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CHAPTER I

INTRODUCTION

The theoretical analysis of the problem of indebt-
edness now present in economic literature explains in
isolation the various determining factdrs of demand
for 1loans , the ecoﬁomic calculations Ehat the lender
makes before he /she extends a loan , the distinguish-
ing features ,structure and formation of the rural
interest ra;es and to a certain.extent the dvnamics of
rural 1indebtedness. This work is.cohfined to critical’
review of the theories put forward by various authors
to explain the problem of rural indebtedness;The
demand and supply functions of loan, the formation
of rate of interest in the rural areas , its role in
the perpetuation of indebtedness and finally the dynam-
ics ‘of rural indebtedness are examined.

The focus of this study will be on the
behaviour pattern of the small farmers in their man-
agement of loan transaction ,though the theoretical
formulatibn is and may be generalised for all the
income / asset groups . By and large the ;analysis
centers around the small income groups , though some
studies don’t specifically deal with the small income

.

Eroup per se.The studies that we shall review  here



are about . the traPsactions that take place in the
informal sector.

The chapter scheme is -as follows: The
second chapter is devoted to an examination of the
various formulations relating to the demand for loans
The third chaptef examines the determinants of
supply of 1loans by the money lenders to the groups
under consideration. This chapter will also examine the
determinants of rural interest rates.The fourth chapter
is set aside for the anlysis of the default/ repayment
behaviour of the borrowers and of the dynamics of rural
indebtedness. The last éhaptér gives the summary and

conclusions.
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CHAPTER II

The Determinants of Demand for Loan

In the theoretical discussion of rural
indebtedness one should examine all the forces, that
influeﬁce the peasant’'s demand for 1loans. This is
required becéuse the faetors that affect borrowing may
be able to explain the dynémic nature of rural in-—
debtedness. In this chapter we shall discuss all those
major forces that determine the demand for loan func-—
tion.

It should be mentioned at the outset
that thg literature reviewed here is about the
demand fqr credit by the smail farmer, though the leogic
of the borrowing behaviour may be extended, to all
farmers irrespective of the size of operation . TheA
literature on the demand for lpan is mainly about the
demand for production loans. In this chapter emphasis
will be given to articles that ﬁave a theoretical
model . Those articles that have both theorétical and
empirical analy;es,emphasis will be given to the
former. We will examine only the salient results and

see whether they support the hypothesis made by the



author in the theoretical deel: We shall first criti-
cally examine the thearetical model in the article
and then examine ewpirical results. The data in the
empirical model, nor the results are reproduced here.
Pani.P.K.

Paﬁi(l?bb), examines ,the nature of demand
for credit in rural areas. He uses an econometric
model to measure the prnpensit;es of different classes
of cultivators to incur loan finance in relation to
changing rates of interest on cash loans. His model is
‘restricted by the availability of data provided by the
Reserve Bank of India .

He assu;es that the independent vériables

affect loan linearly and fits a regression equation

without the stochastic error term as given below.

b= ap+ a‘R +azC + a34F+ an

Where,
B= 1lopans during the Year( average per cultivat-
ing households
R= Average interest rate in the district at

which loans are secured

C= capital expenditure in agriculture during
the year ( average per cultivating

= T ) household)




F= Family expenditure on selected items
which are assumed to necessitate 1loans during the

year ( average per cultivating household)

A= Value of important (selected) assets held by a

cultivating household in the year.

Pani bhas taken coaognizance of the
importance of purpose of loan in the determination of
borrowing . The férmers are forced to borrow when a
deficit occurs, either for family expenditure which is

v

tnot productive or for capital expenditure which is

productive. it shduld be mentionea here that the clas-
sification. for loans according to various purposes
was done by the RBi while conducting .the All India
Rural Credit Survey. In equation, therefeore, Pani
includes two important items on which the households
aré likely‘ to spend their income. These variables are
capital expenditure (C) aﬁd Family expenditure(F). The
first wvariable R is the rate of interest . As we
shall see shortly, Panihas devised a method of calcu-
lating the rate of interest because of the exisfence of
non  —uniform interest rate over various regions . In
this paper , he tries to show that the elasticity of
demand for 1loan with respect to interest rate is
different for different purpose of borrowing.

The fourth independent variable is used



by Pani to take into account partly the size of
operation and hartly the repaying capacity of the
cultivators.Though Pani does not elaborate how this
variable explains the size of operation and the repay—
ing capacity , it could be assumed that the higher the
asset higher will be the size of operation of the
farmer and higher the operation the higher will be the
repaying capacity of the borrower. The parameters 31,
a%F3?4 are estimated by wusing least square method .
He has\not included the influence of outstanding debt
on the levels of borrowing because when he examined s
the simple correlation between 1loan and ratio of debt
to the total value of assets, he found that it was
small. More;ver, he did not have sufficient data to
include it as an independent variable.

Pani admits the difficulty in estimating the
interest rates prevailing in the rural areas . The
difficulty arises because some 1oans arﬁ given free of
interest charges but the lenders get produce from
the borrower’s 1land. Another reason is thét though
some loans are reported to be free of any interest but
may involQe an interest element which is difficult to

evaluate.

He uses two rates of interest s One
exclusive of loans at the "nil" rates of interest -(Rl
) and another inclusive of it(R, ).These two rates

are used as average rate of interest prevailing in



each district under study. He computes the weighted
average interest rate Ffor a district in the following

manner.

If B denotes loan and R; the midpoint of

i
the range of intéreéﬁ rates at which loans Bi are

obtained in a district, the average rate of interest

for a district is computed as the arithmetic average
Z Bk
P sl
z Bl

interest rates.

¢

Pani says.that there is considerable amount of

the summation extending over all the ranges of

fragmentation in -the rural.money market with very
little flow of funds between districts. There is ver&
little 1link petween organised and wunorganised money
markets resulting there by in a wvariation of average
interest rates over districts. He also provides a
table showing the variation of interest rate and the
distribution of districts according to the average
rate of interest(both R4 and Ry )

He states that the interest rate is
influenced by the liquidity in the rural areas. With
greater monetisation, the interest rates tend to be
low. When institutionalized agencies provide loans, the
gap between the rateé at which credit is made available
by the two sources , namely institutionalised and non
institutionalised s tend to decline. If the share of
cash receipts to total receipts (L) is taken as a

measure of monetisation and the share of institutions



finance in the total loans to cultivators is denoted
by I, inm a district , Panii’ states that a linear rela-
tion of the type

Ry = bg + by L+ by I

between the rate of interest,,R; and the above
mentioned two factors can be postulated. The parameters
bgsby and b, are Estimated by the method of least
squares .(Pani has given the results in his article
but as we said earlier we shall not present them here.)
| Pani admits that the following variables
were not included in his model because data relating to
income were not coliectea during tHe Survey conducted
by the RBI. e
1) income in the current period
2)difference between expected income and
actual income during the year. |
3})liquid current resources.
4) Level of previous debt or debt burden
charged on the asset at the beginning of the year.

The ofiission of these variables may influence
the results because 1) borrowing could be influenced
by the income that a farmer can get during the current
period. If his f.income declines due to say, bad

weather, the demand for loans will be high . Ignoring

!
i

these variable ,thus may not he advisable in theoreti-
cal formulation. 2) if the farmer expects certain

level of income for the ensuing period but his actual



income has fallen short of what was expected say ,
because of a bad weather, he will be forced to

borrow.So the deviation. aof actual income from the

expected income also has an influence on the " demand
for loan function. 3) the liquid cash reserves and
saving deposits with the post office may reduce the

probability of borrowing in ca;e of contingencies .

Moreover, assets 1like gold and silver can easily be

sold , and therefore such reserves also may reduce the

need to borrow. 4) the farmers'are influenced by the

eebt burden thatisalready present before fresh loans
|

are taken. Farmers may alse have tao baorrow to service

their debt. Therefore one of the factors that influ-

ences the borrowing function is the debt burdens of the

farmer.
We have to examine the variables used by Pani
before we can conclude that the model is  logically

consistent . Pani has specified Borrowing as a func—
tion of capital expenditure, family expenditure ,
interest rate and value of assets . It could be possi-
ble that capital expenditure and family expenditure are

determined by interest rates .Moreover » Capital ex-—

penditure and family expenditure also could be influ-—-

enced b
Y the amount that a farmer may borrow. w
- We gee
. therefo i
re , a variety of interdependence among fh
- ‘ e
variableg i ‘
used in the equation. Thisg jg a drawback
ack in

re i
gression model because

multicolineartity may affect



the reliability of the regreSSiun' co efficients.
Values of many of these variables are‘ simul taneously
determineq and a single equation model will not be
able to explain the system. However, Pani has not
discussed this problem at all.

After having discussed the theoretical model
presented by Pani , let us examine the results that
he gets when he fitted the above equation on the data

provided by RBI. He has alsa estimated the contribution

of each additional variable to the variance of loans.
This was done by omitting comparatively less signifi—
cant variables .from the regression equation. After

examining the results , the author states that de—

~

" spite the fact that its standard error is high,if an
additional variable increases the multiple correlation
that variable can be considered as an explanatory
variable. He has obtained the results that capital
expenditure and family .expenditure are positively
associated with loans and interest rates and loans are
negatively related

Pani has'estimated the elasticity of demand
forloan with respect to changes in the average rate of
interest, capital expenditure on farm and average
value of selected assets. He has constructed a scatter
diagram, (which he has not given in his article ) and
he‘found that the loans and interest rate relationeﬁip

is not exactly linear, in the data given by RBI for
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both 1951-52 and 1956-60. The slope of the demand curve
is seen to decline as the rate of interest goes up.
Pani does not give any explanation for this phenomenon.
However , Pani has used only a linear regression in
his analysis -

Another result that Pani obtained was that s
%n developed agricultural regions, [measure of develop—
ment was based on thé level of commercialisation ,
monetisation and level of production ie. , whether the
region had a subsistence level of production or notl ,
the interest rates were low and the response of farm—
ers to the change in interest rate was high. Interest
rétes were observed to be high‘where agriculture was
‘less developed an& in such places the cultivators were
less responsive to éhangés in the rate of interest..
This conclusion is in consonance with his earlief
statement that demand for credit for household can—
sumption may be interest inelastic. Where agriculture
is not developed one méy assume that loans are taken
to a gfeat extent for household expenditure.

Pani's- model captures the fact that the
aggregate figures to which regression is fitted will
be influenced by the behavior  pattern of the top
classes of cultivators.In order to rectify this prob-
lem, Pani has fitted regressiaen equations separately
forA different classes of cultivators. Pani observes,"

The marginal propensity to borrow with respect to

11
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changes in the interest rate shows a decline from the
top group to the bottom group of cultivators..."[p
192231 . He has used R1 for this calculation, though he
hés not specified why he.does so0. It should be men—
tioned bhere that it would be better to explain in
terms of elasticity of demand for loans with respect
to changes in interest rate than using the marginal
propensity to bDrrow; because the former shows the
response of each>grbup to changes in the interest rate
where as fhe latter does not . In fact this is what
he does 1in the next sentence in which he says about
the percentage change in' the rate of interest and the
loan demanded . He éays that the top classes of culti-—
vators have alternative sources of funds (eg. their own
saving ) which make their response higher whereas " In
the case of bottbm groups of cultivators , their ,
relatively lower credit rating and other factors which
are responsible for the prevalence of high intefest
rate on their loans, seems to be responsible a156 for
their being relatively less responsive.to changes in
the interest rate".[p.1%7]. However s Pani does not say
what® credit rating’ and ‘other factors® mean.
Panivhas also noticed that there Has been a
divergence of trend in the marginal propensity to
borrow with respect to changes in interest rate. To
quote Pani:z," In 195i—52, the elasticity of the bottom
50Z of cultivators is quite small seing—o.lo, while

'
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for the top O0%Z of cultivators it is —0.51; Iin
1956-60 , however, the elasticities for the top 10 and
top 30%Z of cultivators are 0.15 and -0.10 re;pectively
, being smaller than 0.39 and -0.25 Afor the'middle 407%
and bottom 30Z of cultivators."[p 1971. This divergence
s Pani says, is possible because the marginal changes
in loans are small in the top group of cultivators.,
However , Pani does not elaborate why there is change
in elasticity over the period of time.

Pani’'s piloneering work quantitatively shows
the relationshib between various variables.His regres—
sion analysis showed a broad frame work in which the
loan transaction takes place in the rural areas .
Moreover , he has falculated the multiple correlation
for various sub groups using the two interest rates
mentioned above .

However, Pani’'s empirical test have certain
shortcomings. As mentioned earlier , multicolinearity
would pose a problem in econometric analysis of this
sort Though he has not discussed this problem in his
theoretical model , multicolinearity was detected and
he admits that this makes the estimates of the parame-—
ters uncertain.

As mentioned'earlier » Pani has not gone into
detail why the top class had a difference in elas-
ticity of demand with respect to interest rate in the

two Surveys mentioned above. Though we cannot say
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anything categoricalfy about this because Pani has
analysed top 50Z in the first Survey and later in the
second Survey the top 16% s we may postulate that the
demand elasticity with respect tovinterest rate has
declined over the period of time because the credit
requirement of the top class for investment purpose ,
arising due to changes in agriculture scena?io, became
inelastic.

Inspite of . the shortcoming, Pani’s work de-—
serves credit because of its pioneering nature in
quantifying various variables and their effect on
totai borrowiﬁg -As we shall see later, many others
have relied on his model for further theoretical
development.

Millard Long
Loﬁg (1968) bhas analysed the demand for
loan function in the risk — return framework. Firstly
s he shows how the borrowing takes place under condi-
tions gf certain returns. Late} on he develops a
model with uncertainty elements incorporated. For
simplicity , he assumes that there is only one crap
and that in normal years the farmers produce surplus
which they can sell in the market. |
When there is certainty about the future
yields , the farmer allocates his present wealth so. as
to maximise his wealth available to him at the end of

production period. The farmer allocates his original

14



wealth (W) in production capital(e) in order to maxi-
mise his income (Y).His borrowings are .depicted by
(B). If investing in production capital is unfavour-
able,the farmer may hold cash (m) . In the model vin
which Long speaks of certainty , the cash holding 1is
zero. In the following figure , Long depicts the case
of a farmer who works under certainty and who may

borrow at Ry, rates of interest.

. Borrowing under certainty

A
|
]
)
. o
Rates of return '
1
and borrowing !
1
costs !
| .
Rb : T \ B
' ,\\\S\\\\ .
: E MEC
| A ‘
l S e
!
T T e >
0,w,c w b
Rupe
ez 0 c= W
n= W m= 0

W= original wealth
¢ = production capital



B= borrowing schedule
MEC= Marginal efficiency of capital
m= cash
On the X axis s we have wealth , capital or
borrowing , all in terms&rupee and on the Y a;is rates
of return and cost of borrowing are depicted» - 'Long
has téken borrowing costs and rates of return. It

should be assumed that by costs he meant interest rate

and not costs in absolute terms.

rr—*“"~’““*gé'~méé .corvéiﬂj“ohich indicate decreasing
returns on additional capital (c) stands for the -
marginal efficiency of . capital. On improvement in

technology may shift the MEC curve outward and this is

depicted by MEC'. B indicates the borrowing schedule

“and W indicates the farmers initial endowment . The

among jborrowed will be to the right of w.Whatever the
armer does not invest will be held as cash.Here, Long
does not analyse the 1énding behaviour of the farmers
but only the borrowing behaviour. The farmer tries to

maximise his income by equating his marginal return on

capital invested with the marginal cost of borrowing

o ] Max Y= P. q(c)- g(c) -R B 7

Subject to = ¢-B

w
a.
Where,

P= the price of the output

q(c)= amount produced

g(c)= operating costs
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B = the amount borrowed
Rb= interest rate on borrowed funds
dy -
If ——— ‘ Rb at w=c then,
de dy | |
the farmers will borrow. If —de < Rb but

greater than zero , the farmer will ne{ther'borrow nor
hold cash but will invest all his wealth in production
capital. This,he says,ié because administrétion cost
and risk will not make it profitable for the farmers to
lend.This condition is shown in the diagram above.At
point A, the farmer nether borrows nor lénds.However
Long has not explained why Ry} would be more than MPC .
When MPC > Rpfarmers begin to invest more and more
till both MPC and R are equalised. If Ry, is more the
farmers will not borrow at all.

We have already seen the possibility of
shift in the MEC curve . This can occur when a
farmer acquires new techniques or faces better
terms of trade . This may induce the farmer to borrow
more funds. It may also happen that when the farmer
can get cheaper ( subsidised loans ) he may borrow
more. The credit becoming cheaper will be shown by a
downward shift in the borrowing schedule B which is
drawn parallel to the X axis, showing that farmer can
borrow indefinite amount at Ry rate of interest. Thg
farmer may find it ﬁore rewarding to borrow than . to

hold cash with him throughout the year. This may be

17



because of the high yield that he has to forego on a
long period of idle cash holding. Such a situation
will induce the farmer to borrow.

A newly establiéhed farmer also may have to
borrow for the initial large scale investment. Trans-—
action cost may make borrowing a cheaper way tb adjust
to short run changes than selling assets. Under the
above conditions the farmers are induced to augment

vtheir capital by borrowing.
In the next section, Long discusses borrow-—

ing under uncertainty . In the selection of an ex ante
portfolio, the farmer, allocates his wealth possibly

supplemented by borrowing , between production
capital and money(m). The farmer has to forego income
(either in way D{ interest or the income that he
could have earned from production ) if he holds
liquid cash and on the other hand he has to meet the
cost Df.illiquidity if he does not hoid sufficient
cash to meet contingencies . If the farmer meets unex—
pected outlays, he has to borrow and if he holds extra -
cash ex post, he will reallocate his wealth in a éif—
ferent manner in the next period. Theo maximisiﬁg
principle that the farmer follows is given below.

b
|

max E(Y)=P. q(C)'g(C)*,jr(s—m)(s—m)f(s)ds
™

Subject to M= w—c

Where E(Y)

expected income . ,

random expenditure variate with mean

i

1=

i8



zero
r{s—m)= expresses the interest rate as function

of the = amount borrowed

The maximizing principle is the case when the

& ECY) O EW)

farmer tries to equatg ————— with —755—— where the
fbrmer is the marginal return on capital and the
latter is the expected costs of borrowing . The follow—
ing diagram shows the behavior of the farmer who keeps

cash ex—ante . It also shows the relationship between

asset holding ex ante and expected returns.

W B

IS
i
1
!
Expected rates .of 1
1
return and borrowing i N
\
éost i f
|
|
|
‘ .
| .
p . >
e w=e
c:=o mzo0 RuPﬁé&
W =m

The diagram depicts an ex
ante cash holding farmer. The effect of risk is to give
ex ante monetary holdings a positive expected return
because if expenditure turns out to be greater than

what was expected , the farmer will be forced to bor-

row. The B curve shows an upward slope indicating =~ an
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increasing cost of borrowing due to the presence of
.

risk premium. At point A° the farmer is an ex ante cash
holder and the rest of his wealth is invested in pro-
duction capital.

tong also presents the case of risk
averter who holds more cash and less productiqn
capital though another combination which vyield more

expected income , is possible. Such a case is presented

in the following Qi%gramN i

ﬁ\

expec ted
yield
g >

o W=c c/td

c=z0 m =0

w=m

Along the horizontal axis , to the

right an increasing investment in production capital

is indicated. Holding more capital increases vyield up
to a point but falls after that though risk continues
to rise . The point of origin indicates a portfolio in
which the farmer invests nothing but holds all his
wealth in form of cash - Point 1 indicates a portfolio

where he has no cash in hand at all . The yield curve

20



is concave from below because of the diminishing re-
turns on both productiah capital and money. There is
diminishing returns on cash beﬁause,both the size of the
expected borrowing (s—m) and the rate of interest r(s-

m) ,defined above decline as cash holdings increase

The farmer represented above is a risk
averter. The trade—off between risk and return are
shown by the upward sloping utility curve.'The.ex ante
portfolio chosen by the borrower is indicated by A"’
which contains more cash and less 'production c;pital
though the portfolio A° would maximise expected
income . A farmer \is not likely to be an ax ante
holder of sufficient cash to meet all the cash re—
quirements though tthmodel says that the risk averting
farmer holds cash . When contingencies arise, the
farmer will be forced to borrow. |

Before , we anélyse the empirical results
that Long gets, we should examine the theoretical
model itself. It marks a definite improvement over the
study conducted by Pani because of the introduction
of the problem of uncertainty in to the theoretical
discussion .Moreover, Long’'s model looks at the deci-
sion making of the farmer in the cost-return framework.
This gives a more theoretical base to the discussion,
Though, bhis model based on the risk return framework
is _incomplete,lone should remember that the portfolio

analysis introduced by Markowitz(1958) was in  its
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infancy. Though Long's model has some innovative
elements , it has certain pitfalls which we shall

examine below.

~

Long argues that there is a particular
portfolio in' which the farmers , though they have
excess cash reserves don’t lend because of risk andv
administration costs. This may not be the case 1in
reality. A different sifuatian can also be visualised .
1t is one where the farmer as surplus cash holder also
hapbens to have vmonopoly power in the credit ﬁarket.
Then ] an earn profit by extending short term
credit . %here may be no riék and minimal administra-
tive cost. -—a possibility examined in the next
- chapter . Long has 'not acknowledged such possipility
and recognized its implicatiéns.

In his second diagram, we see
that B curve is a discontinuous function .Long doesn’t
explain why there is avsudden Jump %in the interest
rate with the onset of bofrowing - It may be assumed
that risk premium and administration cost could make
cost of borrowing higher .However, Long does not
elaborate on this point.

Let us now consider the empirical
results that Long got when he fitted regression equa-
tion to the data from India . He admits , however that

sufficient data were not available especially to meas—
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ure the transaction costs and risk aversion . Unlike
Pani‘s model on borrowing ,;in Long’'s first set of
reg;essions the dependent variable is outstanding
loans . The independgnt variables included in the model
were interest rate ,transitory income,e%ggg%é%gre,
capital outlays and wealth. It should be noted here
that in< his theoretical model he assumes that- the
interest rate is a function of (s—m), that Iis, the
amount borrowed. Such being the case , it is not cleaf
to the reader of his article why he has used the inter—
est rate as an independent variable .As we shall see
below he has Qsed interest rate as an independent
variable even when he fitted regression equations to
the borrowing function .

Long constructs an index of transitory income
by finding .the ratio of actual to the anticipated ’
income . The ratio is constructed by finding the ratio
of gross product (in value terms) to the value of land
because price of land is correlated with £he anticipat—
ed returns and the price of land is nothing but the
present value of the expected future returns . The

variable ‘expenditure’ included outlays on ceremo—

nies marriages , death etc.. Th;"

value of capital

I e T

assets minus outstanding debt was taken as the variable
‘wealth’. The regression equation was fitted on to
the data provided by the All India Rural Credit Survey

and bhe got anco RZ of about 0.4. All the regression
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coefficients had the expected sign.
In the second set of regression equation
’ Long took the ampunt of borrowing as the dependent
variable . The independent variables used here were
the same as those that were used for the equation for
outstanding; loans. The explained sum of squares was
found to be 0.5
The most important variable affecting
both outstanding 1loans and the borrowing of the

current year was observed to be investment -in farm

_5ffiziﬁig§v, Interest rate had a negative sign but the
v influence of this variable was not as important as
>capita1 outlay.The coefficients of the index of transi-
tory income had a negative sign. A positive correlation
between debt and wealth was observed . This is because,
as the farm size increaseé, borrowing also will in-—
crease. (Long Has also examingdi the implications of
Since

these resu&s-hthey are less important here , they are
not presented here.)

The first question that comes to the
reader is the same as that which we raised against the
regresseion model by Pani . The general criticism of
rrgression methods and their weaknesses are relevant
here also. The problem of multicgﬁinearity. is already
hinted at when we discussed Long’'s theoretical model .

Unlike Pani, Long has not subdivided the farmers into-

different groups .Under such circumstances, reqression
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model fitted to avefage values may not give the righf
.picture, because the large farmeres may borrow large
amounts for capital expenditure on.farm and therefore
the variable,capital expenditure, will appear to be the
most importént variable.

Long has introduced the role of saving in
the maximisation of expected income (Y) but has noty
explained how saving is generated and what factors
affect saving. Though Long has incorporated some important
variables like transitory income , price of land etc.
the R2is only abfout 0.4 whereas Pani without incor-
porating these factors could get R2 more tﬁan’O.b for
almost all the regression equations he fitted . One can
see that though they have used the same data, the
explanatory variables were different. Pani’'s economet-—
ric model takes capital expenditure consumption ex—
penditure interest rate and value of selected assets as
the independent variables and burrowing' as the
dependent variable . The glaring difference of the two

results could be because of the omission of consumption

»expenditure in Loﬁg's model . But it should be men—
;;;ned Bére that Long’s model was a production model
and therefore he has not includéd the consumption

5 expendituré as an explanatary variable

The portfolio selection of the farmer has not

received much emphasis in his empirical model . Much

more analysis could be done , if his portfolio anaysis
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could incorporate the role of riskless assets and the
various investment opportunities . Moreover, Long has
not gone into the estimation of the probability dis—-
tribution of mény of the variables mentioned in the

model dealing with uncertainty.

Subrata Bhaték
Ghatak(1975) also uses regression analysié to capture
the demand for loan function of the farmers . He
claims” It may however, be mentioned here tHat this
type of quantitative.study has not been made before id
vanalysing Indian agricultural credit problem and in
this respect our study may be regarded as different
from others "[p.37]1. Ghatak was appéréntly unaware of
the studies‘ conducted bty Pani and Long which is
surprising since these were published much earlier
and 1in very well known journals . His theoretical
analysis and empirical results are intertwined and
therefore they are presented together . It should be
mentioned here that there has been very little expla-
nation of his theoretical base because his emphasis
was on the empirical results. We shall try to interpret
some of his theoretical formulations.
The data Ghatak uses is provided by the RBI SQr-
veys conducted in 1951-52 }and 1961-62 . He admits

that there has been no more recent data for analysis
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and comparison .

Firstly he tries to explain the‘borrowing during
the year. The ekplanatory variables he used are family
expenditure , capital expenditure on farm , current
expenditure on farm and non farm business exﬁenditure

!
and these variables are obtained straight from the

Survey. It should be noted here that interest rate is
not included as one of the variables .Ghatak , like
Pani, probes into the relative importance of various
factors that influence'the demand for léan function .
But unlike Pani and like Long, Ghatak formulates sepa—
rate equations for Porrowing and outstandiny debts.
He used Sightly different exogenous variables as it
can be seen from the equations given below. It should
be noted here that he has not given a separate theoret-

ical explanation as his predecessors did but has

given the empirical results .

Estimates for 1951-52 .

.

B = 26.3429+0.8015FA+ 1.2190CA+0.9089 cv+1.0426N

(0.1229) (0.1328) (0.213) (0\?506)

RZ=0.894
D.F = 50
D W =1.98
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= 1.2534 + 1.571FA+ 0.8781CA+ 0.9702cv+ +0.B665N

(0.1574) (0.2254) 0.3657) (1.0773)

R.2= .928
D.F = 23
D W =2.51

Estimates for 19261-62

B= —0. 2976+1.1715FA+ 0.85%28CA+0.2695cv+2.3876R

(0.3308) (0.1423) (0.112) (.788)

RZ= .993
pb.F = 10
DW = 2.43
D = -0.6718+1.0856FA+ 1.341CA+0.999cv+1.3757R
(0.0399) (0.116) (0.1452) (0.4419)

R%=.98
DF =10
DWW =2.37
Where

B = total borrowing

D = toatal loaﬁ outstnding

FA = family expenditufe.

CA = capital éxpenditure on farm

cv = current exkpemnditure konfarm

N = npn—- farm business expenditure
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DF = degrees of freedom
DW = Durbin— Watson test
R = Repayment

The figures in the paranthesis are
standard errors.

The ‘distinction between the variou; kinds
of expenditure made by Ghatak iSisimilar to that
which 1is given in the Survey conducted by the RBI -
The expenditure on unproductive purposes like marriage
s death etc., were clubbed together under the heading

Family expenditure.The productive expenditures were

either capital and current expenditure or non farm
business expenditure . In the Survey of 1961-62
Repayment was included instead of expenditure on non

farm expenditure. Ghatak says that this change we due
to the nature of data available. But the economic
implication of such a change in variable is not ex-—
plained by him. The comparability of the equations
for the two Surveys is reduced because the exblanatory
variables used are different. Moreover , inclusion of
repayment as one of the explanatory variable is very
likely to make the RZ nearly ‘one Ghatak. has not
specified whether the repayment is of the borrowing
of the current yeér or of the previous vyear. It céuld
be assumed that Ghatak meant that the farmers might

borrow in order to service the existing debt.
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Ghatak observes that in both 1951;52 and
1961-62, capital expenditure and family expenditure
accounted for the major changes in dependent variables
B and the former accounted for the single most impor—
tant variable for both the periods. He has come to
this conclusion by running regression separately for

each explanatory variable.In a similar fashion , he

I
\

has also observed that only in 1951-52, family expendi-

ture accounted for the major cause of outstanding debt.

;It could be assumed here that agricultural deQelopment
was gradually setting in and the farmers began to
borrow more for expansion of agricul{ural activities
and therefore deb; was determined more by capital
expenditure on farm than by family expenditure.

Ghatak has examined whether multicoﬁﬁnearity
was present in his equations. This, is done because
the author suspected that the various exogenous varia-
bles could be correlated. For the equation fitted for
the first Survey mentioned above he observed 1little
correlation between FA and CA . Hence he concluded
that thé estimates were unbiasgd. He abserved that
Multicolinearity existed between CA and FA when
these variables were used as explanatory variables
for the borrowing function of 1261-62. This , he says,
makes the coefficients of the explanatory variable

highly unreliable. But there was little multicolinear-—

ity when loan outstanding was regressed on FA and CA
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of the same year.However Ghatak does not explain why
CA and FA are correlated in one set of equation ‘_and
not in anﬁther of the same period (As we have men—
tioned earlier Ghatak has estima£ed the significance of
each of the explanatory variable.However , the résults
will not be presented here.)

| Ghatak’'s main conclusions are as follows:

a) The main explanatory variables of borrow—
ing and 1loan outstanding functions appeared to be
capital and family expendituré for both 1951-52 and
19261-62

b) The widely believed hypothesis that culti-:
vators borrow and ;émain indebted mainly for incurring
large family expenditure has not been substantiated’ on
the basis of observations . It appeared that in most of
the cases it was capital and not family expenditure
which was the most significant variable affecting the
demand side.

Except for the introduction of DW test and
degrees of freedom s there has been little improvement
of +theoretical analysis of the problem of rural in-—-
debtedness in Ghatak’'s work. The regression ‘ahalySis
falls prey to the same shortcomings we have discussed
earlier and therefore’those are not repeated here.

Although Ghatak claimed that his was a pio-
neering work , one could see that his study was just a

direct breaking up of the components of borrowings/debt
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accounted by the Surveys. It is surprising to noté

that Ghatak has not incorporated any.additional explan—
atory variables like interest rate and assets in the
demand function whereas Pani and Long incorporated
interest rate in their regression model and the influ-—
ence of the asset holding estimated. Inspite of these
omissions Ghatak gets é2 higher than 0.892 in all the

regression equations. It should also be noted that the

RZS that all the authors mentioned above get are
different because they use different explanatory

variable.

The next model we shall examine is the madel
developed by Kumar,Joshi, and Muralidharan(1978). Their
article is entirely based on the article by Lau and
Yotopoulus(1972) titled"Profit,Supply and Factor Demand
Function".This work by Lau et al will naot be presented
here since it doesn’t deal directly with demand for
funds.

The aim of the article by Kuﬁar‘et al is to
estimate the demand for credit by marginal farmers
using a profit function approach with the assumption
that the level of use of any input is determined by
its profitability under given condition of producfion.
They argue that productivity and prices of inputs and
autput determine the profitability. They use the fol-

lowing theoretical model to determine the demand for
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loan . The production function in their model is given

by the following equation:

Y = f(X,Z)
where Y = Physical output
X and Z are vectors representing varia—

ble inputs (x‘,xl,xz,...,xm) and fixed inputE(z‘,zz,zs‘

3 ce= z")

Following Lau and Yotopoulus , Kumar et al define the
Unit —Output Price (UOP) profit function correspond-—

ing to the production function given above, as follows:

-

T’ =6¢( G, 9, 5--= 5q_ > Z ZQ_,-..Z")

z ” 1

Where,

, (P\/"‘E PEIC)
IT = D =UOP profit

q.= -5 normalized price of input i
( price of input is normalised with

respect to output price)

P price of the i th variable input and

T
it

price of the output
The authors , Kumar et al , argue fhat
the usefulness of UOP profit function arises out of
Shepherd’s Lemma which states that the negative of the
first derivative of the UOP profit with respect to the
normalized price is the optimal variable input quanti—

ty or the factor demand curve. This demand is given by

33



S S—_ x*j(5:1....m)

where XJ = the demand for the the variable input
- Here one needs a further elaboration of the
formulation given by Rumar ef-al » .8ince they have not
explained how II is arrived at. The procedure is as
follows.
Profit I1 1is defined as

- IT = P.EFC X5 X, ,.0p > zl,zz,;..zn)— %g P; X3
Where , P = price of a unit output

p; = price ,of the ith variable input
X; = viable inputs and
z& = Fixed inputs of production

The marginal productivity condition for a profit

maximizing firm are

& F(x2)
ol T Fi
If —%}— -1is defined as q; , the above marginality
s X dFCxi, 20 )
condition can be written as —g—-T-—— = q
dXL ¢

Similarly if TI® is defined as —%;— , then the
equatioﬁ for II given above can be written as
I = ﬁ( x',....xm, z ... zn)— %; Py X = i}
and M is defined as “Unit Output Price" profit or
" UOP profit
Kumar‘ et al éttempt to determine . the
demand for credit by introducing a Cobb -Douglas

production function . Such a production function is

given by



p .
Lf = Axo(Lp' Nf" NbJ.

where K < 1, , X is the total variable input in
rupees L. is the culfivated land, N* is the family
-human labour , N is family bullock labour and Y is the
production of crops . The UOP profit function of the
above production function is given by

. )
\ c_l‘d) ! q'

M= A O-DF)

-) -t -
—Ci-d) ! Ci-«) —ol
B CD NFé Nb% Ci-=)

which in logarithmic form would be

*
T In A% stlng + Bn L+ Bl g+ ot

where, . . -}
o) — o C1met)
ax = A Cr-o) ¥
Ar = —x C=)”! o

BCI=)

gu—ac)"

BC) 0 |
%}, T = ?9_ Fx

R
R}
gt

Il =
-4
The price of unit of variable input cost = p=
(1+ %%;o),which is equivalent to the unit of variable
cost plus ;ts interest. The unit of variable cost
is a rupee and its interest is -jﬁia) . Therefore,
p =(1+ {é;o), where i1 is the annual rate of interest

and t is the length of crop in months.[ It should be
mentioned here that the division by 12 is to con-

vert the months into year . The interest rate ©in
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this equation is not written in the conventional manner

» Say, like 0.05%Z, but it is written as 5/100]

We have already seen that the demand for ith

varigble input is given by
A
d aq)

et al state that the total variable demand function

. Based on this , Kumar

can be written as follows;

&

, where X| is the demand  for
variable input X} s assuming thét quantities of land
and family labor are given . Though tﬁe authors have
-not given the derivat}on of this total demand. function
it is worth stating the same  here.
>

>q
Multiplying both sides by —— , we have

* T'\
ar _omT
T = 2ing ’

#*

X = —

o

which for Cobb -

Douglas production function becomes

*
— 44X <>
1 =
Having stated the demand for variable input = the
authors have extended their arguments to show the
credit requirements of the farmers . The capital

available with the farmers is in direct proportion to
the profit earned by them in the previous period . The

own capital (X ) used for variable input may be
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estimated with the help % of the folluwiﬁg model
In ¥ = a+ b1n®
where X is own variable iﬁput in rupees and
is the profit in the previous crop season. Using the
above equation and the total variable input demand
function , the estimate for credit may be stated as

the following identity .

LIS S ‘
where X“bis the demand for credit ; It is worth
mentioning here that the expression " variable input “
is inappropriate, in their formulation because they

are not accounting for all the non purchased variable
inputs. The appropriale expression would be "purchased
variable 1input”. The authors have expressed the

equation given above in the UOP framework as
: %
%3 * * * _ ~binT
X =lnAa+ (a&—l)lnq+ﬁ*lnL+ﬁ_ In N+ B In No In o~ bln

Since , g= the equation above can be written

tolw

P R (Lynp 4 BNl + &7
- IJnt -~ thﬂ‘*

In Ny + glnhy+ Q1™ )b P

Where, A = A

The equation given above will give the

estimates for demand for credit at varying rates of
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interest for given levels of land , family s human

and bullock labour, and prices of agricultural com—
modities and a profit in the previous year . The
advantage of this model , is that instead of solving

a system of simultaneous equations as in the case of
production function approach one can get the demand
for variable input aﬁd‘subsequently the demand for
credit from the derivative of the UOP profit func—
tion . The shortcomings of the model are discussed
here before we analyze their empirical findings.

The model determines the effect of
interest rate on the demand for credit by assuming
fixed prices for the-variable inputs and output . This
assumption is highly questidnable when there is high
fluctuation in the prices 6f the inputs and output
before and after the harvest and when the changes in
the interest rates have impact on the prices of the
commodities .

The model takes note of the profit
of the previous year . But that is only one side of the
story. The borrower’'s expectafion of the future profit,
changes in price and expecfed level of output do play
important role in the determination df demand for
loans . Even if they claim that their production
function is the expected one they have lnot included
the uncertainty factor in their equation.

After bhaving analyzed their théoretical
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model , let us now discuss their empirical findings.
The authors have estimated the demand for
credit of the farmers lof.a village in Uttarpradesh
using the above equation. They have alsao estimated the
utilization of the credit on various crops - The
parameters that apgear in the equation were estimat-
ed by using least square method. They get the result
that +the amount borrowed is positively related to the
expenditure‘on purchased inputs and the profitability
of crop grown. |
The authors have estimated the profit function

and the variable input demand function using the model

discussed above. The own capital (X3 used fog varia-
ble input is also estimated. The profit function is
found to be decreasing. and convex in price of variable
input and increasing in land and family 1labor The
demand for credit is seen to decline with the increase
'in the rate of interest. The average elasticity of
demand for credit with respect to interest rate ihdi—
cated that tﬁe demand for credit was inelastic.
However , the authors have not given the computational
procedures and one does not know how they got these
results . Siﬁce they have not given the rate of inter-
est as one of the variables in their model , they could
have most probably computed the effect of interest

rate indirectly.But then the question that crops up

is this: If the price of a unit of variable input

‘
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cost incorporates the interest rate [b=(1+{£ s how

can one assume that the price of the input to remain
constant with the change in the rate of interest.
Neither in their theoretical maodel nor in their
empirical analysis did the authors incorporate the
productivity of 1land . They have incorporated the
amount of land instead of productivity of land -
Family labor appears ta the authors free and opportu-
nity cost of the same zero.If one imputes cost to the
family labor one wpnders how profit will increase
with the incréase of family labour as the authors have
claimed. Labor productivity would have been a better
measure than the mere number of labourers.
On the whole ‘the article appears to be
rather confusing due to lack of proper
definitions. The reader is left with ﬁnre questions

than answers.

Farug Igbal

The models that we have analyzed so‘far have
not specifically defined what the term borrowing
is . They bhave assumed that the borrowing meant
borrowing from external sources only.. Kumarb et al
incorporated own funds but they have not specified it
as borrowing from internal source. Iqbal (1983)
rectifigs™> this shortcoming of his predecessors 1like

Pani , Long and Ghatak . However, he makes no mention
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of the method used by Kumar et al.

Igbal argues that the authors who have
analysed the demand for loan‘function earlier have not
‘been able to capture the function appropriately because
n% the following reasons.

a) They have used an inappropriate definition of
the demand for fuﬁdé. A truncation bias at zero level
is present in the dependent variable ,Borrowing, be—
cause - the conventional empirical definition of borrow—
ing doesn’t take into account borrowing from inter-—
nal sources. (eg. saving account) or in other words the
demand for loan function was restricted +to borrowing
from external sources only and the conventional defi-
nitions of borrowing can therefore be called a truncat-
ed one.

b) there is simultaneity bias arising from the
endogeneity of the interest rate used to denote the
cost of borrowing. Though Igbal has not elaborated on
this problem it may be worthwhile to see what he means
by simultaneity problem . When interest rate is an
endogenous variable , the dete;mination of its value
takes place simultaneously with the ' amount borrowed.
Disregarding the ‘variable, amount borrowed , while
estimating the interest rate and disregarding the
interest rate while determining the amount borrowed
lead to simultaneity bias.

Igbal tries to free the estimate of demand
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function from these shortcomings ,. The first one is
corrected by redefining the dependent variable to
include adjustments in assets and liabilities -The
second bias is rectified .by imputing unobserved
interest rates Thisisdone because in rural areas the
interest rates are not always charged explicitly on
loans but the borrowers will have to bear some costs
which are not accounted'. This may be in the form of
selling the borrowerg produce to the 1lender at a
reduced' price. The imputation is done in a proce-—
dure suggested by/Heckman(1970) . Igbal has not gone in
detail into the computation procedure in his arti-
cle and peither shall we .The imputation procedure is
advocated by Iqbal'bécause such a procedure allows
the possibility of the simultaneous determination of
the interest rate and the amount\bérrowed and thus

simul taneity bias is corrected.

According to the new definition of borrowing
Igbal defined borrowing as an identity as given below.

B= EB-ElL -FA-CD+TI

i

Where, B

-

net demand for loans

EB= External borrowing

ElL= External lending

FA= changes in financial assets

CDh= changes.in household stack of consumer

durables

TI= npnet transfer of income in the form of
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remittance and gifts to and from the farmers.

We observe here that net demand for loan is
the independent variable and not external borrowing,
whereas Pani , and Bhaték had used external borrowing
as the dependent variable .

In his model , Igbal says that the effect of
technical changes have impact on the demand for loans
and this is discussed in detail in his empirical model

With the foregoing background, Iqgbal buiids
an empirical model which consists of demand for loan
function and interest raté function.Firstly, he: - analy-
ses the latter function which relates the intergst
rate to its determinants , the supply of funds.

In a competitive market the nominal interest
rate (R ) is influenced by the following three cost.

1) the opportunity cost of providing loan

2) the administrative cost of lending and

3) the risk premium

Igbal writes the nominal interest rate function as

follows

Rn = r'Z + Q.B + 3 X

Where, 7 and X are vectors of variables that
affect opportunity cost and risk of 1lending respec-—

tively. and B is the variable that denotes levels of
borrowing and proxies for the administrative (as well

as risk) cost of lending and Nty ' are



parameters.Iqbal ,however, &oes not explain here, how
the variable in the various vectors are aggregated.v

Opportunity cost of fund, according to Iqbal,
varies .in accordance with source of 1loan and the
proximity of the villagés to market/u}ban centrés. If
the source from where the farmer gets loan is govern—
ment agency, the interest rates are usually susidised
and the presence of such an agency will reduce the
monopoly power of the vil}age money lender. The inter-—
est rate faced by the borrower is lower than the inter-—
-est rate prevailing in the village when there are no
government agencies.

Distance'from_the town will affect the ;ost of -
lending because, the money leﬁder may have to borrow
from bigger money lender in the city and this causes a
cost of transportation , loss of time etc. Moreover,
if the village is far away, there s.a likelihood of
idle cash with the village money lender . This will
again increase the opportunity cost of lending . As
we shall see in the next chapter , idle cashmay not
necessarily mean that the rate of interest should be
high. However Igbal has nuf delved deep into this
problem.

The variable B stands for the size of the
loan énd the administration cost is related to the

size of the loan . The larger the 1loan size the

smaller(;;;{)be the per unit administration cost . But
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larger the size of the 10a6 , larger will be the risk
involved in lending . So there has to be higher risk
premium for lending largér amounts. Igbal says that
this phenomenon renders the expected sign ambiguous It

should bementioned here that Igbal ‘s assumption that

larger loan will carry a higher risk premium nead
“‘not be correct. An irrigated farmer borrower borrows
larger amount of production credit than the dry

farmer . The risk that the lender takes in lending to

the dry farmer may be larger than the lending to the

-irrigated farmer though the amount lent 1in the

latter case may be larger

Igbal = also hypothesises that 1afger
population in a village means, lower administration:
cost because the money lender can spread the overhead
cost and reduce the per'unit cost of lending . He also
hypothesises that opportunity cost is negatively
correlated to the village size. This,he says, just
like the remoteness of the village makes the opportuni-
ty cost higher, the largeness of the village popula-
tion reduces it. However ,Igbal does not elaborate on
this point. But the question that arises is: Should
large population necessarily mean large borrowing. ?

Large population and small borrowing also may prevail

in a village . Under such condition the per unit ‘cost

of lending need not be small.Since ’ Igbal assumes

that the size of the population has an influence on
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the cost of lending ', he has incorporated it in his
model as a proxy for opportunity cost and administra-
tion cost.

All those factors like quality and quaﬁtity of
land owned other assets owned, wage rqte faced ége »
family size and investment ?pportunities that affect
the repayment probability are taken to proxy for the
risk cot of lending . However ,-Igbal does " not say
anything about the expected sign of the risk factor.

The borrowing function is given by the follow—
ing equation .

B = b,Y+b,Ry + b,TY

3
where, Y is a vector of factors such as age of férm—
er's 1initial endowments , current and expected wage
current and expected output prices and measures of
investment opportunity . However , he does not include
current and expected prices on the assumption that they
are invariable in the cross section given a competitive
output market. The same argument is applied to input
prices also. The proxy for initial endowment is a
measure of the total area owned by the férm household,
He has also used the district proportion of irrigated
land which would give additional information about the
quality of land. Family size and the dependency }atio
were also taken into consideration.

Proxy for those variables that reflect invest-

ment opportunity differences across reqgion and over
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time was derived from the annual expenditure by the
government . (Since he analysed the Indian condition he
included the expenditure of both the state governments
and Central government on major crops). fhe underlying
assumption used by him was that research expenditures
in a region produce enhance& investment opportunities.

The variablé TY is a measure of transitory
income which accounts for the variation in demand for
funds that arises sihply because of transient and
unpredictable variation in income . This variable can
be calculated as the gifferénce between curreﬁt income
and permanent income The variable Rv has already been
explained and b b and b are parameters ’

Igbal put together the demand equation and
cost equation and obtained the structural model as

given below.

B= b, + bX+ b R+ b, TY +U
Ry= r, + r|Z + r, Btr, X+U

The Rp function is firstly estimated by using
the exogeneous variables Z,B,and X , then this varia-—
ble is used in the estimation of demand for loan func-
tion . However Iqbal does not explain how B is treated
as an exogeneous variable when it is determined 6y

interest rate .
Igbal argues that Y and X are identical because,

the variables in the Y vector that affect the house-
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hold demand for funds ( éxcept Rh and TY) are also
likely to affect the credit-worthiness of the borrower
and hence he has omitted the Y variable %n the
equation .

Before we go to the result of empirical
test of his hypotheses we should examine his theoret—
icai model to see whether the theory is logically
consistent or notband whether it is relevant to a
developing economy.

It would be noticed that the term  borrow-
ing 1is better.defjned in this article than in the
earlier articles and the truncation bias is removed.
As explained earlier the simultaneity bias has also
been remove;. and therefore theoretically Igbal’s
study has more logical base than his predecessors
like Pani and Ghatak. Moreover, /he has incorporated
variable like siée of population , effect of technical
change , age of the borrowers etc., in the analy;is -
This makes his study more comprehensive.

However, it should be mentioned here that
variables like investment opportunity and the initial
endowment could be correlated bécause as the invest-—
ment opportunity increases, the farmers try to acquire
more and more land . It could also be postulated éhat
the 1larger land holders have greater investment
opportunity . Under such condition

s there may be

/. . . :
multicolinearity among the variables and the estimat-
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ed parameters become unreliable.
In his equation for the loan demand function

3 Igbal uses Y vector which contains the variable
current and expected prices. But he says he does not
use these prices in his theoretical as well as empiri-
cal formulation because he assumes that they are
invariaﬁt in the cross section given a competitive
output and input market. This is not true in reality.
Those wealthier farmers who have better access to
traders can always get a better price than the smaller
farmers. This is thg case with inputs also. The larger
farmers who are also lenders may have a greater com—
mand over the borrowers who may be forced to render
labour service ‘at reduced wage-rate. Therefore the
exclusion of prices renders the formulation by Igbal
non comprehensive.

Let us now see the empirical findings and see
whether they support the hypotheses of Igbal.

Using the data provided by National Council
for Ag;icultural and Economic Research (NCAER), India ,
Igbal fitted the regression equation explained above.
In the case of tﬁe equation for interest rate he ob—
served tﬁat land owned , proportion of irrigated
land, research expenditure and proximity of banks .have
negative impact on ‘interest rates.

While anlysing the borrowing function , Igbal

uses the conventional definition of external borrowing
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'as well as the definition ‘which incorporates borrowing

from internal sources . He observes that the results
that he obtains confifm the importance of correcting
both for simulténeity and truncation bias .Concerning
the simultaneity problem , Igbal finds that when
interest rate is enféred as an exogenoué variable
the sign of its co-efficient in the borrowing function
appeared to be negative. Theoretically, one would
expect a negative relation between interest rate and
the amount borrowed . On the other hand ,when interest
rate 1is entered as a predicted variable , the sign of
the co—efficient becomes negative. Igbal also claims
that, by correcting the truncation bias, the degree
of precision with which the intefest rate effect is
measured,is raised to 997 level of confidence.

‘He_ also gets a negative relation between the
amount borrerd and wage rate . However, he does not
explain why this would be so.

Another result that Igbal gets 1is a negative
relationship between borrowing and initial
endowment(land) and between transitory income and
borrowing. He has not given any theoretical explanation
why this couid happen so. Research expenditure which
stands as proxy for investment opportunities has ﬁosi
tive co-efficient when borrowing is regressed on it.
Of the two life cycle variables included , namely

family size and age, the former is a significant one
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where as the latter is not.
Despite the improvements that Igbal introduced

2 - turned out to be very low a

in his studies the r
phenomenon , which he could not explain. He says it
could be because'of inappropriate specification .Howev—
er, his results don’t improve very much by introduc-—
ing alternative equations .

As we have mentioned earlier , the problem of
multicolinearity may exist in the regression model
developed by Igbal . However there has been no test of
multicolinearity in his empirical work.

One of the results that is ambiguous is the
negative relationship betwgen borrowing and. the ini—
tial endowment proxy,namgly., the size of the land
owned . Igbal does not give a categoric statement why
this relationship exists .‘In reality we may assume
that debt- asset ratio- may fall but absolute
amount borrowed may increase as the size o the land
owned by the farmer increases . The larger farmers
may have higher demand for loans for investment pur—
poses. More puzzling is the case, when Iqbal énaly—
ses the demand for loan by farm size. He finds that
initial endowment proxy, land owned, is 'positively
related +to borrowing for small farmers and negétively
for the Tlarge. Here again Igbal has not given any.

conclusive answer +to this problem.

Though Igbal has attempted to incorpo-
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rat%é) both life cycle and permanent income hypothesis,
in his model, one finds that various aspects of both
these hypotheses have not been discussed., For example
the expenditure pattern, the saving pattern , the
expe&ted income, etc are n6£ incorporated in his study

Though Iqﬁal's study has made imprdveyent
over the existing theoreticial framework his study also
has certain shortcomings and one realizes that there
is much maore to be done with respect the analysis of
rural indebtedness than what has been done by(ggggi;

In this chapter we have seen' the various
theaoretical models that are put forward to capture the
demand for loans by farmers, especially the margiggl_‘m
farmers. Pani‘s work has p;;;;—;;;—;;:ﬂ—;v—;;;;;; of
regression analyses that try +to quantify certain
parameters and we find that there has not been any
conclusive study in this field - Many questions as we
have already seen, reﬁain unanswered . Moreover, we
don‘t know whether such models can be used when
various Qariables are interrelated and when sufficient
and reliable data are not available. Moreover , as we
have already noted , fitting reqression to average
figures, as many authors have done, may not give the
right picture. ThougQ_iqf;pug_guibﬂns_bave—uséd—the—séme

T . -

data and the same average figures, the results they get

——— - e -

are different and at times contradictory. So, one does

not know whether to rely on the regression anylsis
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fallaowed by the various authors or not

The portfolio analysis hag great relevance

in
th i
€ analysis of rural borrowing but has not hee d
n e—
veloped
ped fully - Though one has attempted to capture th
e

borrowing function the risk-— return framework, his work

ta V
S not captured many factors that determine rural

indebtedness.

It was also seen that various authors use
different definitions of terms like borrowing and
therefore comparative study of thg theories . put
forward by these authors become difficult.

What we have seen in this chapter  was the

-

demand for loans by the farmers especially the marginal
ones. However, the literature is silent about the

process 1in whlch the borrow1ng farmers fall in a debt

M—“ B s B )
trap. How the dynamic factors affectlng the demand for

L T % ¥ I e et T T 5 it

laans lead to rural Lndebtedness has not been ex—

e . RS PR - - S - B R

plained. Moréover, there has been Scanty literature on
;hé iéé;s that the farmers take for conéumption pur—
pose. Consumption loans have‘greater propensity to push
the farmers into indebtedness. How the farmers get into
a debt trap, and how tgsy came out of it, will be

discussed in thé third ghapter when we qeal with the

dynamics of rural indebtedness.
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CHAPTER III

Determinants of supply of tLoan

e o

we have seen in the first chapter the
i : - s and
various forces that determine the demand for 1Dan‘
i ine rural
how these forces in turn determin -

e —— e e

i rs
indebtednesg.But it is quite possxble that some facto
e

\ B ;
that determine the supply of loan may also influence

the rural indebtedness. Loan supply function is akin

to the supply functionin production sector . Therefore

it will be useful to analyze' the cost of production

while determining the supply function of loan. This
will be our objective in this chapter. We shall analyze
the theories put fofward by various authors who exam—
ined the interest rate formation in the unorganised
sector of rural areas. Even though in the various
articles , the interest that the borrowers have to pay

to the organised sector has been discussed , we shall

not emphasize it

In this chapter firstly we shall review the

llterature that deals with the supply of produétion

loans and then that which deals with the supply of

Consumption loans. As we have mentioned in the first

chapter | we shall give emphasis to the theoretiéal

formulation rather than the empirical findings

54



Tun Wai )

Tun Wai (1957) has discussed the problem of
rﬁral interest rate in great detail. It would be seen
that his study is mainly empirical but we shall give a
detailed account of his findings and hypotheses because
his article is the basis on which some later theoreti-
cians have developed their theories . However, as
mentionéd already we shall not present wmost of his

T e T i

C§t8t15t1C31 flgures. 5
. In the flrst’part of hlS article, he discusses
the nature and size of the unorganised money markets,
source of cfedit link betweén unorganised and organised
money markets. In the second part he discusses in
detail the level and structure of interest rates,
causes of high interest rates, ev?lgation of measures
to reduce interest rates and oufline of a programme
for lowering interest rates. Though the first part is
a closely related aspect of rural interest , it 1is
beyond the scope of our present study. We shall concen—
trate only on the level and Structufe of rural inter—
est rate and causes of high interest rate.
While discussing the level of‘ interest rates
Tun Wai admits that it is difficult to determine bre—

cisely th weighted average rates of interest which

prevail in the unorganised money
markets of under developed countries .He says that even

when data are available the rates guoted can not always

be taken at the face value . This is because many
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hidden charges are not éccnunted for in the loan
transaction. The common practices which increase the
effective rates , as against nominal rate, includ?
deduction of the interest at the time the loans made ,
charging interest on tﬁe original amount 1lent rather
than on the unpaid balance , not keeping proper books
or giving receipts so that the borrower Lecan be made to
pay more than agreed, demanding additional services for
the favour of giving loans, lending money against the
security @ of seanding crops but demanding repayment in

-kind and undervaluing the commodity used,etc.

Tun Wai states that all the interest charges
which the money lender levies do not accrue as net
income to him . A number of administration charges have
to be met by the‘ lender and hence these have to be
deducted from the interest that he gets on loans. He
may have to pay'taxes on the standing crops which are
given as collatefals and he may have to supervise the
harvesting . These administration costs have to be
deducted from the intereét paid by the borrower.. Tun
Wai however .does not include here the cost of court
cases to recover loans, the use of men ( musclemen) for
timely recovery , and ultimately interest and princi—
pal lost due to variety of reasons.

Yet another difficulty that in determining the

level of interest is the variation of interest rates



from region to region. This aspect is substantiated by
Tun Wai by data %rom Ceylon, Thailand and India . The

reason for this variation ié stated .at a ' later

stage.While reporting the data for interest rate , Tun

Wai definés interest rate as "Interest earned during

the year expressed as percentage of advances outstand-—

ing at the end of the year" (Footnote p.2?) . Tun Wai

does not equain why the computation is based on the

loan outétanding at the end of the year anq not at the

beginning of the year.The regional variation, mentioned

above is partly due to differences in demand condi—

tions and partly dué to differences in the supply of

funds. The level of interest r;te is also influeqéed

by the presence of organised credit institution . He

states that the rates tend to be low if organised money
markets are present.

Next, he 'discusses, the determination of
real interest rate in organised money market, ie, the
real rate at which the organised credit markets 1lend
money. However, this as we explained earlier will not
be discussed here.

The weighted average rate of interest

charged by both institutional and non institutional

O -

——— e,

sources in the unorganised money market depends upon
— T ;

the relative importance of the two sources and the

averade rates charged by each source.
The next aspect that Tun Wai discusses is

the structure of interest rate . He says that non
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institutional sources vary from region and this varia-
tion is due to the differences in the accessibility of

rural areas to an organised money market.

He also claims that the interest rates in
unorganised money markets Qary with the size of the
loan , being generally low as the loan gets larger .
This c¢laim has been substantiated with data from vgr—
ious underdeveloﬁed countries.

Tun Wai also notes: " The structure of rates
in the unorganisep money markets in under developed
countries , however., differs from that of +the orga-
nised money markets in both developed and‘ under de-
veloped countries in so far as the short term rates

-charged by credit institutions seem to be higher than
the long term rate". (p.104) The next paragraph begins
with the statement ° The rates charged by money lenders
follow similar patterns". (p.104) . The two statements
are contradictory because in the earlier statement ' it
is seen that the credit institutions differ from the
unorganized money market because the former chérges
high interest rate on short te;m loans but the next
statement suggest that the money lenders alsa charge
hiéh interest rates on short term loans .One is not
clear why Tun Wai states that the structure of interest
rate in the unorganised money market differs from the

structure in the organised money market. Tun Wai



gives the reason why there is high rates. of interest on
short term loan in the organised sector. He claims that
it i;’ partly because of government policy and partly
because the cﬁllateral offered for loﬁj'term loans is
agricultural land which is much superior to the col-
lateral used for short térm loans namely cattle , crops
etc. He also gives the reason why there is higher rates
on short duration loans in the unorganised sector. He
says it is partly due to the same reason given for the
high interest on short term loans of the credit
institution and partly due to the reason that money
lenders find it difficult to find new lenders and hence
there is a chance of funds lying idle . However,he doe
not give any data to support the existence of idle cash
with the money lenders.

The author then examines .the effect of
seasonal and cyeclical fluctuation on the interest

rate . He assumes that there should be no seasonal

fluctuations in the unorganised rural money market as
—_— o

in the organised money market because most of the

borrowing and lending is for short term production
" h e e rwmea— e i

purpose which takes place in one season of the year. He

——

also assumes fhat”the quantity borfowed before the
beginning of the agricultural season should be suffi-
cient for the entire period.But Tun Wai states that
for the market’as a whole there may be some seasonality
in the rate of interest because some farmers borrow at

-~ -
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high rates of interest just.before harvest. This season—
ality however, is nat induced by a expansion in demand

at the busy season but aF a time when demand is small.

The interest rates are high because of lack of funds

and the credit standing of the borrowers is much below

the average. It is obviugs that the author has not been

clear about the problem of seasonality . We _shall

discuss this at a later stage.

The cyclical fluctuation in the rate of
interest in the unorganised money market is opposite in
nature when compared to the cyclical fluctuation in
the interest rate in organised money market. In the
case of unorganised sector, during the upswing of a
business cycle and when the prices of agricultural
products are rising , land values also tend to rise.
In such a situation the value of the collateral that
the farmer can offer increases and this will enable
the money lender to increase the supply of loanable
funds at the usual rate of interest . Since interest
rate tends to be low fpr the loans with collaterals,the
weighted average rage interest paid by agriculturists
as a whole tends to fall. In the organised money market
s on the other hand , the interest rate goes up with
.a, boom. These arguments are substantiated by examples
of Burma and Ceylon. He also observed that the weighted
average rate of interest is seen to rise whenever

there is a crop failure. He also assumes that long run
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trend in the interest rates in the unorganised money
market would be downward. ﬁut he has no evidence to
support this assumption nor does he specify whether it
is nominal or real interest rate.

The next aspect that Tun Wai eiamines is
the cause of high rate 6f interest in the unorganised
sector. He says that the theory which says that inter—
est rate is conventionally fixed as high is not ade-
quate becausé the theory doesnot say why the custom of
high rates was developed.

One of the causes, according to him , is
the large demand in relation to supply . The demand for
fund is large because the average borrower in an unor—
ganised money market has a very low income and there-

fore has no surplus funds to finance his business

operations .0On the supply side there is general

shortage of capital in under developed countries and
an inédequate level of domestic savings.

Another cause is the institutional
factor . A number-of institutional factors play impor-—
tant role in pushing the interest rate upward. The
size of the loan is usually small and thus the fixed
handling chérges are relatively high. Tun Wai does not
explain what these handling charges are, but we can
assume that it is the overhead cost like s the ac—
count books, accountants,etc. ,that the money ' lender

has to maintain in order to run his business. Yet
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another factor that causes high interest rate is the
rate of default which tends to be large in unorga-—

nised money markets. Default is due to fluctuations in

prices and income derived from agricultural produéts,

which reduces the ability of agriculturists to repay

debt. .

Another factor causing high inferest rate
is inflation. The lender , in order to guard against
the possible loss of purchasing power when the loans
are repaid , would ask the borrower to pay higher
interest rate to offset the inflatiogary rate . Howev-—
er, Tun Wai does Bot say anything about the loans in-
kind and inflatiog;ry pressures. Both the supply fac-—-
tors and demand factors have to be taken into account
while one discusses high rates_of interest in the rural
areas. Tun Wai wanted to know which of these two is
more important in determining the rural interest rate.
In order to arrive at some conclusion he constructed
two hypothetical tables, one focusing attention on
demand and the other on supply. In the first table ,
the estimates of interest rates that lenders would have

to charge to compensate for various levels of default

is presented. How, he arrives at these figures is not

discussed.

On the demand side, he shows the rates of

interest which the farmers are willing to pay if they

take no account of interest earned on their own capital

62



and consider only thgnecessity of obtaining borrowed
capital to finance their total agricultufal operations.
The interest rate which the borrower is willing to pay
is calculated on the assumption that he is willing. to
pay the 1lender as interest the full product of the
total capital( that is'the\borrowed money plus his own
capital) .

The situations on the demand and supply side
are then combared by Tun Wai . He comes to the conclu-
sibn that high interest rates in. the unorganised
money market are due to more to excessive demand than
to premium to ensure lenders against the risk of
default. After h;;ing discussed the causes of high
interest rates, he concludes tha£ the urgent and ine—
lastic demand of borrower for loans and the absence of
alternative sources of credit are the principal factors
that enable 6oney lenders’ to extract very high rates. of
interest . '

As we shall see later , Tun Wai's article set
a trend in the thinking in the field of rural interest
rate . Though it highlighted some of the aspects, all
his assumptions are not consistent with reality . A
brief critique of his article is given below.

Though  Tun Wai emphagized much on the

limited supply of funds in the rural areas s as a cause

of high interest rate , he did not consider the monopo-

ly power of the village money lenders in determining
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the rate vainterest. This omission is serious esﬁe—
Fially when he assumes,;hat flow of fund from one
region to another is limited. This implies that the
village money lender is well protected from competition
from without.

B A related problem on which he was silent
was, the reason why there was no flow of fund from
urban to rural areas, even though thé interest rates
in rural areas are high due to high demand.

2 Though Tun Wai enumerates a number of admin-—

istration charges that the lender faces , he did not
\

‘say what percentage of rural interest rate constituted
by these charges.. Moreover, he says that administra-—
tion charges per unit of loan decreases when the size
of loan increases. Buf he did not consider whether
there is an accompanying increase in risk in lending
large volumes of loans.

We have seen that Tun Wai has defined inter-
est as that which is earned during the year expressed
as percentage of advances outstanding at he end of the
year. He has not explained why the loan outstanding at
the end of theyear as the denominator . It should be in
fact based on the loan extended at the beginning of the
year . However, thg expression is not clear to the
réader. N

The author also says that interest on short

term loans are high and on long term loans low. If the
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loans are given for short term, the lender takes less
risk because the predictability of the repayability Df.
the borrower gets smaller and smaller as the duration

of loan increases . This is not considered in his

analysis. Moreover,Tun Wai says that the problem of

idle cash causes high interest on short term loans. if

the village is perennially short of funds, as he him—

self claimed, the interest elasticity of demand for

loans with respect to interest rate may be high and in

such a case the lender can lower the interest rates a

little and lend out all his money without keeping his

funds idle.

While analyzing the seasonal fluctuations
interest rate Tun Wai assumes tﬁat loans are for pro—
duction purpose and therefore there would not be any
seasonal fluctuations . This is because production
loans are taken at one season of the vyear only; He
seems to ignore the huge debt that farmers incur for
consumption purpose.

Dealing with the problem of cyclical fluc-—-
tuation s Tun Wai asserts that during a boom period
that interest rate will come down because of an in-—
crease in supply of funds. However, he does .not say
from where exactly these funds would come. He says
that the idle cash that was not léaned out would ~ be
given out .Is it an unlimited supply? Surely it can not

be . Otherwise he himself would not have admitted that
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high demand coupled with scarcity of and causgs high
interest rate in rural areas .. Yet another ;elated

factor is the increase in ;ost of production during a

boom period . If costs of praductian also' increases,

one cannot say a priori that interest rate will come

down. Demand for loans will increase and this may push

the interest rate up.

While constructing the hypothetical tables
to show the inte;est rate both from demand lside and
supply side , Tu Wai has not explained in detail how
he arrived at fhese figure. He assumes that the farmer
who borrows for production purpose, gives the lender
311. the produce ~in the form of interest and loan
repayment. This formulation appears to be highly un-
realistic because the farmers in that case will not
produce at all . Moreové?, ﬁgw\he measured the produc-—
tivity of capital , is not explained.

As we have mentioned earlier Tun Wai’'s study
paved the'way for further theoretical analysis ,though
his study itself had may shortcomings. We shall see

below how his ideas were further developed.

Anthony Bottomley

Bottomley (1963a) ,(1963b),(1§b4a) » (1964b)
has analyzed the rural interest rate formation in
great detail. He discussed the premium of risk asw a
determinant of rural interest rate, the cost of admin-

istering loans in rural areas, the opportunity cost of
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capital in the rural areas and the moﬁopoly profit as a
determinant of rural interQS; rate in the above
articles.He synthesized his arguments in Bottomley
(1264c) and'we shall discuss only this article here.

Bottomley takes for granted that a miCﬁ?—
.echDmicA analysis would be apt for the analysis of
ruralr interest rate formation. He assumes that  the
money.lender will either be an imperfect competitor or
an outright monopolist. The demand curve the money
lender faces will be downward gloping from left to
right, W?ED';be_xgitical axis showing the interest rate
and thef/wa\rti’c._a:@the amount loaned.

Bottomley then 1looks at the cost side. The
money lender will have an average coét curve, which
indicates +the unit cost of lending. The money lender
will lendaf a point where his marginal cost of 1lending
and the marginal revenue from his loans are equal -
Given the demand for credit this will be optimal volume
of lending which will maximise his net " returns. The
discussion of interest rate determination‘takes one to
the costs that will have to be covered by the interest
rates that the money lender gets. These are
1) the unit opportunity cost of money
2) an administration/cﬁarge on each unit loaned
3) the wunit premium for risk
4) an element of monopoly profit ( if the interest

charges exceed the sum of the above three cost)

N~
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Bottomley discusses the forces that determine the size
of these cumponents,in this article.

While discussing the npportunity cost of
money lender’s money,Bottomley Sayslthat the lender may
have two competing outlets for his funds. The first is
to find alternative investment rather than lending it
to farmers and the other is to satisfy his own demand
for liquidity . He argues that if competitive‘situa£ion
prevails,apart from the money lending within the vil-
lage then the return from the alternative investment
should be forced down to equality with the rate of
return on investments without either risk or admininis—
tration cost such'as government bonds( This he says,
appears to have happeﬁéd in india ) Bottoﬁley does not
give any reason for this but we can suppose this hap-
pens, 1if alternative investments of the money lender
yields a higher return than the government bonds, more
and more investments will take place in that particular
alternative and the rate of return will tend to fall.
There »will be a crowding in until .the return on it
equals the return on government bonds. He says mone-—
tary authority can not reduce this purelfaté of inter—
est . Why he calls it a pure rate of interest is not
explained in the article.The reason why monetary policy
can not reduce the interest rate is because, an >in—
crease in money supply may raise the going interest

rate . This is because there may not be excess capacity
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in agriculture and industry in the underdeveloped
" countries to expand prodyction and therefore a gener-—

al increase in price level will enshe. A higher price‘

level will induce the interest rates to go up because

the loss of purchasing power of the loaned money due to

inflation is compensated by the higher interest rate.

Bottomley suégests a fiscal measure which may

enable the reduction of the opportunity cost of th%
money lender’s cash. This, he says, is because of .the

following reason. Tbe'money lender’'s money lies idle_
for some duration during the year, because the loans

are generally of short duration. If short term govern-—

ment loans are méhe availabie the money lender can

earn interest during the idle period. He also suggests

that if farmers are induced to diversify thelir cropping

pattern , the demand for credit may be spread through

out the year. Moreover , diversification also may

reduce variation in income and thus reduce risk of

default.

Concefning the liquidity preference of
the lender Bottomley says that parting with liquidity
may be more painful to the lender than the return he
will get in the férm of the going rate of return on
outside investment. Fhis is true when the lender has
slénder reserves or 1if he méets a sudden increase’ in

the demand for his funds, say because of harvest

failure. Here Bottomley is not very clear whether the
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demand is own demand or demand from thé other farmers.
Bottomley suggests that by enabling the
money lender to have access to the institutionalized
or urban/ money maﬁkets,\the elasticity’of supply of
loans by the rural money lenders with respect to the
rate of interest‘ will increase.
The nex£ component that constitute the.

rural intefest rate is administration cost on loans .
Bottomley argues tﬂat the moneylenders in rural areas
are likely to be under employed as money lenders énd
therefore the unit cost of administering loan is
high .If he has to remain in business the per “unit
cost of administerfhg loan has to be high. Administra-—
tion costs pér unit can be reduced by spreading thecost
over larger volume of~1ending. Thié can be understéod
better if we follow he following three approaches, .

Firstly , more individual 1loans will
reduce the per unit cost of transaction of each loan.
If the borrowers borrow more often , the per unit
administration cost will go down.

Secondly , if loans are made in large vol-

umes, then the cost of administering each unit will be

reduced.

Thirdly ,1f the farmers are made to borrow
for long periods instead of short periods the admin-—
istration cost_ on loan will decrease. This is true

especially when the money lender is fully employed.
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However , Bottomley does not elaborate on this aspect.,
It is quite unclear from his presentation how the
borrowers can be inducedy£o borrow.fur longer period
especially when repéyment is related to harvesting
which takes place at a particular season, a short
period aféer borrowing.Moreaover, how duration of I;an
and administration coéts are related is also not ex—
plained in the article.

The third component of rural interest rate
is the premium for risk‘. He cléims, "Risk «charges
taken with unit administration costs, are largely
responsible for high interest rates in underdeveloped
countries "(p.380).” However, he does not say which one
is more important in rural interest rate formation. He
argues that‘a reduction in the risk premium 1is neces—
sary to reduce rural interest rates. To understand
this ,one has to discuss the situation of secured and
unsecured loans. Whenever a loan is secured the premium
for risk will move inversely with the market value of
the ’collateral against which i£ is made .Also,if the
market for the collateral against which it is made ,1is
rendered more liquid, this will bring down the risk
premium. Wider markets and few socigl and 1legal re-
striction on the sale of collateral are necessary for

{
the reduction in the risk premium \ .
When there are no security to offer,

the loans are made against the verbal promise of the
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farmer to repay. Social forces work in favour of the
money lenders so that they have a hold over the borrow—
ers and this insures repa?ﬁent.

Bottomley says, "Any solution to @ the
problem of reducing th premium for risk will therefore
hinge upon increaées in the value of the farmer’'s
collateral assetsy ie, on over all economic grawth,
includiﬁg the betterment of the social M legal and
market conditions in which this collateral can be
spld"(p.381). Whenever the lender has a hold over his
clients, the risk premium can be reduced by ensuring a
stabilised income of the borrower.which will in turn
ensure rebayment. . .

The last component of the rural interest
rate is the monopoly profits. Bottomley states that
though there is a common belief that monopoly profit is
the main cause for high interest rage, in actuality, it
may not account for more than a negligible proportion
of the rates which the cultivators will have to pay.

The reduction in rural interest rate is
closely associated‘ with the reduction in the money
opportunity cost , administration cost and. risk
premium . This will require the augmentation and proper
certification of the farmer’'s collaterals. This will
enable the farmers fo approach the organised sector
with better collaterals and this will reduce the monopo-—

! .
ly power of the rural money lender. As competition
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increase , the less efficient moﬁey lenders will have
to leave the business. This will increase the market
share of the remaining hoﬁey lenders and therefore
administration cost per unit of loan given will be
reduced. When the collaterals ave reliable , the risk
premium will also.get reduced.
Bottomley’'s °~ article has comprehensively
~explained all the four components of rural interest
rate. By distinguishing each factor from the40ther s
the relative importance of each factor shown and the
measures that could be taken'to reduce therural rate of
interest thus became obvious . Bottomley’'s article
however, has a faw shortcomings which are discussed
below.
We had seen that Tun Wai hypothesized a down—
ward trend in rural interest rate in the long run .
Bottomley says that the rural interest rate will go
Aup with an increase in money supply. There has been
increase in money supply in India during thelast few
)decades in which case rural interest rate should have'
gone up but this result would be contrary to the hy—
pothesis that Tun Wai made . Since Bottomley does not
provide any data to support his claim we do not know
whether the real interest rate would have a downward

trend or upward trend. Bottomley does not specify

whether it is the real interest rate that will rise

with increase in money supply or the nominal interest
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rate.

A praoblem emerges while one discusses the

\opportunity cost of the lender’s money . Bottumley
j

,.\ . .
‘equates it with the return on government bonds. The

question that arises in the mind of the Feader is: how

pure is the pure rate of interest which Bottomley. is
,_\_,,——"/”w T e

talking about 7?2 Couldn’'t these returns on "bonds be
/\——//,._-—— ST = o e e e e e T TS

\

ladministered or distorted. The shadow price for the

, lender’'s money can be looked at in a different manner
kas follows. in under developed economy , capital scar-—
city is acute and the marginal productiviﬁy of capital
tends to be hiéh.The opportunity cost of capital can be
best unders tood as the return on capital in agricul-
ture in the rural areas. This is all the more true
\when the money lender himself has a farm and he would
get a higher return on his cépital if he had invested
it on his farm other than lending it out, or investing
&n government bonds.
~While considering the administration . cost
sBottomley assumes that larger volume of loan will
reduce the per unit administration cost. But the accom-
panying . increase in risk , as we have explained  r==-
Sicomo earlier, is overlooked by the author.
Yet another aspect is that, if the money lenders are
cultivators, and if they lend money to their labourers,

or tenants , the administration of loans will not be ¢

major preoccupation for the money lender. So adminis-
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tration cost in general will be negligible. In rgality.
most of the money lenders, link their lending activity
with other activities 1like, trade, cultivation etc., so
that administration will not be a major prablem to the
lender. In this case , administration as component of
rural interest rate will be very insignificant and
this wili be contrary to the claim made by Bottom—
ley.

While analysing the risk premium, the discus-—
sion was centered around secured and unsecured loans .
If the loans are secured the problem of risk does not
arise unless the security is non marketable .The lender
would not have accepted a non marketable collateral as
security in the first place. Moreover, when the lend-—
ers have hold over their clients, repayment is
assured . So unsecured loans also do not have a
risk. Then >h0w does the question of risk premium
arise? A very closely related question is-this: if the
loan' is secured and suppose the borrower’s actual
income falls below the expected inéome, in which case
the borrower is forced to surrender his collateral to
the lender, In much a situation, it is the borrower who
takes the risk and nof the lender. The borrower takes a
risk of losing his collateral,which may be the land on
which he depends for his livelihood.

While discussing the monopoly profit

Bottomley assumes that monopoly profit may be a very
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negligible component in relation to other components
of rural interest rate. This a highly debatable ques-—
tion. With 1limited flow of funds from outside the
viliage and with very few farmers with surplus
products , it is quite natural that the money lenders
gain some monopoly power. Moreover, Bottomley himself
admits that the lender has certain hold over the
borrowers.This also will give rise to certain amount of
imperfection in the rural money market because free
movementofborrowers from one lender -to another 1is re—
stricted. The risk iﬂvolved in lending to persons

who are unknown and who foer.securities that are not
readily marketable, prevent new entrants into the rural
money ’lending business. Thié also add to the monopoly
power of the lenders.

However, it has to be mentioned here that
maonopoly may not be the real situation in any village
but certain amount U of imperfecFiDn may prevail in-
stead. This will enable the lender to charge a rate
more than that which covers lending cost.

Bottomley , while analysing th components
of interest rate, took each component Separately -
This procedure may not give a correct picture 6f the
scenario. Most of these .components are interrelated .
For instance, the more time that a money lender spends
in administering the loan sie., pursuing the burrowérs,

and giving them reminders, the less may be the rate of
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default. Therefore  risk p%emium and administration
costs should be negatively correlated. If volume of
loan is increased, the per unit cost of administering
loan will be reduced. But as‘we have seen already the
risk that the lender takes by lending large volume may
increase. We can not say , that the risk will neces—
sarily increase because those who borrow large‘ loans
may have greater security to offef -However , one may
postulate that administration cost and risk premium may
be negativély or positively correlated . All hhat we
want to show here is that the explanatory variables
may be correlated and each of these variable should
not be taken in isolation .

Now 1let us look at the problem of monopo-
ly power of tﬁe lender and the interest rate. Suppose
the money lender is a monopolist and charge extraordi-—
narily high interest rate. This may induce default
and therefore risk premium and monopoly profit should
be positively correlatgd. I¢€ ‘we assume that the hold
of the lender on the borrowers is the source of monop-—
oly power , the question of risk premium does not afise
at all .

What we see here is a series of interrela-
tions . One can not say a priori which of these compo-—
DEﬁts has more weight in deterhining the interest

rate.lLooking at each component in isolation s therefore

will not give us comprehensive picture of rural inter-—
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est rate.
Chandarvarkar
Chandarvarkar (1963) could _ not digest
the claim of Bottomley that monopoly profit is only a
negligible component of rural interest rate. Armored
with data from India , he decided to fight it out . He
argues that Bottomley gave too much importance to
administration cost and premium for risk in the forma-
tion of rural interest rate . He states that elements
of monopoly and olggopoly in the lending‘bgsiﬁess may
be even more important explanation for high 1interest
rate than the factors that Bottaomley pointed out.
Chandarvarkar basea his arguments on the
data from India , provided by the All India Rural
Credit Survey (1957). He says that the density of
money lenders as a professional class is very low and
as such highly conducive to monopoly . He says that
11.57 of the Indian villageé » there is pure monopoly
whereas in other villages there was a situation of
oligopoly.This conclusion was reached by looking at
the number of resident money lenders in the village. He
says,"The category with four aor more resident muhey
lenders which may be regarded as the nearest to being
competitive amongst all the five groups accounts for
only 10.37Z " (p.322) . He has classified the Villageé

into five groups according to the number of resident

money lenders. He has also observed that 64% of the



villages do not have resident lenders. He believes
that the socio- economic structure of rural society in
India prevents competit;on.

Chandarvarkar also states that in addi-—
tion to the fewness in relation to the number of.
actual and potenfial borrowers, the money lender is
well placed to function as a monopolist , beéause,he is
not purely a money lender but combines a number of
other activities. The money lender may also be a busi-
nessman,middleman '0r a landlord who controls the
" borrower in some other respects other than as creditor.
This combination of occupation naturally implies that
the lenders’ pure rates of interest must necessarily be
higher than the transfer earnings Dfihis capital in
alternative uses. The non specialised character is
substantiated by the evidence from India . The money
lender can not only over-price the produce of loan
but also under price the produce fo the cultivator
borrower, if the former ié also a trader in agricultur-
al produce.

thandarvarkar says " The limited loanable funds
under monopolistic or oligopolistic coﬁtrol in conjunc~—
tion with the fiercely competitive demand for credit,
creates an environment ideal for a highly discriminat—
ing monopoly” (p 324) . However, Chandarvarkar does
not explain, how the above mentioned factor influence

the discriminatory power of the lender, nor does he



explain whether- only these factors would be sufficient
to create an environment for discriminatory monopoly.
Chandarvarkar , also>states some of the
aspects ‘that Bottomley highlighted.He says that the
borrower in rural area tend to develop customary and
traditional dependencé on particular money lenders.

This enables the money lender to charge a high interest

rate. "The unequal economic capacity. means unequal
bargaining power between lenders and borrowers™(
pP-324) . This inequality also enables the lenders to

charge a High rate of interest on the loans made to
their clients. The wide gap between risk and actual
interest charge 1is largely explained by the monopoly
profit of the money lender.

The multiplicity of customer rates of inter-
est 1individually negotiated with each borrower indi-
cates the existence of discriminating monopoly in the
rural money market. Due to lack of interaction between
different segments of the rural money market, there
may arise a random cluster éf interest rates. Howev-
er, he does not explain what this ranaom cluster of
linterest rate is. Chandarvarkar concludes that the
monopoly profit may exceed the sum of other components
namely risk and liquidity premia and administrative
charges. .

Chandarvarkar observed that in 11.5 % of

the Indian villages there is only one resideﬁt money



lender each. But this dos not imply monopoly power in
money lending. There may be mongy lender§ from neigh—
bouring villages who lend to the village under consid-
eration. So mere numbar of lénders in village nead not
be an indication of monopoly . Moreover , Chandarvarkar
himself admits that personal ties enable the lender to
charge discriminatory rates. Sb jndirectly he admits
that it is not the‘number-alone that gives monppoly

powef to the lender. He has also shown that 64% of

the villages did not have resident money lenders. This

does not meag that there 1is no 1lending in the
vill#ges,. So Chandarvarkar’'s reliance on tHe number of
villagés for the determination of monopoly power is not
quite realistic . He has also not thought that money
lenders would not have admitted that they are lenders.
Moreover, his claim that‘monopoly profit maﬁ exceed the
sum of other components namely risk and liquidity
premia and administrative charges, substantiated nei-

ther by logical reasoning nor by data.

Charles Nisbet

Nisbet(1967) tries to test the hypothesis
that the high rural interest rates are largely due to
rural lender’s semi—donopolistic position, through _an
empirical study. In his article he shows that 1) there
exists an informal credit market in rural Chile 2)

informal lenders can be classified according to their
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motives of lending into two basic types: commercial and
non-commercial (the former -consists of money lenders ,
store keepers etc. and the latter consists of friends ,
neighbors ete) 3) informal commercial lenders exhort
usurious 7real interest rates and the non -commercial
lenders lend at a negative real interest rates 4) there
is 1little or no competition among 1lenders and high
interest on commercial 10an§ are due in large part to
imperfect competition. .
In the first section of his article Sisbet

" shows the statistical evidence for the existence of
informal money market in rural Chile and he explains
.the nature of this market . He also shows in this
section the characteristics of the various lending
agencies . QOur interest here is to see how imperfection‘
in rural market affects the interest rate and there-
fore, the first section will not be discuséed here.

| In the second section Nisbet examines the
differentiation of iﬁterest rate among various kinds of
lenders. He presents statistical evidence to show that
interest rates vary from lender to lender. He classi-
fied the 1lenders into two groups: the informal non
commercial lenders and the informal commercial 1lend-
ers. The data shows that non commercial lenders charge
low real interest rate when compared with the hiéh
interest rates of informal commercial 1lenders.This

difference in interest rate exist because the former
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group does not iend for the purpose of recelving a
satisfactory return on loan capital while the latter
group lends primarily for this reason. However, HNisbet
does not say what this satisfactory returh is
In the next section , loans in kind and

loans in cash are discussed. Nisbet presents the var-
ious kinds'of loan arrangements like, lending in cash
and repaymeﬂt in cash and lending in kind and repaying
in kind. He says that lending in kind takes place
because of the following reasons.

1) lack of well organised markets for goods

2) inflationary trends prevents lenders from holding
cash i

3) if no interest is charged , the lenders do not
want to be 1osefs because of inflation.

Nisbet also says that there are a number of
hidden charges which would increase the effective rate
of interest charged if they are properly accounted.
Some of the hidden practices are given below.

1) The lender requires that the borrower pays

a premium for the privilege of receiving a credit
The premium is usually deducted from the loan but the
interest‘will have t6 be paid on the amount inclusive
of the premium. i
2) Lending in form of cheque that must ‘be
passed bn to a third party to be céshed fér an

additional charge when borrower has no accounts in the



banks

3) Demanding repgyhent in kind even though
the loan was given in cash and undervaluing the com-
modity received from the borrower. . '

4) Demanding labour services . for the favour of
giving a loan .This occurs when the 1oan-is‘given by a
landowner to his tenants or to a a share cropper.
This way some landowners (Nisbet calls them patrones)
escape from negative interest rate ie, if the loan is
given free of interest.

5) Giving no reéeipts so that borrower can be
required to pay more than the original amount. This is
mainly because thelﬁorrowers are ignorant and many can
not read and write.

In the next section Nisbet gives an account
of the size , terms and purposes of loans. He says that
informal credit market loans were small relative to the
loans taken from the commercial banks in the formal
sector. The term for which a loan is taken in the
informal market is longer in relation to the loans
taken in the formal sector.He also examines the
alleged purpose of the 1loans. He found in the empiri-
cal work that half of the loans were taken for consump-
tion purpose. He sub§tantiates the ' above characteris-
tics of loans , with data from rural Chile and as ~we
mentioned earlier we shall not present them here.

In the next section Nisbet 1looks at the
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structure of the informal credit market in an attempt
to identify factors responsible for the high rates .He
discusses the following aséects.

1) number of lenders.

2) lenders’ and borrower’'s’ degree of

knowledge of the market

3) lenders degree of market control

4) form of compefition among lenders.

1 Nisbet examined the kinds of lenders in
rural Chile and their effective geographical =zone of
operation. He found that. the number of informal com-
mercial lenders within a rural area ranged from zero to
. seven with a mean of two lenders .He comes to the
conclusion that there is imperfection in the money
markgt , imperfection ranging from monopoly to duopo-
ly to oligopoly.

2)The rural credit market areas are so small
that the money lender cum store-keeper has intimate
knowledge of the farmer’s circumstances. He knows
the size of the borrower’s farm, the number of
animals the borrower has and the output of the farm in
the previous year. ‘

The borrowers on the other hand were ignorant
of the terms and conditions offered.They wére also
unaware of the other informal markets.This enables the

lenders to exploit the borrowers.

Though WNisbet has spoken about the rural 1loan
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market he‘has not explained herehow these markets are
.demarcated.One doe not know whether these markets are
demarcated by geographic&l area or whether they are
markets within a geographical area but differ in‘ their
characteristics.

3) 1lenders in rural Chile appear to have
various control over the borrowers.The borrowers can
not shift from one lender to another 'and they can
not sell their products to outside traders because of
these controls .Moreover, since some of the lenders
hold important positions in the sbciety they can use
socio -economic sanctions to oppress the borrowers.
. These factors also-enable the lenders to extract more
interest from the borrowers. , .

4)Nisbet states that no active competition
exist between commercial and non commercial lenders in
the informal credit market . However , Nisbet does not
state the basis for such a claim .Nor does he say why
he says "no active competition exists” between these
two groups. His statement implies that there may be
non-active (passive )competition among these two
groups. ‘

The next step that Nisbet takes is to examine
whether competition existed among money lenders 5,
among village storeé and competition. between money

lenders and village Stores.

With statistical evidence ,Nisbet shows that:the
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. borrowers did not shift from lender to lender because
of interest rate competition .The market share of each
lender is seen to be given. He says that there are
three reasons why money lenders operate in a small
scale and ' do not compete with each other. 1) the money
lenders do not have detailed knowledge of a broad
market so their business demands a small scale opera-
tion. 2) the lending sctivity being illegal, the ' lend-
ers do not want to have any encounter with authority 3)
the money lenders haye very limited reserves to extend
loans in large scale.

He observéd that there has been no price competi-
- tion among village stores but considerable evidence of
uniform pricing within any given village. He also
observed that 1in some regions, the store owners fi-
nance each other at lower rate of interest than they
lend to farmers. He says the store keepers are 1legal
while'the money lenders are and these two have differ-
ent market areas.So they act as market sharing duopo-
lists rather than as competitors.

In his concluding pgragraphs he suggests various
measurés to reduce the interest rates but they will not
be discussed.here since it is beyond the scope of our
study.

Nisbet’s study was primarily ehpirical but it is
of significance here because it has answered some of

the problems raised by Tun Hai‘,Bottomley and Chandar-
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varkar. He h%s shown the 1level of imperfection in
rural Chile s ctedit market and its impact en interest.
rate formation . Some of the short comings of his
article are discussed below.

Nisbet shows that the borrowers did not
shift from lender to lender due to interest rate
competition . This statement is superfluous once he
assumes that the lender has various control over the
borrowers which prevent them from changing the lender.
Moreover, the statement does not say clearly whether
there 1is competition or not . If the interest rates
were same for all lenders, there is more scope for
competition. A shift from one lender to another does
not mean either interest rate equality or
inequali;y.novement from one lender to another could be
because of other reasons like terms of repaymen£,
duration of loan ,size of loans etec.

He argues that the money lenders did not
operete on large scale because of lack of detailed
knowledge of a broad market. The term ‘broad market -
is not clear to reader especially when he has stated
that monopoly power of the lender is strengthened by
his personai knowledge of the borrower’s income, ex-
penditure etc. The money lenders do have broad knowl-
edge of the market conditions. We are not sure whetﬁef
he means the administrative knowledge of the lender or

the market forces.
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Nisbet has shown that imperfect market
exists in rural Chile .But he has not .shown' the
relationship between imperfection and intgrest rate. -
This was one of the objectivés of his_ article.What
percentage of interest rate is attributable to imper-
fection is left to the imagination of the reader.

Nisbet , while_calculafing the interest
rate has removed the inflationary rate, to get the
real interest rate.He himself admits that inflationary
trend prevails in Chile. He does not say what perceﬁt
of rural nominal interest rate is to guard against
the risk of inflation .‘If inflationary rate is 82%l
;a8 he himself st@ted in he article,this should be
included in the nominal interest rate.

Millard Long

Long(1968) takes up .the problem of monopoly

condition in loan transacti;n in rural areas .In his
article ,he uses the term monopoly to describe any
markets that are less than competitive.He argueé‘ that
for monopolistic prices and profit to be 3 maintained
in a credit market for any length of time, three
conditions must prevail. They are

1) the number of creditors from whom the debtor can
borrow must be small.

Z2) existing lenders must be able to protect them-
selves from the competition of new entrants into Lhe

market and
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3) the lenders must have control not only over cash
loans but over other forms of credits which might be
suobstituted for cash borrowing.

In the first section of his artiele he analyées
these conditions and in the second section he dis-
cusses the influence of these factors on the rate of
interest.

1) Number of firms

Interest rate that arises out of an imperfec-
tion in market can exist if.there are only a few
lenders .He criticises Chandarvarkar’s conclusions
about the monopolistic nature of Indian money market
He states that the 1atter’é conclusions are misleading
because aecbrding to Chandarvrkar s observation 64% of
the villages did not have money lenders . Long , there-
fore asks, whether this means no lending takes place
in these villaées or not. He says that the farmers in
such villages borrowed from outside the village .Howev-
er, it should be mentioned here that Chandarvarkar
stated that there were ﬁo resident money lenders in 64%
of the villages and thus he did not deny borrowing and
lending in these village. Lbng’s criticism thefefore s
is a misguided one.

Long argue that the figures of total lenders
in an area understates the degree of concentration

for,seldom would a borrower have access to all lenders,

The lesser accessibility of the borrower to a 1lend-
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er, greater will be fhe ‘concentration of monopoly
power .Moreover, if one takes only the cash credit, the
number of lenders would be small . He suggests that
lending in kind also should be taken ' into considera-
tion. | .

. It would be noted here that, Long = is ‘statipg
two aspects simultaneously. At one instance he says
that there is “fewness ~ of lenders and at the qther he
says the potehtial lenders are more if lending in kind
is taken into account. Though he does not éay coﬁclu—
sively what situation with regards to the number of
lenders , prevails in the rural market, he states that
when one looks at the number of lenders in the rural
' market, he /she éﬁould.not be looking merely at ﬁhe
'numbef of lenders who lend in cash only but should
look at the number of lenders to whom the farmers have
access and those whb lend in kind.

2) Barriers to entry

Long combines , the problem of barriers to
entry and the .forms of eredit other than cash, under
one headingv. He does not discuss the latter problem
separately in the article. In the first part of this
 secti0n he says that the money lenders do not spécial—
‘ize in lending activity . He argues that ~ merchants
operating as both lenders and middlemen are so common
in the villages of under developed countries that the

unspecialised form of organisation ~ must reflect
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profit advantage. But tﬁis form of organisation is not
to enable them to earn high interest income.Lack of
specialisation can be because of the following reasons;

a) In markets of small size there exists
economies from combining functions.

b) Joint activities reduce the costs and risks
of administering and collecting loans.

c)Some farmers and some merchants may at
times find themselves with reserves due to random
fluctuations . They may find it advantageous to nake
short term loans

d) In areas where cropping is seasonal so is
the demand for credit. In these regions merchants who
" purchase crops éierlikely to have seasonal ‘credit
requirements which ate the reverse in tiﬁe of the
farmers. To keép their capital employed throughout the
vear they may make loans

Long further states other barriers to entry
such as social or religious prohibition against lending
at interest , familiarity may induce farmers to deal
with a particular middleman » coercive measures against
new entrants , costs of obtaining information , and
lack of liquidity of the lender in the short run.

In the next secﬁion Long lists the factors

affecting agricultural interest rates and uses avail—

able data to assess their effect in India and Thailand.

He says that the Indian farmers were paying
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12.3% per annum for the credit , a rate which was 8.9%
higher than then prevailing government bond rate of 3.4
% .He explains this differential in terms of risk;
administrative cost and seasonal factors. He assumes
that the average administrative cost amounted to only
3% rather 12.3% on consumer loans in the U.S. He does
not give ﬁny reason why he chose 3% as administratiﬁn
cost. The éverage risk.of default was taken as 3.3% but
again he does not say what tﬁe basis for his assumption
is. He says both these cost that he assumes are fela—
tively low. He also assumes that the premium to cover
the possibility of deféult and administration costs .
were fixed charges independent of the time fof which
the loans are made . Again‘, he does not providé any
data to substantiate his assumption.

Lopg argueé that the seasonality in both
the demand .and supply for credit causes rates to
fluctuate over the yéar , he also assumes the id%e
cash theorem explained earlier and says that the fear
of loss of income over the idle.cash pushes the inter-
est rate up. With these assumptions long constructed a
schedule of fates that an Indian lender dealing - in
competitive market would charge for loans of various
risks and duration. He also assumes thﬂt all short
term loans would havg low risk of default because of
thé greater accuraqy _ with which lender could predict

the prospects for repayment. By analysing the annual
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interest rate’ and the volume of loans given out in
India in 1951-52 , he concludes that the differential
between agricultural rates and those on government
bonds can be explained By competitive factors and
monopoly power of lenders in‘the agricultural loan
markef was not very great. |

Analysing the data from Thailand he says
that the interest ratés prevailing there were higher
than those in India in 1851-52 he examines the factors
which affected interest ”rate by means of multiple
regression analysis .However , he does not give the
regression equations 1in this article .He aféues that
the Ffactors which did have a significant influence on
interest rates were, the type of lender, the duration
loans the area of the country and whether the loan
was repaid in cash or kind. The factors which did not
show significant influence were, the size of the loan
> the income of fhe borrower , the borrower s total
debts and whether security was given on loan. He says
that the prevalent way of calculating interest on loans
in kind is erroneous because this method does not take
into account the fluctuation in Fhe price of the
commodity. Moreover, transaction costs élso should be
taken into account. Therefore, high interest rates
charged on loans repaid in kind may be a spurious one.

Next , Long observes that there are substan-
tial differences in interest rates among the

major
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areas in Thailand. He gives the following reasons for
this phenomenon.

1) Capital flow is not sufficient to equalise
the rates in various regions.

2) There is more risk in undertaking agricul-
tural activities in some regions because of climatic
conditions.

Long says that the interest rates on agricul-
tural 1loan in Thailand above 60% per annum may still
be consistent with competitive conditioﬁs ;1f these
rates prevail only on short term loans of small size
or on loans with high probability ofA default‘. The
monopolistic excess profit wili be ' insignificant in
‘such cases.He says that usury. laws have adversely
affected farmers because such laws controlled the
supply of credit .He suggest ways in which government
agency can solve the problem of’ scarcity of rural
cgedit .5ince these suggestions are beyond the scope
of this study we shall not discuss them here.

The conclusion that Long arrives at is this:
Interest rate in developing countries is high , possi-
bly because of some monopoly in the credit markets but
primarily because capital is scarce , because farm
1dans are costly to administer , because the uncer-
taintigs of agriculture result in considerable 1loss
through default andfbecause the demand for loan .is

seasonal
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It could be seen that Long’s study corrobo-
rates Bottomley’s c¢laim and opposes Chandarvarkar’s
findings. His formuiations did help in improving the
theoretical base and to emphasise the problem of
scarcity of credit as the source of high interest
rate. This again corrabdrates the claim made by Tun
Wai. However, Long’s analysis has gsome shortcomnings
and they are discussed below.

While discussing. the barriers to entry
Long sates that lack of séécialisation is.a barrier to
entry .Long , however, doesnot explain the 1link be—
tween lack of specialisation and barrier to
entry :Lack of épecialisation'does not necessarily mean

'that new lenders can, not emerge in the rufal market

While discussing the conditions for the contin-
unance . of monopoly Loné has concentrated only on three
conditions . If éource of loan is segregated according
to purpose and if a borrower cén not borrow for con-
sumption purpose from a source which gives loan for
production purpose, there will be isolation of markets
and therefore monopoly may prevail. This aspect has
not been captured by Long.

In‘ the éecond section Long assumes various
rates for administration and risk on which we have
already commented. One factor which deserves a special
attention is his assumption about the fixed nature of

administration and risk charges irrespective 'of the
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peried for which_ the loans are mﬁde.ﬂe have already

seen 1in Bottomley (1865) that the per unit cost of

administration would be lower if the 1loan 1is made

for longer period , in which case the term of the

loan and administration charges are negatively corre—

lated and they are not fixed qharges irrespective of

the term. Moreover, we have also mentioned earlier.
that 1long period loans. have higher risk because , the

lender 1is less sure of the rem&te future income of

the borrower .He can predict the income of the borrow--
er, if the period for prediction is short.

Subrata Ghatak

Ghatak(1976) has‘discussed the interest rate
formation in rural areas in great detail. The first
part of his discussion is mainly a review of 1itera—
ture and therefore it will not be presented here. his
discussion on rural interest rate in case of capital
rationing , risk and uncertainty will be | presénted
here.

According to Ghatak, capital rationing means
that “"the borrower is unablé to get all the capital
funds which he wishes to obtain at going or possible
interest rate“(p.88) . He says that rationing takes
place if the lending agency is sensitive to risk.

Before Wwe proceed further with Ghatak’s
arguments we would take note of a few things. 533&321“_

doe not specify that by rationing he does not mean a
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control of price or quantity by a public aunthority
—— T T T I . [ ——

What a reader has to assume is the limited availabili-
ty of credit to the farmers. He specifies that the
rationing takes place because of the supplier’s sensi-
tiveness to risk. However Ghatak doe not explain
what he means by “possible interest rate’

In the Pext paragraph he explains how ra—
tioning takes place . Capital rationing takes place
from the borrower’'s side if he 1is a risk averter. In
such a case the farmer who bdrrows limits the use of
capital even at a point less than the “"point at which
marginal value productivity of credit is equal to-
marginal cost"(p.BB).;Hhv Ghatak used the term marginal(
value productivity'}nstead of marginal value product igj
not clear.

From the lender s side , credit rationing can
take place if the lender, because of technical ,
technological and price uncertainties restricting his
lending activities.

. It 1is worthwhile to note here that in an
)/earlier paragraph Ghatak stated that rationing takes
lace because the supplier is‘risk averse. In the
preceding two paragraphs we saw fhat Ghatak admits
that rationing can be both from borrowers and lénder's
\Side.‘The statements appear.quite inconsistent.
- After explaining how credit rationing takes

place , Ghatak says why the farmers may be risk
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averters. They may be so because of fear falling in
debt trap orA because of the social stigmas‘ attached
to indebtedness. The 1lenders may be risk averters
because they do not get . additional amount even 1f the
farmers who borrow gain aﬁ extraordinary profit . On
the other hand the lenders will lose if the fafmers
defaunlt.

The optimum. lending of a money lender is

shown in the diagram given below.

1 f

most probable -
(expected)

income

range of outcomes(uncertainfy)

Ghatak measdres the amount of possible
returns on the vertical axis and the fange of out-
comes, i.e., uncertainty of possible ﬁagnitude of 1055 
on the horizontal axis - He does not say in what unit
this» variable is measured i.e., wbéther it\is in per-l
centage or in absolute amount. AP indiéates fhe

opportunity possibility curve -He says that when the
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noney lender lends nothing the prospective return 1is
nil and the chahce of loss is also nil. However,he does
not say what tpe opportunity possibility curve means..
He says that AP starts from point showing that
money lender may have alternative uses for his
money . These may be in the form of déposits in post
office saving bank . Here again we see an inconsist-
,ency. Earlier he states that when the money lender
lends nothing he return is nil. He should have speci-
fied that the return from "“lending” is nil because
the positive intercept shows that even if he does not
_lend to the farmers he has a positive return from
alternative uses of his fund
The AP curve siopes upward because the re-
turns on the unéértain investments are highér thén the
certain alternatives . It should be mentioned here that
thisz need not necessarily be true. The returns from
certain invesfments can be 1lower than the return on
deposits in , say , post office saving bank. The logic
behind the curve is that investments in riskyl assets
have higher risk and higher expected returns. Unless
the expected returns are higher than the returns on
certain investment , investors do not take up more and
more risk .Ghatak has not c¢learly explained: these
relations.
Ghatak , then depicts the indifference curve

of the 1lender by I . The curve slopes upward because
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the compensation for taking up greater amount of risk,
has to be 1large. The point at which the “indiffer-
ence . curve is tangent to the‘ AP curve, gives the
equilibrium pint of lending . In the diagram it is
given by point E.

The effect of uncertainty on the interest rate
is explained with the help of the diagram give below.

=
N

1
!
|
, ]
cost and {
1 : \
return of i////’ AL
. ‘ ‘
Y
capital rﬁﬁ - D ? b
| v
L J.____ f\ ________________ >
<y Cpe3
investmnts of funds L

‘The' HVP curve is the expected marginal rate of profit
curve from the money ihvestment of the iender. The
curve slopes downward becéuse of diminishing marginal
returns. The interest r ate is given by ry andv Ghatak
says “let the money lender add a discount (at constant
rate ) in the face of uncertainty - to the interest
rate . This discounted marginal cost of' capital then
becomes ry‘"(p.91)

It should be mentioned here that Ghatak doesnot
say how the r is determined nor does he say why a

-constant rate and not a varying rate is added and how
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this constant rate is obtained.

Ghatak says that thé equilibrium is reached
wheﬂ MVP curve intersects the ry° curve.This is because
, it is at such a pgint that the marginal cost is equal
to marginal revenue In such an eQuilibriuﬂ condition
cy of capital is used. |

When the money lender considers that there is
greater amount of risk involved in grater amount of
lending,' the cost of éapital will be depicted by an

A\
upward sloping curve. In the diagram it is given by r 1.

In such a case the equilibrium lending will be

given by the point OCl instead of OCZ

Ghatak says -ghat if rationing takes place
from the part.of the lenders, and the. borrowers have
not rationed +their use of fundé s the "interest rate
will go up. Where both the ratidning takes place
the chénge in interest rate depends on the extent to
which both the curves shift.

Failure of the,intérest rate to clear the
money market is because of the differences in the
views of lender and borrower about a project . Ghatak
says that the lender may be hesitant to lend for any
project of the borrower because of the following”
reasons,

a) th lender will not know the nafure of the
investment.

b) the borrowers may be dishonest and incom-
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petenf .
¢) the lender will take a more objective view
of the situation

d) the lender views the ioan transaction with
a profit motive whereas the borrower has a persénal
interest apart from profit mdtive.

Some of the reasons given by Ghatak are not
clear begause {c)and {(d) do not tell a reader anything
specific. §f the lender is able to get a high risk
premium , what 1is the relevance of “objective and
dispassionate view of the situation.? Whatever hight be

-

the “interest bf the borrower, it has no relevance
to the lender’s decision, provided the 1lender gets an
interest ..and the loan is remid. It is the ability to
repay that is taken into consideration.

In the next section Ghatak presents a simple
model for determining an equilibrium rural interest

rate in Indian economy.

He postulates the following functional relationship.

R = £(Y)
Y=7F
r = g(y)
r =q}(R)
where, '
R = repayment by the cultivators as percentage
of loan
Y = farmer's income



§ = output of the cultivators

r = rural rate of interest

The second equation'is an identity and there-

fore only three equations and three unknowns are left

for the solution of the system. Chatak also presents a

. ! - " . - . S
disgrammatic representation of these relation. it 1

given below. =4 AR R-$()
Ro
) 74 >
Yo 1‘(’. / “0 Lf
%o
Y= CQ) -
g l
The curve R = £(Y) slopes upward because

Ghatak believes that greater the income, the greater
will be the repayment. This cﬁrve has negative inter-
cept because wheﬂ the income of the farmer 1is zero, he
has to borrow. OB is the subsistence.level of income.
Ghatak argues that the increase in repayment 1is ex-
pected to reduce the probability of default and there-
fore interest rate is negatively correlated wiﬁh repay-—
ment |, ingome and oufput of the farmer . The figuare
above shows that when income rises (falls) repayment
rises (falls) and interest rate -falls (rises) The

equilibrium interest rate achieved when income is YU
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,output is ¥ and repayment is RO

After having stated his theoretical framework,
Ghatak tests his hypotheses empirically using data from
India . He uses simple regression equation in the test
‘of his basic assumptions. With the help of the results
he asserts that his assumptions have been confirmed.
)(As we have mentioned earlier our interest is mainly
to analyse the theoretical mbdel and empirical resdlts
are of less importance here.Therefore the latter  1is
tnot presented here). . ;

Ghatak’s theoretical work has improved theé
‘literature on ruraluindebtedness - This .is pFimarily
because he has introduced the marginal prodﬁctivity of
capifal in combarison with cost of capital. The func-
tional relations were explicitly stated Qnd diagrammat-
ically presented .Though Ghatak has ihtroduced new
concepts, as we already noted earlier, his theorefi—
cal formulations has a number of pitfalls. They are
discussed below. |
" Ghatak assumes that repayment by cultivatbrs as
percentage of 1loan (R) is positively correlated +to
farﬁe;s. incég;.i:w;;; be true that absolute amount of
repayment may be higher with an increase income but
why should the percentage of repayment increase with
an increase;gi£g:;n“i;;;;;EE in income is not clear in
Jthe presenta£i$ﬁ>b& éﬁégék.

Ghatak' also states,”"when income rises, output
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‘rises, repayment rises and interest fallsJ(p.94) .We
‘have aiready seen inbthe preceding paragraph that the
percentage of repayment need not rise with income.
Bezide=z that criticism, one should also look at *3
causal relation thaf Ghatak poétulated. It is not clear
why when income rises 6u£put should rise. It should
Khave been “when output rises income may rise”.
Moreover, by income,if Ghatak meant nominal
income ( Ghatak was not specific about this) interest
rate need not fall with rise in income .As we have seen
already, inflationary rate will have to be incorporat-
‘ed in the nominal inferest rate to compensate for the
iﬁflation and the subseéuent 1os§ of purchasing power
of money. ‘
Ghatak has equated Y and § . He has not given
any explanation for doing so.one can say that Y is
- proportionate to ¥ but one cannot say categorically
that Y=y
In the empiricaljtesting Ghatak used the'data‘
provided by the RBI . One should remember that the
fegression equatigns were fitted to aggregate figures
The interest rates , income, repayment of 1loans etc.
were aggregate figures .As we have seen in the first
chapter, aggregate figures can give us very misleading

result, if they are used for regression anlysis
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Farug Igbal

It has been observed in the preceding analysis
that in the development of literature on th; formation
of interest rate in rural areas ,'the impact of the
development of agricultural activity .on the formation
of interest rate, did not 'get adequate attention.
Ghatak has veered round this point when ﬁe admitted thé
importance of the marginal efficiency of investmenf on
the formation of rural interest rate but he did not
eiaborate how marginal efficiency of investment can be
affeéted by techgological changes. Technological
changes and the spread of institutionalised and subsi-
dise@ credit service have important impact on the
formation of rural interest rate. 1Igbal (1988) has
emphasized the aforementioned variables in the analysis
of rural interest rate. He uses a econometiic nodel fo
establish the interest rate function. We shall discuss
his model below.

In the  first section of his article , he
describes the rural finance market in‘India and in the
next section he discusses the determination of money
lender interest rates.We shall discuss his findings
below.

¥hile discussing the .characteristics of Ind;an
rural finance market, Igbal says that the technical

changes in Indian agriculture over 1960°s and growth of
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govérnment sponsored subsidized credit has several
implications especially in tﬁe case of rural interest
réte formation. He also states that agriculturgl inno-
vations raise production and income risk .What he
neans is that when innovations are introduced vari-
ance of income will be larger. This could happeﬁ
because of the sensitivity of the innovation éo the
timely availability'and proper appliéation of comple-
mentary , inputs - or to the fluctuation in weather. he
says that income may also fall, if the demand for the
produce is inelastic ana subsequengly the price of the
produce falls.

Another characteristic feature of Indian rural
money market is the credit market dualism.He says that
the rural mnoney market consists of official 1lending
agencies and an informal sector. He points out with
the help of data from the National Council of Applied
Economic Research (India) , this dual nature and the

share of each of this sectors in "the rural finance

market _He also shows that small farmers do most of

t - - - - ' -
heir financial business with money lenders who in

turn do most of their business with

(Note: The

small Ffarmer.

statistical details are given in tabular

£ . .
orm. in the article but we are not reproducing them
here

due to the same reason we have given earlieri He
e i i . -

xamines the impact of the formal Sector,on the rural
interest, ip this

article. He does it in the next

log



section.

In the second section , the determinants of
the money lender intefest rates are discussed. Accord-
ing to Idbal R ﬁhe nominal intere§t rate can be ex—
pressed in the form of the following equation.

Rn = Re + Ra + Rp ; Rm
Where, |

Re = opportunity cost of providing loan

Ra = adpinistrative‘cost of handling a loan

Rp = risk premium

Rm = monopoly sdrcha:ge.

The aata for‘these variables were not directly
~available .So Igbal uses proxies for estimating the
cost of lending .No proxies are developed for opportu-
nity cost component because he assumes that at any
given time the opportunity cost is same for all money
lenders and hence it not considers as a variable in
the cross section analysis .However , he admits that
opportunity cost may vary from village to village but
this is due to the remoteness of the village from
towns - and market centres. If the village money lender
has to get money from the towns the procurement ' cost
will depend on the distance of‘the village from the
village from the town.This may cause the opportunity
cost to vary from village to village. But Igbal
assumes that most village money lenders lend from their

own savings and hence the opportunity cost will be
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equal to the feturn that he will get on the deposits
in the village post office or bank.
With regards to the administration cost, Igbal
says that it can be proxied by thé 1oén size with the
~assumption that the larger the loan, the smaller the
unit cost of adminsitering it . But loan size could be
simultaneously determined by the. interest rate and
hence a simultaneity bias may arise . He says” because
of some problems involved in including truncated endo-
geneoué variables in the economet;ic procedure adopted
in this study the proxy used here is an alternative
measure of credit demand given by the population size
. 0of the borrower’'s village”.(p.369) .Again,he says,” The
lack of an econometric and computational procedure
that would solve both simultaneity and selectivity
problems made it necessary to ignore loan size as an
independent regressor..."(p.372).(Note: By selectivity
problem he means the problem that arises when one
takes only the borrowing households instead of all the
households +__-%7%'" for the analysis) .However, he
doesnot elaborate on what the econometric and computa-
tional procedure he is referring to . He claims that
the size of population is a substitute fﬁr loan size\
because it reflects the size of the market faced by
village money . lenders and as such introduces the
demand side into the model. With these assumptions he

chooses the size of population as a pProxy for adminis-
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tration charges.
The determinants of the risk premiuom is

discussed next .This premiuim is proxied by those varia-

bles that will determine the probability of
repayment . But he says the best single proxy for
risk premium is the permanent income of the

borrower.Since the money lender can not determine the
permanent income of the borrower, the former forms his
judgments based on a number of variables like 1land
owned , other assets and education of the borrower.
The quality of soil ;nd weather also are #iso taken as
proxies. The gquality of soil is proxied by the pro-
portion of irrigatédland (of the district) and the
average rainfa11> éf the district as a méasure of
weather . Even though Igbal makes a QiStinction between
permanent weather characteristics and transient ones ,
he does not elaborate how weather conditions can
affect the permanent income . 1t may be presumed that
if an area has scanty rainfall for a number of consecu-
tive years , it likely that the farmers of that area
face a lower permanent income than if it had a normal
rainfall. |
Profitability arising out of new technology may
also increase the permanent income of the farmer and
this will also reduce the risk of lending to those
farmers who use the new technology.‘

The technical A change is proxied in Igbal’'s



study by the proportion of irrigated land in the
furmer ‘2 digtrict. '

‘While discussing the monopoly power
of ° the money lender as a component of rgral interest
rate, Igbal says that the tendency of the previous
studies on rural interest rates was to make reasonable
assumptions about opportunity costs ,risk premium and
administrative costs and estimate the monopoly profit
by subtracting the above components from the actual
interest received. But he says that as long as calcu-
lations are based on hypothetical cost estimates and

-

definition of "“reasonableness that vary , the previ-
ous methods are nop 1ike1y to shed munch light on " the
issue of monopoly profit. Moreover, éince very little
is known aboutA the costs incurred by the monopqu
lender and therefore comparing it with the costs of
the formal sector will not give the moﬁopdly
profit .The earlier studies give average rates of
interest and not the ﬂarginal rate.Igbal argues that
the latter is a more appropriate measure of interest
rate.

Igbal suggests that the measure of monopoly
surcharge can be made by measuring the quantitative
effect on the informal interest rate of the presence
of &~ a formal lending ageney in the village. The

presence of a formal agency is an important.. factor

influencing the rural interest rate.He says that if a
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non profit maximising , government subsidised lending
agency enters the competitive informal credit market,
the borrowers flock to it. If fhis government agency
has 1limited funds, limits itself to certain target
groups and lends at a lower rate than the interest rate
in the competitive rural money market , some of the
competing money lenders will have to quit the businésé
because it my not be profitable for them to réemain in
the business . He says, "As long as competitive condi-
tions prevail in the informal market, the rate of
interest charged by money lenders can stay constant or
rise. The important point here is that the rate‘ can
not fall because that would drive the competitive money
lender out of business”(p.371).He says that the inter-
est rate might rise because the less risky clients are
absorbed by the formal agency and the more risky ones
are left to the money lenders. However, Iqbal does not
specify the crite;ion for classifying the clients of
the formal agency as less risky clients. Moreover, he
does not explain clearly why the ‘interest rate caﬁ not
fall when the formal agency enters the market. If the
presence of the formal agency is strong and many bor-
rowers flock to it , the demand for the money 1eﬁder's
money is likely to be reduced in which case the money
1eqder is left with surplus liquidity . The interest
rate which he charges is forced to belreduced in sach

a situation.Moreover Igbal admits that some money
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lenAers have their average interest rates lower than the
market interest rate .This is evident from the state—
ment that some lenders will leave the business because
lending becomes unprofitable to them when the formal
agency eqters the market . The effect of the entry of
formal agency ,its impact on the cash reserves of the
money lender ,on the demand for loans by the farmers
and on the supply of loan function are not '~ explained
adequately by Igbal.

Igbal has tested the hypothesis on the inter—
est rate formation, empirically. He claims that the
results confirm his prior expectations .(Note: As we
have mentioned earlier , we shail not discuss his
" empirical findings ﬁere since 1t is beyond the scope
of this work ) |

Igbal’s analysis has a stronger theoretical
base because he has incorporsted in his work variables.
like , permanent income, effect of technical change and
the influence of formal credit agency on the money
lender interest rate. It should be mentibned here that
these variables were not included in the earlier stud—
ies. Thougﬁ his study has contributed significantly
to the debate on the formation of rural interest
rate, his study has a number of shortcomings They are‘
discussed below.

One of Igbal’s main objectives was to analise

the impact of formal credit agency on the money lender



interest rate . However, Iqbal has not specified wheth-
er these markets, ie., the formal and informal could be
isolated from'each other. Isolation can occur if the
formal agency has certain specific groups of
clients .It may also occur if personal ties between the .
borrower and 1enaer, (such as tenant and the land owner
) can not break the transaction between the money
lender and the borrower.There may be isolation within
the informal sector itself, if each money lender has
certain group of farmers as his cliénts. However, Igbal
has not specified these factors and one knows, these
" factors do play an important role in the interest rate
formation.

Igbal assumed that the village money lender
usually lend from their own funds.This heed nof be
true. Money lenders may get money from the towns,either
from the organised money markets, or from urban money
lenders and on lend to the farmers in the village.
If this is the case, his assumption that opportunity
cost of his money is equal to thé rate return he
gets on deposits from the post office, bank etec., is
untenable. Moreover, Igbal assumes uniform opportuni-
ty cost for all the lenders. The lenders may be
different in managing fheir funds and if | the 1lenders
invest their funds in augmenting agricultural produc-
tion, the returns each money lender gets may be differ-

ent.It depends on the efficiency in the management of



the farm. 1In fact in a capital scarce economy, the
marginal productivity df capital tends to be high and
in such case the productivity of capital, instead of
the rate given by the post oféice or banks , should be
taken as the actual opporfunity cost of money lender’s
money. |

Igbal lhas taken the size of population as a

substitute for loan size under the assumption that the

size of the population would reflect the size of the

market faced by the village money lender . This assump-
tion may not be realistic ..A small population,,with
high economic acbivﬁty may borrow heavily.On the other
hand, if investment opportunities are low despite a
large population, there will be a low level of bgrrow—
ing . So a large population does not necessarily mean
large borrowing.

Igbal has taken technical change and the entry
of formal c;edit agency as two of the variables that
affect rate of interest in rural areas. When there is
a technical progress, there is likely to be a larger
demand f;r funds and gradually over the period of years
the interest rate may undergo changes, in which case

We see a correlation between two of the explanatory

variables . When these two correlated variables are
used to regress on the rural interest rate s the
problem of multi-colinearity may be expected . This

would make the coefficients of the explanatory varia-



bles inefficient.However, Igbal has not discussed this
problem in his theoreticai formulation

Igbal has not considered the importance of
collaterals in the formation of interest. When easily
marketable collaterals are offered against a loan ,
the lender may lend at a lower rate . He has also not
considered the difference of interest rate according
to the duration of loan . It was seen in earlier
studies that shoft term loans bear a higher rate of
interest rate. Similar analysis was not done'by Igbal.

What we have seen so far is the interest rate
_ formation in rural areas when loans are given for pro
duction purpose. There have been a few studies about
the interest rate formation when loans sre given for
consumption purpose. We shall present. these studies
below and see whether the interest rate formation
differs when the 1loan is given for production purpose

and consumption purpose.

Amit Bhaduri

Bhaduri (1977) analyses the interest rate
formation when loans are given for consumptiohv purpose
and 'looks at this problem from tﬁe angles'of the risk
of default, the collateral requirements and the nonopo-
ly power of the lender due to isola£ion of markét.
Later, he refined his article because of comments from
various writers and published the same ideas in

Bhaduri ( 1984) after making necessary ‘modifications.
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we shall discuss here the latter work.

The first task of Bhaduri (1984) was to ‘dis—
credit the conventional fheories that we have dis—
cussed earlier. Bottomley had explained that the
lenders should be given a premium for taking risk. He
also assumed that the defaﬁlt rate - and opportunity
cost are exogeneously given .Bhaduri says that both
these assumptions seem invalid in the particular
context of the wunorganized credit market in rural
areas . The assumption of equalization of opportunity
cost of finance is untenable because the rural credit
market is _isolateé from the organised money market
and highly fragmented. This isolation of credit market
primarily depends on the security of the loan because
the credit worthiness of a borrower depends ' on the
security that he can offer . Bhaduri claims that the
lenders in rural areas accept a whole range of securi-
ties that are apparently non-marketable in . organised
market. The money lender accepts secﬁrities such as
standing - crops , future labour service etc. though
these are not marketable in an organised market.This
is possible in rural money market because of the
highly'personalised nature of credit arrangements and
the personal power that the lender enjoys over fhe
borrowers. The money lender can also under value the
collaterals offered by the borrowers . This enables

the former to cover the capital loss of defauited loan
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and make a capital gain through transfer of the collat-
eral in/case of default. This situation indicates a
borrowers risk of losing his means of 1livelihood . in
caée of default. '

The formation qf rural interest , according to
Bhaduri, is formally presented as given below.

The 1lenders gain can consist of two parts
namel?,l) his monopoly power in valuing the colléteral
below their normal market value and 2Z) the differing
personal valuation of an asset to the lender and bor-
rover.

Since the 'money lender has a higher economic
power , he has access to the organised'market which
is not the case with the poorer peasants . This enables
the former to compare his personal valuation of the
collateral with its market value. These ideas can be
written as given below.

Let, TI = the normal market (organised ) price
of an asset. .

1"

Lhe price of the same asset accepted
by the lender as collateral for advancing loﬁns where
JI® <11
TIL= the personal valuation of placed on the
same asset by the lender.:
11l and T may differ because , a

collateral , say land, may have a certain value in the

market. But if the money lender has some special advan-
1
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tage if the land is annexed to his plot, his person-—
al valuation may be higher than what the ‘'same plot
would be valued in the market. Special advantage cbuld
be a ‘road that would connect the money lender’s
residence to his farm.‘ )

Since personal valuation and the mgrket value
may differ , the value of collateral transferred tb
the money 1lender , for every nit of loan defaulted
would be given by the ratio KL? wﬁére R

max(II;ITL)

I

Thé borrower also has a personal valuation of
the collateral that he offers . Though.market value may
be 1low, (say , of land) , his personal valuation of
the same collaterals will be very high, ,if his 1live-
lihood depends on that collateral.. ﬂet the personal
valuation of the collateral be given by T1B. The noney
lenaer is likely to undervalue the collateral in which
case o

max(IIB,'II) = TIB

As a result, from the borrower s point of
view, the value of asset transferred from his , Ffor

every unit of defaulted loan, is given by the ratio:



I o

The gain per unit of loan defaulted , for
the lender is (KL—l) and the loss for the borrower 1is-
(KEg-1). The effective rate of interest from the lenders
point of Qiew is $L’ where,

b= 1(1-p) + (Bp-Ldy

The effective rate of interest from the
borrower s view will be given By op, Wwhere,

bg = i(1-p) +( Kg-DLp |

where, .

i

‘.l

The assumption, Bhaduri makes here 1is +that
! \

interest rate charged by the lender

proportion of the loan defaulted

there is no interest payment on that portion of the
loan that is defaulted.

The interest charged, i, is a choice vafiable
for the lender. Unlike the . earlier theories that
assumed that there is an interest rate which is exoge-
neously give, Bhaduri c¢laims that 1 1is determined
within the system itself. Bhaduri claims that with an
increasing i there will be a higher degree of de-

fault, ie.,
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p =F(i) and F'(i)x  ---——- >0
-di
Bhaduri argues that u 1is not a choice varia-
ble of the borrower but indﬁced b§ the high interest
rate .if the interest rgte is too high , the borrow-
er may find it convenient to default. If u=1, then
oB‘: opg :(KB;l)
Under such a condition
p= F(1) , F1(3) >0 L, 1>p >0 ,if i< op
p= 1 if i > by |
When the 1loan demand is relatively inelastic
", the lender will cﬁoose i =i¥ which will maximise his
effective rate qf iﬁterest per unit of loan advanced.
the. maximisation principle r;quires that

dby

which can be simplified into

F (1) S

izix
(1+ix -K; )
and the corresponding second order condition requires
2 gk d?
d*$ du H

S = =2 o = (141-Kp) —mmmmme e
d it dc (i) d

where,



SL = (SL) max
i = F(ix) .

such that, 1> px > 0, postulating an interior

solution

Since F (i) is already defined as greater -than =zero
we get

(1+ix) >K; which meaﬁs that , unless repayment of
principal plus interest at the optimal level (1+iX)
exceeds the value of transferred collateral Kj,per
unit of loan defaulted , default will continue to be
profitable to the lender as té rule out an interior
solution of 1 > B> 0

But we have seen that ix < o B Which ihplies
that (1+i¥)< kg

Thus we have

KB) (1+i%) > K,

With the help of the earlier egquation one can

also get the following result |

IIB> max (I, IIL ), which is the underlying
economic condition for an interior solution ( ie.
1>ux >0) to hold.

Since the asset ﬁhieh is given as collateral
is an essential means of livelihood for the borrower he
places a very high personal valuation on the same and
ma& continue to pay a very high interest rate. The
lender will take advantage of this situation an will

push the interest rate so high that the repayhent of



priﬁcipal plus interest will eXceed the valuation he
places on th e collateral. |

It can be inferred from the foregoing argu-
ments that the higher the value of the parameter K, L,
the higher will be the lower bound on the optimal
interest rate, because i¥>(Kp -1).From these condi-
tions we know that thé lender will charge an interest
rate in comparison with the personal valuation and the
market value of the collateral . A collateral which can
easily be marketed by the borrower will not be gross-
1y undervalued by the lender and therefore the rate of
interest charged on the loans with highly marketable
collateral is 1likely to be less than one in which a
less marketable collateral is involved.

Bhaduri argues that consumption loans ,ob-
tained by the poor peasants at high interest  rates
agaihst undervalued collaterals , transfer the entire
risk of capital loss to the borrower in case of de-
fault. He also says that the emphasis in the analysis
was on partial default because full default is deliber-
ate retaliation on .the part of the borrower and occurs
only in extreme situation . He admits that his analy-
sis has been that of a static situation but the actual
situation oFf usury is dynamic.This aspect will not be
discussed because his analysis deals with the accumu-
lation of land by the land lord and subsequent ex-

ploitation
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Bhaduri’s analysis was definitely different
from phe earlier studies and threw significant light on
the working of the'ruralumoney market.His study has
been a significant imppovement over the existing
studies, since it shows how the defanlt rate and
interest rate are endogenously determined..The impor-
tance of personal valuation is emphasised in this study
> which was not given any attention in the . earlier
studies. However, Bhaduri’s analysis has several
shortcomings. They are discussed below.

Bhaduri says that default is induced by the
high rate of interest and simultaneously he . argues

~that the borrowers may find it convenient to default

a loan . In one instance , the default appears to be
voluntary and in another it appears to be
involuntary . It may happen that it may be advanta-
geous for the borrower to reéay than default even  if
the interest rates are fixedivery high , because the
borrower might require loans in the futufe.

Bhaduri’ s analysis depends heﬁvily on personal
valuation of collaterals without delving deep into the
method through which the personal wvaluation can 'be
quantified. The valuation of collateral becomes very
arbitrary when personal valuation is introduced. How
much market forces will be relevant in valuing an asset
which has some sentimental values, will be a puzzling

question. Moreover, differing personal valuation for



various assets imply that for each collateral there
would be a different interest even though the 1loan
amount is same. The size of the loan and duration of
the loan seem to have not got adequate attention in
Bhaduri’s analysis.

A problem which did not get adequate attention
in Bhaduri’s analysis is the case in which thé person-—
al valuation of the asset by the lender is more than
the personal valuation of same asset by the borrower.

In the determination of interest rate in the
rural areas, the opportunity cost of capital of the
lender has to play an important role. When the lender
is a producer, he defini;ely will see the earning .
that will accrue to him in a pfoduetive activity . This
return will have to be incorporated in the cost of
lending, if the money 1lender decides to lend.
However ,Bhaduri has not captured this aspect 1in his
work.

Basu (1989) has discussed the problem of rural
interest rate but has not specified whether the loans
are taken for consumpfion §urpose or 'productioﬁ pur-
-pose. in his paper , Basu discusses some of the issues
that were already raised by Tun Wai and Bottomley but
were not subjected to rigorous theoretical analysis.
Basu takes up issues such as the effipiency of the
monopolist money lender, the relation between inter-

est rate and size of loan and the relationship between
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interest rate and the duration of loan.

At the outset of his paper , Basu says that
using terms 1like “per ecént ~ and ° per annum -’ to
refer to interest rate can be misleading. These terms
may be reasonable ‘in organised credit markets where
interest rates are relatively invarient with reSpect
to loan size and duration. When these terms are used
to describe backward markets, they can be misleading
because different findings can be made to look
deceptively similar .Suppose a person, A , takes a
loans of say Rs. 100 for one month and returns Rs. 120
, one would say that the.interest rate per annum is 780
per cent. Suppose another peasant B, borrows Rs. 100
for one year and returns Rs. 830 at the end of the
year. Again one could say that both A and B face the
same predicament. Basu argues Yet it is very 1likely
that A andBface very differeot credit  situation

From empirical findings and theoretical models we know

that interest rate per annum on shorter duration loans

are uswvally higher than those on long loans” [p 1473

(Note:Basu's reference is to Sarap(1988) ch B
(Ph.d.Thesis s Unlver81ty of Delhi) A borrower may
have to Pay more on short term loans but this aspect

will be ignored if one tries to use term “per annum\

while discussing the rate of interest 1ip unorgan:sed

market. Therefore one can not say that both A and B

pay.; the same interest rate. This Problem arises



because one tries to cohvert “one month ~ rate into an
annual rate or in other words , when one tries to
have a “normalised description”

Basis  deseribza yet another problem. When two
borrowers have to repay the amount in kind -at @
payticular time irrespective of the time when the
loan .in kind is taken, the normalised description
again poSes a problem . If the normalised ‘deSeription
used, even though tﬁe borrowers have to face the same
option,of repaying at a particular time, the interesf
rate would be enormously higher for a person -who
borrows Jjust one week before repayment than for the
person who borrows an year béfore repayment. So Basu

"states that two pé}sons confronting sgme option could
be made to appear as if tﬁey face different situa-
tjons. |

Basu analyses the relationship between 1oan
size and interest raté and duration of loan and inter-
est rate 1in this papér . The aim of the paper is to
construct a model which will capture some of the
problems raised in the introduction and which we have
presented above.

He has alsoc given a bfief sunmary of the
theoretical discussion of the problem of rural inter-
est rate formation, which we have already seen in the
eariier discussions.

In the second section of his paper, Basu
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analyses the monopoly bower of the rural money lender
who can appropriate all the surplus that a borrower
has. His analysis is simailar to the familiar micro-
economic analysis of a perfect discrimination .He
argues that a credit market whichis fully exploitative
is efficient .Though his dischssion is not directly
relevant to our analysis of rural interest rate
formation ﬁ it neceséary to see what would bé the
interest rate in a fully exploitative credit market.
His arguments about exploitation and efficiency is
discussed aﬁ first. Subseguently the problems mentioned
earlier are taken up.

Suppose. a poor peasant can convert L units
" of paddy loan into i(L) units of paddy

X = X(L) , X° >0, X°° <0

The money lender who has M units of paddy can
convert each of' the M units into {l4r) units of
paddy | g '

If the money lender does not have access to the
technology that converts 1L into X(L) , he has to
lend the paddy to the poor peasants. In order to arrive
at an interior solution Basu assumes that

X"(M) < (1+r) and X°(0) > (1l+r)

Assuming that the money lender has given a
loan of 1 to the peasant the maximum production in

the economy will be
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Max X(L) +( 1+r) (M-L) = Xx

L

This happens when L =L¥ and X (Lx) = (1+r)
The technologically feasible production‘ curve under

the above conditions , is given below

Peasant’s {' !

consumption
production possibility

frontier

lender s consumption

Basu assumes a one commodity production sector
and he says all the points on X* XX axis frontier
are efficient | .After establishing the pfoduction
frontier, Basﬁ analyses the case of a perfectly ex—
ploitative money lender If a money lender is perfectly
exploitative, he can ensure that the borrowing peasant
get nothing more than a subsistence consumption,say x ,
and the former gets all the rest. In that case the
lender;s income is given by II(L), where, -

TI(L) = (1+r) (M-L ) + X(L)-x



The lender choéses such an L that naximises
his profit .The first order condition ofthe above
funtion then is given as follows:

X"(L)= (1l+r)

In the diagram given above, the equilibrium
occurs at point E and this point indicates that the
perfectly exploitative money lender would leave notﬁing
more than subsistence 1eve1 consumption to the borrow-
ing peasant. At equilibrium the lender’s income equals

vMax {(1+r) (M-L) + (L) -x = X¥ -x

L

The total output is X¥ and the efficiency in
production is guaranteed in this equilibrium condi-
" tion. After having éstablished the equilibrium condi-
tion when a money lender is perfectly exploitative,
Basu compares tﬁis case With the equilibrium condi-
tions when the money lender acts like a traditional
monopolist.

The demand funétion that faces the monopolist
is determined by the desire of the borrower to maxi-
mise

X(L)- (1+i)L, where L is the amouht borrowed and
i is the rate of interest The demand for credit ,then
,is determined by the first order condition of the
above function . This is given below.
7 X (L) =(1+1)

The money 1lender chooses i and 1. so as to



maximise his profit (1+r) (M-L) + (1+i)L, subject to the.
constraint place by the demand constraint given above.
The Lagrangian for the above maximising prob-
lem 1is
Z = (I+4i)(M-L) +(1+i)L N [ X' (L) -(1+1)]
After deriving the first order 'conditions we
can obtain
(1+r) = X°(L) +L X"(L)
This _ is the familiar marginal revenue equals
marginal cost conditions.
Basu treats X'(L) as an average curve - and

draws its corresponding marginal curve as given in the

following diagram .

| - '@ 7

(1+r)

\ loan qiven /)y
traditiong(
monepohist

__________ -
D et M- >

Output maximising loan given =loan given by

exploitative monopolist

N

If we follow the traditional anlaysis of non

-exploitative monopolist the lender will charge (

[

LA



1+1%) for the loan , whereas when a product maximis-
ing monopolist lends, he lends in such a way that
the borrower 1is given ju;t the subsistence 1level of
proéuets. The intefest charged wﬁuld be (1+r) under
such condition.

The product loss in a non exploitative system»
would be given by the area ABD .Basu argues that the
perfectly exploitati?e money lender will charge r
which is the competitive interest rate and will
extract the surplus through other interlinked mar-
kets.

In the next sectiqn Basu e;amines the relation
between interest rates and duration of loan . He admits
that the perfect exbloitation explaihed in the earlier
section may not be possible for two reasons; Firstly
the lender may not have adequate information about the
borrower and the transaction cost of such elaborate
bargaining may be too high .Secondly, such a procedure
nay violate fhe social and political norms of an
economy and may for the reason be impossible to
implement.If a money lender wants to discriminate
amnong the borrower , this may inflict costs on the
lender. Basu says that if the lender wants\to ‘charge
different interest rates, he has to couch it in some
universalisable principle. Though Basu doesbnot spe-
cifically explain what a nuniversalisable principle " is

what he means is this; if a money lender can not dis-
’ /



criminate between borrowers A and B, just because Mr.
A iz A and Hr.B is B, he can discriminate between them
on some principles. The borrowers A and B may have
different  credit réquireﬁehts . Mr. A may reguire
short term loans and Mr.B may require long term
loans.The monéy lender can then make a principle that

the interest rate varies according to the duration " of

the 1loan. With such a‘principle , he can discriminate
between the borrowers and this may reduce dissension
among borrowers.Basu examines the case where people’s
need for credit varies over time and the impact of
such variation interest rate. .

Let Ct be borrower s consumption for period ¢t
and the utility funetion of\the borrower can be written
as follows

U= U( CO, Cl ,Cz ... Ch D> =1 ({Ct }t ) Where,
0,1,2,.... n denote n+l periods . The assumption here
is that the borrowers do not save anything It is also

assumed that

—————— >0 fqr all k
oCy
Let the endowment of the borrower be denoted by W
W= ( Wo, Wl ... Wh )
Let L¥Y denote the loan taken in period k for t
periods jie.it has to be paid back with interest in the

I’

period k+t . Every vector LKt = (101 ... Lon

\



11 . pin-1 o L(n=1))
where Lpy >0 for all k , t , will be ecalled a credit'
plan |
The 1interest rate structure is given by
[igd= (ipe..ip)
Where 1 denotes the per period interest rate
payable for loan taken for one period ; i denotes the
per period interesﬁ rate payable for a two period loan
and so on. With the help of the abovg notations,Basu

writes the utility function of a borrower in the fol-

lowing manner.

. -K k-t . k-t
w(lis), Ll w) = 4 (towt %\ b= %, Creéee) L‘@-t)§t>
u , W) = | _

The present value of the lender’ s total profit Il is

defined in the following manner.

"i rél g ( '+ ‘:t >t._ CI.FY)tl(k-t)e}J
ke | (DK

7 (L Lxt] ,[-Lt] :

Here the assumption is that.'ﬁoneylender ié
éble to get funds from the organized sector at a rate
equal to r and this rate is used for discounting.

The next task before the author is to state and
prove the theorem that shoft term loans entail . higher
inﬁerest rates the theorem is stated as given below:"
In a three period model( ie. n=2) with homogeneous
borrowers 1) the short term interest rate (ie 14) is

never less than long term interest rate (ie. i ) in



equilibrium and 2) .there are parametric configura—
tion such that in equilibrium short term interest rate
ekceeds the long term rate”[p.158].

" This theorem states a cond?tion about homoge-
neous borrowers . According to basu two homogeneous
borrowers are those who have the following kindv of
utility funection | |

T (0Ll l ig 1, W) = 0 ¢ [Lyd L0810

If their utility functions are different they
are heterogeneous borrowers |

The Ffirst part of the theorem is obvious be-
" cause », 1f the short term iﬁterest was less than
the 1long term interest , no borrower would take a two
pervyod loan. The 1lender also would not gain by setting
?Z >i Whatever profit the money lender earns ,is

-

earned by choosing an interest structure (;. iz) such

that iz: i, = 1'

The second part of the theorem is i proved in
the following manner . If the interest rate is uniform
and less than or equalito i » the borrower would borrow
in period 0 and repay in period 1, .and will not take
any other loans . if the‘jnterest rates are non uniform
, the borrower would borrow for two period when %f i'
Hiﬁh this preference of the borrower interest rate c¢an
be shown as non uniform. Suppose that the equilibrium
interest rate is uniform and equal to i*. This must be

less than r . Otherwise the lender will be a loser.



If the interest rate is uniform, the borroweré would be
borrowing in period O ‘for one period. If the lender

offers[i ] such that i > i¥X +e (e, is a small , posi-

z

.tive number ) and i, = g% then the borrower will take a

2
loan of the same size (L) as béfore but for two peri-
ods.This would enhance lenders profit by

{ (1+ix) - (1+4r) } L {(1+ix) ~(i+r)}L

T e ,provided he induces the
(l+r)
borrowers to borrow for two periods instead for one
period.

Basu ‘concludes that a uniform interest struc-
ture will not be an egquilibrium and from part (1) of
the theorenm , we know that the interest rate for
short term loans must exceed the .interest rate for
long loans { Basu also states that there will be some
borrowers (heterogeneous ) who take short term loans
but their loans will be of very small magnitude , so as
not to affect lender’'s profit considerably.

In the second theorem , Basu states the case
of heterogeneous borrowers with more than 2
periods.The theorem runs like this" Th equilibrium

interest structure in an (n+l) period model in which
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borrowers may be heterogeneous , has the following
property: for all k= 2,3;;..n, or all positive integersh
;jand for all non negative integers t ,...., t suéh
that t,+ ....+t,= k

€ t2 ty ! th
(1+i€») (1+ i) - ...(141 ) > (L+ig )

There are parahetric configurétion where strict
inequality holds”[p.160]. The proof of this theorem is
similar to that of the first one. The theorem states
that by-breaking up a loan into short duration loans ,
the consumers do not gain anything, but on th e con-
trary ,non -uniformity of interest rates arising out of
the variation of duration ,can be used by the lender to
extract consumers surplus from the borrower.

In the last section of the article ; Basu
examines the relation betveen interest rate and size of
th loan .his arguments are given below.

Suppose the lender offers a sequence of wage
-interest packages to the borrowers ,{ (w' i.) ....(w,7
1,) 1 ,leaving each borrower to pick any package he
likes and borrow any amount of loan he wants at i
rate of interest . Let the consumption stream of the
borrower be (L,C) ,where L and C represent consumption
in period 1 and 2 respectively. if a labourer chooses (
W cj) . then he can have a consumption stream such
that

C= Hj - (1+4i ) L

Let [ (Wf ,%r ) 1 be the seﬁuence of packages
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that maximises the lender s profit. This implies that
a certain relation between loan size and interest
rates. The theorem is fprmally stated in the following
words. "If the size of the loan taken by person i is
greater than th  one taken by person j , then the
interest rate paid by i 1is less than or equal to the

interest paid by j" [p.1621 . The proof of the theorem

is explained with the help of the following diagram.
1 R y

consumption w,

in period 2

w2

(1+i,) (1+i,)

Consumption in period 1

Let. the first two of the set of sequences

offered by the money lender be ( w, 1i,) and (wL_i

)

kA

The budget constraints are depicted by AD and EC re-
spectively. The borrower would settle someﬁhere on ABC
, if he is given these two options .Suppose > he
chooses F, lhe Vould be better of if he moves north

east, to say a point like G.If among two workers one



takes a larger loan , ie, if the consumption in
period 1 is larger , then he is on the flatter budget
constraint . In other words , he pays a lower inter-
est.

Basu’'s rigorous analysis of the relationship of
intereét rate with the duration and size of loan gave
a stronger theoretical base to the discussion of the
determination of loan . The problems raised by Bottom-
ley and Tun Wai have been more analytically discussed
in this article.Both these writers have argued that
short term loans carry a;heavier interest rate béeause
of the compensatiqp that has to be paid for the cash
‘that lies 1idle once the loans are repaid. Basu also
comes  to the conclusion that short term loans bear ba
higher rate but his anlysis is different from that of
his predecessors. Thougﬁ his discussion has a strong
theoretical base ,there are a npmber of shortcomings in
his studies which we shall discuss below.

Basu states that the short term loans bear a
higher interest rate_because if the long term interest
rate were higher nobody would would borrow for a long
term.This is only/one side of the coin . When we look
at the risk element in the tramsaction a different
result emerges. The lender knows the borrower’s income
( and therefore the repayability ) of the borroﬁer
when the period of prediction is short .When the

period of prediction is long, accuracy of prediction

rd
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is reduced. What it means is that when long terms are
given ., the risk that the lender takes is higher.So
the risk éremium 'has to be higher for long term
loans.Moreover, when the transaction period is large,
the per unit administration cost of the loan tends to
be small . This would drive the interest rate low.
Analysing thesé two aspects ,one can not say a priori,
which will have a greater weight and this needé empir-
ical analysis. If the risk premium outweighs the lower
administration charges, the interest rate tends to be
higher fér long term 1oahs. However, Basu argues that
short term loans have a higher interest rate than the
long term 10ans.0né is not sure of the net result of
various factors that affect the cost of 1lending and
hence one can not say a priori that duration of loan
alone would determine the interest rate. | -

Yet another .factor that Basu overloocked was
this: Even if the intérest on the short term loan is
smaller than the interest on long termn loans , the
farmers who require funds for long term investment can
not take short term loan because the gestation peried

of the investment may be long . So interest rate per

se can npt explain the demand pattern of the borrow-

ers.

~

Basu has analyzed the relationship between £he
size of the loan and the interest rate and argued that

the 1arger‘10ans have a lower rate of interest . In the
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preceding paragraph we have mentioned the administra-
tion aspect of the loan.Larger loans tend to have a
low per unit administration charge. This re —inforces-

Basu’s argument. . But again this 1is only one side of
the coin . Larger loans may have a higher risk
eiement though this need ﬁot not necessarily be the
case .But one caﬁ not rule oﬁt‘this factor altogether.
From the lender’s point of view , a large amount parted

with has greater risk. In case of a default , the loss

will be large though one may argue that the larger .

loans may have a greater security.As we have seen in
the previous paragraph , once again the problem is one
" of determining which of the factors has greaﬁer
weight. Basu’s analysis has not taken risk factor into
account.' The problem of the size and .interest ‘rate
relation need empirical test and it may be iﬁappropri-
ate to make a priori statements about loan size and
interest rate relationship without taking into consid-
eration other factors that affect the rate of interest.

In‘ the analysis that precéded s We have seen
various factors that determine the supply of loan in
the rural area. The theoretical base was laid by Tun
Wai. He has discussed Qarious aspects of the interest
rate formation and the supply conditions in the rural
i moﬁey market. Bottomley ﬁas contributed substantiaily
to the discussion, but we know that the elaborations

were on the points that were already raised by Tun Wai.

Laxz
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Introduction of the concepts of productivity of
capital in rural areas and the presence of wuncertainty
in the rural money ﬁarket gave an impetus to the dis-
cussion but various aspects have been left unraveled
The portfolio selection of the lender and the rate of
substitution betﬁeen risk and retu¥n have not been

e ——
discussed by the various authors.

-

The problem of monopoly profit is cbnfusing to
the reader because various authors have diametrically
opposite conclusions. There are studies that claim
that there is very little monopoly profit in the
rural ﬁoney .market and there are also studies that
claim that the major share of the interest rate is
composed of monopoly profit. Both could be true depend-
ing on the geographical areas under study but theoret-
“ically one can not say.a priori ﬁhat monopoly profit
constitutes the major share of the rural interest rate.

The borrower s risk hypotheses , ié a devia-
tion from the traditional thinking and 100king at the
power that the money lender wields over the borrowers
one can say that , the former can impose an interest
rate which will induce default.ﬂowever, this theory
also has not captured all the aspects of rural inter-
est rate because the emphasis was on consumption loan,
without taking into account the productivity of capi-
tal.

Though, the period of loan is important in the
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formation of iﬁterest s oﬁe sﬁould also look at the
lenders time preference. The lender may have a time
~horizon in which he breferé to lend short because he
requirés money after short period for his own invest-
ment.In such a case he may give short 1bans at a low
interest rate. The time preference of the money lender
has not been discussed in the literature on rural
indebtedness. |

= One of the factors that has been discussed

fyofé and on 1in the 1iterature'is the theory of idle
Véaéh as determinant of high interest rate in the rural
areas. It 1is quite doubtful whether the rural mohey
lenders have idle cash There are a number of channels
through which funds can be diverted Ffor shortl time
period and this will earn an income.Therefore one has
to empirically test whether there is in reality |,
idle cash which can not earn any income at all,when
the 1loans are repaid.

-,

One can conclude on the basis of thé preced—\
ing diécussién ' that the theoretical formulation/
about rural loan supply requires much more systematic'
thinking because the present literature neither has

coherence nor logical consistency. i
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qHAPTER'Iv
Repayment , Default and Dynamics ' of Indebtedness.

The loan transacfion takes place under the
assumption that the borrower would repay thé principal
and interest within theistipulated time. But when the
lender wahts to take possession of the collaterals
offered as security , he mai not insist on the ‘repay—
Iment of 'the>principal and the interest or, when tﬁe
lender wants the bofrower\to render labor services at
a very low rate ,-the lender may not insist on the
servicing. of the debt.This is particularly true when
the borrowers are ignorantvof the interest rates and
" the terms of repayﬁent. In both chapters that preced;
ed wev have discussed briefly , the repaying capacity
of the borrower . From the demand side, the magnitude
of loans demanded is seen ﬁo be related to the repay-
ing capacity of the borrower . On the other hand, the
lender would take into consideration the ability and
willingness of the borrower to repay the -loan. The
lender incorporates the default rate in the
interest rate so that the loss arising out of a
default 1is minimised . In this chapter, 1literature
that deals with the factors that affect

repayment/default will be discussed. In the last sec-
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tion , the dynamics of rural indebtedness will be

. analysed.

/

Faétors that determine default
In the. second chapter, while analysing
the fofmation of interest rate, the role of interest in
the default function was discussed. It should be
admitted that default and. repayment are determined by a
number of factor§ . Various studies have highlighted
" the causes for defa&lt. They are discussed below.
 The A1l  India Rural Credit
Survey(Algcs§1951—52 states that repayment , in Aany
time, must be related to two sets of conditions
a) Repayment is influenced by the ability of
the . borrower to repa& during the yvear. This sability .
would depend on the results of his economic activity
during the year or the sale of his asseté. The sale
may be either‘voluntary or forced.
b)Repayment is also related to thé term and
purpose. of debt. The loan is related to the time re-
quired for the gestation period of the economic procéss
that the borrower undertakes . If the yield from ﬁhe
investment flows after, say five years, the repayment
will also begin after five years.

The Survey analysis emphasised primarily the pro
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ductive 1bans as it is evident from the preceding
statements. It also mentioned the importance of varia-
tion in the nature of season in the determination of
the repayment function. An unfavourable seéson and
subsequent crop failure may force the farmer to borrow
either.to repay the outstanding loans or to supplement
his consumption and'/or prpduction. It is true that
. the Survey has not delved into all the aspects of the
repayment -function . But it paved the way for subse-
quent studies as will be evident in the following
sections.

Tun Wai(1957) holds the view that higher
defaults are not so.much due to a lower standard of
morality and willingness to repéy but because of fluc-
tuations in prices and incomes derived from agricultur-
al products which reduce the ability of the agricultur~’
ists to repay. Once again it is seen that the income
stream is an ihportant determinaﬁt of the repéying
capacity of the borrower. Tun Hai’s article was disj
cussed in the previous chapter and therefore we shall
not discuss it here.

Anthony Bottomley
Bottomley (1975) has discussed the causes for
default while discussing the risk premium which forms a
part of rural'.interest rate. He states that ghe
follbwing factors determine the default function:

a) Volume of loan will affect the defsult rate
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because , other things being equal the more a person
borrows , the larger well.be the probability of his

being wunable to repay. The default rate ' according to

U P— N

him , is a positive function of the volume of the loan

, if the 1latter is taken in isolation . However, it
! /

\should be mentioned here that this strictly applicable

7given the expected income stream of the borrower.
Otherwise , the higher‘the expected income, higﬁer can
be the borrowing . Bottomley has not discussed this
éspect of the problem. |

b)Borrower s net income

As the AIRCS and Tunwai pointed out ,Bottom-
ley also has suggested that there appeafs to be a
systematic tendency for the larger farmers with great-
er asset values and higher income to borréw than the
small farmers .If their net income increases more
rapid1§ than the cost of borrowing (ie.MVP>MC), then
the ability to repay will autoﬁatically increase. He
postulates that there will often be ‘a correlation
between inereases in borrower s net income and levels

of repayment.

¢) Debt-equity ratio

A very closely related factor is the debt
5equity ratio of the borrower,. The debt equity rafio
will probably be lower for the high income farmers,

even though the better -off farmers may borrow more in



absolute terms. He assumes that the lower the  ratio,
lower will be the probability iof defanlt. This point
is related to both the previous point(b) and the next
factor (d), which we shall discuss below.

d)Value of collaterals

The total value of the collaterals which
cab be éffered will be greater for the higher income,
higher asset farmer. As borrower's income rises , it 1is
normal that the debt -equity ratio Falls. These consid-
erations lie behind the assumption of an inverse rela-
tionship between borrower’s income and default rate
~and the value of assets and Qefault rate is also
assumed to be similarly related. However, Bottomley
has not discussed this mare.elabaratelv.

e¢) Defaulters brought to court

The percentage of defaulters brought to court
will have conside:ablé bearing on wilful default If
the borrowers know that they will be penalised , they
will be forced to repay.

£) Income variance

+ Variance around mean income of the borrower
may be a major cause of inability to pay and it may
well get larger . in absolute terms as borrower’s
income grows, unless countgrvailing infiuences like

improved irrigation ,pest control etc., are present.If
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the fall in income is large and the borrowers can
not meet the contingencies or their normal expenditure-
> their repayability is reduced.

g)Loan administration Cost

The cost of administration of loan may have
some bearing on the rate of default . Time spent on
pursuing defaulters ﬁay have a cost .If the lender
spends ﬁore time in pursuing the borrowers, he my incur
greater costs but this may reduce default.

bh) Real interest rate
If the real rateiof interest that the borrower
has to pay falls over the period of time due to infla-
tion, the borrowers will be in a better position to
repay the loans because they will gain by taking fresh
loans. This , Bottomley says , 1is particularly true of
institutionalised blenders whose nominal interest

rates usually remain stable.

‘1) The 1lender

Default varies depending on- whether' thé
lender is a village money lender, institutional agency
or a lender from outside the village . Bottomley
claims that there will be the lowest default if the
money is borrowed from the village money lender

Bottomley’'s analysis 1is quite comprehensive
but it bas certain shortcomings. It can be seen that

volume of loan need not necessarily have a positive
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correlation with the rate of default. Those who have
large debt may have large repaying capacity in the
future. Volume of loan should not be taken in isolation
as he assumed in (a). The‘volume of ioan is always
related to the economic activity of the borrowe; about
which Bottomley has not said anything. Moreover, volume
of loan alone can not éct as an explanatory variable
Neither can asset position nor income act as inde-
pendent explanatory variables. All these variables
are highly éorrelated with each other.Bottomley , was
concerned bnly with the value of collateral.Land, a
collateral, may have high value but'may have a low
level éf liquidity.” The lender or the borrower may not
be able to sell the collaterals in order to serviece the
loan ’ |

An important factor of repayment, which
received attention in AIRCS analysis’ was the purpose
of loan . Bottomley admitted with caution thét consump-
tion 1loan 1is more likely to be defaulted than the
productive 1loans but he did not elaborate on it . It
could be said here that , despite the controversy
over productive and unproductive purpose (namely; wﬁat
is productive and unproductive), 1loans taken for
festivals, marriages etc., are more 1likely to be
defaulted because such expenditures do not augment the

borrower s income.

Yet another factor which one should examine



is the movement of relative - prices and the subse-
‘quent effect on the terms of trade between agricuiture
goods and non agriculturai goods. Though the néminal
income of both agriculturists and rural labcurers may
rise due to a general price rime , it ma& happen thsat
the cost of living may increase more than proportion-
ately , when compared to the rise in 1income. Such
circumstance my induce the farmers to default the

loans.

Mortenson, David and Leitritz

After having examined the various factors
that affect the loan repayment / default function
one could examine A model that estimates the crucial
financial characteristics of farmers that determine
loan delinquency. Mortenson et al (1988) developed a
multivariate logistic regression model that would
predict the probability of loan default . This model

is discussed below.( Note:Only the relevant portion of

the article is presented here.)

Mrtenson et al classified the borrﬁwers into two
classes :1) current and Z)delinquent,The authors
categorised , those farm operators , who paid interest’
and principal of the annual debt obligation as cur-
rent.The delinquent farmers were the defaulters. The
dependent variable in this regression model {denoted

as Y) , equals 0 if a farm operator was current



and equals 1 if the operator was delinquent.

The variables that-thought‘td affeet repayment
or didinquency were , age of the operator, years of
farming experience ,ratio of rented dcres to a total
acres , gross cash farm income, net cash 1income /gross
cash . farm income, production expenses / gross cash
farm income, net cash farm income/person in house-
hold, wviability (defined as net cash income and in-
~ termediate debt payment and other income divided by
family 1living allowances and long term debt payhent)
. net cash income /total assets, interest paid/r gross
cash farm income, current debts/current assets, non
farm income / total debt, debt-asset ratio at the
beginning of year and total debt/ total acrés farmed.

The 1lenders will take into consideration the
farm operation and the profitability of the same
before they extend loans to the farmers. Variation
/of borrower’'s incéme,below the mean income- ﬁill not
endow him with sufficient funds to meet the debt
service obligation . This will reduce his repayability
and the lenders keep this in mind when they extend
loané.

The authors used a logit model to estimate the
bivariate events ( current or delingquent) . The cumu-
lative logistic probability function is specified as

P =F(Z)

:F(a+b|x,+ bizx2 + ... +% %\+EY)



Where,

P; :§robabilityvof dependent variable Y takes
the value 1

Y; = 0 when farm operatof is current

Y. =1 when farm operator is delinquent

Z;.: a + b x +bx,+ ... bnx"+ Ey
.x' = attributes of the individual farm operator

d

under consideratioh

and Jj=1....n
a = intercept parameter
b,,bL bs ...... b, are parameters associated with

attributes X x, ;i...xn respectively

In the binomial case the probability of one
choice 1is P and the probability of the other choice
is 1-P . The model above can be further derived as

follows.

(1+ e % Yy p =1

Pi

1n (_Frﬁj_) =2, = a +q x'+bzxL+....bnxn+ Ey

The authors have also defined a breaking point
which indicates the condition of default. It is argued

that Z. takes the role of breaking point (Z{ *) where
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Y =0 when Z; { Zf and

<
It

1 w3hen Z; > Zf
Here mention should be made that Z is the natu-

ral 1log of the probability of occurrence of a ‘certain
event and not .the probability directly and ezi gives
the probability of the event occurfing.

‘The model described above has the following de-
sirable characteristics

a) the probability is bounded by 0O and 1

b)The concept of a breaking point 1is present

c)The..magnitude of the logit co efficient can be
ranked so as to say that a pérticular co efficient has
gréater effect on the probability than those ranked.
below it

The model described abové ,may have very little

predicﬁiVe capaéity in the developing countries s
since it was developed for an economy wherel accurate
accounting system prevails andvmonitisation is almost
perfect.Lack of accurate information and poor monitisa-
tion may act as hurdles while using this model.  More-
over, the locational specific and individual specific
factors may act contrary to the behgviour predicted by
the model.(eg. fear of "losing face” or fear of physi-
cal assault may prevent default-such practices are
common in India- ). Therefore the break.—even point may
not be applicable in all cases. Horeovef, the model is

applicable only when the farmer is either delinquent or

4



current. Partial default is a common phenomenon. Under
such conditions the dependent variable can be treated
either as zero or one. S0 the model become ambiguous.

Dynamics of Rural Indebtedness.

In the preceding section the default function .
was examined and one can hypothesise that continuous
default may lead a farmer to fall into a debt trap.In
thié section we shall examine the process through which
the borrowers either get ruined completely or come out
of the debt trap. Farmers may sell their assets to pay

the,ggincipal and interest and the labourers may become

o
e

Qboded f1if they are unable to service the debt. ‘In the
f;;;; chapter we have seen situation when the borrowers
have to borrow a certain amount in a particular year
for production purpose. In this section we shall see
how a peasant falls ih a cycle of débt and year after
year he is forced to borrow.However, it has to be

mentioned here that this cyclic effect is analysed only

in the consumption loan Fframework. There has been no

literature to show the debt trap of peasants ﬁho

‘#_'f e seeeen L ot TSI My i L et st o e 0t i

AT A PRy B

‘Egzzgw fo;hproductlon purpose. It may be because the

~— ey e e - i ey O Rt RN
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loans taken for productlon purpose usually don t lead a
"-—-’-"'_\-W
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| farmer to debt trap
V

In this section we shall first analyse a static
situation and then proceed to the dynamic aspect of

rural indebtedness. Then we shall see whether the debt

1
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trap envisaged 1in a consumption loan framework is

applisable to the production loans as well.

Amit Bhaduri

The static equilibrium or a perpetual debt
—-trap has been explained'both in Bhaduri(1973) and
Bhaduri(1984). However it should be mentioned here
that both theée models are developed in contexts
which are very vast and less relevant to our discus-
sions here. The entire model will not 5e presented
here. Since our interest here is to capture the static
model of indebtedness we shall examine only the static
model developed in Bhaduri (1973), which portrays the
constant amount of loan taken by the peasant. We shall
not examine here the landlord’'s income, the effect of
technical changes ete that have been explained in
Bhaduri(1973).

The assumptions of the model are as follows.

1) paddy is the odly commodity in the model .
2) only consumption loans are considered here
3) risk and unceyﬁainty are ruled out
4) the area operated_by the peasant is assumed to be
fixed
5)' the net paddy available to peasant after repayment
of " previous years debt and interest is less than the
ninimum consﬁmption‘level he is used to and he is

caught in a perpetual debt trap



8) The length of production cycle of paddy is treated
as unit of time in the model
The model is developed as follows. Assume that a
peasant produces x units of paddy each year and a
- D - ‘—’__’0‘"‘/“‘ ' » - -
portion is kept wfppﬁh}msg}@ﬁapd { 1-« ) is given to

T . i e st et
the 1landlord as rent. It is assumed thaqé;:>is deter-

ﬁined bwaﬁe”tééhnbi;gy known to the peasant at a given
period of time ané is decided by custom and(0«<& <1).
The peasant’s borrowing in period t is given by l4
and his consumption 1is gi%en bi Cy - Let i be the
interest rate and it is aésumed. that the peasant does
- . not séve. The demand for loan is giveén by the equafion

b, = T [ x- (1+i)beﬂ 1

A stationary state is in which the values of ¢
and b are assumed to be constant . If stationary
values are used the above equation cab be written
without subscript as’

b= -Sx - -%
v

-

If one assumes thaﬁ'technology does not change so
that x will be a constant x and ¢ is at a subsistence
level ¢ , the above equation can be solved as

A -

A -
b = 2 x- %o
¢ ¢
where, b indicates the debt of the peasant in the
initial <tequilibrium situation and from which the

peasant can not escape



Bhaduri says that the stationary state ‘pf
perpetual indebtedness is‘governed by a highly ﬁnstable
dynamic mechanism. This is because , if there is perma-
nent change in the output lével , it will disrupt this
equilibrium position. If output level increases, the
peasant will be freed from the debt trap andv if the
ountput falls and the peasant is plunged into deeper and
deepef debt.

Though Bhaduri’'s model.triea to capture Athg
debt-trap which is gquite realistic in the rural areas,
the theoretical model has certain shortcomings. They
are given below. L'

Bhaduri does not say how the initial equilibri-
um 1is established. To be precise , the moael does not
say how the peasant initially incurred the debt.

The model has very restrictive assumption. It
assumed that the peasants do not have any saving and
the subsistence level T is given ;However, there has
been no definition of the subsistence level. In feality
the poor peasants tfy to cut their expenditure (even in
food ) to save some money to service the loan . So
there is no fixed subsistence level as such.

Oﬁission of risk and uncertainty is a major
drawback in the model because risk and uncertainty are
very much 1linked with rural indebtedness. I£ could
have been possible that an unforéseen bad weather

caused the initial debt. Moreover, if the actual income
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of the peasant is higher than the. expected
income, say,because of good weather , the peasant éan
heave himself out of debt-trap.

A question that cropsv up is this : Who will
iend to the férmer who is perpetually indebted? If the
farmer is.economically weak ,the lender will be cau-
tious when he lends money.

What we have seen above is a very simplistic
model which assumes constant amount of debt , vyear
after year . We know that this not the only case in
reality . What happens in reality may be more dynamie
~and the peasanté either get ruined fully or come out
of the debt -trap. This will be discussed below.

Bhaduri(1984) argues thaf the pattern of
indebtedness is constantly changing through time, with
particular peasant households moving up or down the
debt ladder . Theldistress buying and selling of any
one period,arising out of indebtedness , its implica-
tion in terms of indebtedness for the next periocd. The
spiral of debt may lead tp mounting debt wuntil they
are hopelessly ruined [case 1]. For the fortuna£e' ones
the spiral may lead to their release from debt-trap
eventually [case 2]..0r, as explained earlier, there
may be cases of stagnant debt-level [case3].
Before going to analyse case 1 and 2 a few defini-
tions are required.

Yy = the balance of paddy available to the peas-
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ants after basic commitments (of rents and debt) and
reguiremehts (of subsistence food and non food of 'a
peasant are met _

cfﬁ U+ b Yy + 1>b >0 for Y, >0 for period t

U.otherwise
and Ct = consumption' in period t
U = Subsistence level of paddy
mt= V+ aPY; 1>a>0 for'% >0 for period t

V otherwise

me = basic non food cash expenditure ﬁz
V = subsistence non food caéh expenditure)
P = price of 'paddy |
.\x = constant amount of paddy harvested in every
period.
4 = borfowings of period t
The amount of cash available for repaying
debt is given by the fbllowing equation
pt: Px -Pc¢, —m for period t o
Let the dgbt'obligation_be given by
(1+1) dgq
The present debt generated ie , of period t |,
will be ,
di= (1+ 1 )dg, -re
or
dt: (mg - V) +P (ct—U)— PY

= =

The maximum value that r can take , if n



and ¢ are the subsistence level, is given by

.

Topax = PX - PU -V
Now assume that initial debt , d= d
Now one can differentiate between the two cases.
case 1
When the peasant falls in a debt trap ‘he nay
gradually ruin himself with the dynamic working of
indebtedness. under such a situation
idy >r
ie., if the peasant finds ¢that the interest
payment alone 'is greater than cash available for
repayment of debt, even though he redﬁces himself to
r . When r is seen as recurring phenomenon due to
the reduction of the farmers expenditure to subsistence
level r can be considered time independent, in which
case
d = -r + (141) dg_4
The above equation can be solved to yield
dg= 7 +((+i Ot @ g—-T)

In the case Wwe are dealing with dy > {} and
therefore the second term in the RHS will always be
positive and will go on increasing till the peasant is
ruined completely.
case 2

There may be cases when there is a chance for
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the peasﬁnt to escape from the debt trap, Iie.,
(1+i )dy>r > id, |

In this particular situation the peasant is
able to reduce his debt burden over time because
he can pay the interest and some part of the principal
in a period of time and hence the debt burden decreases
over time. Since {} 'is grater than dgy , the term

Y

(d - T ) becomes greater negative and hence dt will

become negative over the period of time and therefore

the peasant will come out of debt at a period say t *
and in t +1 the peasant will be a net saver . This
implies that -

r > (1+idd¢o . for t >t¥

It can also be shown that

O +1>¢*>P

where,

: \do
log (1~ A )

log (1+1)

As debt burden gradually falls , the
consumption level will rise above +the subsistence
level and the dynamics of indebtedness work in such a a

way that the peasant will turn a net saver. Bhaduri

>

without explaining much, briefly mentions that , demo-

graphic features 1like dependency ratio has certain

!
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influgnce on the dynamies of indebtedness.

It is true that Bhaduri has thrown some
light into the dynamiecs of rural indebtedness. He has
shown how a peasant may get ruined or come out of the
debt trap . But his mddel has certain shortcomings.
They are discussed below.

. Bhaduri assumed that debt trap is created
by the lender by setting a high rate of interest . This
need not be the case. A debt trap may exist even with-
ocut any power of the landlord. It may happen Just
because of the expenditure pattern of the peasants.
Interest rate is only one of the componentsv that wmay
perpetuate indebtedness. - |

As we have seen earlier, it 1is highly
simplistic to assume that d, and its interest payment
are the causes of indebtedness and the ruin of the
peasant.It is quite probable thap the base itself will
increase over the ;eriod of time. .

Bhaduri assumes a subsistence level but

.does not define it clearly. Does this level mean that ,
the farmer cah not reduce consumption any further? As
mentioned earlier, in reality peasants do not have a
fixed subsistence level and therefore taking it as a
criterion for analysing the dynamics of indebtedness.is
erroneous . In such case, the concept of r beconmes,

meaningless.

The model assumes , x to be constant,
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prices to be constant and the level of debt to be
constant.The dynamic model which Bhaduri develops turns
out to be not that dynamic . A comprehensive model
would have incorporated changes in these variables over
tﬁe period of time. While accepting the dynamics of
indebtedness Bhaduri " has neglected the dyﬁamics of

many other variables.

Kaushik Basu

Basu(1984).shows that a peasant who is in
a debt trap can come out of it if he has a slightly
better harvest in a particular year . Basu also sug-
gests that if tﬁé peasant has some foresight, and
reduce his loan in a particular year by getting alms
or interest free loans from relatives , he can come out
of ihe débt trap eventually. He also gives a numerical
example to show this. This 1is not reproduced here.

Basu's drguments too are simplistic . It
is unrealistic to think that,.getting alms large enough
to get out of the debt trap is easy. if it was that
easy,the peasant would not have fallen in the 'debt
.trap at all . Moreover , what is the surety that
instead of getting alms, the farmer is not Fforced to
borrow again if a further contingency arises? Basu doe
not explain any of these problems.

In this chapter we have seen the factors

that affect the default of loans . We have also seen'
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the dynamic aspéct of indebtedness in the context of

congumption loans . The.models we have discussed is

seen to be highly inadequate to capture the various

forces that lie behind the dynamics of rural indebted—
ness . As we have mentioned elsewhere the loans that.
are iﬁcurred for production purpdse are not discussed

at all . We can postuiate here that the analysis has

to be different in the case of production loans

because such loans will augment the income of the ¢

borrowers and hay become.capable of repaying the 1loan

with interest , though this need not necessarily be the

case.. The dynamics of indebtedness when both produc-

tionlloan and consdhption loan are present 1is not

analysed by the aunthors.

Though some of the reasons for default have
been discussed , it>is seen that theoretical and ana;
lyéical .rigour has been lacking/in all the articles
that we have reviewed here. The forces that cause
default have beeh discussed in isolation but how these
forces work together, what opposing factors are éresent
to nullify these forces, what effect rural debt has on
other economic variables like consumption saving etc
have not been discussed at all. The dynamics of rural
debt needs much more anlysis than what we have seen in

this chapter.
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CHAPTER V
Summar& and Conclusions

The theoretical - discussions on rural
indebtedness have brought to light 'many factors that
determine the demand and supply of loans and the
dynamics of rural indebtedness. The various e¢lements
that determine thé demand for ldans was discussed in
the first chapter and it has been seen that various
authors have used different explanatory variables to
determine the demand function and there‘has been ﬁo
uniformity‘in their studies.

Some of'thé explanatory variables used by
the various authors were similar to that which were
used by the All India Rural Credit Survey(AIRCS).Pani
and Long introduced interest rate in ﬁhe regression’
models besides the variable that were incorporated by
the AIRCS. Ghatak has added precious 1little to the
theoretical discussion

It was only with the article of Igbal
that the term borrowing got a proper definition, while

the earlier writers have used the term borrowing to
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express external borrowing only . Igbal redefined the
term in order to remove the truncation bias

Most of_ thefstudies that  analysed the
demand for loan function relied heavily on regression
models. The only exception was the article by Kumar
et al.The regréssion analysis followed by the authors
on the whole ﬁppeared to be rather unconvincing because
of the contradictory results'thét emerged from their
studies. Explanatory variable used by the various
authors .were seen to highly be correlated and the re-
sults therefore turned out to be unreliable. Moreover
many of them used average figures for the 'regression
equations. This again renders the regression equations
unreliable because the extreme values in the popula~
tion would 1influence the averages.

The UOP profit ﬁodel by Kumar‘et al had some-
thing different since it could find the demand €for
credit indirectly without solving a set Qf simultane-
ous egquations.However, as we have seen this model too
cannot capture the problem of rural indebtedness.

The analysis of the demﬁnd side was mainly
concentrated on the demand for production loans ... But
as we have seen the loans for‘non—production purpose
have greater propensity to ;ush the borrowers into a
debt trap. In the third chapter we have seen a simple

model that explains this but the model concentrated too

much on the importance of interest rate that it could
/
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not capture the various aspects of consumption
loans.This model has not explained the saving capacity
and income generation df the borrowers that will
enable them to come out of the debt-trap

The analysis of the supply Side has focussed
only on the cost éide of lending . The various authofs
we have discussed concentrate mainly on the four
components of rural interest rate namely , the 6ppor—
tunity cost of the lenders money, administration cost,
risk premium, and the monopoly profit . In this chap-
ter, we%Rtthat there has been no conclusion about the
role of each of these components in the determination
of rural interest .rate.There has been contradictory
results about the importance of-these components.. One
of the factors that determine the supply of loéns is
the productivity of the lenders” capital in agricul-
ture or in alternative 1investments. The studies that
we have examined have taken the interest rate. that
v prevail in the organised sector as the opportunit& cost
of money lenders” capital.Agricultural productivity
would Be a better measure of the opportunity cost of
money lenders” capital.

There 1is contradictory opinion about the role
of monopoly profit in the formation of interest rate
The studies by Bhaduri has questioned the claim by
the authors that risk premium 1is an important compo-

nent of rural interest.Bhaduri’s c¢laim that it is the
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borrower who takes - risk has some realistic base
because many borrowers risk their land while borrow-
ing. Thus we see utter confusion in the literature
about the role of the various oomponents .of fural
interest rate.

It should be mentioned here that +there has
been practically no improvement in the concept of
rural interest rate over the ideas 'put forward by Tun
Wai. The various authors who tried to explain the
determination of rural interest rate have éaid what
Tun Wai had to say in different words. A stagnation in
the discussion is evident from the fact that the
anthors have not pxplored the possibility of seeing
the problem in any other framework say, 1like the
portfolio analysis or. in the time preference analy-
sis.

The last chapter is starved of litera-
ture. Except 'for'Bhaduri’s model, there has been no
"studies to show the process of rural debt -trap.
Basu;s(1984) study was too simplistic and nomn-
analytical. The model for predicting default needs
much adaptation for Indian conditions.

One of the problems that has not .been
analysed is the process through which saving takes
place after the peasants fall in the debt trap. The
subsistence farmers do not have any saving to meet

contingencies ,but after they incur a debt‘tﬁey have to
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save  forcefully. How does the farmer save under such
oonditions? What are the heads of expenditure that are
affected when the Farmers begin to save ? Does debt-
trap have any impact on the production and consump-
tion behaviour of the peasant? What are the macro-
economic parameters that are influenced by the preva-
lence of indebtédness?-Does rural debt affect the rural
income distribution? Is there a possibility of rural
degradation if indebtedness prevails?Will a writing—off
of loans of the farmers really help them to come out
of the tendency to be in débt ? The questions are many

but the literature scanty.



REFERENCES
Akerlof , George, A.(1970): Market for Lemon. Quality
Uncertainty and Market Mechanism. Quarterly Journal

of Economics. Vol. 84.

Bardhan ,Pranab. (1984) :° Land Labour and Rural Pover-

ty . Oxford University Press. New Delhi.

———————— and Rudra, Ashok.(1978): Interlinkage of
land, Labour and Credit Relation. An Analysis of Vil-
lage Survey Data in East India’. Economic and Politi-

cal Weekly , February

Barooh, Vani. (1980):High Interest Rates in Backward
Agricultural Communities:An Examination .Cambridge

Journal of Economics. No. 4

Basu,Kaushik. (1983): "Emergence of isolation and
interlinkage in Rural Markets”™ . Oxford Economic Pa-

pers. Vol. 35. No.2.

____________ (1984a) :"The Less Developed Economy : A
eritigue of Contemporary Theory” . Basil and

Blackwell . Oxford

————————————— (1984b):° Implicit Interest Rates

»

Usury , and Isolation in Backward Agriculture’ .CTE No3



———————————— (1986):"One Kind of Power . Oxford Econom-

ic Papers. 38.

——————————— (1988): "Rural Credit Markets: The 'Struc~
ture of Interest rates , Exploitation and Efficiency”’
In Bardhan , Pranab (ed). The Econbmie.Theory of Agrar-

ian Institution. Clarendon Press . Oxford.

Bhaduri,Amit.{(1977) : On Formation of Usurious Interest
Rates in Backward Agriculture. Cambridge Journal of

Economics. Dec.

—————————— (1880) :Reply. Cambridge Journal of Eco-

————————— (1984):The Economic Structure of Backward

Agriculture . Mcmillan India 1td.'New Delhi.

Bottomley ', Anthony (1963a) : The premium for Risk as
Determinant of Interest Rate in Underdeveloped Rural
‘Areas” . The Quarterly Journal of Economics.. Vol.

LXXVII. No.4

——————————— (1963b) :* The Cost of Administering
Private Loans in Underdeveloped Rural Areas’ . Oxford

Economic Papers. No. 2 July



——————————— (1964a): The Structure of Interest Rates in.
Under developed Rural Areas . Journal of Farm Econom-—

ics .Vol . 46. No 2. May.

————————— (1964b):The Determination of Pure Rate of
Interest in Under Developed Rural Areas. Thé Review of

Economics and Statistices Vol. XLVI Ho.3

———— e (1964d) :Monopoly profit as a Determinant
of Interest Rates in Under Developed Rural Areas

Oxford Economic Paper. Vol . 16. No.3

A . (19865) : Quarterly Journal Of ‘Economics.

Vol. LXXIX No.2' . May.

————————— (1975): Interest Rate Determination in Under
developed Rural Areas. American Journal of Agricultur-

al Economics. Vol. 57.

Chandarvarkar.(1965): The Premium of Risk as a Deter-
minant of Interest Rates in Underdeveloped Rural Areas?

Quarterly Journal Of Economics.Vol.LXXIX No.Z.

Ghatak, Subrata.(1976):Rural Money Harkets in Indisa.
The Mcmillan Company India Ltd. New Delhi.

Ghose, A. K. (1976):Indebtedness, Tenancy, and Adoption



of New Technology in Semi% Feudal Agriculture.World

Development. Vol. 4. No.4

Ghose , A.K. (1980)5 The Formation of Usurious interest

Rates. Cambridge Journal Of Economics. No.4.

Faruq,Igbal (1983):° Determination of Moneylender
Interest Rate . Evidence from Rual India Journal of
Developmental Studies. April.

——————————— (1888): ° The Demand for Funds by Agri-
cultural Households.Evidence from Rural India. Journal

of Developmental Studies. April

Kumar.P. , Joshi,P.K., and Muralidharan(1978): Estima-
tion of Demand for Credit on Marginal Farms—- A Profit
Function Approach . Indian Journal of Agricultural

Economics. Vol. 33. No. 4

Kurup, T.V.N.(1976): Price of Rural Credit .An Empiri-
cal Analysis of Kerala® . Economic and Political Week-

ly. 3 July

Lau, Lawrence J. and Yotopoulus P.A. (1972):° Profit,
Supply, and Factor Demand Function® American Journal of

Agricultural Economies Vol. 54. No.1 February.

\



Long , Millard .P.(1968) Interest Rates and the Struc-

ture of

Agricultural Credit Markets. Oxford Economic papers.
July .

4
—————————— —=.(1968b) :"Why Peasant Farmers
Borrow’ .American Journal of Agricultural Economics.

November

Mohan Rao, J. (1980) Interest Rates in backward Agri-

culture. Cambridge Journal of Economics.- 4

Mortenson, Watt, David.L.,and Leitrité, Larry' F.
“Predicting Probability of loan Default. Agricultural
Finance Review. Vol. 48

AN
Nisbet, Charles{(19638):" Interest Rates and the Struc-
ture of Agricultural Credit Markets of Rural Chile.

‘Economic Development and Cultural Change .’ October.

Pani,P.K. (1966): ° Cultivators Demand for Credit. A
Cross Section Analysis’. Intefnational Economic Review.

Vol. 7, No. 2.

Rakshit , Mihir.(1983): The Labour Surplus Economy .A

Neo- Keynesian Approach .Humanities Press. New Delhi.



Reserve Bank of India.( 1957): All India Rural Credit

Survey (AIRCS) Vol.1 and II Bombay.

Rudra, Ashok(lSBD)' :"Indian Agricultural Eeonomics.

Allied Publication Private Ltd. New‘Delhi.

Shivkumar,S.S.(lS?B) Aspects of Agrarian Economy in
Tamil Nadu :A study  of Two Villages .Economic and

Political Weekly . Bombay .May 6,13

Tun Wai, U.(1957)° Interest Rate Outside the Organised
Money Markets of Underdeveloped Countries. IMF Staff

Papers. November.

Wharton ,C.(1962):’Marketing, Heréhandising and Money
lending. A Note on Middlemen Monopsony in Malaya’.

Malayan Economic Review. October.



