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Improving Access to Agricultural
Credit: New Perspectives

ABSTRACT

India’s agrarian crisis has deepened in the past several years,
contributing to the slowdown of the economy. Amongst the most
crucial factors affecting the country's agricultural sector is financial
inclusion. Over the years, India has attempted various measures to
narrow the gap in financial inclusion for its farmers, yet the goal
continues to elude the country. This paper presents a discussion of
these measures, outlining the current state of financial inclusion for
Indian farmers. The paper emphasises that the financial sector needs to
understand the current financial realities of the farmers and consider
them as an untapped credit market rather than high-risk, low-quality
credit assets. It analyses the potential of impact investment and the use
of philanthropic funds for disbursing credit to the poor farmers, and
highlights the need to articulate a system that minimises the risk of loan

failure for the farmers.

Attribution: Renita D’Souza, Tmproving Access to Agricultural Credit: New Perspectives’,
ORF Occasional Paper No. 230, January 2020, Observer Research Foundation.
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INTRODUCTION

India saw a dozen significant farmer protests in 2018 alone." These
protests were an overwhelming manifestation of the desperation of the
average Indian farmer due to the deepening agrarian crisis in the rural
economy.” The more tragic manifestation of the agrarian crisis is the
alarming number of farmer suicides across the country. While
Maharashtra has consistently recorded the highest number of suicides,
Telangana, Andhra Pradesh, Karnataka, Chhattisgarh and Madhya
Pradesh have frequented the list of states most affected by this problem
from 2010t02016.”

The trend of declining growth in the agricultural sector is not new.
This is exhibited by the stark difference between the growth rates of the
industry and the services sectors at about nine percent per annum for
the 10" Five Year Plan (2002-07) on the one hand, and the agriculture
sector at around 2.3 percent per annum, on the other. Even in the five
years that followed, the per annum growth rate of agriculture stayed
below the target rate of four percent. Between 2012-13 and 2016-17,
the per annum growth rate for the agricultural sector stood at just 3.2
percent. According to estimates by the Central Statistics Office (CSO),
the growth rate in agriculture and allied activities stood at 3.4 percent in
2017-18 while it is expected to hover around 3.8 percent in 2018-19.
These growth figures are particularly disappointing for a country thatis

the fastest-growing economy in the world.”

Low agricultural growth implies lower productivity and incomes for
those engaged in agriculture. This is reflected in the contribution of
agriculture to GDP over the years relative to the share of the workforce
employed in agriculture (See Table 1). Since Independence, the

contribution of agriculture to India’s GDP has steadily declined.

2 ORF OCCASIONAL PAPER # 230 « JANUARY 2020



IMPROVING ACCESS TO AGRICULTURE CREDIT: NEW PERSPECTIVES

However, the number of people depending on agriculture for
employment has not reduced at a rate that ensures commensurate rise
in the productivity of the workforce. This explains why a decline in the
contribution of agriculture to GDP has translated into low agricultural

productivity and incomes.

Table 1 Share of the Primary, Secondary and Tertiary Sectors in
Employment and GDP across years (in percent)

Sector 1981 1991 2001 2016-17

Employment| GDP |Employment| GDP | Employment| GDP | Employment| GDP
Primary 68.87 41.8 66.75 [34.92 59.9 27.3| 4274 |15.11
Secondary 1348 [21.58| 12.77 |24.48 11.9 |24.28 23.79 |31.12
Tertiary 17.65 [36.62 20.5 40.6 28.2 |48.42 3348 |53.77
(Services)

Source: Sangeeta Shroff, Rethinking India’s Battles against Chronic Agrarian Distress’

The primary causes of this chronic agrarian crisis include the
following: (1) heavy dependence on monsoons and the inability to
mitigate uncertainty associated with the vagaries of nature due to,
amongst others, poor irrigation facilities; (2) lack of access to suitable
technology; (3) anomalies and inefficiencies in agricultural markets and
the marketing ecosystems; and (4) lack of institutional credit at
affordable rates. The last of these causes must be emphasised more than
the others given its ability to contribute in tackling the remaining
causes. Revival of growth or even sustaining it requires falling back on
the virtuous cycle triggered by investment; and as such private
investmentin agriculture demands financial inclusion of farmers.

It is widely recognised that there is a positive relationship between
agricultural credit and agricultural growth. For a farmer, access to
affordable institutional credit becomes crucial to start and sustain a
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good crop cycle based on quality inputs such as seeds, fertilisers,
machinery and equipment, and sufficient supply of water and power. In
an indirect manner, credit facilitates other important agricultural
functions such as marketing, warehousing, storage and transportation,
all of which are crucial to productivity. Agricultural credit plays an
important role in providing essentials during adversity. To be able to
absorb the shock of crop failure due to reasons such as drought and pest
infestation or loss incurred due to price crash, the farmers must be
financially equipped. Table 2 highlights the need of such preparedness
and shows how often agricultural households have had to face various

forms of crop or livestock related distress events.

Table 2 Percentage of Households that Faced Various Forms of
Distress Events

Distress Event Percentage of households
that faced the event

Crop failure due to excessive, 53.8
very low or untimely rainfall

Sudden decline in productivity of crops 27.6
due to pest infestation, etc.

Sudden fall in market price of crops 18.2
Loss of livestock due to flood, diseases, etc. 9.8

Source: NABARD All India Rural Financial Inclusion Survey (NAFIS) 2016-1 7°

An article published in The Hindu on 20 June 2019 examined the
question, ‘Does credit induce agricultural growth? The article
concluded that there is a limited role that credit plays in promoting
agricultural growth. It argued that the credit intensity of agriculture has
risen exponentially over the years which means that the efficiency of
agricultural credit in generating agricultural productivity has gone
down. The thesis of this paper differs from this conclusion.
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TOWARDS A NEW UNDERSTANDING OF ‘FINANCIAL
INCLUSION’

Based on the definitions proposed by the committees chaired by Dr C.
Rangarajan and Dr Raghuram Rajan, financial inclusion is considered a
welfare-oriented exercise that involves improving access and
affordability of various financial products and services such as payment
services, savings products, insurance products and inflation-protected
pensions. This definition underlies several government interventions
for improving financial access. Viewing the problem of financial
exclusion as a market failure with no market-oriented solutions is no
longer true, given the emergence of several alternative financial models.

This paper discusses some of these solutions.’

Financial exclusion must also be clearly defined; an exercise that will
highlight what needs to change and give insights for appropriate
solutions. According to Leyshon, Signoretta and French,’ it refers to the
barriers or limitations that prevent people from using financial services.
It ranges from not having access to a bank account, to financial illiteracy.
Several dimensions of barriers have been identified, including: physical
exclusion, caused by the problems of travelling to avail services; access
exclusion, caused by processes of risk assessment; condition exclusion,
when the conditions attached to products are unsuitable or
unacceptable to the consumers; price exclusion, when the price of
products is unaffordable; marketing exclusion, where certain consumers
are unaware of products due to marketing strategies that target others;
and, self-exclusion, when people decide to exclude themselves voluntarily

on the basis of past rejections or fear that they would be rejected.’

Avenues of financial inclusion must be sensitive to the financial
realities characterising the farmers. Financial inclusion must be

accompanied by a mechanism that reduces the risk associated with
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lending, the probability of loan failures. This requires empowering the
farmers to utilise the credit obtained to adopt appropriate agricultural
practices, use high-quality inputs, leverage the latest technology
available to tackle weather and climate uncertainties and improve
productivity. There is a need to envision a system that can provide the
necessary structure for this cycle. This may also call for alternative
financial models disbursing credit to farmers. At the least, the basic
principle that financial inclusion models of credit allocation need to
adhere to is as follows: Minimisation of the probability of economic loss for
both lender and borrower (operationalised in the context of the Indian
farmer). Therefore, there is a need to highlight the limitations of
conventional financial institutions in this regard and enumerate new

models of credit disbursements.

MEASURES FOR IMPROVING ACCESS TO AGRICULTURAL
CREDIT IN INDIA: A SURVEY

This section provides a comprehensive survey of the efforts that have
been made to improve agricultural credit in India since Independence.
These measures conform to the conventional notion of financial
inclusion that has prevailed in the country. It can be argued that all of
these initiatives stand in clear violation of the principle mentioned
earlier. This survey is essential as it sets the precedents to which
alternatives have to be defined.

The timeline of the agricultural credit initiatives in India can be
traced back to the early 20" century, with measures that sought to
establish and strengthen the credit co-operative movement. The
objective of this movement was to provide affordable credit to farmers,
especially the small and marginal ones. The Agricultural Credit
Department was set up in the Reserve Bank of India, through the RBI
Act, 1934, to provide refinancing to the co-operative credit structure.
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The co-operative movement failed to sustain its momentum in the

following years as it was burdened by delays in repayment of credit."’

Until 1966, the disbursement of agricultural credit was primarily the
mandate of the co-operative credit societies. On the recommendation of
the All India Rural Credit Committee (1969), the commercial banks
were also enrolled in doing the same in a proactive manner. This new
mandate gained further prominence following the nationalisation of

commercial banksin 1969."

The intervention of applying concessional interest rates to those
below the poverty line was introduced in 1972. Priority sector lending
was launched in 1974 so as to statutorily earmark a fraction of credit to
areas deemed as priority sectors. Within these sectors, agriculture and
weaker sections were demarcated as two distinct categories in 1980.
Small farmers were explicitly identified as beneficiaries under the
category of ‘weaker sections’ while implicitly so under the category of
‘agriculture.” The targets under priority sector lending are subject to
stringent enforcement. Failing to achieve them incurs penalties for the
banks, the severity of which varies directly with the size of the shortfall.
As such, this endeavour has yielded positive results in increasing access

to agricultural credit.”

The introduction of concessional interest rates and priority sector
lending emphasised the need of commercial banks to further expand
their agricultural credit disbursement following the dismal
performance of agricultural output in 1966 and 1967. The
recommendations of the Narasimham Committee on rural credit
(1975) were a setback in the appraisal of the performance of commercial
banks and the co-operative credit structure in extending agricultural
credit. The committee recommended the setting up of Regional Rural
Banks (RRBs) to compensate for the shortfall in meeting agricultural
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credit needs (See Figure 1). The establishment of the National Bank for
Agriculture and Rural Development (NABARD) in 1982 was expected to
provide further impetus to adequately meeting agricultural credit

13
needs.

Figure 1: Number of Rural Bank Branches and the Population per Branch

between 1975 and 2011
Number of Rural Bank Branches and the Population per Branch between
1975 and 2011
Rural Branches @ Population per Branch
25000 100000

90000
4]
5 20000 80000
g =
£ 70000 £
2 5
=< 1
S 15000 60000 =
= %
=} Q
= 50000 £
g £
& 10000 40000 &
S —
5 2
5 30000 £
2 =~
E 5000 20000
z

10000

0 0
1975 1981 1991 2001 2011
Year

Source: Anwarul Hoda and Prerna Terway, Credit Policy for Agriculture in India - An Evaluation: Supporting
Indian Farms the Smart Way: Rationalising Subsidies and Investments for Faster, Inclusive and Sustainable
Growth"

The increase in rural bank branches received a major boost from the
nationalisation of commercial banks in 1969, especially through the
launch of the Lead Bank Scheme. In this scheme, a lead bank was
assigned to different areas with the primary responsibility of mapping
the credit needs within its jurisdiction and to meet them through
adequate banking and credit facilities. These banks were also charged
with the responsibility of overseeing that rural and semi-urban

branches under them maintain credit-deposit ratio of 60 percent.”
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During the period 1976-2014, the commercial banks became the
primarylending institutions, and their branches in rural areas increased
exponentially from 7,690 to 44,699. As a result of a large number of
rural bank branches and a reduced population per branch rate, the credit
disbursement to farmers improved significantly. An important
intervention for expanding the coverage of agricultural credit, especially
to small and marginal farmers, involved the establishment of the
Regional Rural Banks. At the end of March 2014, there were 57 RRBs
managing an aggregate network of 19,082 branches across 642 districts

throughout the country.™

Under the aegis of the Self-Help Groups (SHG)-Bank linkage
programme initiated by NABARD to connect the informal workforce to
the formal banking sector, the SHGs employ their pooled resources to
disburse loans to their members through the agency of the banks. The
banks issue credit against the groups’ guarantee and the size of loans
could be multiple times that of the resources deposited with the banks.
NABARD is responsible for refinancing such credit, and the progress
made by this initiative is reflected in 73.18 lakh savings-linked SHGs
and 44.51 lakh credit-linked SHGs covering about 9.5 crore households
inIndiain2014."

In 2004, schemes were launched aimed at doubling the agricultural
credit in the following three years. These included issuing fresh credit to
farmers reeling under natural calamities, restructuring of debt,
providing relief to farmers caught in the web of informal lenders, and

one-time settlement for small and marginal farmers.

The Kisan Credit Card (KCC) is a mechanism instituted to assist the
farmers in accessing timely and adequate credit from the banking sector
for crop cultivation, post-harvest and marketing needs, maintenance of
farm assets and investment credit for purchasing high-value
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agricultural assets. The conventional method of credit disbursement
has been replaced by KCC, ATM-enabled debit card, which allows
disbursement of credit. The use of KCC has a wide coverage, catering to

the customers of commercial banks, RRBs and co-operatives. "

Following the economic reforms in the 1990s, interest rates were
deregulated both on deposits and credit disbursements. However, in the
aftermath of the food crisis in 2006-07, an interest subvention scheme
on short-term credit was brought into force wherein the interest rates
on agricultural credit were subsidised. The impact of this scheme on the
demand for short-term credit is discussed in the next section of this

paper.”

Indian banks introduced the Basic Savings Bank Deposit Account
(BSBDA) to decrease the costs involved in operating bank accounts. As
such, these accounts are characterised by minimal account balance,
minimal charges and simplified Know Your Customer (KYC) norms. The
launch of the ATM machine and the widening of its coverage is a
significant strategy among financial inclusion measures. The Business
Correspondent (BC) model of financial inclusion has been brought into
force, wherein agents replace and function instead of brick and mortar
branches, to provide basic banking services in locations where
establishing bank branches is difficult. In 2014, the Government of
India introduced the Pradhan Mantri Jan Dhan Yojana to enhance
access and affordability of financial services (such as a basic savings
bank account, credit, insurance, pension and remittance facilities) to the

. . 21
weaker sections of society.

An examination of the history of institutional credit to farmers in
India shows that since Independence, there has been a significant
emphasis on prioritising lending to small farmers by increasing the
quantum of credit to be disbursed to them at affordable rates. Following
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the economic liberalisation reforms, the focus tilted towards concerns of
profitability. As such, interest rates were deregulated and restrictions on
lending were relaxed. During the period after 2005, the mandate of the
banking sector continued to remain anchored in profitability and
commercial concerns but with a renewal of the commitment towards
universal financial inclusion. This transition of the nation’s banking
policy has not done much to improve access and affordability of formal

credit to small and marginal farmers.”

FINANCIAL INCLUSION OF FARMERS IN INDIA: A BRIEF
PROFILE

CRISIL Inclusix, India’s first financial inclusion index, launched in 2013,
increased from 50.1 in the fiscal year 2013 to 58 in 2016. This
improvement in the index captures progress across the four dimensions
of financial inclusion: (i) branch penetration; (ii) deposit penetration;
(iii) credit penetration; and (iv) insurance penetration. According to the
2017 iteration of the Global Findex Report, the number of bank-account
holders in India has risen from 53 percent in 2014 to 80 percent in 2017
on account of 281.7 million Jan Dhan accounts. However, as many as 48
percent of these accounts are inactive, i.e., no deposit and withdrawal
happened using these accounts in 2017. The failure of the BC model can
be attributed to the following reasons: an inappropriate commission
structure for the BC agents entail low recovery of costs and reduced
profitability; too much work adversely affecting the quality of service
provision; very little commission despite a lot of work breeding
indifference towards the quality of work among BCs; and the low usage
of BSBDA accounts.”

Access to institutional credit demands the ownership of assets and
income that evaluates the creditworthiness of a potential borrower.
Lack of such creditworthiness implies access exclusion (mentioned in
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the definition of financial exclusion earlier). It is imperative then to
survey the distribution of assets across agricultural households. Figure
2 shows that 87 percent of agricultural households possessland which is
less than or equal to two hectares. This means that in accordance with
the definition of the Reserve Bank of India, 87 percent farmers are

either small or marginal.*

Figure 2: Distribution of Households according to the Size of Landholdings

<0.01 Ha 0.01-04Ha ®m0.41-1.0Ha ®m101-20Ha ®m>2.00Ha

Source: NAFIS 2016-17

The size of income varies positively with the size of landholdings.
The data suggest that, on average, small and marginal farmers either
belong to the Economically Weaker Sections (EWS) or Low-Income
Groups (LIG). Small and marginal farmers who are deprived of land
resources also end up being deprived of income. This takes away from

their credentials the access to an institutional loan.”

Figures 3 and 4 disaggregate the average monthly income of the
agricultural households from different sources viz. cultivation, livestock
rearing, government/private services, casual wage labour, and show a

strong negative correlation between the size of income and the
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contribution of wage labour to income. Figures 3 and 4 depict a positive
correlation between the size of income and the contribution of
cultivation to income as well. There is also a strong reliance of income on
informal unstable sources such as casual wage labour. This again reduces
the ability to avail institutional credit. The above finding highlights the
need for policy intervention for a shift in contribution to agricultural

. . 26
household income from informal to formal sources.

Figure 3 Average Monthly Income of Agricultural Household from
Different Sources by Size Class of Land Possessed
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Source: NAFIS 2016-17

Figure 4: Average Monthly Income of Agricultural Households from
Different Sources by Size Class of Land Possessed (in percent)
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The question of increasing incomes from cultivation makes the issue
of ownership of high-value agricultural assets relevant. Figure 5
summarises the profile of such ownership among agricultural
households.” The ownership percentages are disappointing, and the
focus of policy should be affordable access to agricultural assets whether

through ownership or some rental model of access.

Figure 5: Proportion of Agricultural Households Reporting Ownership of
High-Value Agricultural Assets (in percent)

possessing the asset
N w H [6,] (<)}

Percentage of agricultural households
=

Tractor Power Tiller Sprinkler Drip Irrigation system Harvester

o

High value agricultural assets

Source: NAFIS 2016-17

About 55 percent of the agricultural households have savings. The
average savings in 2016 per household stood at INR 9,657, of which 94
percent have been saved in institutions. On average, an agricultural
household saved around INR 804 on a monthly basis. Given the average
monthlyincome of INR 8,931, only a meagre nine percent of the income

. . 28
earned isbeing saved.

The percentage of agricultural households having any investment in
the year 2016 was at a dismal 10.4 percent. Analysing this number

. . . . 29
across various size classes of land generates Figure 6 and Figure 7.
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There is a positive correlation between the percentage of agricultural
households having any investment in the year 2016 and the size of

income.

Figure 6: Proportion of Agricultural Households Reporting any
Investment in 2016 by Size Class of Land Possessed (in percent)
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Figure 7: Average Investment Reported by Agricultural Households that
made any Investment by Size Class of Land Possessed
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There is greater preference for physical assets rather than financial
assets across all size classes of land. NAFIS defines financial assets as
“investments in bank deposits including fixed and recurring deposits,
in shares/ bonds, or investments made in Post Office deposits like
Kisan Vikas Patra, etc.” and physical assets as “purchase or construction
of house, investment in livestock, buying equipment for non-farm
business, buying farm machines/ irrigation equipment, or investment
in major repairs which increases the life of the asset/ building (NAFIS,
p.54).%

Figure 8 shows that the primary sources of investment are
. . . . 31

personally owned funds and those acquired from institutional sources.
The reliance on non-institutional sources decreases with an increase in

the size of land possessed.

Figure 8: Distribution of Agricultural Households by Source of Funds for all
Reported Investments over INR 10,000 by Size Class of Land (in percent)
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The above analysis reveals that in order to increase investment in
high-value agricultural assets, which drives agricultural productivity,
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farmers’ household incomes must be increased and access to

institutional credit, encouraged.

Figure 9: Relationship between Average Monthly Income and Incidence of
Indebtedness of Agricultural Households across Size Classes of Land
Possessed

6000 70

50
40
30

20

households (in percentage)

o
o

<0.01Ha 0.01-0.4 Ha 0.41-1Ha 1.01-2.0 Ha >2.0 Ha
Size classes of land possessed

Average monthly income of households
(o]
o
o
o
Incidence of in debtedness of

e Size of income Incidence of indebtedness amomg agricultural households

Source: NAFIS 2016-17

Figure 9 shows how the trajectory of the size of income across
households possessing land of varied sizes is same as that of the
incidence of indebtedness. This relationship is true of the direction of
change, i.e., increase or decrease (but not of the rate of change, i.e., rate
of increase or decrease). This relationship can be explained by the fact

that thelevel of income is important in determining access to credit.™

As is shown in Figure 10, agricultural households belonging to any
size class of land possessed prefer to avail loans from institutional
sources rather than non-institutional ones. Figure 11 highlights how
agricultural households rely on informal sources such as borrowing
money from friends or relatives as much as on personal savings and

loans to cope up with agricultural distress events. Given the fact that a
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large percentage of loans are from institutional sources, the balance of
advantage seems to tilt towards formal sources of coping with distress
events. However, for the sake of argument, even if it is assumed that all
the loans used for dealing with agricultural distress are formal, still a
percentage as large as around 30 of the cumulative resources (personal
savings plus loans plus borrowings from friends/relatives) is sourced
from friends/relatives; the situation still demands initiatives that will

drastically reduce this percentage.”

Figure 10: Percentage of Loans taken by Agricultural Households across

Different Size Classes of Land Possessed from Different Sources
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Figure 11: Percentage of Households facing Different Crop or Livestock
related Distress Event and Using Different Financial Coping Strategies
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According to NAFIS 2016-17, only 10.5 percent of the agricultural
households surveyed own a Kisan Credit Card. The ownership of KCC
with respect to the size of land possessed is shown in Figure 12. This
figure also shows that the proportion of households in any size class of
land possessed owning a KCC varies positively with the size of land
possessed. The constituencies that need the provision the most have it
theleast. NAFIS 2016-17 also finds that 66 percent of KCC owners have
utilised the credit limit sanctioned to them. This is a positive finding.
Unfortunately, the credit limit sanctioned varied directly with the size
of land possessed, which means that those who need credit assistance
the most found less of it, at least in terms of the credit limit sanctioned

tothem.”
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Figure 12: Percentage of Agricultural Households having a Valid KCC
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Of the total credit disbursed in rural areas by institutional agencies,
as much as 42.6 percent was charged at an interest rate in the range of
12-15 percent. As far as non-institutional credit is concerned, about
68.6 percent was extended at rates of interest greater than 20 percent.
In fact, around 34.1 percent of the loans were provided at a rate greater

than 30 percent.”

Those who can borrow from banks or co-operatives, are also paying
interestrates ashigh as 12 percent (at par with market rates). Those who
access loans from Microfinance Institutions (MFIs), Self-Help Groups
(SHGs) and informal sources do so at exorbitant rates of about 30-35
percent. The reason why credit comes at such a high cost is sound

. . . . 36
financial arithmetic.

Consider the case of banks. Suppose they acquire their capital at a
base rate of 4-5 percent. The cost of disbursing loans includes costs
incurred on transactions such as processing loan applications, collecting

repayments, etc. Hence, a bank needs to charge atleast 9-12 percent to
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break even. The need to maintain healthy balance sheets translates into

. . 1. 37
lowerloan disbursements to poor farmers at subsidised rates.

MFIs provide non-collateralised loans but at exorbitant rates.
They acquire their loan capital at around 12 percent. The transaction
costs of disbursing loans amount to about 14 percent. Therefore,
breaking even would require them to charge an interest rate of about 30
percent. Their profit margins further push the rates to 35-37 percent
(Figure 13).*

Figure 13: Percentage Distribution of Amount of Outstanding Cash Debt by
Rate of Interest for Institutional and Non-institutional Agencies: All-India
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Source: Key Indicators of Debt and Investment in India, MoSPI”®

Both short-term and long-term agricultural credit in India rose
between 1980-81 and 2011-12 (Figure 14). However, the rate of
increase in short-term credit exceeds that in long-term credit. This has
negative implications for the expansion of productive capacity of the
farmers and their ability to acquire debt and withstand debt shocks. The
rate of increase in long-term credit is consistent with the data on

ownership of high-value agricultural assets.”
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Figure 14: Amount of Direct Institutional Agricultural Credit Issues in the
Short-term and in the Long-term from 1980-81 to 2011-12
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Has the policy of interest subvention translated into appreciable
gains in the demand for credit? The answer to this question is an
unfortunate ‘No’ and has been inferred from the following evidence.

The cost of inputs as a proportion of short-term credit financed by
institutional sources has increased from 16.8 percent in 1997-98 to 84.06
percent in 2011-12 and higher up to 99.97 percent in 2012-13. This is
inconsistent with the fact that about 64 percent of total outstanding credit
was sourced from institutional agencies. Furthermore, the pattern of credit
disbursement suggests lower loan issues in months of maximum
agricultural activity, i.e., the time of sowing in the Rabi season than in other
months. For instance, about 46 percent of the annual loan issue occurred in
the months of January to March in 2008-09. This figure stood at 62
percent in 2013-14. Therefore, it can be inferred that instead of increasing
demand for short-term agricultural credit, the interest subvention scheme

might have been exploited as an arbitrage opportunity.”

22 ORF OCCASIONAL PAPER # 230 + JANUARY 2020



IMPROVING ACCESS TO AGRICULTURE CREDIT: NEW PERSPECTIVES

RECOMMENDATIONS

This section articulates financial inclusion models of credit allocation
which are in conformity with the minimally essential principle already
mentioned earlier. Minimally, the basic principle that financial
inclusion models of credit allocation need to adhere to is as follows:
Minimisation of the probability of economic loss for both lender and borrower
(operationalisedin the context of the Indian farmer).

Focus on the ability to repay rather than collateral

The previous section showed that the variables of financial
inclusion—namely savings, investment and even credit—are
determined to a significant degree by the size of landholdings and the
level of income of agricultural households. In aspiring to double
farmers’ incomes and rescue those in a debt trap, India has to change
this reality, especially as regards credit. Dependence of access to credit
on the level of income and landholdings defeats the purpose of financial
inclusion. On average, approximately 50 percent of agricultural
households have availed credit.” What about access to institutional
credit to the remaining 50 percent? Furthermore, will the 50 percent
who are indebted be able to pay back theloansin time? Reeling under the
burden of the debt trap has led several farmers to commit suicide, the
mosthorrific manifestation of the agrarian distress in the country.

There is a dire need to replace existing collateral requirements and
assessments of creditworthiness with systems that measure repayment
capacity on the basis of optimum utilisation of disbursed credit; an
agricultural credit system based on the productive capacity of the
borrower and not on securities as collateral. The success of such a credit
system is deemed to rely upon the monitoring of credit utilisation so as

to ensure appropriate and efficient utilisation of credit resources.
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The crop loan scheme, also known as the investment loan or
production loan recommended by the Mirdha Committee on co-
operation in 1965, is based on the above insight. Crop loans are
essentially short-term loans disbursed before the beginning of the
sowing season and are recovered after harvest. The crops to be produced
are the collateral. As has been stipulated by the RBI in its manual on
short-term and medium-term loans for agricultural purposes (1966), the
loan is disbursed according to the projected harvest and the nature of
cultivation practices in the concerned area. More specifically, the
determinants of the loan include the need of finance for seeds, fertilisers,
pesticides and agricultural equipment; these needs are to be catered to by
a loan in kind. The determinants of the loan to be disbursed in cash
include costs involving labour, rentals to be made for tractors and other
agricultural machinery, tillage, land preparation, electricity, irrigation,
transport and harvesting costs. For appropriate utilisation of issued
credit, regular follow-up by a bank manager or field supervisor is deemed
essential. Damage to crop and consequent losses in the face of natural
calamities or other distress events are tackled by the modification of time

of repayment and other such terms and conditions of theloan.

Some important drawbacks of the crop loan system are as follows:
The implementation of the crop loan scheme exhibited a significant
departure from the primary principle underlying the scheme, i.e., loans
should be issued on the basis of productive capacity and not on existing
property titles. Mortgage of land has continued to remain important for
croploans. Theloansin kind have been disappointingly sparse.

Banks have demonstrated risk-averse behaviour in their lending
under the crop loan scheme. The reasons underlying this behaviour
should be determined, since it defeats the core objective of the crop loan
scheme. One possible reason is that repayment of loans is to be financed

by the sale proceeds of the agricultural produce. It is known that the
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agricultural marketing infrastructure in the country is weak. Another
important question that needs to be reflected upon is as follows: Has
loan disbursal under the crop loan scheme translated into greater
agricultural productivity? The answer is an emphatic ‘No’ which is clear
from the agricultural performance since Independence. Without
putting in place transmission mechanisms between credit and
productivity, risk-averse bank lenders will continue to be a problem for
the successful implementation of the crop loan scheme. In the context
of low agricultural productivity, inadequate implementation of the crop
loan scheme is also to blame, since studies have shown that the share of
small and marginal farmers in total crop credit was less than their share
in land operated. Furthermore, small farmers were also deprived of the

total amount of crop credit they were entitled to.”

It is important to envision modifications to the existing crop loan
system or articulate the blueprint of an alternative system. Often,
although aloanis provided, the farmer fails to benefit from it on account
of distress events. Croploans or any other mode of formal credit needs to
be embedded within a larger ecosystem which enables the farmer to
utilise the credit optimally even in the face of distress events. It is
unfortunate that around one-third of the agricultural households rely
on informal sources of funds for coping with issues like crop failure, pest
infestation, price shocks, floods, and disease. Distress events cannot be
accounted for by merely modifying terms and conditions of repayment
or other aspects of the loan issued. This measure ignores the possibility
of chronic distress due to structural anomalies of an economy which can
push the farmer into a debt trap, as is the case in India. In addition to
facilitating affordable access to high-quality input factors such as seeds,
fertilisers, machinery, equipment, the required ecosystem must assist
the farmers in mitigating climatic uncertainties and provide

information on agricultural best practices to deal with agricultural
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distress. This ecosystem may require collaboration between credit
lenders and various agricultural enterprises. In the Indian context,
providing credit at affordable rates in the absence of the above-
mentioned ecosystem cannot be regarded as financial inclusion because
such a myopic view of the term does not take into account the risks that

an Indian farmer needs to be underwritten for.

The exponential growth in the country’s food grain production from
51 million tonnes in 1950-51 to about 252 million tonnes in 2014-15
has not translated into higher incomes and poverty reduction for the
farmers.” The prime reasons explaining this situation are the
fragmented marketing ecosystem and the dominance of intermediaries
in the supply chain of agricultural produce. These reasons can perhaps
explain the fear of default and risk of Non-Performing Assets (NPAs) in
the crop loan scheme where repayment is based on sale proceeds of
agricultural produce. Market reform is imminent for any formal credit

mechanism akin to croploans.

There is a shortage of market infrastructure for agricultural produce
in India. The Agricultural Produce Market Committee (APMC) markets
inIndia, the primary market infrastructure, are present only in 23 states
and five Union Territories in India. The norm of the National
Commission on Farmers that there should be at least one regulated

market within a radius of 5 kms is also not being fulfilled.”

Although, theoretically, the APMCs are run by the state
governments, the business in these markets actually has been hijacked
and cartelised by the traders and commission agents operating in these
markets. The APMC Act restricts the farmer from selling his produce
outside the market and mandates that the sale happens only through

. . 47
the commissioned agents.
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Open auction platforms exist only in around two-thirds of the
regulated markets and 25 percent of them have common drying yards,
10 percent have cold storage units, while grading facilities exist only in
less than one-third of them, and electronic weighbridges are available

only in a few markets.”

To correct the above-mentioned anomalies in the agricultural
marketing landscape, some reforms have been recommended for
implementation by the state governments in their respective APMC
markets. One of the primary changes brought about by these reforms is
the freedom of the farmer to sell to anyone anywhere. Unfortunately,

hardly any states have implemented this reform."

The electronic National Agricultural Market (e-NAM) has been
launched to provide a national unified platform, a single national
market also allowing interstate trading of agricultural produce, which
ensures transparent price discovery and elimination of middlemen so as
to enable the farmer to get the right price. However, this initiative has

50
proven to be anon-starter.

Markets and marketing are naturally the territory of the private
sector. There is an urgent need for the governments to understand this
and open up this domain to the private sector. Of course, this comes
with some qualifications. This measure is intended for the farmers.
Hence, the private players cannot overshadow the farmers’ interest. To

this extent, governmentregulations are reasonable.

The first step is to give farmers and consumers the freedom to
organise themselves as markets. The natural profit maximising
outcome of this will be thelaunch of online markets by private players as
such markets will ensure the desired price discovery. The role of the

government here is to act against the resistance towards this move. Also,
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the government needs to design an adequate framework governing such
markets to help them achieve competition, fair bidding, transparent

price discovery and ethical market practices.

Thriving private markets will enable the development of a robust
marketing supply chain since well-functioning markets imply profits
and growth of the sector. The profits of those operating in the
agricultural supply chain are interlinked. After all, only after the
produce is sold to the end-consumer at a profit will each of those in the
chain make profit. Hence, incubating each of the components in the
supply chain in isolation may not make much sense. This will involve
heavyinvestments. Yet, the profits tobe made in such a ventureis quite
appreciable. Entities such as Star Agri, SV Agri, Cold Star Logistics are
some such ventures.” The government needs to create an environment
conducive for such investments so that more players enter this

domain.

Animportantinput for the farmersisinformation, beitabout inputs
or outputs. A lot of enterprises are currently focused on providing
information about inputs. But output related information need not
always come from the online markets. The government can undertake
information dissemination of price of agricultural produce on its own
and encourage the same as a viable business opportunity for the private

sector which can tackle the information asymmetry facing the farmers.

There is a need to empower the farmers to move beyond being a
producer to becoming an agripreneur who understands agricultural
marketing and beyond. An action plan needs to be drawn up to achieve
this objective keeping in mind the poorest farmer. The most vulnerable
farmer must gain access to and understand the dynamics of the export

markets as well.
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Leverage the ‘Ruralisation’ of the Manufacturing Sector

The strong reliance of agricultural households’ incomes on casual wage
labour needs to be replaced by formal earnings. This will help tackle the
problems of irregularity of income and lack of reliable income
documentation which adversely affect access to credit. India’s
industrialisation in recent times has become rural in nature. With
organised large-scale manufacturing sector which accounts for about 80
percent of the total manufacturing output shifting to rural areas in
order to leverage cheap land and labour,” an avenue is opened to correct
the spatial and regional disparities confronting the nation. In fact, most
of the disguised unemployed that form part of the 50 percent that relies
on agricultural income can now be absorbed into the formal
manufacturing sectorlocated in rural areas.

This trend of a ruralising manufacturing sector can be capitalised
upon to generate greater formal employment in the rural areas so that
the share of casual wage labour is reduced and that of formal income
increases. Hence, the policymakers need to understand this trend and
steer it according to their own development agenda. It must be ensured
that deficiencies in infrastructure, power and connectivity should not
impede this ruralisation phenomenon. Policymakers need to investigate
the factors that can catalyse this process and identify measures that can
create an enabling environment for the same.

Tapping Impact Investments for Sustainable Access to Creditin
India

Conventional economic theory presumes that the economic behaviour
of the homo economicus, the rational economic man, has being driven
solely by self-interest. Empirical evidence suggests the contrary.
Humans are altruistic, they care about being fair, their choices are
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motivated by reciprocity, and they adhere to social norms. Behavioural
economics is replete with literature that seeks to explain such
behavioural tendencies.” To give an example in the Indian context,
consider the Ujjwala scheme in association with which PM Narendra
Modi appealed to the public to give up their LPG subsidy if they were in a
position to do so. Standard economic theory would predict that no one
would give up their subsidy. However, many did give it up. To be exact,
since the launch of the scheme in 2016, 1.03 crore people have given up
their subsidy (as of December 2018) e

In the context of investments, those who are driven purely by the
motive of higher returns are catered to by conventional investments.
But what about those who wish to employ their investible resources to
achieve some social outcomes besides earning a return? Impact
investments are the answer. Impact investment lies between pure
philanthropy and exclusively commercial investments.” It challenges
the traditionally accepted trade-off between social return and financial

return.

Impact investments in India have gained a lot of traction and have a
bright future as well. An appetite for economic growth, scope for social
progress and robust financial markets based on the principle of the rule
of law have interacted with each other to boost the growth of impact
investments in India. The cumulative assets in impact investments
between 2010 and 2016 in India stood at US$5.2 billion, of which US$1.1
billion was invested in 2016 alone. In 2016, financial inclusion as an area
of social impact accounted for 43 percent of the total impact investment
deals, while clean energy, agriculture and education accounted for 21
percent, 13 percent and five percent, respectively. However, the scenario
has completely changed in 2018 with agriculture accounting for about 67
percent of the deals, with the share of energy and microfinance having

reduced to about 33 percent and 25 percent, respectively.”
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Impact investment funds in agriculture have been received in the
form of debt investment in co-operatives and food enterprises, equity
investments in retailers and ag-tech firms that seek to achieve optimal
utilisation of input factors and energy, efficient management of scarce
resources and those that attempt to mitigate climatic uncertainties,
enterprises that seek to ensure seamless access to inputs, information
and capital, etc.” In this paper, we argue how impact investments are

ideal as credit resources for the Indian small and marginal farmers.

Impact investments are referred to as ‘patient’ capital, in that it is
patient about the size of the return as well as the tenure after which this
return can be expected. Given that impact investors are interested in the
social impact (of course different investors have different preferences
for social versus financial return), the returns can be tied to the
realisation of the social outcome being promised. For example, in the
face of subsequent droughts, successive crop failures, the farmer would
find it very difficult to pay back the loan. In such cases, the social impact
could be freeing the farmer from the debt trap. The payment of the rate
of return could be tied to this objective. As such, ‘patient’ capital relieves

the farmer of the pressures surmounting as a result of accumulating

debtburden.

Yet, there is a significant chance that the interest concessions given
under impact investments may be exploited for arbitrage. Even the
chances of deferring or even defaulting on payment for no valid reason
may fracture the credit discipline of the beneficiaries. Hence, a lot of
thought needs to be given as to how the impact investment instruments

should be articulated and operationalised.

The impact investment ecosystem needs to be further developed by
initiating measures related to tax and regulatory regimes, measures for
encouraging, incubating and nurturing social enterprises, transparency
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and accountability measures by formulating robust methods of
measuring social impact, steps to secure investor protection and public

trust.

Pure Philanthropy as a Source of Affordable Credit

Charitable donations which have no obligation of returning the money
attached to them provide greater flexibility in designing credit
instruments for small and marginal farmers in India. A revolving fund
can be created to park the donations, repaid loans and the interest paid
on loans. Given evidence of arbitrage exploitation in the past, interest-
free loans are not a good idea. Also, credit instruments can be
sympathetic to farmers in deep debt crisis and waive off loans. However,
to avoid wilful default driven by the expectation of loan waivers, such
waivers cannot be blanket announcements and must be provided on a
case by case basis. High-risk low-quality credit assets can be financed by
philanthropic sources. Hence, these resources have the potential of

extending credit access to the underserved.

Enrolling Fintech Players to solve the problems of Assessing

Creditworthiness of Small and Marginal Farmers

Conventional methods of assessing lending risks will almost always
deem small and marginal farmers as high-risk, low-quality credit assets.
What worsens the matter is the lack of reliable income documentation

and proper record of land titles.

FarmDrive in Kenya has championed an interesting alternative for
assessing creditworthiness of small landholding farmers. The
enterprise has developed a farm management application which helps
maintain appropriate records of farming activities. Along with this data,
FarmDrive collects social, economic, agronomic, satellite and
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environmental data pertaining to the farmer and aggregates them by
employing some machine learning algorithm which, in turn, generates a
credit score. The enterprise has also developed decision-making tools
which assist financial institutions to design better agricultural credit

. . 58
instruments for small and marginal farmers.

With mobile phone penetration among agricultural households in
India being as high as 89.1 percent,” the prospects of replicating the
FarmDrive model in the nation must be assessed. The government has
assigned more than INR 11 lakh crore to the disbursement of
agricultural credit under the commitment of Priority Sector Lending.
Unfortunately, less than 20 percent of the small landholding farmers
access credit from the formal banking sector. More than 100 million
farmers have to take recourse to informal sources for their credit needs.”
Partly, this failure can be attributed to the mechanisms of assessing
creditworthiness. In this scenario, RBI along with the rural banking
ecosystem including NABARD, the RRBs, the scheduled commercial
banks and the co-operatives need to consider moving towards such a
creditworthiness assessment system as pioneered by FarmDrive. Of
course, there is a significant role for start-ups in this context which can
collaborate with the formal banking system to deliver the much-required

creditlending system for small and marginal farmers.

The achievements of farMart, a fintech player in the agricultural
lending sector in India, must be mentioned here. This firm waslaunched
in 2018 with its headquarters located in Delhi-NCR. The firm has
internalised well the peculiarities of the Indian agricultural credit
system and curated innovative solutions to tackle them. Farmers usually
confront difficulties in fulfilling the Know Your Customer (KYC) norms
on the basis of the Aadhar Card, Pan Card, etc. farMart has evolved a
mechanism which evaluates 50 data points to assess the
creditworthiness of the farmer. These data points relate to the
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following: personal details such as age, gender and family background;
size and ownership status of land; alternative livelihood sources;
repayment capacity based on financial credentials; and loan repayment
history. This mechanism allows the financial institutions to determine
the risk involved in disbursing the loan with ease. To minimise the risk
of diverging the loan for other purposes not agricultural in nature,
farMart allocates cashless loans by issuing a virtual credit card that the
farmers can use at points of sale for purchasing high-quality inputs such
as seeds and fertilisers at retail outlets which belong to farMart’s
network of retail partners. Given the agricultural market anomalies in
India, farMart has introduced market linkage programmes which help
farmers to get better rates for their produce and convert them into cash
for repayment of loans. Such systems resonate with the notion
discussed earlier in this paper of a larger ecosystem which enables the

farmer to utilise the credit optimally even in the face of distress events.”

Till date, farMart has disbursed INR 1.5 crore reaching about 2,500
farmers and is active in areas in Uttar Pradesh, namely Hardoi, Barabanki,
Ayodhya and Raebareli.” There is a need to scale efforts such as farMart in
which the government needs to play a decisive role. There is a need to
build an enabling ecosystem for enterprises such as farMart to flourish.
Tax concessions, investment flows and infrastructural requirements
which form a part of such enabling ecosystem must be strengthened by
policy intervention or even public private partnership (PPP) models.
Here, the gains from collaboration between the government, impact
investors and fintech players need to be emphasised.

CONCLUSION

Ensuring food security, practising climate smart agriculture and
achieving the broader goal of sustainable agriculture has a bearing upon
the achievement of the Sustainable Development Goals agenda of 2030.
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Each of these objectives in turn depends crucially upon access to
agricultural credit. This emphasises the importance of solving
outstanding issues in the context of agricultural credit disbursement in

India.

The agricultural crisis is India is deepening. It has in recent times
pushed the economy in the direction of a slowdown. While it is equally
true that the economy needs land and labour reforms, it needs to be
innovative in solvinglongstanding problemslike financial exclusion.

As outlined in this paper, India has tried various measures of
financialinclusion. Thelevel of financial inclusion has also responded to
these measures but not to the extent of attaining universal financial
inclusion. The exorbitant market rates of interest levied by banks and
Microfinance institutions seek to adhere to sound principles of lending.
However, they are in stark contrast to what is needed by the farmers. In
fact, the principles of lending and the design of products they underlie
are not compatible to the financial realities of the farmers in India.This
paper highlights certain innovations that can be incorporated into the
architecture of the lending framework. Rather than depend on capital
that always seeks a return, Indian circumstances can do well by adopting
the notion of “patient” capital or philanthropic resources. There is a
need to articulate an ecosystem for disbursing such capital, the
operational and regulatory frameworks, setting up institutions and
harmonising standards.

The perception towards the poor farmers in the country needs to
change. Instead of looking at them as high-risk, low-quality credit
assets, they must be viewed as an untapped credit market. The features
of this market, more specifically, the character of the demand of this
market, need to be understood to develop tailored products that cater
effectively to this market. The concept of the regulatory sandbox can be
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used effectively in this context to develop the right credit instruments
for the Indian farmers. Here, the Indian fintech companies must be
encouraged to play their part. Global best practices must also be referred
to for guidance and direction in this regard.

An important reason why poor farmers in India are high-risk, low-
quality assets is because they are not insulated from the vagaries of
nature and do not have the wherewithal to reduce the risk of loan failure.
Therefore, financial inclusion cannot stop at providing capital. It has to
ensure that the probability of loan failure is minimised. ©®RF
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