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1)
INTEREST R TE FCLICY PCQ TH: RURAL SECTCR

Interest rato policy for the rural sector is a highly
complex one. debatable subject. This is because the policy
formulation is based not only on ecanomic criteria but also on
social anud political factors. Cften -ocio-ﬁoliticll~conoidorl-
tions outweigh econonic cousiiorations as a determinant. of the
policy. . e
2. There ore strong sdvocates for s high interest rates
structure in the rural sector. There are nurber of argucents
put forth hy them, First, the irterost shcild be high enough
not only tc mooé the cost of funds and the administrative cost
for disburse-—ent anc¢ supervision of loans but also to provide
acdoquate cushion for bad debts, Tho administrative cost is
higher in tho case of agricultural lonnl‘bQCDUI. of - the small
size of loans per borrower and the acditional expenditure .
involvecd in trainirg ond nocivat;ng the farmers for proper use
of loans; the risk of default are ol o highor due to nnt:E;I
colcemities, lov level of income of the farmers, atce. §esgng*’
there will be reluctance on the psrt of the credit agencies to
cater to the rural sector, if the incone earned is less
attractive than what they can esrn by lending to other sectors.
This will ceprive the rural sector of adequate availability of
credit., Tﬁqu. if a concessicnal rate of interest iw . charged
for rural credit, there will be a temptation on the part .of
the borrowers to take crecit ecstensibly for agrioultural.purpose
but to divert the cradit to other purposes. !odrth. AL tho
advsrce rate ro airs low, ‘4t will not be feasidle tonvth. bank.
to give attractive rate for deposits with the resultithst the
deposit mobilisstion will be retsrced. T lly;- 4t -1» swgued

e
that the interest rate policy must take care of the continued
inflationary pressurc on the economy, ° EA R
3. As opposed to the above, there are also advocates for
a cheaper cost of crecit in the rural sector, particularly to
the rural poor, They empheaise that the rursl sector-is a
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relatively weaker sector of the economy and henoce-this sector
needs to be sustained and encouraged by crecit at a subsidised

rate of interest. This argument is further raotionalised by
1

saying thot there has to be transfer of resources frorn the
urban sector to the rural .sector to intensify the efforts for
rural development and subsidised credit is one of the means

to this ond.

4, The above rationslisation for cheap crudit to the

rural sector often ,ets decisive political support in o dav-
eloping economy. The reason is that in a less d,volp:oy .
country tho ogritultural sector dominatol the eoonomy cnp the
rural elite wields tremendous politicsl influence. As s result,

the concert of cot.cessional credit to the rural noctor has a

wice political acceptance and, by and lsrgs, most of the
developing countries achere to the policy of institutional
crodit to the rural sector at a subsidised rate qt interest.

e Sefore 1 deal with what is cousidered to bo a rational

I

approach towarcs tho interest rate policy for tho rural
sector, I propose to dispose of & couple of point- vhich.aqp
put-forth in favour of a high interest rotes ntructur’.

point which is often emphosised is that the interest r;tol
shou'd be so fixed as to take adeguate account of the 1;tla-
tionaory trends in the economy. In regsru to this observation,
while I agree that the inflationary trencs lhqy}q So o;o';r

the important determinants of ths general intorolt rotes
B APRUI R I

structure in the econony, I wmust contes. that {4t will be
1o 02 fuys
awkward and unrealistic to hypotholi.o thot oblivious of K&
1 1%4% 9014wy
gonor.l 1ntero-t rate policy, only the 1ntorolt rete policy
] . ‘% ﬂ .vl.' o,
for the rural sector should be govorned by the inflationary
[ Y SATERTL
trendo. I am firm in my conviction thot the 1ntoroit rate - -
i
policy for thw rural sector rust be in tuno with tho general
RN ¥
interest ratu policy. An interest rate for tle rural sector
B ll

substantially higher than tho general interest rates struoc-
2o {s .

ture in the econony connot be supported, particularly
1 BN I G B |

Cont'd....p/}.



-t 3 te

bocauso the rural sector is dofinttoly the weaker lector of
TR S I 4 PR

the economy, ] i

6. tnotver argurent wnich 1; oté;n ady;rh:d:}q‘tfyour of

a high interust r.tes. ltructure for the rural l:ctor is that
e ~ N

the farmor- cften horrow at an oxorbitnntly ht;h‘r;::,trou the

unorganised money narket conatl .ttng of t;; ;:gz;‘;:ndz;. and

other nqgn-institutional .ourcoa ;f borrowingslé\;ioziznto trve

that exorbitant rates of 1ntoro.t are charg;hll;)t;;:iz;oy

lencers, this does not ipso frcto ;;toblioh ;’c;;o-f;; a high

(R T PO S
interust rates .tructuro for the rural econory. T\tu is
. e ) et LR & § ot 5
because the intor:st raten chnrgod by the money longorl are
[ . PRSI 20

not based on the ah11ACy of the farnorl to repey thoff loans
e voaeY ol rsy

including interest. In tho absence of 1n-t1tuttonll eredit at
PR o bl

reasonable rates of intor st the flrnor. havo to take recourse
| SRR B T o
to horrowing tron t\o noney lonnor. nt exorbitant rlto. of
et TR) ] LR 3 134
interest to moot their pro..ing noodl but later fhoy come to
v o aQter s

griefs because of t% ofr iu.bility to repay. tho lo.nl including
L SEFIRE VIS R RPN ]

interost. So, the oxorbitant rates ch.rgod by the nonoy lenders
toanecpe 23t

cantot Ju-tity a "1igh intore.t r.tol .tructuro for tmo {ural
LI D st

sector,
_3en)
e Basud on the observutions made in tho procodtng two
TR L S
parsgrapiis anc. subjuct thereto, what I fael is that the
RN AP ] 195010
interest rastos structure for the rural sector .hould be &
el in 18l
synthosis of, on the omne hlnd. tho cost of fund., the cost of
N s vt nwAnInvod
adu:inistration for di.bur.omont and .uporviuion of loans and
e sl ctan s st @d oF osll

ressonaole nargin tor ba¢ dedbta and profits and, ons the other,
oy yne B2 dbesuwbd¥s -
the ability uf the borrowor. to service the loans. The cost of

te t.orla 1~ Digow I o"
funds, aduinistrativo coat and the rllk. of default are not
e R "", sy "l y-.lnnoo ntdd e

difficult to quantify and hence these criteria are amenable
t109n2e Lfyvisy -
to sn arithmeticnl forrmlation for ceterninetion of the .
interest rates structure. (n tne other hund, the ability to
service the loans on the part of the borrowers would be

determined by the increomental income thnt will acrue to the

borrowers from the uase of credit. In assessing the
Cout'd..-.p/..
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incremental surplus for servieing the lo.no. due allowance

LA 1 T ST IRYY |
will havs to be wade for increasing the -t-nd-rd of living
Wi 0.y

of the borrowvers, If thy entire smount of tho tneronontnl

income is abdsorbded by servicing cost of the loanl. tho borr-
BTN 4 14 LI
owers will derive no bonotlt from tho orodlt extended to

them in {aproving thelr ltlndard o} living -ﬁd t;:J;r;;;t
operstion will, thorofore, looo its rnt-on dotr;.j;l;n this
1t follows that the intorolt rate policy lhouI;l:; :;';%r-n
=lated as to leave ressonable -urplu; .;o the b::::‘::;fout
of the incrcmental income to improve thoir livtnj,l;;;;;rd.
8. Considored fron the point of viow of tho :Si;ti;-to
service tho loans, there coes not sppoar to be nn;‘3ﬁ;;;t1-
1z 0 tan

cation for a concessional rate of intervet for the relatively
RE STTRE T B
affluent borrowers in tho rurnl oconony. Thoro may, however,

1813w« 0y
be a case for & subsicy in the ca.o or the rural poor whooe
IR 5 S )

Ancome is at subsistence or bolov -ubotltoneo iovol. If such
concession is to be provided in thetr calo. it iozi;port.nt
to mention that the burcen of .uch ooncoloioﬁ.lizﬁid';;t be
thrust upon the crcdit sgencies, Tho crodtt i;.%t?:; :;Lt be

fully compennated for thair co.t ot tundl. -dntntoir.ttvo
cost and risks of default includin. ressonsble protit. 'cr.

othorwiso it will not be toltiblo for them to conttnuo thotr
B £ D PR A
credit operatiors on a viadble hnoto. Therotoro. tho co.t of
2yt
whatevor subsidy io provided has to be borne otthor by the
R I Y- A0 . P2
Government or the gentral bank. A concessional credit has
v RS " F Y15 RN 1
also to be very effectively luporviood 80 that this is rot

) = '(danr‘a
misused in any way. c WV
) UH)o 2l
9. I would now solicit tho views of this august gethering
Sl taroe s g e dabny

on this complex problem of the 1ntoro.t rate poliey for the

rural sector.,



