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Abstract

This paper analyses the performance of rural institutional
finance system and based on that draw implication for improving
this performance. Section 11 provides a conceptualization of
performance criteria. Section 111 discusses the results. And
Section IV recapitulates main conclusions and implication. Main
can;iusinns are that the rural institutional finance system has
pﬁ}fnrmed well but only considering Inng run performance. Short
run growth rates display a disperate performance. Moreover, this
system has performed better in deposit mobilization than in
-finéncing agricultural output and investment. Iis performance on
tﬁé functional structure of loans and 1loan recovery leaves much
to 5; desired. Despite this, the RFIs are wviable and have not
E“n‘su‘#"fm"eﬂ from scale diseconomies in . their transaction costs.
Similarly, agricultural productivity and investment have
increased with the increase in various functions of the rural

institutional finance system.



PERFORMANCE OF INSTITUTIONAL FINANCE FOR
AGRICULTURAL DEVELOPMENT

Bhupat M. Desai
N.V. Namboodiri

1. Int cti

Two—fold ohjectiQes of this paper are to analyse the
performapca-of the rural institutional finance system and based
an,tﬁif:dfﬁﬁ broad implic#tian; for improving this perforsance.
Rural institutional finance systen {RIFS5) considered include
three—-tier cooperative financial institutions, cooperative land
devel opment banks>¢CLDBs), commercial banks, reginnalhfural banks
(RRBs), and rural electrification corporations {(RECs).

Ratiopnale for this study originates from three concerns.
One, that agricultural credit has grown bsubstantially in nominal
terms but not in real terms. Two, that functional structure of
rural financial institutions (RFIs) is not conducive tc meeting
the financial services needs of the agricultural sector. And
three, RFlIs are nonviable and have high transaction/
administrative costs. In the context of the second concern, this
is for - their farm 1level creditr operation. Some of the past
studies have shown some lack of support to the first two concerns
and empirical support to the third concern. Examples on the
former include studies by Desai, Gupta and Tripathi, Gadgil,
Jodha, and Mohnan. Prominent example on the latter include a

Study by Gadgil. Ax far as Gadgil ‘s analysis of the first



concern is concerned, he does not examine full time series data.
Moréover, his support to the third concern has both conceptual
and ﬁethodological'weaknesses as will be shown latter. On the
second concern Desaig, Gup@a and Tripathi, Jodha, and Mohnan’'s
evidences are based on small sample of RFIs. Analysis in this
paper overcomes these limitations. It utilizes 1long time series
data from 1961-462 to 1985-B6. These data are obtained from (a)
Statistical Statements relating to Cooperative Movement in India,
tb) Statistical Tables relating to Banks in India, and {(c) Report
on Currency and Finance.

Section 2 lays down a research frameworlk for studying the
performance of institutional finance. Section 3 interprets the
results, while section 4 recapitulates main conclusions and
implications of the study.

I11. Research Framework

Rural institutional finance system (RFIs) inn India as
elsewhere pursues three pbjectives, namely, agricultural growth,
alleviation of rural poverty, and viability of financial
institutions. Keeping this and the nature of available data in
view the following performance criteria and considerations are
conceptualized.

1. Contributions of RIFS as they relate to
a) size of operations which includes density of banking
infrastructure, and size and growth of rural deposits
and loans,

b) functional structure of operations which mainly

N



considers.difierent types of agricultural loans and in
the case .uf primary agricultural cooperative credit
societies (PACS) considers both credit and noncredit
operations,

c) association of agricu]toral _productivity and

investments with the selected functions of RIFS, and

d) inter-class distributions of ‘direct’ agricultural
credit;
2. Delinquancy rate of ‘direct’ agricultural 1oans and its

association with the selected functions of RIFS;

3. Viability, and average transaction costs of different types
of RFls, and
4, Scale economies in transaction costs of various RFls.

While criteria 1ta), 1(c) and 1{(d) are self-explanatory,
other criteria need to be discussed. A distinctive feature of
studying contributions of RIFS is that lovans and nonfinancial
operations are visualized as facilitators of investment in modern
inputs and assets especially that which induce agricultural
progress. It also visualizes deposit mobilization as an
instrument to encoﬁrage finan¢i31 deepening of the rural sector.

In regard to the functional structure of loans, a question
is faised as to whether loans are exfended‘nnly to increase
demand for investment goods by farmers <{(termed as agricultural
production subsystem i.e. APS) or also for inducing distribution
of these gqoods (termed as agricultural inputs distribution

subsystem i.e. AIS) and farm produce ma}ketinq and: processing
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services {(termed as agricultural produce marketing and processing
subsystem i.e. AMPS). Analysis of this question is important as
loans for all these three subsystems would encourage backward and

forward linkages among them as is diagramatically shown below.

BUL FWL  — -

I K . - >, i

1 AIS | I APS i i AMPS i

i — 4 S ~1 i

— FulL —— BWL - 1
Attainment of these Iinkages has three advantages. One,

farmer—-level (i.e. APS) credit acts as an impetus to investment
in real resources which must be matched by supplies which can be
encouraged by loans to AIS and AMFS. Through these types of
agricultural credit, RFls can‘ accomplish two necessary and
desirable features of their operations. These are f{a) better
balance between demand and supply forces and hence
noninflationary impact of credit; and (b) larger production and
saving impacts of technological change in agriculture. Two, the
resulting increased incomes of agriculturists would also lead to
larger cnnsumpfion linkages of technological change. And three,
RFIs by sérving three subsystems would reap strongly required
scale and scope economi es ‘and thereby impfove their viability.
These would result from (a) spreading many common transaction
costs so peculiar to an institution ‘like RFI, (b) possibilities
of mobilizing low cost funds and hence their lower interest

costs, (c) possibility for extending loans which carry lower as



well as higher . lending rates, {(d) improving 1lpan recovery rates
and hence higher recycling of funds on account of better 1loan
repayment capacity in all the three subsystems, and {(e) earnings
from many nqnfinancial activities such as commission on nonfund
based credit, check clearing fees, discount on bills, etc.

Among various RFIs all except PACS, CLDBs, and RECs have
loan portfolio for the three subsystems. What is the trend in
and share of these loans and how is it associated with the degree
of agricultural progress need to be studied. This analysis is
relevant npot only for commercial banks and RRRs, but alsoc for
state cooperative banks {SCRs) and district central cooperative
banks {(DCCRHs). This is because these cooperative banks extend
AlS and AMFS lpans to the cooperatives including PACS which are
federated to these banks. 1In the dynamic context of development
of PACS these are critical in enabling them to supply AIS and
AMPE related services to their members as they themselves are
agencies providing these services.

For FPACS, therefore, not only the size, growth and
functiqnal structure of APS loans and deposits are important to
analyse but these also need to be studied for their noncredit
operations. _ Such operations have also -a puéential to improve
degree of agricultural progress and welfare in general as is

shown in Chart 1.
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Another distinctive feature of the analysis of functional
structure of RFIs is that APS 1loans are categorized into three
different types. These are (a) loans that encourage current
production growth and stability (CPGS which includes loans for
purchase of farm inputs and assets like sinking or repair of
wells, bullocks and carts, camels and carts, minor improvements
to land, new irrigation wells and tanks, diesel engines, electric
motors, other l1ift irrigation devices, tractors and other
agricul tural implements and ma;hineries), (b) loans that
encourage current production diversification and gromth (CPDG
which includes 1loans for purchase of poultry, milch cattle,
sheep, geat, pig and gobar gas piants), and {(c) 1loans that
“minimize current production loss (CPLM which includes loans for
converéinn/rephasement/rescheduling of past loans, and debt
redemption).

As regards the criterion and considerations related ta loan

delinquancy two points must be stressed. 0One, delinquancy rate

is measured as 188 minus 1locans recovered to those cutstanding
instead of due wherever data permited. This 1is because it
reflects relatively more accurate measure of delinquancy as it

includes loan recoveries sometime after the maturity date which
usually coincides with the harvest time. Sucg phenomenon occurs
due to avoidance of distress sale'of farm harvests, delay in
receiving sale proceeds, and in income from other occupations.

Two, delinguancy rate is correlated with the selected features

of lenders operations instead of both lenders and borrowers.



This ie not to suggest unimportance of the latter, but toc merely
address to the question of which of the operations of lenders
may reduce delinqguancy.

On the third performance criterion of wviability and
average or unit transaction costs it is strongly emphasized that
this should be studied for an institution rather than its singie
activity like loans. Very few studies on this issue deal with
the former.’ There are four reasons for this approach. One,
policy concern is for the viability of an institution and not
its one <single activity. Two, the approach which studies
viability of one single activity like 1lending assumes that al11

trancaction costs can be attributed to lending which in reality

cannot be done without borrowing from somewhere. Three,
financial institution is characterized by multi-and joint
products. Esxamples of the former include loan operations,
deposits amobilization, share capital collection, borrowing from

the central monetary authority, non—fund based credit etc.
Examples of the latter are multiple credit creation feature of
deposits,' refinance being provided only after 1lending, and
caoperatives being allowed to borrow from central financing

agencies certain times of their owned funds and/or some

' Esceptions are studies by Varde et al and Verghese.

But neither of them recognize joint product character of
financial institutions in their conceptualization of
profitability. Their concepts are baed on financial management
dizcipline. Some other exceptions are Desai, and Desai and

Mellor who utilize the approach and the ‘underlying economic
concepts adopted here.



proportion of their loan recoveries and/or their performance in
deposit mobilization. And four, transaction costs are common to
all these activities and hence their allocation to various
activities is arbhitrary and artificial. Thus, wviability is
defined as profit ¢i.e. all revenues minus all costs) as a
percent of all assets plus liabilities excluding contra items. *
This is also different from other studies on viability as they

consider certain norms 1like area of operations, volume of loan

business etc. Eut this study considers these variables as a
part of its performance criterien ([1(a)l. Average or unit
transaction costs® {which include salaries, wages, travel,

stationery, printing, rent, depreciation, postage etc.) is also
defined as total transaction costs as a percent of all assets

plus liabilities excluding contra items.

2 Viakility defined on the basis of financial management
discipline can be obtained from this by merely doubling the
profit su cbtained as assets egqual liabilities.

3 Transaction costs are of two types——one of these is

adininistrative and the other is to account for bad debts. This
study addresses to the former, thougbh it does not undermine the

importance of the latter. High overdues and the implied bad
debts suggested in some studies grossly overstate the problem.
This is because 1loan delinquancy measwre and the implied

suggestion of restrained supply of credit does not allow for such
factors as loans repaid after reasonable period of maturity date,
age of overdues, unsatisfactory lcan appraisal and recovery
policies, and demand for loans from borrowers with genuine
delinquancy and from erstwhile nonborrowers. This study could
not estimate the extent of bad debts due to nonavailability of
this type of data.



Viability and average transaction costs so defined are .
studied Ffor rural operations of the three-tier cooperative
financial institutions, cooperative land development banks and
RREs. But for commercial banks they are studied for these banks
rather than for their rural branches as the required data on the
latter are not available.

A study of the fourth criterion of scale economies in
transaction costs is important for two reasons. One such
economies in agencies like +Ffinancial institutions especially for
the rural sector do not occur unless volume of business is large

_enuugh.’ . Despite this, this issue has not been much researched
{see, for some excoptions studies by Desai, and Desai and
Mellor). Two, achieving economies of scale in transaction costs
is yel anoiher alternative to raising interest rates or margins
four visbility of RFIs. This alternative instrument is far more
desirable than raising interest rates on loans® because the
latter can lead to lower 1lcan demand and thereby adversely

affects volume of business of RFIs, besides lowering private

investment in agriculture with the consequent decline 1in

4 This is alsoc the case for other agencies like that for

agricultural inputs, agricultural research and extension, agro-
mar keting and procesing, rural roads, transportation and
electrification.

2 In the cuwrrent conceryss for improving viability of RFIs
the debate has completely ignored this alternative and as a
result there s an  excessive emphasis on improving margins by
admwinistrative fiat.
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agritultural output.®

In this study scale economies in transaction costs are
conceptualized in the form of a cost function. In this,
trancaction cosls are  a function of assets plus liabilities
excluding contra items. Economic lobgic suggests di fferent

malhematicél functional forms to estimate this cost function.

Those consider ed are:

1. vy = a+ bx + cx®+ dn’ - CUKIC
2. logy = log a + b log » ~ DOUBRLE-L OG
1
X. logy = loga+blogx + c— — LOG-1 DG-INVERSE
, »®
4. logy = log a + b laog » + c» -~ TRANSCENDENTAL
[}
1
S. logy = log a + b log » + c——-{log %) — TRANSLOG
2
These functional faorms allow for prevalence of scale
economies, diseconomies, and neither of these i.e. constant

returns to scale. bisen scale economies exist it suggests that for
every one percent increase in volume of business transaction
tosts inurease by less than one percent. When scale diseconhomies
exist it implies that these costs increase by more than one
percent. And when these costs alsp increase by one percent it

suggeste constant returns to scale. The scale economy parameter

¢ For evidence on the interest elasticity of rural loans
in India and other developing countries and its implications (see
Desxi and Mellor).
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from these functional forms is given by the elasticity of vy with
respect o x. The choice +from among these mathematical
functional forms 1i1s based on superiority of its statistical
risults., These coust functions are estimated by Ordinary Least

Squares procedure.

I1¥. Results and their Analysis

Before the results on the four criteria are discussed it is
worthwhile to note the performance based on certain macro
indicators. Four findings may be highlighted.

Dne, relative importance of institutional credit has shown
&irs incressing trend i1ty four dicennial large-scale natinn—uid?
sample sur veys. This is consistent with the historical
Exper denres "qf/rcoyntrjgs like Japan, Taiwan, South Korea,
Thailand; _Phiiiééfﬂes, Pakistan, Sri Lanka, and Nepal. Thus,
this Lrend must be sustained not only in the institutional share
of rural credit but aleo in its shére in the number of farmers
SEr VED. Tuwo, financial deepening of the rural sector and
agricultural NDP and output fipanced by RFls have both improved
continucusly. Three, performance of financial deepening is
better than that of the proportion of agricultural NDP and
ouvtput financed by the RFIs. And four, this prépartion in India
is much lower than that in countries like Pakistan, Philippines,
Malaysita, South Korea, and Brazil.

Taking all these together it may be suggested tha{

per furmance in regard to  financial deepening must be sustained



and that of agricultural NDP and cutput  financed by
institutional credit must be increased. This is also because
the proportions of working and fixed capital investment financed
by this credit in early 1980s was only about one-quarter and
one—-third, respectively. These four criteria are commonly used
and hence Lhey must Le monitored so that required policy changes
can be formulated.

-ThEbé include institutionalization of rural credit and
deposits, end interest rate.” Instruments for the former

include density of banking infrastructure, size and growth in

VIRRAM SADADHA/ LIBRARY
IND'AN NS/ i L iE OF MANACEMENT
VASIRAPUR, AHMED ABAD- 360056

? Both borrowing (including deposits) and lending rates
are relevant. Some of the studies under reference have indicated
that current 1lending rates have constrained some groups of
farmers, inputs distribution agencies f(including PACS), and some
basic food-processing industrie=s for whom nominal interest rate
ranges from 13 to 18 percent. Desai and Mellor found that
responses of rur al deposits and loans to real interest rates are,
respectively, feeble and elastic in developing countries
irscluding India compared to those in the U.S.A. Lower deposits
rates elasticily in the former may be because farmers’' preference
te hold savinge in physical productive assets is higher than for
financial depousits. In India intrest elasticity of rural loans
hae incr eased over time. This study also shows that though
interest ratle 1is relatively a 1less important factor than non- .
price Jdelerminants in both developing and developed countries,
its relative iwmportance in the former is higher for rural loans
and lower for rural deposits than in the latter. Thus, interest
rate policy for rural loans is important at the margin. This is
alsu because such loans encourage investment and incomes and
‘thereby c¢reate a better potential for - rural deposite in the
fulure.
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oper ations, and founctional structure of RFIs. These are
discussed in whal follows.

Rur a4l Bansking Infrastructure : Considering all field~-level RFIs
lhere was one office for every 1000 hectare of net sown area at
the end of the two and a half decades from 1961. But over the
five years each in this period it deteriorated (see Table 1).
This is because of reorganization of Primary Agricultural Credit
Cooperative Swvcieties (PACS). BRut, this reorganization bhas not
impr oved PAES viability and scale economies in transaction costs

as will be shown later. These imply that larger sized PACS with

larger number of wvillages {and hence area of operations) and

volume of credit business for reorganization does not

necessarily  improve functioning of  PAECS. Perhaps smaller PACS
’

with more intensified and diversified functions may be a better
strateygy.

Becondly density of by aniches  of Cooperative Land
Development Bankes (ELDEs), and rural plus semi-urban branches of
Indian Bocheduled Commerciasl Banks (ISCEs) has continuously
tmproved {(see Table 1). But, growth in thE_ density of branches

of CLDHs continupusly declined and that of the 1latter first

e Some octhers are more appropriate 1loan sanction and

recovery policies, promotion of both working and fixed capital
credit wherever necessary, timely and less procedural delivery of
credit, better coordipation among various agencies etc. are
discussed in some of the studies under reference. A few of these
also discuss the need for more appropriate deposit schemes which
satisfy “liguidity’ and ‘safety’ preferences of potential rural
depositors. Ferformance of all these instruments alsp reguire
continuons mont toring.
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Tabl

4
Density of RFls and Browth Thereins 1941-42 to 19B1-B2

19468-42 1944667 1971-72 1974-77 19B1-82 1961-62
Details to to to to to to
1945-446 1978-71 1975-76 1988-B1 1985-84 1985-84

D Y D s B S e R . e D S v P S R T D S SR SR S G S S S A R D e A N S SR e AR G R S G b e AP i R MR A am Am A e e S SO e @

1. Density i.e. no. of
Qffices per 1808 hectare
of net sown ares

1.1 Field-level RFls 1.509 1.245 1.233 1.887 8.9%88 1.185
1.2 PACS 1.507 1.213 1.148 0.928 8.92% 1.173
1.3 CLDBs B.802 8.083 B.0e4 0.807 8.812 8.88s
1.4 1SCBs na 8.029 8.882 8.152 B.188 8.08%1
1.5 RRBs nr nr B.08! 8,818 8.855 D. 815

2, Annual Compound Growth

Rate in Density (1)

2.1 Field-level RFls -2.94 ~-1.43 8.72 -1.8% -t.81 -1.73
2.2 PACS -2.97 -3.85  -9.83 -4.42 -8.4% -3.08
2.3 CLDBs 21.48 5.94 3.4 8.3} 8.82 8.74
2.4 15CBs na 25.22 18.53 11.43 1.87 19.19
2.5 RRBs na nr na 39.34 22,23 23.99
na 2 pot available

nr = pnot relevant

nt = pot comsputed

RRBs = Regional Rural Banks
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deteriorated and then marginally improved. These suggest

two~pronged future strategy of more sustained growth in density

and more intensive and diversified operations of the already
created infrastructure. This is alsc because rural deposits,
besides loans, respond more  to accessibility to this

infr astructure than to higher interest rate.

Sizse  and Growth of Rural Deposits and lLoans, and

dyricultural toane : These are impressive but only considering

the long— term performance. However, growth rate in five-years
period each is disperate. ” These bhold for rural deposits,
rur al loans and agricultural leoans and irrespective of their

study Ffor the entire cystem and individual RFls. These. suggest
that in futuwre RFls should ensure more sustained—grouth rate in
shorter as well as longer period instead of the strategy of
maintaining high growth rate in a period or two only. Bpecific
conclusions derived fram Table 2 ére:

One, annual average of rural deposits in 197@-71 prices at

the end of two and a half decades was Rs.47.36 billion. The

corresponding averages for rural and agricultural loans were,
respectively, Rs.3@.54 and Rs.22.8:%  billion. Two, annual
compowid gr owth rate was over 1B percent for rural deposits, 13

percent for rural loans, and 12 percent for agricultural loans.

Three, this; however, varied significantly from one {ive-year

M Buck per formance is also found when all the three
activities are measured in current prices.
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Table

2

Size and Browth of Rural Deposits and Loans, and
Agricultural Loans Balances: 1941-42 to 19B1-82

Details (Rs. in Nillion
in 1978-71 prices)

1964-47
to
1978-7%

19756-77
to
1988-84

to

196162
to
1985-84

D D T e e R S En R Y R Y S Gn S A G e S SO ER WA R A AP R M SN W b S S MR S e e e S e A S A e e S G M S D P A AR TS b Ak W WO G e O G D e .

2,

3.

2.1 Field-1evel RFls
2.2 PACS (APS)

2.3 SCBs (AIS+ANPS)
2.4 DCCBs (AIS+ANPS)
2.3 CLDBs (APS)

2.4 1SCBhs

2.7 RRBs

2.8 RECs (AIS)
Average Size of Agri-

3.1 Field-level RFls
3.2 PALS

3.3 SCBs

3.4 DCChs

3.5 CLDBs

3.5 1SCBs (APS5+Al1S)
3.7 RRBs (APS5+AlS)
3.8 RECs {AIB)

45642.2

1753.9

29B3.8
45.4
na
nr

7332.6
S5425.7
£155.2
245.3%
15856.3
ha
nr
nr

7332.46
5425.7
155.2
245.4
1505.3
na
nr
ar

14993.4
2135.4
3583.35

57.3
8397.2
nr

15188.3

6$328.3

981.2

4956.4%

4897.9

3756.3
nr
nr

13851.3
$328.3
o81.2
4956.4
4897.9
1637.5
nr

31292.4
3578.4
5279.1

128.4

22314.2

.l3

24B93.8
7797.4
1184.4
94:.3
$4618.8
18352.7
na

773.2

21121.9
7797.4
1184.4

941.3
4418.8
4568.8

67458. 1
7920.9
9773.7

£126.7

5882%.8

507.8

48965.2
125628.2
1333.8
B68.46
8228.9
25185.5
654.9
2728.2

359%8.0
12628.2
1333.9
8B88.5
8228.9
12302.9
514.4
2728.2

113992.8
18057.56
14890.8

114.3
98403.8
3925.2

44583. 4
22784.4¢
3923.9

v 2911.5
27288. 4
2453.9
5381.3

47354.3
4917.1
7232.2

93.2

34228.8

893.8

38544.4
14934, 54
$419.4
1895.8

13215.2
~ 621.8
2958.3

22B13.5
8324.1
854.8
497.2
5285.0 -
5428.1
278.8
- 954.5

e - e  — — - . - M - - ——— - S S M ML - e Cm e . W He L - - —— - - o= - -
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Details tRs. in Million
in 1978-71 prices)

196142
to
1945-64

1954~67
to
1978-7%

1971-72
to
1975-76

1976-77
to
1980-81

19B1-B2
to
1985-86

19461-462
to
1985-846

D P G S P e P AV S G S GD G SR AR G G Eh WS G ER S M R A A O G6 S N S G e G Em R G G 4 G s En S e G S A R D ED A = R R WA O D B @B = W

3.

5,

Rate in Rural
Deposits (X)

4.1 Field-1level
4.2 8CBs

4.3 DCCBs

4.4 CLDBs

4.5 15CBs

4.5 RRBs

Annua} Cospound

Browth Rate in
Rura) Loans (1)

Field~-level
PACS

SCBs

DCCBs
CLDBs
15CBs

RRBs

RECs

oo oo on
MNO U & WN -

RFls

RFls

Rate in Agricultural

Loang {(X)

Field-level
PALCS

SCBs

DCCBs
€LDBs

DN & WN -

RECs

RFls

1SCBs (APS+AIS)
RRBs (APS+AIS)

5.83
3.45
4.88
19.4%
na
nr

5.17
£.89
-11.81
-2.54
21.29

na

nr

nr

5.16
1.80
~11.8)
-2.54
21.29

na

na

nr

61.94
15.34
14.78
35.22
17.93
nr

38.22
12.49
112.62
55.81
31.56
38.17

nr

nr

38.87
12.49
112,62
55.81
31.56
42.71

na

nr

3.82
9.46
7.39
1.69
1.37
na

2.14
8.50
1.81

-7.18

-8.39%

5.41
na

47.74

13.22
10.88
11.79

5.32
13.33
82.78

9.97
-8.83
5.32
5.25
1.38
13.462
456.29
14.77

7.11
7.73
?.87
-6.09
7.2% .
41.15

7.2b
12.18#
23.58
26388

9.23
7.45
14,34

18.13
9.71
7.135
6.32

14.90

31.83

13.33
4.84s

18.42

12.15

21.52
11.11
20.45
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SCBs
DLCCBs
RRBs

Including PACS
not available
not relevant

State Cooperative BRanks
District Central Cooperative Banks
Regional Rural Banks



period to another in which 25 years are divided.

;Eunctiuual Structure of Agriculiural Operations : This is

characler tzed by domination and stability of the share of loans

{u Nyr icoltural Production Sub-system (APS). The share of loans
Lo Agricultural Marketing and Processing Sub-system (AMPS) is
aluvu stable. Bul same is not the case for loans to Agricultural
Inputs Distribution Sub-system (AIDS). Moreover annual compound
growth rate in loans for these three sub-systems varied
signi ficantly from one period to anntth. Even the PACS’ credit
and non—credit operations are sp characterized. Thus, _bnth
shﬁrter and longer term strategy should be to correct this
disperate performance. Specific conclusions deriveq from Table 3
are: |

Driey the peréent share of AIS, APS and AMPS5 loans were 15,
B, and T respectively for the two decades. Two, at the end of
Lo detates AIS, APS and AMPS 1lpans averaged to Rs.3.37, 1B.39,
and 1.85 billion in 1978-71 prices. This amount increased
coptinuvusly fur all  the three sub-systems. Three, long-run
anmnual compuund growth rate was the lowest for APS cumpared'in
AXS and AMPS laansy they being 10.7, 12.5 and 15.3 percent
respectively. Four, this growth rate >also var;ed significantly.
These findings suggest that despite the innovative macro policy
of promoting AlS loans its translation into actual practice is
rather poor. Inasmuch as such lpoans encourage supply of
investment géods they may not have adequétely satisfied demand

for these goods induced by APS loans. This in turn implies
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Jable 3

Pattern of Agricultural Loans Balances:
19461-62 to 1981-B2

- e - e e e S A S S W e e e M S My R e R e Gy A G e S e R WA b - W W R AR e Nn R e - - O e = .

Details (Rs, in Million 19563-62 1986-67 1971-72 1974-77 1941-62
in 1978-71 prices) to to to to & to &
1965-66 19%78-71 1975-746 1988-81 1981-82

- o v S . W S AN W G5 R TR S GE N e R W e e . S e s AN MR B A A e e ey R M AR G e e em e W s R R - e - e e

1.1 Field-level RFls B 7.94 13.B9 12.19 14,78
1.2 SCEs 8 t.31 2.55% 8.55 1.04
1.3 DLCEBs B 1.36 2.380 B8.48 1.13
1.4 15CRBs B .27 - 5.48 3.93 4.83
1.5 RECs nr nr 3.53 7.83 B.57
2. % Share of APS lcans
2.1 Field-level RFls 23.59 87.29 81.35 83.33 8D. 4D
2.2 FARCS 73.99 48,45 35.51 I2.42 35.49
2.3 CLDRs 28.55 31.37 38.23 21.25 3.17
2.3 1SCRs + RREs na 7.27 $15.52 29.43 28.95
3. % Share of AMFS Lcans
3.1 Field-level RFls S5.46 4.97 4,75 4.49 4.63
3.2 SCBs 2.12 2.53 2.8 2.89 2.71%
3.3 DCERs 3.35 2,44 1.98 1.59 1.93

4, Average ot AlS lLoans

4.1 Field-level RFls 8 1837.8 3844.3 47317.7  3368B.1
3.2 8CBs ) £171.3 558.7 214,2 235.9
4.3 DECEBs 8 177.3 526.1 262.4 257.6
4.4 15CEs 2 68R.4 11B3I.3  1528.9 ?19.1
4.5 RECs 8 ] 773.2  2728,2 1954.5
5. Average ot APS Lrans
5.1 Field-level RFls 6932.1 1375.5 17B12.9 32255.4 18388.1
5.2 PAES 5425.7  5328B.4 7797.4 12628B,3 B324.1)
5.3 CLDBs 1585.4 4B97.%  b41B.B  B22B.9  5285.)
5.4 1SCHs + RRBs na 949.2 3397.5 1139B.2 4778.9

- . =~ . AN AR . = v e S % M W e e e M T T WP AR e e am e VD A i e m e AP . T Y = D S W AR S Mk v TR Y S e - e A e A e
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Table 3 (contd.)

——— - — . -t A o o 8 A n = - e D e = - M - v =D A% e AR G @6 O BB v T So RA Sn MR A B ke S Ak Ak e e g A e o

Petails (Rs. in Million 1958-562 19b6b6-47 1971-72 19746-77 1961-b2
in 1978-7% prices) . to to to to & to &
1985-656 197B-7Y 1975-76 19BB-B} 1981-82

e v - = = - - - ———— - v o= > " G M S ER LS A A R ST W AL M Ak S ST M e AR ER ST T e P e Y e S P Mn e Ah e e e M e e S g 4m

&, Hyverage of AMFS Loans

5.3 Field-level RFls 4023.5 649.8 1848.9 1737.1% 1857.3
5.2 8CBs 155.2 327.9 625.7 1£18.9 617.7
5.3 DCEBs 245.3 319.14 415.2 618.2 439. 6

~J

. Annual Compound Growth
Rate in AlS Loans

7.1 Field-level RFls -] nc 11.2 12.9 12.5
7.2 SCBs ] ne - -18.7 -9.1 -13.8
7.3 DCCRs 8 nc -19.18 22.2 -5.2
7.4 18CEs + RREs na 2.7 4.3 19.3 1.5
7.5 RECs nr nr 37.73 13.727 25.24
8. Annual Compound Growth
Rate 3n AFS Loans
8.1 Field-level RFls 5.7 25,7 3.4 11.3 18.7
8.2 SCHs 2.0 11.7 1.2 6.8 .8
5.3 CCCRs 21.3 31.6 -8.3 1.3 11.5
8.4 ISCEs + RREs na 187.2 18.8 22.2 25,9
B.Y RECs
8. Annual Compound Growth
Eate 1n ERFE Loane
2.% Ficld-level EFle 1.3 59.4 11.5 15.8 15.3
7.2 &8CEs -11.@ 77.5 13.6 9.9 15.9
2.2 DCEEs ~2.5 25.9 3.9 -1.1 7.2
# = Pericd froo 1981-82 to 1985-B& could not be tovered due to
non-availability of required data
na = npot available

nc = not computed



wnsatisfactory attainment of backward and forward linkages
betweers AIB and APS which are critical to improving agricgltural
productivity, production and value added, besides loan
recoveries, viability and scale economies of RFIs. This is also
the case for PACS' credit and non—credit including inputs

distribution business operations.

Association of Degree of Agricultural Progress and _Investments
wilhh Selected Functions of RFIs : Despite  the disperate

per furmance, both agricultural productivity and agricultwral

ioveslwents are positively associated with the increméntal as
w21l as  total values of several functions of RFls. These
vper atiovns  i1nclude such variasbles as=s banking infrastructure,
rural deposits, different types of agriculturgl lpans {i.e. AIS,
APS and AMFS) , various Ltypes of APS 1loans namely, Current
Froduction Growth and Stability, Current Production
Diversification and Graowth, and Current = Production Loss
Minimization and non-ccredit operations of PACS5. This suggests
that had the performance been more sustained and stable its
impact on agricultural productivity, agricultural value added
per hectare, and agricultural investments in fertilizers,

irrigation, and farm assets would have been still larger.

Iiler —class  Distribution

Skewness in the distributions of these 1loans by the PALCS

decr racved. This i1s also the case for the short-term and term

A}
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lpans advanced by the ISCBs. . Rut the skewness in the
outstanding lvans of the ISCRs did not much decline.

The above resull for PACS hold idirrespective of whether
loans are measured in élnw or sltock terms (Table 4). But
‘shewness in loans advanced (i.e. flow) is by and large lower
Lhasr in loans outstanding (i.e. stock). Moreover, inequality in
the distribution of PACS loans declined irrespective of whether
il is meastred by considering owner— farmer-borrowers or
ayricultural labiourers and tenants, besides these Farﬁers. The
decline in inequality of distribution of lbans was higher for

PACS than that for 15CBs.

Delinguancy Rate of ‘Direct’ Agricultural Loans = This rate is

high considering all field-level RFls together. It was the
highest +for ISCHs, followed by CLDBs, PACS and finally RRBs.
Reasons for this high rate are varied and complex. Rroadly,
they are: natural Ffactors like dro&ght and floods, connivence
amony  lueal politicians, bureaucrats and borrowers, and
stiapger upr late lwan  wsanction and recovery policies. toan
delinguancy rate must be decreased to protect implicit wviability
of AFIe to wtbain tire vltimate goal of building relevant and
heallhy financial  institutions and thereby better agricultural
gr omihs.

Loan delinquancy rate of all <¢ield-level RFIs ranged from
43 to 48 percent when measured as 100 dinu; lpans recovered as a

percent of loans due for recovery. Allowing for loan recoveries

.



Iable 4

Concentration Ratio for Distribufton of ‘Direct’
Agricultural loans of PACS and 1SCBs

S D T . . G 4 - - D W 45 G . A G M - D TP ED % A U Th R N e g e M n AR W S R D e e e . A e A G S S G

PACS 1S5CBs
Years Loans Advanced Loans Dutstanding Loans Advanced Loans Dutstandi
Farsers Faraers, Faraers Farseors, Short-  Ters- Short- Tera-
Agri- Agri- ters Loans tara Loans
. cultural cultural
Labourers Labourers
and Tenants and Tenants
1976-77 B.1871 8.2738 B.4322 $.3122 na na na na
1977-78 9.3479 9.1859 8.3754 8.2427 na na na na
1978-79 B.3798 8.23562 B.4028 B.2584 na na na na
- i
1979-88 p.3732 B.231% B. 3458 8.215%8 8.2575 9.4263 8.2279 9.3984
1988-81 8.3543 8.2225 8.3422 9.2188 $.2537 D.A349 B.2484 B.4140
19B1-B2 8.3578 2.2135 B.3323 8.257% 8.24BB 9.4235 9.2356 B.A180

- e - - e G P =S M B G TR G = n Gm S R SR e e e W A AR GR R R G5 M G T TP SR S Y M e e e G G S R R S S G S A S0 S R R R M e - G S

na = not available
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wade ctme Lr ljed Lime afler the maturity date this may be 5 to 18
pereent lower as ks found 10 the case of PACS. Such an
slluwante is necessary because of avoidance of distregs sale,
delay in the receipt of sale proceeds and in incomes fré@ >Dtheri.
occupations. Even then delinquancy rate is high.

SCBs delinquancy rate ranged from about 4 to 12 percent.
RRBs ranged from 17 to 22 percent. PACS delinguancy rate ranged
from 33 to 45 percent. The corresponding rates fnr.CLDBs were‘
13 to SO@ percent and for 15CRs 47 to S8 percent. By and large
these rates were much higher after mid—l97ﬂs {Table 5).

toan delinquancies can be decreased with the improvement in
non-price related policies and cowntrolling the connievence
faclur  mentivned <bove. They can also be reduced with the
Impr ovemeint i1 fuﬁctianal structuwre of RFIs aoperations like AIB,

fAFS,  NHFS,

0

FG3 lovans,; rural deposits, and non-credit
oper atiunt. All these measures must be pursued earnestly and
e i urgenit basis.

Viability and Unit Trancaction Costs: Considering the two
decades under reference, all the rural financial institutions
(RFIs) are viable (Table &)\  State cooperative banks (SCHs) were
most profitable, followed by the district central cooperative
banks (DCCBs), Indian scheduled commercial  banks (ISCBs),
couvperative land development banks (CLDBs), primary agricultural
cooperative cred:t societies (PACS), and reqgional rural banks
(RRBs) in that order of importance. In 3 out of 4 periods of 5

yeur & eath, thise viabilily declined or reémained constant for all

+J
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Table .5
Pelinquancy Rate (%) of ‘Direct’ Agricultural Lloans

o D s o L . S e e Gy S MR T e L . D R T A S = A - 4 e R e D S = M M e e e A M e . T e a  w em A

All 2 3 3 2 2 3
Years Field- SCks DCCEHs PRECS CLDRs 15CBs RREs
level
i
FFls
196%-7D na na 32.7 35.0 13,2 na nr
1276-71% na 5.6 32,8 35.7 23.2 na nr
§1371-72 na 5.3 2B.2 37.5 19.3 na nr
1272-73 na 7.8 29.1 3. 35.4 na nr
1973-74 3.6 7.2 34.7 3b.4 27.8 19.3 nr
1974-75 33.1 6.2 0.8 33.6 36.5 4B. 4 nr
1975-74 33.4 4.3 25.3 33.2 33.3 48.1 nr
1976-77 54,2 5.1 37.7 39.5 3%9.8 k.0 na
1977-78 5.5 5.3 37.8 30.1} 3.3 43.8 na
1578-72 35.4 8.6 58.1 3%.9 41.3 45.9 na
1679-38 48,5 12.3 348.8 45.8 58.9 47.9 17.8
i%ER-3i 55,3 1B. 3 32,4 37.5 5.2 47,1 16.7
{$81-8B2 35.2 B.5 43.8 35.8 48.1 347.7 22.2
\

- mput availabie
ar = not relevant

b Includes PRC3, CLDRs, 1S8CH: and RREs. It is measured ac 18B ainus loans
FoeLtovered as a percent of those due.

This is cumpuied similarly as stated in note I.

This 1t computed as 108 minus loans recovered as a percent of loans
outstanding.
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Jable &

Unit Frufit, Unit Trancaction and Unit Financial
Cusle of RFIc' (Ee. per 1B@ i.e. X)

= v L e e - = . . . R e . e A A PR AR A A SR em M e ey M e L em e MR e e e G e e = e =

1051-462 1986-87 1973-72 1976-77 1941-42
Prtails to to to to to
1965-86 197B-71 1975-76 198B-81 1981-82

——— - v - U — o ———— - A Ar - n - e W WS R S R M o o e S8 A e M A B e e m A - e Y T TP R W e = A = e em

{., Unit Profit

1.1 SCBs 3.67 3.45 3.78 3.50 3.51
1.2 DPCCEs .52 .35 .46 2.3 2.43
1.3 PACS Y 2.1 8.35  -8.11  B.25
1.4 CLDRs .28 2.8 8.25 .33 B.30
1.5 1S8CBs# B.48 8.35 2.35 .48 2.4@
t.6 RREs nr nr nr B.11 g.1)
25 Uoit Iransaction »

Cusls

2.1 SCEs 1.92 2.49 5.83 $.23 3.48
2.2 DCCEs 2.59 p.8& 1.23 1,20 1.0
2.3 PALS 1.82 1.17 1.28 1.38 1.26
2.3 CLDEs .28 .38 8.25 .33 8.30
2.5 ISCEss 8.48 2.35 .35 .39 8.48
2.5 RREs nr nr nr 1.83 B.%97

Costs
3.1 15CEs# 1.85 1.48 1.92 2.47 2.12
3.2 RREs nr nr nr 1.81 1.82

e e Mt e e TR R G e e e e  On S = = m T AR e - s e e S MR P e B - e e M v R e A R e e = - — - =

! These are measured as profit, transaction costs and financial costs as
a percent of assets plus liabilities excluding contra itees.

For these banks these are measured at the bank level as data for rural
branches are separately not available. )

nr = not relevant '
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RFls, except CLDBs in whose case it first improved and then
declinéd. In the remaining one period {(i.e.; 1974-77 to 1980-
B1), average profit improved for SCBs, CLDBs, and ISCBs, but for
DCCBs it declined and for PACS it became negative (Table é4).
Average transaction costs increased for SCBs and PACS aover
the 4 periods (Table 46). For DECHs and ISCRs, it increased up to
third periovd and then declined in the fourth period. In the case-
uof ElLDPBe, it first declined and then i1ncreased. Among the
var iuus RFIs, wunit transaction costs was the highest for SCBs
{3.483 percwnil )y Fullowes iy ISCBs (1.44 percent), then PACS (1.26
pereent)yy, DCCRs (1.04 percent), RRBs (B.97 percent, and finally
CLDR. {B.54 percent) considering the entire period under
reference (Table &). These findings suggest that there is no one
to one correspondence between unit profit and unit transaction

costs.

Scale Economies in  Transaction Costs: Al RFIs, except PACS,

prevailed YLinder constant return to scale in their transaction
costs considering the entire period under reference (Téble 7).
In other words, their Gtransaction costs incresed in the same
progus Liw i whiieh their scale of operations increased. PACS,
huwever 3 suffered from scale diseconomies in these costs during
thic watire period as well as during the two subperiods tTabie 7).
This is also the case for DCCBs and ISCés, but only during the

fFirel subperiod. In the decade of 1978s,; the former had a scope



tuv fully achieve stcale economies, while the latter already

vojuyed wrale econumies.

Fuliey Suygestions 3 From the preceding findings it is clear that
weasur 25 Lo improve ctontributions, viability and scale economies
would vary from e RFI to the other. Broadly, however, they
centre around improving scale of operations and restructurid; of
sume of its constituenis to correct the disperate per formance
discussed earlier.

These mEeasur es are laregely related to non—-price
instruments. However, interest rates on borrowings by RFls and
those o their loans need to be revised to some extent. The
for mer have been- increased for refinance, temporary credit
accommodation, and fipancial deposits including those with RFIs.
Such irnereases in isolation af changes in lending rates would
syuiseel unil grocos margibs for thesevinstitutions. -But, lending
rales itave alosw been increased and despite that wnit financial
cowts  ond profitability of RFIs have reséectively increased and
decitied Lo some exteni. Further increases in lending rates
wonlid  be cowrter —productive for  the reasons discussed in
foutnhote 7. On  the contrary they may be rgduced for those in
AFS, AIS, and AMPS who are at present charged 13 to {B percent
to improve their incentives. Borrowing rates may also be
reduced not only for the banks’ resources but alsoc for the
company deposits which siphons off financial resources away from

the fipancial institutions. This would enlarge the scale of



Jable 7

Bcale Econosies/Diseconomies in Transaction and
Financial Costs

g M e e e T T e e R W A

1971 to 198t 1961 to 1981

ails 1961 to 1978

T D e Yy S S - . P M A D s G e - G am e T R e TR MR e . A S S e P G S R e e L W e R - e . G An a8 = A

1. Transaction Costs

1.3

t.2

1.3 F

1.4

ECEs

™

PCLE:
FACS
CLDEs
i8CEs:

RREs

CRS

SbE

SRE

ERS

SDE

nr

SBE

nr

CRS

ERS

CRS

CRS

SDE

LRS

ERS

£R5

SDE

SDE

- e e o o . . = . n - S e e M A e v e . A = S e  m - e Sm A e s e OB B¢ M Em e e A R e e T e - -

2. Financiel Cosis
2.1 15CBs#
2.2 KEBs
CRS = Constant Returns to Scaile
SE = Scale Economtes
SDE = Bcale Diseconouwies
# For these banks these

are measured at
brancihies are ceparalely not available.
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their resources and also act as an incentive to RFls to

mobilize them. As regards non—-price instruments they mainly

include

{1) reallocation of borrowings (especially from central
financing agencies) to make AIS loans to fulfil ‘kind’
component of crop—-loans to those for extending such loans-
to encourage inputs sales on cash, '*

(2) improving density of banking infrastructure including'
promotion of small sized PACS with more intensified and
diversified operations,

{3) improving government investment for construction of godowns
for PACS,

(4) hiring adequate, well-trained and full-time paid staff

especially for PACS,

{S) wurgent reduction in loan delinqqancies by developing
suitable policies for 1oan reéavery and sanction for new
loans,

(&) enlarging borrowings from central financing agencies for

PACS and RRBs to especially 1lend for AIS, CFGS and CFDG
purposes, for CLDERs to extend loans for large

infrastructure related to AIS and AMPS activities, CPGS and

re This is because funds borrowed to meet “kind’
component of crop-loans itself should be transferred to the
inputs supply agencies, according to the macro policy prescribed
by the RBI. This is not the case at present. I1f this is
achieved, then all RFIs including PACS would improve their
viability as they would not bear interest costs twice and
moreover released funds can be utilized to make AIS loans.
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CPDE purposes, and that for ISCBs to enable them to promotea
more sustained growth in APS and AIS loans,

{7) widening the scope of ‘indirect’ agricultural credit to
include AIS loans for seeds distribution and processing,
and simple but scientific hand and bullock—drawn farm
implements manufacturing and distribution, and AMPS loans
for non—-cooperatives also,

{8) improving deposits mobilization by formulating fixed deposit.
schemes for a few fortnights to 3 to & months, and credit-
linked deposits which permit certain multiple of deposits as
credit,

{9) increasing share capital base,

(18) reducing investment in the form of deposits with other

banks,

(11) allowing temporary credit accommodation, besides refinance
from NABARD and RBI, and

{12) reducing liquidity ratio requirements for 15CBs.

These policy suggestions must be viewed as a package rather
than in isolation of each other. Their implementation would
improve the performance of RFls in regard to all the criteria

and considerations discussed earlier.

IV. Major Conclusions and Impljcations

In the two and a hal¥ decades from 1951-462, rural

institutional finance system has performed well as far as



financial deepening of the rural sector is concerned. But its
- performance is modest with respect to the proportion of
agricultural output and NDP financedj similar is the case as far
as its functional structure of loans is concerned. Despite this,
it has been viable and has not suffered from scale diseconomies
in transaction costs. Similarly, it bhas increased the use of
fertilizer, irrigation, other agricultural investment, and
productivity. These have increased uith.the increase not only in
the density of banking infrastructure and APS credit, but also in
loans for AIS and AMPS. But, at the all-India level, loan
delinquancy is high and scale economies in transaction costs have
not been fully achieved. Had these institutions desperate
performance in density, coverage of farmers, scale and scope of
APS, AIS and AMPS lpans not resulted, they would have made much
larger impact on agricultural investments and productivity, and
on profitability and loans recovery.

Such desperate performance can be avpided by changes in
noninterest rates related policies and to some extent by lowering
interest rates on borrowings by RFIs and those on some bf their
loans. Noninterest rate policies largely center around improving
density of banking infrastructure, reallocation of borrowings for‘
"kind® component of crop loans to those for agricultural inputs
distribution business on cash, improving government investment
for construction of godowns for PACS, hiring adeqguate and well
trained full-time paid staff for PACS, enlarging borrowings from

central financing agencies for selected purposes related to AIS

wx
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and AMPS loan business, improving deposit mobilization, reduction
in liquidity requirements,‘and uideninq the scope of ‘indirect’
agricultural credit to 'include seed processing and distribution
business and simple but scienti?ic farm implements manufacturing

and distribution.
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