmer. Pro-
viding credit will not lead to an increase in output or net income unless s
series of conditdons are met, the most important of which is that profitable
investment opportunities exist. Opportunities for profitable credit utili-
zation probably exist for some farmers in all countries, but they may not
be widespread. Prior to funding a credit program, great care should be taken
in both ares and target group selection to insure that the essential invest-
ment opportunities are indeed readily end practicelly available to the small -
farmer. Attention should be focussed on whether production credit is required
or whether marketing credit or consumer credit is the traruer's major financial
constraint.

ii. The absence of & new technology, rather than credit, is the effective
constraeint on increased production for small farmers in many areas. In other
areas, the lack of information or essential marketing or input-supply services
or land distribution may be the mgjor obeiacles. The development vrogram
should be tailored to a given region's problems. Often credit mey need to
be accompanied by one or more other programs or policy changes which address
bottleneck constraints on small-farme:: production, if the credit program is
to be effective. . : :

iii. Ib}ore deciding on the appropriateness of a credit- program, con-
sideration should be givem to (&) whether local cultursl and risk-sversion
factors mey prevent farmers from responding satisfactorily; end (b) whether
adequate funds are already available from existing savings capacity end
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savings mechanisms (e.g., mutudl savings societies) and from alternstive
sources of loan funds, namely the "informal” credit market, at not unreasonsble

terms.

iv. During the course of the Spring Review, programs with subsidized
interest rates or high default rates were sometimes justified as & form of
"welfare" trensfer to the poor. In general, however, the distribution of
such "welfare" transfers is (st least) as highly skewed -- ageinst the small
farmer and, by definition, against the landleas poor -- as the distribution
of government small farmer credit; it thus becomes difficult to defend subsi-
dles and defaults from a "welfare" po#nt of view This is particulerly true
when one considers alternative programs, in health or education for example,
which can be more easily targeted, which may yel]l have a higher impact on
productivity, and which may bte established at & lower per~-family cost than
the cost of loean defaults. .

Once it has been determined that credit is in fact an appropriate form of
askistanrce, the program design should reflect the following considerations
(these are the Policy and Institutional Issues): :

i. Existing agricultural credit agencies tend to chennel the majority
of available lending capital to medium and large size farmers. Small farmers
are generally not the major beneficiaries even when programs are specifizally
targeted for them (unless the definition of small farmer is so loose that it
includes landholders in the upper deciles of the income distribution). In
mny ceses, the reasons for the inequitable distribution are political or
administrative. To recolve the former, the political will of the government
mist be changed. There is a limit to what foreign donors cen appropriately
do in such situations, other than assist in studying and illuminating the
problems, supr.Jri government steps in the right directions, or withold vssis-
tance. Problems which are primarily administrative are more tractable but’
require en imaginative restructuring of incentives and an elimination of
many conventions imposed by bureaucratic tradition. '

11. With few exceptions, it has been noted that costs exceed revenue
in public small farmer credit programs and program continuance depends upon
government subsidies. If these programs are to continue and expand, insti-
tutional revenue can and should be increased by raising interest rates toc
l.vels comensurate with real costs, which can also be reduced through both
lover administrative expense and lower default. Subsidies may still be re-
quired if these can be Jjustified.in terms of alternate uses of scarce
government revenues, . but such subsidies should be relatively smaller and hence
more easily justified. It has also been noted that weak administration
characterizes most credit programs, Especially at the local level, field
office administration of national banks or cooperatives is thin, often of
poor quality, and equally poorly adapted to the specific needs of the smsll
farmer. Good credit prggrams are invariably decentralized, but more atten-
tion must be focussed on strengthening credit administration and structuring -
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it more xigorously to meet the needs of smell farmers.

iii. Reising interest rates to “market" levels has seversl additional
advantages beyond reising revenues of crelit institutions. By meking cepital
more expénsive, higher inteirest rates tend to encourage move labor intensive
techniques, and hence more rural employment. Also, & higher interest rate
will both incfiase the total supply of loanable funds and meke it uneconomical
for some large farmers to borrow. Both of these effects should work to give
small farmers with profitable irvestment spportunities greater access to credit
funds. : _

-Interest rates can be directly sub:idized by lending to small farmers at
rates below commercial rates or indirectly subsidized by regulations placing
.ceilings on all commerciel lending and deposit rates. However, in either case
the small farmer tends to get less of the credit available than if rotes were
higher. It is more profitabie for private or public-lenders to lend to

larger lfarmers, since small loans have higher administrative costs, and large
farmers have more assets to offer as security. Also, it cun be expected,
whenever . subsidized agricultural credit is available, the economically and
politically powerful (in this case the larger farmers) often capture the funds,
whether . for investment on their ferms or for investment at higher "market"
rates in the cities. . S ‘

iv.® Credit caen be rFelivered through alternative public and private
institutional forms. Each mechanism has certesin advantages, and none can be
considered supericr in all situations. Poor management was o problem common
to all the mechanisms analyzed. Although the appropriate conditions sad timing
of credit group formation vary, some kind of group approach seems to be :
essential to lowering cosis of public small farmer credit programs both
through: (a) economies of scele to the lender in loan administration and (b)
increased social pressure of the group for individual repayment thereby '
reducing default rates. Where appropriate alternative distribution systems
should be tested on & pilot basis at the local level to determine which is
most cost effective under local conditions.

v. Insufficient attention has been given in analysis of small farmer
cepital requirements to the role of "informal" credit. Money-lenders are
widely reviled as economically and politically exploitative. On the other
hand, from the point of view of smell fermers as e whole, the timely availa-
bility of funds easily obtained - even at extremely high interest rates - aa:
be of critical importance. In many situations there are constructive steps
which can be taken to increase the supply of funds to, and competitiem among,
“informal” lenders to small farmers ecuch as changing administrative regula-
tions co improve the access of"informal" lenders to organized money merkets,
instituting refinunce programs for credit extended to small farmers by input
suppliers, and allowing banks or others to set up small farmer lending {irms
which (1like the U.S. consumer loan industry) can legally charge significantly
higher rates that commercial banks. With such steps not only might
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there be more lending to small farmers, but the increased competition should
reduce the cost of credit and the monopolistic expdoitaetion of the village
mney lender. : : .

vi. There seems to be considerable benefit to be gained through the -
inking of sevings and credit in the mind of the small farmer. Whether a
savings progrem should be directly linked to a credit program depends in part
on the nature of alternative institutional or non-institutional savings mec-
hanisms. In meny cases, 8 voluntary sevings capacity does exist and if savinges
mechanisms are not available, a savings mobiltzation and reinvestment program
might be fostered at little expense to the government.

vii All credit agencies should atiempt to monitor end evaluate their
programs to test the dagree to which they are meeting cbjectives and to
identify opportunities for menagement improvement. Such evaluation stould
consider the kinds of issues raised above as well as internsl institutional
and financial objectives, and in particular the institution's effectiveness
in reaching small farmers.

L, Baseline Survey and Agricultural Credit Policies

As part of its follow-up program on the Spring Review, AID/W conducted
an informal policy baseline survey of 8 on-going AID-supported agricultural
credit programs (4 in L.A., 3 in Asia, and 1 in Africa) to get some idea of the
nature of the programs cureently supported and their compatibility with the
recommendations that have emerged from the Spring Review. A summary.of the
responses given to some 14 questions are given below. These responses mey be
of some interest to USAIDs when considered in light of the recommendations
contained in the attached Guidelines. As you will note, recommendations
regarding interest rates, institutionalized evaluation, integration of samings
program and merketing services into the credit program and gradusation policies
are in general not currently followed. Most programs, however, are currently
experimenting with group credit, integration of extension services (and to a
lesser extent research), and profitebility calculations.

Although the 8 credit programs investigated were nominally programs designed
to assist smell farmers, it appears that those served are primarily upper-
level small and medium farmers. 1In general, program goals (e.g., production
V8. equity) are clearly stated but often not specific enough to be operationally
useful. Target farmers often are identified by farm size, geographic loca-
tion or type of technology (e.g., irrigetion), and credit groups are used in
9 out of the 8 programs. In 6 out of 8 programs profitability calculations
have been made or the basis of sample field tests, a production model, or
individual farm investment plans; and, in most cases, credit is tied to
specific crops and/or inputs. In half of the programs credit is provided
exClusively for short term production or marketing pur poses, and in the other
balf some medium term credit is available. In T out of 8 cases, interest
rates range from 6 to 12 per cent, and in one case - where there is o high
rate of inflation - interest rates are 23 - 25 per cent. Savings facilities
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are normslly provided by egricultural credit institutions but ere not ususliy en
integrel pert of the credit system. Often, too, the incentive system to save is¢
weak. Extension services are normelly built-in to the program either dirzctly or
through cooperative arrangements with other institutions, but coordinetion with
research instituticns is less explicit. In most casee, there is no "greduation"
policy (see attached Guidélines), go instizutionalized evaluation system, and no

effort to harness private capital.

5. Proposed GTS Contract with Ohio State University

In connection with these Guidelines, we would like to inform Missions of a
nev TAB-sponsored GIS contract which is under negotiation with Ohio State University
(0su) as pert of a follow-up program to the Spring Review on Small Farmer Credit..
The proposed contract covers the period July 1, 19TL4 to December 30, 1975, and ‘
provides support for a quarterly newsletter (Lo be called "Research and Policy Notes
on Agricultural Credit"”), several regionsl seminers or workshops on specific aspects
of small farmer credit, end @ small amount of seed capital for LDC-bésed research
projects. OSU will aleo &ssist in locating qualified consultants for small
fermer credit program design and evaluation as required and requested dHy USAIDS.
(Existing GTS contracts can also be used for this purpose.) More specific details
of the OSU contract will be forwarded to USAIDs when contract terms are finaslized.

7~

O. Comments from Missions

Whereas this message concentrates on substantive issues, we recognize that
there are significant progremming constraints on eany small farmer development pro-
Ject, including (a) a need for comprehensive project design/analysis expertise,
particularly where "role" and "policy" issues, as well as "institutionsl” issues
are highly salient and (b) a need for a larger ratio of local currepcy to foreign
exchange assistence. We have no ready solutions for these constraints that would
not be already obvious to Missions, but we can give assurances that attempts to
concentrate an increasing emount of assistance on the poor within the IDCs -whether
through small farmer or other rural development projects - will receive priority
attention and support. Formal or informal comments from Missions regarding either
the substance or the programmatic implicetions of the Guidelines are welcome.

4/ For a summary assessment of the characteristics of a larger sample (17) of
current AID end non-AID smell farmer credit programs, see "A Typology of Smell
Farmer Credit Programs' by Antonio Gayoso in AID Spring Review of Small Fermer
Credit, Volume XII; and, for an historical description of AID financed programs in

agricultmral credit, see AID Spring Review of Small Fermer Credit, Volume XVIII
(also issued as Eveluation Paper g;.
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GUIDELINES ON
PROUECT AND PROGRAM PIANNING FOR
SMALL FARMER CREDIT

.The Guidelines attempt to summarize our présent'knowledge about
small farmer credit programs drawing heavily on lessons learned
during the course of the AID 1972-73 Spring Review of Small
Farmer Credit. Treatment of the ma.jor issues in the Guidelines,
a8 in the Spring Review, is basically mrket-oriented, although
references to social and political forces are made where their
influences are believed to be particularly strong. The format
follows the Spring Review distinction between (a) issues con-
cerning the role of credit, (b) policy‘issues and (c¢) institu-
tional issues. Each sub-heading starts out with a question or
set of questions designed to focus attention on the issue(s)
concerned; the questions are followed by & brief discussion of
the topic with suggestions on how to obtain relevant meterial
and information from the Spring Review and other sources.

Policy guidance is introduced where appropriate,
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I. ROLE-OF-CREDIT ISSUES
A. Program Objectives

Questions: -~ What are the program objectives? Are
they conflicting or consistent?

- Are there alternative, more cost-effec-
tive ways of &chieving these same
obJjectives?

~ Do the estimated benefits from the pro-
gram outweigh the opportunity cost of
funds?

Program objectives normally fall into one of two categories:

efficiency and equity. Efficiency objectives demand (a) the

efficient allocation of resources among competing uses and (b)
cost minimization in program implementation, L Equity objectives
demand that the benefits of a given program be "equitably" dis-
tributed among the population. The benefits may be in terms of
increased employment, increased access to governméﬁt services,
or increased net income; however, the last measure is probably
the most comprehensive, as it depends in part on the presence

of the first two. Of course, governments, as well as individuwals,

L1/ Efficiency objectives are normally associated with the produc-
tion process - i.e., what is the most efficient process for
producing a given output; however other concerns, for example,
the balance of poyments, can also be handled. To the extent
that foreign exchange is valued highly by the economy, econo-
mic efficiency will involve minimizing program imports and
maximizing program exports.



may bave varying concepts of what "equitable" means and how much

importance it should be given relative to efficiency objectives.

AID has an overall equity objective (viz. Policy Determination
#48 on Employment and Income Distribution Objectives), associated
with agricultural credit programs, namely increased net income
for small farmers. (The problem of defining "small farmer" is
discussed in Section II A below). To achieve this objective,
assistance must be restricted to small farmers as s target group,
and yet this restriction must teke place in a manner consistent
with the LDC's national priorities. Once the target group has
been selected, the primary objective becomes efficiency. This
means considering (a) whether there are alternative, more cost-
effective ways of achieving the objective of increased net in-
come for small farmers and (b) whether there are alternative,

more efficient credit program designs.

An approach to identifying a target group and establishing pro-
gram objectives might, therefore, involve the following stéps:
1) Identification of the scope and nature of the small
farmer problem countrywide;
2) Review of the IDC's national strategy and how small

farmer assistance fits into this strategy;



3) Selectionrof a target group using such criteria as
geographic location, income level, viability as deter-
mined by resource base, nature of farming enterprise
or potential for diversification;

4) Preliminary assessment of the social and political as
well as the economic feasibility of proposed program;

5) Collection of existing data and where necessary, new
data through sample surveys; (Note here that data
other than those that bear directly on the target
group might also be useful in subsequent analysis.)

6) Data analysis and project design (to include consi-
deration of alternative projects/designs to achieve

same objective),

Often, of course, AID is asked to support or continue to support
an on-going credit program. In this case, many of the abové
considerations will have been already addressed; however, &
redefinition of program objectives may be required. Small farmer
credit program objectives are not always clearly identified or,
when multiple, ranked in order of priority. In some cases, pro-
gram ébjectives may be political with no clearly specified equity

or efficiency concerns. Furthermore, implementaetion strategy



for programs with both efficiency and equity goals can be ambi-
guous unless these goals are mutually consistent. Recent
studies showing that the return on capital investment in small
farms is high compared to investment in large farms demonstrate
that efficiency and equity goals can be complementary; however,
where price distortions - especially the underpricing of capital
and the overpricing of labor - are serious, these complementa-~
rities may not exist. In such cases, & change in policies is

required,

Where conflicts do exist, it is sometimes useful to try to
quantify the trade-off between alternative benefits of two or
more fixed cost programs., For éxampleg one might want to com-
pare the production and equity benefits betweenla labor-intensive
and a capital-intensive production technique (or between a
heavily supervised and a lightly supervised credit program). |
The trade-off concept is useful; however, two caveats should be
mentioned. One is that comparisons of program benefits must be
Judgmental to some degree since such features as increased access
on the part of the poor may have political, social, and psycho-
logical benefits which are not captured in quantitative measures.

The other is that the existence of factor price distortions imply



that the trade-off arrived at through finencial calculus mey be
more illusory than real.
References: (1) "The Trouble with Goals of Small Farmer Credit

Programs" by Judith Tendler, AID Spring Review
of Small Farmer Credit, Volume XiX, 2L PD.

(2) "martial Implications of the Lihear Programmin g
Anslysis for Decision-Making in the Agricultural
Sector,” Analytical Working Document #6 of
Colombia Agriculture Sector Anelysis (AID-1A/
DR/SAS). (Illustrative measurement of trade-offs
associated with alternative strategies),

B, Characteristics of the Small Farmer in Traditional

Agriculture

Questions: -~ What locel cultural and/or risk-aversion
factors miy prevent small farmers from
responding satisfactorily to the credit
program? How can these be overcome?

- What is the form of savings prevalent
in the countryside and how can these
savings be tapped and increased for re-
investment in productive activities?

- What are the nature, scope, and cost of
credit in the informal money market in
the rural areas?

Out of the Spring Review came & restatement of the situation of
small farmers in traditional agriculture, This can be summarized
in three general propositimns which may run contrary to views
held in some countries. Although these generalizations do not

hold in all situations, they are supported by most of the authori-
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ties with extensive field experience as well as by relevant

available data. They should be used as working hypotheses in

formulating credit programs unless specific country evidence is

available to support an alternative set of key assumptions,

The propositions can be stated as follows:

1)

2)

On the whole, small farmers are rational and well in-
formed about traditional agricultural technology.
Cultural factors and risk aversion may inhibit their
adoptipn of new technologies to their <conomic advan-
tage, but they normally maximise their returns from
traditional technology,

Within: limits, small fafmers are willing and able to
save, A shortage of capital, is likely to constrain
few farmers from edopting some feature of their
traditional technology. The rate of sevings is often -
lew in the countryside, not because farmers are un-
willing or unable to seve. but because farmers using
traeditional technology have over time accumﬁlated the
capital commensurate with patterns of landholding,
labor, and menagement requiring relatively low capital

inputs. Because their savings performance has been



modest - for the above mentioned reasons - small
farmers often cannot immediately take advantage of
e new, more capital-intensive technology.

3) InAsia, the Middle East, Iatin America, and to a
lesser extent sub-Sahars Africa, there are informal
lenders from whom small farmers can borrow at least
for short periods. One of the major sources of furds
are friends and relatives who sometimes charge little
or no interest. Though rates from commercial ienders
are much higher - reaching and sometimes exceeding
four per cent per month - the difference petween.
these rates and institutional rates are ﬁot hecessa-
rily a measure of exploitation. Costs of 1ending are
very high in rural credit. Some exploitation un-
doubtedly exists, but exploitation is net necessarily

the major reason rural interest rates are high.,

The Implications of these propositions are obvious and of great
importance for credit(programs: The absence of institutional
credit may not at present be an importent constraint on increasing
production using trgditional methods. Nor may it be an important

constraint for small farmers wishing to adopt a new technology



which requires little additionsl capital, Other factors such as
technical knowledge, input supply, or land holdings constitu-

ting less than an ‘“economic wnit" may be the effective constraints.
Public credit programs should be designed to meet the needs of
farmers who can productively use additional capital but who are
genuinely uvnable to finauce their needs through savings and

borrowing from other sources.

In attempts to determine tne real need or demand for institu-
tional credit for small farmers, local institutions, rural socio-
logists, agricultural extension agents or community development
workers may provide valuable insight. In addition, it may be
highly desirable to conduct a small, appropriately designed rural
sample survey to obtain more specific information on facts and
attitudes. This could be arranged locally with the central
statistical orfice or, by contract, with a private firm, univer-
8ity or other source.
References: (1) "The Credit Connection: Cultural and Sogial
Factors Affecting Small Farmer Participation
in Credit Programs" by Cynthis Gillette and

Normen Uphoff, AID Spring Review of Small
Farmer Credit, Volume XIX, 39 pp.

(2) "The Case for Voluntary Savings Mobilization:
Why Rural Capital Markets Flounder" by Dale
W. Adams, AID Spring Review on Small Farmer
Credit, Volume XIX, 16 pp.




(3) "Regional Similarities ang Differences in
Swall Farmer Credit" by Marvin Miracle, AID
Spring Review of Small Farmer Credit, Volume
XIX, 13 pp.

C. Conditions for the Productive Use of Credit

Questions: - What type of credit is required - pro-
duction, marketing, or consumer?

~ Are profitable shall farmer technologies
available? Are these effectively com-
municated to rarticipants in the credit
program?

- Is there satisfactory handling of agri-
cultural inputs and outputs for the small
farmer under present conditions$ If not,
what modifications are necessary as con-
ditions for success?

- What is the effect of land tenure pat-
terns and other socio-political charasc-
teristics on profitability and incentives?.

- How might cultural attitudes toward
Innovation and risk affect the program?

Credit will contribute to increased output'only under a limited

set of conditions. First, it must be ascertained whether prodwe -
tion credit, as distinguished from merketing credit or consumer
credit, is required. The type of credit required will be an im-
portant determinant of the appropriate delivery system. Further more,

if production credit is required, there must be an opportunity

for farmers to make what is for them a profitable investment.
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Examples of such opportunities are: the introduction of a new
technology, e.g., high-yielding seeds or fertilizer; the opening
of new land areas, thg introduction of a new cash crop to the
region, and crop intensif'ication or crop saving practices. It
should not be assumed that profitable investments for the farmer
exist.2 In fact, the evidence is to the contrary: the prepon-
derance of unsuccessful credit programs for smell farmers have
failed f&r precisely this reason - there was no feasible way in
which the farmers could profitably invest the credit extended to
them. Either there was no new (i.e., new to that farmer) appli-
cable technology; or if the.technology was applicable, farmers
were constrained by one of the following economic or social con-
ditions:

1. Even where technical opportunities exist, they may
rot be economic. New grain varieties, although they
may produce & larger harvest in physical terms, have

8 soretimes sold at a discount because local consumers

considered them inferior to native grains. The pro-

g/ In order to consider a&n investment opportunity as profitable
small farmers may require a substantial finencial profit rate,
i.e., 30-50 per cent or more depending on their risk-aversion.
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fiteblity of new investment opportunities.resulting
from new technologies or from the opening of new

lands clearly is not guaranteed, and it would be naive
to assume that all new technology made available to
the small farmer would be profitable to him.

Some of the recent improvements in technology involve
indivisible components which make them less suited for
adoption where farming units are small. For example,
the new seed varieties are much more productive when
water- application can be controlled, yet the minimum

size tubewell or low 1lift pump available in most areas

ig far larger than required by small farmers to irri-

gate their land. (The availability of long-term as
well as short-term credit constitutes s necessary but
insufficient response to the problem of indivisible
components. )

Meny agricultural innovetions are quite risky. For
example, the new seeds show greater yield variation
than the varieties they displace., Under ideal condi-
tions output may be twice as great or more, but under
adverse weather conditions the new seeds my yield

even less than the traditcional varieties, Many of the
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traditional varieties have evolved over time to
produce under wide extremes of harsh conditioﬁs and
to resist local diseases. Among small farmers liv-
ing in marginal ecological areas or close to subsis-
cence levels, the risks associated with the techno-
logies may jeopardize survival, and thus substan-
tially reduce the attractiveness of new practices.

A number of lcountry studies show that a lack of
adequate infrastructure makeé marketing costs unduly
high. In addition, pricing policies, such as an
overvalued exchange rate, export duties, or ceilings
on agricultural prices designed to favor urban con-
sumers, may impede farmers from profitably marketing
additional output.

Adoption of the new practices may be constrained by
poor input supply. For example, new seeds and pesti-
cides may be available, but fertilizer may be in
short supply. Because the success of the new techno-
logies depends on a balanced application of several
inputs, the absence of any one my affect adversely
the benefits from using the others. The small farmer

is at & definite disadvantage in obtaining essential
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inputs if their supply is limited. A strong associa-~
tion exists in most countries between wealth and power;
es.a result, scarce inputs, are sold primarily to the
welthier and more influential farmers.

Farmers may be ignorant of new economic opportunities
open to them, or they may misjudge the potential re-
turn, In many cases recommended practices appear to

be only imperfectly adopted. Farmers may use new seed

but not fertilizer; or use fertilizer on seed beds but

not on the fields. An educative process may be needed
with regard to the potential profitability of innova-
tion. for various reasons, including the great effopt
required to reach large numbers of small farmers,
extensica agents spend less time visiting cméll farmers,
and thus the latter have reduced access to one of the

main sources of information regarding new'practices.

New agricultural practices may disturb traditions,

attitudes and values. Profitable changes in practices
may not be adopted if they involve work considered

to be demeaning, or if agriculture is only a secondary
occupation with primary orientation toward non-ggri-

cultural employment, as in parts of Africa, or if
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socleties provide sanctions against progressive
farmers. In other words, cultural factors may make
farmers unwilling to adopt new practices even when
all the economic ccnditions are met.

8. Iand tenure patterns - especially tenancy arrange-
ments, uwnusually small holdings, and severe fragmen;
tation - may reduce the profitability ;nd therefore
the incentive to adopt new technologies or even
improved practices.

9. The absence of purchasable consumer goods in remote
aress may detract from farmers’ incentives associated

with increased income.

As the above discussion shows, profitability depends not only on
production technology and market prices but also on & complex
set of other factors. Each of thLese factors should be addressed
in designing or evalwating & small farmer credit program, and
Missions may require outside consultant assistance in pulling all
the pieces together. )
References: (L) "Conditions for Success of Public Credit Pro-
grams for Small Farmers" by Millard Long, AID

Spring Review of Small Farmer Credit, Volume
XIX, 15 pp.
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(2) "Role of Credit in the Economic Development
of Small Farm Agriculture" by Chester Baker,

ATD Spring Review of Small Farmer Credit,
Volume XIX, 27 pp.

(3) '"Technology, Profit and Agricultural Credit" -
by Ronald Tinnermeier; AID Spring Review of
Small Farmer Credit, Volume XIX, 16 pp.
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11, POLICY ISSUES

A, Distribution of Credit

Question: - What is the present pattern of distri-
bution of agricultural credit with regard
to low, medium, and high income farmer
groups?

- What are the political, economic, tech-
nological and admiaistrative constraints
on credit distribution to small farmers?
What changes are necessary to increase
credit for small farmers?

To date credit institutions have made little credit available

to small farmers. Even those progrems set up to serve small
farmers usually lend most of their funds to farmers who fall out-
side the target group. Some agencies make numerous loans to small
farmers but these are of small size; in value terms fhe loans go

to larger faruers.

The reasons for the failure to reach small farmers even when
they constitute the target group are several. Muny credit insti-
tutions, at both the national and the local level, face political
and administrative pressures to lend to the larger farmer. It

is the large farmer who the credit officer knows personally.
Moreover, with limited personnel, an institution is restricted
in the number of loans it can process. Finally, to maintain

the financial viability of the institution and to keep costs down,
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it is easier to make loans to the larger farmers. These are all
important problems which must be resolved if the objective of
supplying credit to small farmers is to be met. (For suggestions
regarding the reduction of these problems, see especially sections
II B, II E, and III A below.) As distribution policy is crucial,
Missions should seek facts on both past distribution and policy

for the future as a first priority.

It is ncw established AID policy to concentrate support of agri-
cultural credit programs on small farmers., Missions can provide
funds either to programs which lend exclusively to small farmers
or to institutions which have small farmer credit programs so
long as in the latter case the total amoun: of increased lending
(i.e., AID funds plus increased local contributions) to small
farmers will be at least as great as the funding to be supplied
by AID, The latter formulation provides slightly more flexibility
in programming end reduces somewhat the pressure on AID for

local currency funding, which is likely to constitute a larger
percentage of small farmer credit programs than of agricultural

credit programs in general.

The intent of this pnlicy prescription, which arises primarily

out of the Agency's concern with the equity impact of AID sup-
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ported programs (viz, AID Policy Determination #48 of October
1972), is clear; however, ambiguities arise in the attémpt to
define "small farmer." In a draft policy paper in agriculture
credit, the World Bank has defined & small farmer as'having less
than 5 hectares of land, on in countries where the majority

of the f&rmers have less than 5 hectares, the 50 percent with
the lowest income. Although this definition may be & good
general reference point, the quality of land and its developmant
potential vary. Thus, farm size may or may not be a good proxy
indicator fqr the small farmer category. No adequate, globally
acceptable definition of small farmer has in fact been devised,
although such indicators as (a) net income, (b) net assets,

(c) accessibility, (d) nature of technology, as well as (e) farm
‘size have been used to establish & small farmer category in any
given country or region., 1la general, one can say that a small
farmer is one whose net income and/or assets are low both in
absolute terms nnd relative to other farmers in the sector; and,
as & rule of thumb, 'since date on assets are difficult to come
by, one might simply define the relevant net income category to

include farmers with incomes equal to the mean (or average) rural
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family income or less.3 Since upper income groups give a
positive skew to the distribution of income (i.e., making the
average higher than it would be if incomes were more equal), this

definition will probably include & majority of all farm families.

Although the net income and/or net asset concept appears to be
the most comprehensive, Migsions and IDC country programs may
choote to define the small farmer group using other criteria such
as geographic region, type of tenure, crop, or farm size as

Troxy indicators of low income. Thus, an alternative, and perhaps
more easily verifiable, policy definition of small farmers might
include farmers whose holdings are smaller than a given size
(e.g., 5 hectares) and who have not pre?idusly hgd access to
government institutional services. In the event that average
rural net inccme is not used to define the upper limit of a small
farmer category, however, some effort should be made to define
the range of possible income groups invoived.

References: (1) '"Technical Change and the Distribution of In-
come in Rural Areas" by Carl Gotsch, American

3/ Average rural income is used here to suggest an upper limit
on eligibility. A lower limit on eligibility would depend
more directly on the credit-worthiness of the individual
applicant. If the group of credit-worthy applicants is small,
it is probable that credit is not the primary constraint on
increased incomes.
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Journal of Agricultural Economics, Volume “h,
No. 2 (By 1972) 15 pp.

"The Distribution of Agricultural Credit and
Benefits: Political Economy and Small Farmers
in Less Developed Countries" by Harry Blair,
ATID Spring Review of Small Farmer Credit, Volume

XIX, 12 pp.

"Pmployment and Incowe Distribution Objectives
for AID Progrems and Policies: by Edwin Cohn
and John Eriksson, AID Policy Background Paper

(October 1972), 45 pp.
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B. Interest Rates

Questions: - What is the present interest rate struc-
ture in the country? Are interest rates
high enough to cover the operational
costs of credit without depressing the
level of participant investment?

- What interest rates do small farmers
face in the informal market? Do these
rates represent monopoly profit or real
costs?

- What lending margins are necessary for
capitalization of various agents in the
lending chain, especially if private
sector institutions are involved?

Conceptually, one can distinguish four types of costs which should
be covered'by the interest rate on agricultural credit loans:

(1) the opportunity cost of capital, i.e., the average return on
investment in the economy at large; (2) the institutional over-
head costs associated with administering the loan; (3) a premium
for the risk of delinquency or default; and (4) a premium to

cover the rate of inflation.

Some of the:experts at the Spring Review felt that raising interest
rates substentially is the single most important change that has
to be made in credit programs. A. long as resources are scarce,
it is argued, they should be rationed to those who can use them
most productively; and recent evidence shows that the_productivity

of capital on small farms is often quite high. Furthermore, it
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is said, higher rates would mean more credit for small farmers
by making lending more profitable and retarding the decapitali-
zation process that often occurs over time with small farmer
credit programs. When rates are low, institutions can not
afford to lend to small farmers. Also, only by charging higher
rates on loans can institutions afford to pay more on deposits.
The latter is considered essential to mobilize savings, which
credit institutions must do eventunlly if they are not to be
forever dependent on government loans and grants. (See Section
II E below), In additdion, some experts believe that repayment
rates improve if members have & stake in the institution through

savings or equity participation.

The arguments for high interest rates were not supported by all
of the experts; resistance and counter afguments were put for-
ward by AID field personnel and LDC credit administrators in the
regional seminars. Part of the problem with raising interest
rates for smell farmers is that the whole structure of interest
rates is too low, so that raising rates for tmall farmers to
cover the real costs of lending will discriminate against them
unfairly. This is, of course, true, but it is also true that
vresent rates would have to be tripled or quadrupled before real

costs were covered. Perhaps the most often articulated objection
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wag that low rates are needed to stimulate investment by small
farmers who can not afford higher rates, In fact, however, a

low interest rate is often perpetuated as political tokenism

to the poor in a program whose coverage is so limited that the
subsidized costs are still bearable by the government. In other
words, low interest rates are claimed as a pro=-poor policy but

the effect is to severely restrict the availability of funds and
hence participation of the poor in the program. From the farmer's
point of view, when there is an opportunity for productive invest-
ment, ready availability of capital is likely to be more impor-
tant than price. Also, and paradoxically, higher official

deposit interest rates, by increasing savings, may force down

informal rates.

It is true that small farmers may require subsidies; however,
these subsidies should be given in the form of services (such

as extension, some of the credit institution's administrative
costs, or.roads into poor areas) that are not eesily transferred
from one individual to another. Subsidized physical inputs

such as fertilizer often end up in the hands of individuals

who were not meant to receive the subsidy. Similarly, subsidized
interest rates for small farmers, which are less than other in-

stitutional lending rates, almost always discriminate against
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the weak in favor of their more powerful neighbors. Also,
subsidies on selected inputs tend to distort relative real
factor prices. 1In the case of an interest rate subsidy, the
latter implies the underpricing of capital and hence an arti-
ficial inceﬁtive to substivute capitalL TOr Lapor, an undesi-~

rable phenomenon in & labor-abundant, capital-scarce economy.

Today, in many programs, interest rates are negligible or even

negative in real terms, that is after correcting nominal rates

for inflation., Such low rates are economically unjustifiable,

and AID/Washington believes strongly that in most programs

interest rateé should be higher., A reasondgble initial target

might be to raise the interest charge to 12 - 15 percent in

real terms,‘that is to raise the rate to 12 - 15 percent plus

the going ratse of inflation,

References: (1) "Interest Rate Policies and Small Farmer Credit
Programs in LDCs," by Claudio Gonzales-Vega,

ATD Spring Review for Small Farmer Credit,
Volume XIX, 35 pp.

(2) "“Higher Interest Rates Reconsidered" by
Millard Long, AID Spring Review of Small Farmer
Credit, Volume XIX, 2 pp.

(3) "The Interest Rate Policy for Agriculture in
Developing Countries: The Prescription versus
the Experience" by Charles Nisbet, AID Spring
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C. Default and Delinquency

Questions: - What is the extent of default and delin-
' quency in on-going agricultural credit
programs? '
- What is the reason for default/delinquency?
What must be done to reduce the default/
delinguency problem?
The demise of agricultural credit institutions is often brought
about by high rates of default. Until the day of reckoning most
credit agencies conceal their usually poor repayment picture
thfough ;escheduling overdue loans and reporting inappropriate
statistics; however, few public credit agehcies seem in fact to
have delinquency rates below 4O percent. These institutions
are not finencially viable; the credit agency should not treat
rescheduled loans &s though they had been repa&id, 1In dealing
with credit agencies with on-going programs, care should be
taken to ascertain‘the actual delinquency situation. Perhaps
the best single measure of delinquency in a credit program

would be annwal figures showing the percentage of overdue loans

Plus interest actually paid during thevyear.

There‘are various reasons for non-repayment; the harvest may
have been poor, the farmer may »imply refuse to repay because
he knows the stated trausactions will not be applied, or the money

may have been spent on consumption rather than production, It
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has also been suggested that default may be associated with poor
quality extension. AID Missions should: (a) attempt to learn
the truth about repayments; (b) ascertain as well as possible
the reasons for ncn-repayment when the figure is high; (c) work
out with the agency & program for improving performance; (d)
develop & system to monitor verformance. The funds lost through
delinquency and default have high opportunity cost particularly
when these losses are made up from public funds. Also the
distribution of income through default tends to pe regressive,
even where the bulk of the loan meney is going primarily to the
larger among the small farmers, not to mention when loans are
exteﬁded primarily to medium and larger farmers.
References: (1) "The Credit Connection: Cultural and Social
Factors Affecting Small Farmer Participation
in Credit Programs" by Cynthia Gillette and

Norman Uphoff, AID Spring Review of Small
Farmer Credit, Volume XIX, 33 pp.
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D. Supervision
Questions: - What elements of supervision are essen-
tial to the success of the program and
what elements can be eliminated in order
to lower costs?

- What other institutional mechanisms to
incentives can be introduced to achieve
the objective normally associated with
supervision?

To prevent misuse of agricultural credit funds (due to inadequate
technical knowledge, poor management, or diversion of funds for
consumption purposes) and to help contain the high delinquency
rate which plagues most programs, many agencies have esteblished
supervised credit programs for small farmers. The degree of
supervision covers the entire gamut from the simple provision of
information coupled with credit; to the specification of inputs
the farmer should employ, which may then be provideéd in kind; to
the almost complete control of the farm operation by the super-

vising officer. Fach added degree of supervision is, of course,

more costly,

To the extent that supervision provides the farmer useful infor-
mation, it is probably an effective complement to credit. But
to use supervision to force farmers to utilize funds as dictated

by the credit agency may be counter-productive. Too much super-
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vigsion is likely to be considered unwarrantable interference

by the farmer, who may then become alienated from the credit
institution. Group dynamics and the development of self-moni-
toring skills on the part of the farmers are also important.
Furthermecre, experience shows that credit, whether in cash or
kind, is éimply too fungible for an institution to be able to
control effectively how it will be used.by farmers, It is im-
possible and perhaps undesirable to elimate completely the use
of credit for consumption purposes. In Section I B above, the
working hypothesis that small farmers are essentially rational
is presented. It follows that if farmers are convinced of the
profitability of a new opportunity they will use the loan for
investment purposes. Thus, restricting credit to production
areas with bona fide investment opportunities is essential to
reduce the misuse of funds. Otherwise, the question of rsuper-
vision for gmall farmers should not really be whether or not
to have it, but how much and of what kind. The benefits of
more intensive forms of supervision should be carefully com-.
pared to the additional costs.

References: (1) "The Use of INCORA Supervised Credit in Colombia

an 1969" by Dana Dalrymple, AID Spring Review
of Small Farmer Credit, Volume V, 12 pp.

(2) "Technology, Profit, and Agricultural Credit" by
Ronald Tinnermeier, AID Spring Review of Small
Farmer Credit, Volume XIX, 16 pp.
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E. Economic Efficiency

Questions: - Has a vigorous effort been made to
reduce administrative and supervisory
costs, learning from those informal and
formal banking systems which have suc-
cessfully decentralized their operations,
eliminated unessential red tape (such
as tied loans), and exploited channels,
services and information already avail-
able? What about default costs?

- Does the credit program have an internal
or an associated mechanism for encour-
aging and collecting rural savings?

- Is there evidence to suggest that pro-
gram funds are merely substituting for
private credit - informal credit - es-
pecially for the purchase of seed, fer-
tilizer, labor and other fairly divisible
expenditures?

- Has a vigorous effort been made to har-
ness sources of private capital, parti-
cularly commercial bank funds? If private
banks are not lending directly to farmers,
are they at least financing the operations
of other primary lending organizations,
such as coopuratives?

Administrative and supervisory costs associated with small farmer
lending tend to be high and in some countries default rates are
also high among small farmers, Given the constraints on what they
can charge, credit agencies cannot cover costs, let alone default,

on their loans. There is no simple solution to this problem.

Nevertheless, if administrative costs were reduced, and interest
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‘rates madé more realistic, credit institutions could more
readily afford to lend to small farmers., wWhat is needed is a
"low cost delivery system" for agricultural credit which would
compare to the conventional credit distribution system as the
recently publicized low cost delivery systems in health and
education compare to the more conventional distribution systems

for health and education services.

The Spring Review did not investigate the issue of economic
efficiency, or cost-effectiveness, with the thoroughness that

it demands end cannot offer & list of proven cost-cutting expe-
dients. Grouping farmers (see III A below) can often bte an
efficient way of lowering costs and default, if the group accepts
responsibility for the individual repayments. The honesty of

the system is important, Decenfralization of operations, especially
of loan review and approvals, Qill also help. One téchnique of
decentralization may be to encourage the formation of farmer
associations in which "credit and finance committees" carry out

& great deal of the administrative work - at no expense to the
government. In general, administrative cost cutfing characteris-
tics of informal credit and other private credit systems can be

imitated. {Note that although the price of credit, i.e., the
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interest rate, is high in the informal market, administrative
costs may be relatively low.) As mentioned above in Section II
C, the key to reducing the costs of supervision and default lies
in selective lending to farmers who face productive opportuni-
ties. If they do, they will.be more likely to invest the funds
advanced. The need for supervision will be lessened and the
probebility of repayment and the justifiability of higher in-

terest charges will be greater.

Aside from meesures to reduce costs in & given credit program,

one should also keep in mind the broader spectrum of rural

capitel formation. A much wider variety of possible strategies
to improve the flow of finance to small farmers must be considered.
Both savings and informal market transactions should be recog-
nized as alternative sources of investment funds; the more
agricultural investment can be financed through these funds,

the less the burden on public agricultural credit institutions.
Similarly, means'of harnessing private sector institutional

funds for smalllfarmers, as in the Philippines' Rural Banks

program, should be explored

References: (1) "The Case for Voluntary Savings Mobilization:
Why Rural Capital Markets Flounder" by Dale
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Adams, AID Spring Review of Small Farmer
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(2)q "Informal Lenders a&s Suppliers of Development

(3)

Credits to Small Farmers in Developing Countries:
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III, INSTITUTIONAL ISSUES

A, Alternative Delivery Systems

Has & vigorous effort been made to group
farmers for credit/information/marketing
transactions?

Questions:

- What mechanisms are available to obuain
feedback from the farmer on the type of
delivery system which is most appropriate
to him? How can farmers be included in
the planning and decision-making process
associated with their credit program?

- What are the characteristics of the
local informal market? How can the rela-
tive advantage of this informal system
be exploited by the delivery system?

- What steps can the government take to
encourage more private institutional
financing of agricultural production -
particularly by smaller farmers?

Various institutional mechanisms for delivering credit to small
farmers have been tried. The most common one appears to be govern-
ment supported "group credit," i.e., public lending to small farmers
grouped into cooperatives, credit unions, or more informal farmers'
associations., Of course, in some programs lcans are extended
directly to the small farmer, but administrative costs of direct
funding are very high. In other programs, public funds are

channelled to farmers through private intermediaries - either

through conventional commercial banks, special rural banks, or
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individual egents. Private agencies appear to have both lower
administrative costs and default rates., However, it is clear
that in distributing credit fhrough private channels, the govern-
ment loses some coittrol over both whr. gets the funds and to what
use the money is put. Private lenders are more interested in

repayment than in fostering development projects.

Another danger of course, is that private lenders will extend
the credit to small farmers but at exploitative intgrest rates.
Evidence suggests that the problem of monopély in rural .credit
markets has been exaggerated, but, where it is a problem, the
strategy chould be to eliminate the excess profit, not the money-
lender, or private agent. This is best done by developing alter -
native sources of funds -~ both public end private - not by im~
posing new usury laws or by'butlawing moneylenders who provide
farmers & real service., Specific steps which governments can
take to urge commercial banks to increase agricultural credit
financing include the relaxation of (a) the usury laws, thereby
allowing commercial banks to engage in more risky lending opera-
tions at higher interest rates and (b) the restrictions on
commercial bank financing of moneylenders, thereby encouraging

competition among this group, Higher lending rates will also



permit banks to pay out realistic deposit interest rates, which,
by increasing the supply of savings and hence loanable funds,

may provide competition to the moneylenders.

Group credit is often preferred for four reasons: (1) it»lowers
the_administrative costs of lending, at least from the standpoint
of the banking institutions; (2) it lowers the default rate,
and hence total costs of the program, where group responsibility
ig enforced; (3) it can be more éasily combined with savings
mobilization; and (4) the group can assist the credit agency in
assessing the credit needs of individual farmers. It is also
argued that through groups, small farmers can obtain sufficient
political power to force local governmehts to be more responsive
to their needs. The actual record of group credit, however -
particularly cooperatives -'has been mixed. Corrupt or incom-
petent managementa political abuse, and default by group members
may cause the group endeavor to fail. Sucéess factors are per-
haps more difficult to pinpoint, but one recent study (see Carroll
below) points to the following;

i, Homogeneity (both ethnically and by income class) of

the group members; A

ii  Group responsibility for loansj

jii Well-intentioned and competent politicdl andumanagerial
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leadership (at both national and local levels);

iv  Provision of technical services (ideally medium and
long term.development servicés as well as short term
technical advice).

Integrated marketing arragements which permit deductions of
farmer repayment obligations from gross revenues are a&lso recom=-
mended, but evidence attesting to the extreme efficiency of
traditional marketing channels in many countries 5rings into

question any blanket endorsenent.

The Spring Review country papers reveal that credit programs -
irregardless of the specific delivery system - are generally
excessively bureaucratic and heirarchical. Farmers are excluded
from the decision making process and there is no account taken
of their ideas. Not only are the credit agencies inflexible and
plagued by red tape, but they are often unresponsive to farmers'
needs. Special efforts are needed to shorten the hierarchical
lines of authority and communication, to incorporate a mechnism
~ that will feed back farmer ideas to decision makers, Credit
agents should be recruited from the farming community and an in-
ceﬁtive system developed to make the agents more concerned with
the broblems of the farme: than of the bureaucracy. Including

farmers in the planning and decision process would reduce their



38

alienation from the credit-agency and increase the credit

agency's responsiveness to farmer neecds.

'No one distributive system tried to dace can be cited as superior

‘to all others. It should be possiblz, however, to exberiment

with several alternative systems in an attempt to find one that

is compatible with local culture, reascnable in ccsts, and suc-

cessful in identifying those small farmers with good investment

opportunities and in establishing an effective institution/clientele

relationship. Experience from the Review indicates that irre-

spective of the mechanism utilized, greafer attention needs to be

given to organizational development and improved management if

successful credit programs are to result.

References: (1)

(2)

"Group Credit for Small Farmers" by Thomas
Carroll; "Co-ops Can Help if Governments are
Willing" by Edgar Cwens and Charles Antholt; and
"Cooperatives and Development Through Small Farmer
Credit" by Jack Dublin, AID Spring Review of Small
Farmer Credit, Volume XIX, 30 pp.

"Informal Lenders as Suppliers of Development
Credits to Small Farmers in Developing Countries:
Attractive or Deceptive Alternative" by Charles
Nisbet; "Some Aspects of the Utilization of
Existing Credit Sources by Institutions Applying
Public Funds to Small Farmer Credit Programmes

in Africa" by Richard Roberts; and "The Rotating
Credit Association: A "Middle Rung" in Develop-
ment" by Clifford Geertz, AID Spring Review of
Small Farmer Credit, Volume XV,
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"Regional Similarities and Differences in
Small Farmer Credit" and "Notes on Developing
Small Farmer Credit Institutions in Third

World Countries" by Mervin Miracle, AID Spring
Revierr of Small Farmer Credit, Volume XIX, 14 & 12 pp.

"Analysis of Organizational Aspects of Small
Farmer Credit Programs" by Jerome French, AID
Spring Review of Small Farmer Credit, Volume XIX, 13 pp.
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B. The Package Approfch to Credit

Questions: - Has agricultural credit been considered
in the context of a '"package" approach?

- What should be the role of government,
specifically the agricultural credit
institution, in providing the "eritical
minimum" elements required for small
faermer development?

&8 mentioned previously, the constraints on agricultural develg -
nent are numerous. Sometimes the key constraint is & shortage

of credit; other' times it mAy be the absence of a more produc-
tive technology, incomplete or inadequate information about

more productive technologiés, misjudgement about the expected
return, or risk aversion on the part of the farmers. Shortage

of required inputs or marketing problems (price risks, inacces-
sibility of markets, etc,) also act as constraints. Often more
then one constraint applies in & given geographic area; in such
e situation credit alone can not e effective. The other missing
inpuﬁs must also be supplied either by government or the private
sector, In planning & credit program considréble attention should
be given to whether credit alone will be sufficient or whether
the government needs to see that the other constraints are

addressed. In some cases this may involve direct government input

supply or marketing programs.
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Once the government decides to intervene, it nust:alsé decide
whether the package of services should be provided by one or
more governmental agencies. A multi-service approach by one
ingtitution of'ten presents a way of reducing the per farmer costs
of providing services at the local level. On;the other hand, a
multi-service approach results in organizational comple#ity, and
a neéd for higher degrees of management competence, It is some-
times argued that, with a package approach, credit agencies
tend to lose both their primary focus as financial institutions
and the benefits of professional specialiiation, particularly
at the local level. The sc¢ope of activity best suited to credit
agencies will undoubtedly depend on circumstances such as the
compefence and training of available personnel and the additional
services required to stimulate farmer deveiopment. If a multi-
service approach is adopted, an attempt should be made to keep
separate the costs and revenues from the various activities.
Unless & relatively clear record of revenues and costs can be
established, it will not be possible to judge the success of the
verious elements of the program, and losses incurred on one ser-
. vice might lead to the abandonment of the entire program.
Reference: "Role of Credit in the Economic Development of
Small Farmer Agriculture" by Chester B. Baker,

AID Spring Review of Small Farmer Credit, Volume
XIX, 27 pp.
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C. Graduation
Question: -~ If the program subsidizes participants,

' and if government is not prepared to
eliminate the subsidy, can & graduation
policy be instituted?

AS long as the credit program contains & substantial subsidy,

the demand will exceed the supply of available funds. Compared

to those whc would like institutional credit, few will receive

it., On equity grounds it therefore seems appropriate to "grad-
wate" (i.e., to transfer from a subsidized program to & non-sub-
sidized program) successful farmers in order.to extend the subsidy
to more needy individudls. :Institutions are of course somewhat
reluctant to graduate farmers who pay their debts; furthermore,

it is more costly for institutions to build & new credit rela-.

‘ tionship than to continue an existing one. Still it is important
to see participation in a subsidized credit program a&s & transi-
tional phase., A graduation program, therefore, should be
structured so that the farmer himself has an inéentive to gradwate,
As an example, one can envisage & subsidized program in which the
interest rate on credit would be siightly higher than the rate

in other programs. In this way, the subsidized public program
could provide access to credit to the non-commercialized small

farmer, but at the same time would provide him the incentive to

transfer to other programs as soon &s he is eligible.
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(The assumption here, of course, is that the magnitude o the
subsidy, which could be provided b& means of extension or other
gervicesg, would exceed the interest rate differential,) As
farmers adopt new technologies with & consequent rise in income,
they should be able to finance additional investment through

personal savings of ingtitutions other than those subsidized by

the ,goverhment.

Réference: "Subsidized Small Farmer Credit - The Graduvation
Probhlem” by Philip E. Church, AID Spring Review
of Smell Farmer Credit, Volume EIX, 17 pp.
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D. Monitoring Credit Programs

Question: - Hag the information gathering and ,
evaluation process been institutionalized
in the agricultural credit institution?

The Guidelines have summarized the meny problems that have plagued
agricultural credit prOgrams in the past. Any mission consider-
ing support for an on~going credit program would wish to review
how well the program has performed in these areas. Obviously
where past performance has been deficient, negotiations shoﬁld

be carried on with the c;edit institution to determine policy
and/or management changeé which might rectify the situation.
However, the procedurz should not stop with the institution of

new policies. The credit agency should develop programs of
evaluation and applied research to provide decision-mekers with
continuing feedback. Detailed information should be gathered on
several priority topics - especially the distribution of credit,
default and delinquency, the costs of administration, and the
impact of programs on output. The information gathered should

be gufficiently detailed to find the correlation bétween any of
the above and the size of borrower, the type of program, and the
region of the country. Information on distribution, delinquency,
and costs should be availgble to the credit agency from information

already collected or easily collectable. For regular participants
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in credit programs information on outputs is often gathered

from the annual loan applications; if not, it could be added.

However, for purposes of determining the impact of the credit

program on cutput, date should also be collected on a control

group of farmers who do.not receive institutional credit. The

addiﬁional costs of collecting this information and carrying

out the analysis are justified by the importance of e.scertaining

the impact of the credit program as distinct from other events

on participants' output. Cost can be minimized and the utility

of results maximized if data collection and analysis is built

into the management operations of the credit institution. The

information collected does not have to be in the form of complete

enumerations. Well-designed samples will be less costly (much

less in & large program) and, if carefully executed, more

reliable than complete enumeration.

Reference: "Inatitutions and Institutional Issues Associated
with Smell Farmer Credit in Developing Countries"

by John R, Brake, AID Spring Review of Small
Farmer Credit, Volur ' XIX, 13 pp.




