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Financial liberalization is a key component of programmes of orthodox siruc-
tural adjustment. Finandal reforms incude, among other things, the removal
of controls on interest rates and the aboliion of programmes of direcied credit.
Here the effect of financial sector reform on rural banking and rural credit
transactions in India is examined, with particular reference to landless labour
households, First, the trends in selected indicators of rural banking at the
national level over the last 30 years are rewiewed. Secondly, longitudinal data
Sor a village in Tamil Nadu are used to examine changes in pattems of
indebtedness and credit transactions among landless labour houscholds. It is
argued that the explottation of landless labour households in the credit market
has intensified with the introduction of finandial reforms. Lasdy, the policy
envizaged as an altemative to the fonnal credit sector in the countryside — the
establishment of micro-credit projects — is examined cntically.
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INTRODUCTION

Financial liberalization is a crucial component of the programmes of globalization
that are being imposed on the people of less-developed countries. The demand
that financial markets be liberalized quickly is high on the agenda of imperialism;
in India as well, advocates of economic ‘reform’ see financial liberalization as being
at the core of structural adjustment.' This paper attempts to examine the effect of
financial sector reforms on rural banking in India. There are many components

V.K. Ramachandran and Madhura Swaminathan, Sodal Sciences Division, Indian Statistical Insti-
tute, 203 B. T. Road, Calcutta 700008, India. e-mail: madhura@isical.ac.in

This paper is part of a larger project on agrarian change in Gokilapuram village directed by VK.
Famachandran. He is grateful to Action Aid India for financial support for the collection and process-
ing of survey data. Vikas Rawal has been associated with the preparation and management of the
database, and we are very thankful to him for his continued help and advice. We are grateful to
Anamitra Saha for helping us to obtain part of the official data on banking and to B. Ramakumar and
Jesim Pais For research assistance. We thank Terry Byres for his detaled comments.
" See, for example Sen and Vaidya {1997) and the references in it.



Rural Banking and Landless Labour Households 503

of the package of reforms associated with financial liberalization in India,” but the
policies that have had an immediate and direct effect on rural credic are those per-
taining to directed credit and controls on interest rates. Specifically, liberalization
has involved the weakening of programmes of directed credit by means such as
lowering of targets for the sector-wise allocation of credit and removing ceilings
On interest rates.

It is well known that the burden of indebtedness in rural India is very great,
and that despite major structural changes in credit institutions and forms of
rural credit in the post-Independence period, the exploitation of the rural masses
in the credit market is one of the most pervasive and persistent features of rural
life in India. Rural households need credit for a variety of reasons. They need
credit to meet short-term requirements of working capital and for long-term
investment in agriculture and other income-bearing activities. Agricultural and
non-agricultural acrivities in rural areas typically are seasonal, and households
need credit to smoothen out seasonal fluctuations in earnings and expenditure.
Rural households, particularly those vulnerable to what appear w others to be
minor shocks with respect to income and expenditure, need credit as an insurance
against risk. In a society that has no law of free, compulsory and universal school
education, no arrangements for free and universal preventive and curative health
care, a weak system for the public distribution of food and very few general social
security programmes, rural households need credit for different tvpes of con-
sumption. These include expenditure on food, housing, health and education. In
the Indian context, another important purpose of borrowing is to meet expenses
on a variety of social obligations and rituals.

If these credit needs of the poor are to be met, rural households need access
to credit institutions that provide them with a range of financial services, provide
credit at reasonable rates of interest and provide loans that are unencumbered by
extra-economic provisions and obligations,

Historically, there have been four major problems with respect to the supply
of credit to the Indian countryside. First, the supply of formal sector credit to the
countryside as a whole has been inadequate.’ Secondly, rural credit markets in
India themselves have been very imperfect and fragmented. Thirdly, as the forego-
ing suggests, the distribution of formal sector credit has been unequal, particularly
with respect to region and class, caste and gender in the countryside. In particular,
formal sector credit needs to reach backward areas, income-poor households,
people of the oppressed castes and tribes, and women. Fourthly, the major source

a

Chandrasekhar and Ghosh {2002) clas=ify the policies of financial liberalization in India into three
types: first, policies to curtail government intervention in the allocation of credit; secondly, polides
to dismantle the public sector and foster private banking; and thirdly, polices to lower capital controls
on the Indian banking syvstem.

' The formal sector of rural aedit is the sector in which loan transactions are regulated by legisla-
tion and other public policy requirements. The institutions in this sector include commerdial banks,
cooperative banks and credit societies, and other registered financial institutions. The informal sector
of credit 15 not regulated by public authorities, and the terms and conditions attached to each loan are
personalized .
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of credit to rural households, particularly income-poor working households, has
been the informal sector. Informal sector loans typically are advanced at very high
rates of interest. Further, the terms and conditions attached to these loans have
given rise to an elaborate structure of coercion — economic and extra-economic —
in the countryside.

That these constitute what may be called the ‘problem of rural credit® has been
well recognized; recognized, in fact, in official evaluations and scholarship since
the end of the nineteenth century. Given the issues involved, the declared object-
ives of public policy with regard to rural credit in the post-Independence period
were, in the words of a former Governor of the Reserve Bank of India, ‘to ensure
that sufficient and timely credit, at reasonable rates of interest, is made available
to as large a segment of the rural population as possible’ (Rangarajan 1996, 288).
The policy instruments to achieve these objectives were to be, first, the expan-
sion of the nstitutional structure of formal-sector lending institutions; secondly,
directed lending; and thirdly, concessional or subsidized credit (Rangarajan 1996).
Public policy was thus aimed not only at meeting rural credit needs but also
at pushing out the informal sector and the exploitation to which it subjected
borrowers.* Rural credit policy in India envisaged the provision of a range of
credit services, including long-term and short-term credit and large-scale and
small-scale loans to rural households.

In order to identify the impact of changes in banking policy on the rural
economy, the paper first reviews trends in selected indicators of banking in India
over the last three decades. We then use longitudinal data from a village in Tamil
MNadu to analyse the impact of rural banking policy on credit transactions and
indebtedness among landless rural labour households, We also examine the viabil-
ity of micro-credit as an alternative solution to problems of rural credit in India,

INSTITUTIONAL REFORM IN INDIA'S BANKING SECTOR AND ITS
IMPLICATIONS FOR RURAL CREDIT

The period of our study covers, broadly speaking, three phases in banking policy
vis-g-wis the Indian countryside. The first was the period following the national-
ization of India’s 14 major commercial banks in 1969, This was also the early
phase of the ‘green revolution’ in rural India and one of the objectives of the
nationalization of banks was for the state to gain access to the new liguidity,
particularly among rich farmers, in the countryvside. The declared objectives of
the new policy with respect to rural banking — what came to be known as “social
and development banking” — were the following:®

(1) to provide banking services in previously unbanked or under-banked rural
areas;

* On this, see the review in Chavan (2001), Ch. 1, 5-7.
" Wiggins and Rajendran {1987,
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(2) to provide substantial credit to specific activities, including agriculture and
cottage industries; and

(3} to provide credit to certain disad vantaged groups such as, for example, Dalit”
{or Scheduled Caste) households.

The Reserve Bank of India (RBI) issued specific directives regarding ‘social and
development banking”. These included setting targets for the expansion of rural
branches, imposing cetlings on interest rates, and setting guidelines for the sectoral
allocation of credit. Along with the new farming practices associated with the
‘green revolution’, the first post-nationalization phase of expansion in rural bank-
ing saw growth in credit advances for agriculture.” Specifically, a target of 40 per
cent of advances for the ‘priority sectors’, namely agriculture and allied activities,
and small-scale and cottage industries, was set for commercial banks. In addi-
tion, a decision was taken in 1972 to introduce regional rural banks, institutions
that would specialize n social and development banking for rural areas. Advances
to the countryside increased substantially, although they were, as was the green
revolution itself, biuased in respect of regions, crops and classes. The two main
crops that gained from the green revolution, as is well recognized, were wheat and
rice, and the apphcation of the new technologies was primanly in the irngated
areas of the north-west and south-east of India, with the benefits concentrated
among the ncher classes of cultivators.®

The second phase, which began in the late 19705 and early 1980s, was a period
when the rhetornic of land reform was finally discarded by the ruling classes them-
selves, and a period when the major instruments of official anti-poverty policy
were programmes for the creation of employment. Two strategies for employment
generation were envisaged, namely wage-emplovment through state-sponsored
rural employment schemes and self-employment generation by means of loans-
cum-subsidy schemes targeted at the rural poor.”

Thus began a penod of directed credit, during which credit was channelled
towards ‘the weaker sections’. The most important new scheme of this phase
was, of course, the Integrated Rural Development Programme or IRDP, a scheme
for the creation of productive income-bearing assets among the poor through
the allocation of subsidized credit. The IRDP was initiated in 19789 as a pilot

f

[2alit: oppressed caste.

On the impact of the expansion of rural banking infrastructure and directed credit policy on
agricultural investment and fertilizer demand, see Binswanger et al. {19493), cited in Marayana (2000).
* On the unequal impact of the green revolution and the ‘region-wise, crop-wise and class-wise
concentration of production” as a result of the green revolution, see Prabhat Patnaik (1975). See also
Griffm {1975, Bhalla and Chadha {1990, Bharadway { 1990}, Dhanagare {19907,

" See Osmani (1990) for a summary of rural employment programmes as anti-poverty policy in
south Asia. There has been extensive debate in India on the merits of wage employ ment eis-d-vis selt
employment, with some scholars arguing strongly for wage-labour schemes on the grounds that the
poor lack the appropriate entrepreneurial skills, resources and organization required for sucoesstul
self employ ment (Rath 19940), and others arguing for both types of employment.
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project and extended to all rural blocks of the country in 1980." There is much
writing on the failure of IRDP to create long-term income-bearing assets in the
hands of asset-poor rural households. Among the many reasons for this failure
were the absence of agrarian reform and decentralized institutions of democratic
government, the inadequacy of public infrastructure and public provisioning of
support services and the persistence of employment-insecurity and poverty in
rural society. " Nevertheless, the IRDP strategy did lead to a significant transfer
of funds to the rural poor.

The second phase also involved an expansion and consolidation of the
institutional infrastructure for rural banking. “Even ardent critics of India’s growth
strategy,” wrote a noted scholar of India’s banking system, “would admit that
what the country achieved in the area of financial sector development before
the present reform process began, particularly after bank nationalization, was
unparalleled in the financial history of the world’ {Shetey 1997, 253). According
to Shetty, there was, after bank nationalization, ‘an unprecedented growth of
commercial banking in terms of both geographical spread and functional reach’
(Shetty 1997, 253).

The third phase was that of liberalization, particularly after 1991, The policy
objectives of this phase were encapsulated in the Report of the Committee on the
Financial System chaired by M. Narasimham (RBI 1991}, In its very first para-
graph, the report called for ‘a vibrant and competitive financial system . .. to
sustain the ongoing reform in the structural aspects of the real economy’. The
Committee said that redistributive objectives ‘should use the instrumentality of
the fiscal rather than the credit system” and accordingly proposed that “direcred
credit programmes should be phased out’. It also recommended that interest
rates be deregulated, that capital adequacy norms be changed (to ‘compete with
banks globally™), that branch licensing policy be revoked, that a new institutional
structure that is ‘market-driven and based on profitability’ be created, and that
the part played by private Indian and foreign banks be enlarged. In short, the
MNarasimham Committee recommended that banking policy be guided more by
the market than by regulations set by the public authority.

Let us make it clear that, before the 19%90s, the banking system was open to
much criticism, particularly of its bureaucratic failures and its insensitivity to the
social and economic context in which it functioned.'? The reforms proposed in

"' Two similar schemes implemented in the 1970s were the Small Farmers' Development Agency

{5FA) and the Marginal Farmers' and Agricultural Labourers Agency (MEAL) programmes.

' The problems with the IRDP included misidentification of beneficiaries, high initial msts in-
volved in the acquisition of the loan to the borrower, small loan size leading to purchases of relatively
lowr quality assets or small changes in working capital. Consequently, the programme failed to
generate sustained long-term improvements in incomes. Almost all evaluations of IRDP concur that
a major factor in the failure of income generation has been the lack of infrastructure and other
support services. On the Gilures of the IRDP, see MIDS (1980), Osmani (1990), Dreze (1990) and
Swaminathan { 19840,

' Some of the problems of the financial system were noted in periedic evaluations by banking
commissions; see Shetty {15971,
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1991, however, were not attempts to bring rural banking closer to the poor, but
to throw the entire structure of social and development banking overboard. ™

The third phase inevitably saw a reduction in rural banking in general and in
priority sector lending and preferential lending to the poor in particular. The
new policies, we believe, also contributed to other distortions in the financial
system (although these are not the focus of this paper).'

Record of Progress of Rural Banking®

This section documents changes in rural banking at the national level with respect
to five indicators: total deposits mobilized and credit advanced in rural areas;
the share of priority sectors in total advances; credit advanced to agriculture and
allied activities; and the scale of credit disbursed through the IRDP.

Table 1 documents the growth of bank offices, deposits and gross bank credit
in rural areas as well as the share of rural areas in the all India total™ from
December 1969 to March 2000, for all scheduled commercial banks. The impact
of bank nationalization on the growth of scheduled commercial banks in rural
areas is clear: the share of rural bank offices in total bank offices jumped from
17.6 per cent in 1969 to 36 per cent in 1972, The share rose steadily thereafter,
and attained a peak of 58.2 per cent in March 199}, From 1990 onwards, there
was a gradual decline in the share of rural bank offices, and the share fell below
50 per cent in 1998, 199 and 2000, In fact, the absolute number of bank offices
fell in the 1990s: 2706 rural bank offices were closed between March 1994 and
March 2000} {most of these closures were in 1995 and 1996).

Secondly, rural deposits grew rapidly after nationalization: their share of
aggregate deposits doubled in the 19705, from 6.3 per cent in 1969 to 12,6 per
cent in 1980 and continued to grow, although at a slower pace, in the 1980s.
Once again, the peak was reached in 199, when rural deposits accounted for
15.5 per cent of aggregate deposits. The pace of deposit mobilization in rural
areas fell in the 19905,

B Shetty {1997) shows how the present strategy fils to take account of the structural features of the

Indian economy. First, the strategy aims for the ‘most premature and operationally inteasible goal
... of globalization" for the financial sector in India (Shetty 1997, 261), a goal that has not been set
even by industrialized countries. This goal has resulted in the costly and *forced application of capital
adequacy and other supervisory norms". Secondly, a monetarist approach guides the new policy. This
has meant ‘primacy to the control of money supply '’ and monetary @rgeting at the cost of neglecting
the ‘size and distribution of bank credit” (Shetty 1997, 261-2). Thirdly, the ‘uncritical acceptance
of the free-market philosophy has blinded the government to the needs of a genuine reform of the
financial system’ (Shetty 1997, 263).

W See Shetty {1997) on this issue.

“  The data in this section refer only to the transactions of scheduled commerdal banks. They do
not include cooperative credit. For an examination of data on cooperative credit, see Chavan (2001)
and NABARD (2001).

" There are four area categories used by banks: rural areas, semi-urban areas, urban areas and
metropoelitan areas.
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As we have indicated, the period after nationalization was characterized by
an expansion of bank credit to rural areas. The amount of credit disbursed in
rural areas tripled in the 19705, and continued to rise in the 1980s. After 1988,
however, the share of total bank credit that went to rural areas declined, from
15.3 per cent in 1987 and 1988 to 11 per cent in March 1999, and 10.6 per cent
in March 2000,

Given the pattern of growth of aggregate deposits and gross bank credit, it is
no surprise that the credit—deposit ratio in rural areas rose after 1999 (Table 1).
The ratio peaked at 68.6 per cent in 1984 and remained above 60 per cent until
19940, For a few vyears in the 1980s, 19858 in particular, the share of the rural
sector in gross bank credit was higher than its share of total deposits, and in these
years, the rural credit—deposit ratio exceeded the all India credit—deposit ratio.
In the 1990s, the credit—deposit ratio fell sharply.” We note here that the credit—
deposit ratio fell after 1984 at the natonal level as well. In the metropolitan areas,
however, the decline has been reversed significantly in recent years; the data
thus reveal a relative shift of credit from rural, semi-urban and urban areas to
metropolitan areas,™

One of the objectives of banking policy after nationalization was to expand the
flow of credit to agriculture and small industries, or what were termed ‘priority
sectors’. As Table 2 shows, the share of priority sectors in the total advances of
scheduled commercial banks rose from 14 per cent in 1969 to 21 per cent in 1972
and then went up to 33 per cent in 1980, The RBI set a target of 40 per cent for
priority sector lending and by the mid-1980s this target was met. From 1985 to
1994, in fact, the target was over-achieved, that is, more than 40 per cent of total
advances went to priority sectors, From 19491 to 1996, the share of priority sector
advances fell, in line with the recommendations of the Narasimham Committee.
From 1990-1 to 1996-7, loan accounts to agriculture fell by 5 million (Narayana
20000, While 52 per cent of bank credit in rural areas went towards agriculture
in 1985, the proportion fell to 38 per cent in 1998 (Nair 1999). At first glance, the
direction in priority sector lending appears to have been reversed over the last
five years. This is, however, a reversal by redefinition: ‘priority sector” lending
now includes advances to newly created infrastructure funds, to non-banking
finance companies for on-lending to very small units, and to the food processing
industry.™ Loans to multinationals like Pepsi, Kelloggs, Hindustan Lever and
ConAgra now count as priority sector advances.™ When data for scheduled com-
mercial banks are disaggregated by tvpe of bank (public sector banks, regional
rural banks, private banks and foreign banks), we find that there was no lending

Interestingly, the credit—deposit ratio for rural Tamil Madu has generally been higher than the
national average. In the late 1980k (1988 1990 in particular), the rural credit—deposit ratio in Tamil
Madu was greater than one. However, the impact of liberalization has been felt strongly: the oedie
deposit ratio fell after 1991 and was down to (LG5 in 15949,

" See Table 2 in Shetty {1997).

" An examination of the components of priority sector lending shows that the share of lending to
agriculture has declined steadily after 19867 {Report on Currency and Finance).

* Heport on the Finance Minister's budget speech {Business Standard, 1 March 19997
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Table 1. Number of offices, aggregate deposits and gross bank credit of all scheduled
commercial banks, India, 19692000

Year Number of Credit advanced Deposits Credit-deposit
hark offices ratio (%)
Rural % to Rural (in ¥ o Rural (in Yo to Rural Al areas
{uecber)  total K 10 weillion)  total R 10 million) ol

1969 1443 176 115 33 306 63 376 719
1970 193 4.5 400 73 483 78.1
1971 159 31 378 5.2 421 69.7
1972 5274 360 257 4.6 540 6.5 477 67.2
1973 6024 36.5 379 5.3 741 74 511 0.3
14974 6447 359 443 5.9 923 8.0 523 710
1975 7112 355 608 6.0 1171 8.5 519 735
1976 H58E 366 870 6.4 1539 8.7 565 T
1977 10856 403 1105 7.2 2010 9.4  55.0 7.7
1978 12,534 425 1530 2.4 2664 0.1 57.4 6.1
1979 14,171 44.0 2003 9.3 3559 11.4 563 6.9
1980 16,111 469 2643 10.7 4644 126 569 66.9
1981 19,453 512 3600 11.9 5939 134 ele 6. 1
1982 21626 530 4473 12.5 7414 142 o003 68.2
1983 23,782 524 5576 13.6 BE2E 144 63.2 a67.0
1984 25,541 529 it 13.5 a3 13.4 o686 68.3
1985 29408 546 7489 14.1 11,722 136 63.9 619
1986 29700  55.7 9387 14.5 14,375 14.0 653 63.0
1987 30,585 562 11,127 15.3 17,527 147 83.5 610
1988 31,641 562 13,452 15.3 20,907 147 643 6.9
1989 33572 573 15,546 14.8 24,5383 15.0 638 64.7
1990 34867 582 17,352 14.2 28,609 15.5 &7 660
1991 35216 58.1 19,688 14.7 33,163 15.1 594 6.9
1992 35218 58.0 20,587 14.5 35,058 15.0 587 61.0
1993 35,301 576 23,156 14.0 40,672 148 569 6l.5
1994 35379 572 25,074 13.9 47776 15.0 525 566
1995 35008 562 28,183 12.7 57.39%9 153  49.1 502
1996 33,092 527 29,122 111 61,106 143 477 619
1997 32909 505 32,525 11.4 73,769 147 44.0 56.8
1998 32854 499 37,598 11.4 86,706 145 434 55.3
1999 32840 492 42,050 11.0 102,697 147 40.0 5.8
2000 32673 487 48,753 10.6 120,539 147 40.0 56.0

Sowrces: Shetty (1997) for 19%9-199% and RBI (various years), Banking Statistics: Basic
Statistical Retwns, for 1997-1999 and RBI (2001h).

Note: Data refer to December each year till 1989 and to March thereafter.
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Table 2. Share of priovity sector in total credit disbursed by all scheduled commercial
banks, India, 19692000 (in per cent)

Year Share of priority sector Year Share of priovity sector
adivarces in total credit advances in total credit

Il 14.0 1945 30.9

1970 - 1986 41.0

1971 - 1947 429

1972 21.0 1988 43.8

1973 231 14He 42.6

1974 24.2 199%) 40.7

1975 25.0 1] 377

1976 24.5 1992 371

1977 25.9 1993 34.4

197H 28.6 1494 36.5

1979 309 1995 337

1980 33.0 1949 328

1941 356 1997 34.8

1982 36.4 1994 3.6

1983 36.1 1945% 35.3

1954 381 2000 368

Sources: RBL, RBI (1999b) Banking Statistice 1972=1995, Basic Statistical Retwrns, and RBI
(2001b).

Notes: Figures for 2000 are provisional. See text for recent changes in the definition of
priority sectors.

to rural areas or agriculture from foreign banks.®' Further, foreign banks failed to
meet their priority sector targets through the 1980s {although these were lower
than for other banks in India) {Ramachandran and Swaminathan 1992},

Table 3 documents the term loans issued by scheduled commercial banks to
agriculture between 1980-1 and 1997-8. In real terms, advances rose from 1983—
4 to 19901, fell in the first four vears after 1991, and showed some recovery
in 1995-6. It is instructive here to look at the distribution of advances to cul-
tivators by size classes of land holdings. The smallest cultivators, ie. those with
land holdings of less than 2.5 acres, were the worst affected by the post-1991
decline in credit to agriculture. The cutback in advances to small cultivators
persists: in 1997-8, in real terms, aggregate credit to small cultivators was less
than the amount advanced in 1984-5. By contrast, advances to cultivators with
more than 5 acres of land (the largest category) have risen in the last few years
and are higher in real terms than before liberalization. To put it another way,
agricultural credit to small cultivators accounted for 30 per cent of total agri-
cultural credit from commercial banks in 1990-1; its share fell to 24 per cent in

21

“' See also Narayana (3000, Table 10).



Rural Banking and Landless Labour Households 511

Table 3. Dvirect institutional credit for agriculture from commercial banks
(term loans issued during the year), by size class of household land holding, 1ndia,
1980-1 to 1997-8 (in constant 1980-1 prices in Rs 10 million)

Year Size class of land holding (in acres)
=25 2.5-5 =5 Al

19801 63.2 LiT R 3895 497 .4
1981-2 368 37 131.2 2.9
19823 Tl.1 5.4 218.6 346.1
19834 #2.4 95.7 32.5 501.6
19845 1185.4 123.6 409.8 651.8
1985-6 121.7 142.8 3989 663.3
1986=T7 147.5 158.3 4868 7926
19878 128.9 141.5 46449 735.3
19889 141.9 145.3 4726 7597
1989-9) 152.1 156.2 44961 B4, 4
19901 187.1 145.7 4967 2204
1991-2 117.0 123.9 429.0 Liti
1992-3 1028 109.0 421.6 633.4
19934 9.2 1029 3609 554.0
1¥94-5 104.8 108.5 468.1 614
1995=-6 133.9 152.4 544.9 H3l.4
1996-7 [N 146.4 599.2 B65.5
1997-8 100.2 122.2 44979 720.2

Sowrce: RBI (various years), Report on Currency and Finance.

Notes: Nominal values have been deflated to 1980-1 prices using the GDP deflator.
The data refer to July-June for each year.

We have focused on term loans here and excluded short-term loans {of less than

1% months duration); the latter are mostly loans for crop cultivation for which landless
households are not eligible.

1996-7.% Another indicator of the decline in credit to relatively poor rural house-
holds is the fact that the number of ‘small borrowal accounts’ (the term for
accounts with a credit limit of Rs 25,0000 1l in the 1990s {Chavan 2001).2
Since the IRDP was a major component of the credit-led poverty alleviation
strategy of the 1980s, we turn now to some indicators of 1RDP (Table 4), First,
the number of families assisted annually with IRDP loans rose from 2.7 million
in 1980-1 to 3.9 million in 1984-5 and 4.2 million in 1987-8. Although the pro-
gramme slackened after that, the number of beneficiaries in 1991 remained above
the level of the early 1980s. After 1991, there was a steep decline in the number
of IRDP beneficiaries; only 1.2 million families were assisted in 1998-9. If we index

2

= See Chavan (2001). MNote that cultivators with less than 2.5 acres of land accounted for 72 per cent
of all rural households o 1992,
¥ In 1999, the credit imit of small borrowal accounts was raised to Rs 200,000,
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Table 4. Number of beneficiaries and credit disbursed under IRDP, 1980=1 to 1995-9

Year No. of beneficiarie Awmownt dishursed by commercial banks,
cooperative and regional nural banks
{im 100,000 ) Index {Rs million, 19801 prices) Index
19801 AT 8.9 289050 48.2
1981-2 2713 TH.5 4240.78 T
1982-3 3455 100.0 S9Ud. 47 100.0
1983-4 36.82 106.6 00111 100.0
1984=5 3982 115.3 618575 103.1
19856 30.61 B8H.6 ARH9.53 81.5
1986-7 3747 108.5 6372.36 106.2
1987-8 42.47 122.9 G759 46 113.2
1988-9 v 109.2 6581.22 9.7
1989-90 33.51 97.0 60 16.69 100.3
1990-1 20,00 83.9 528651 84.1
1991-2 25.40 735 fn.a f.a
1992-3 20.69 59.9 370298 61.7
1993-4 2538 735 4504 46 T6h.6
194945 22,15 6.1 4307.77 71.8
1995-6 2090 6.5 466766 TI.8
199%-7 15849 54.7 S044.65 #4.1
19978 16497 441 4564 81 #1.1
1998-9 1268 36.7 2761.55 46.0

Sources: RBL {1990, 1999¢) Report on Trend and Progress of Banking in India 1989-90,
199899 and Seventh Five Year Mlan 1985-90, vol. 2.

Notes: Figures for 19989 are provisional. The year refers to April-March. The
amounts have been converted to constant price values using GDP deflators. The
GDP deflators for 1997-8 and 1998-9 were estimated based on the projections of the
old series of GIDP (base year 1980-1) using the growth rates from the new series
{base year 1993-4).

the number of families assisted in 1982-3 at 100}, the number assisted in 1998-9
was a mere 36,7, The term credit disbursed by banks under IRDP followed a
similar trajectory. With 1982-3 indexed at 100, total term credit mobilized for
IRDP peaked at 113 in 1987-8 and went down to 46 in 1998-9,

Tosum up, the period after the nationalization of banks was one of expansion
of rural banking, both in terms of deposit mobilizaton and n terms of credit
advances. The spread of banking in rural areas began in the 19705 and was streng-
thened in the 1980s. The trends were reversed after the introduction of policies
of financial liberalization in 1991,

M Dur analysis is consistent with Shetty's observation that ‘every banking indicator has shown

deterioration after the reform process began in 1991492 (19497, 305).
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There are many critical features of the credit system that official sources of
large-scale data on banking do not touch upon. First, they do not report the total
flow of credit to specific sections of rural households, such as the rural poor, the
landless, or women within such households. Secondly, they provide no informa-
tion on the shares of the formal and informal sectors in the debt portfolios of
rural households, Thirdly, banking statistics tell us nothing about the variety of
loan transactions entered into by rural households | the terms of such transactions
and, more generally, the burden of indebtedness on different classes of rural house-
holds. Such information can be collected at the village level; village surveys also
help provide insights into the local-level socio-economic relations that mediate
credit transactions,

In the next section, we examine village-level evidence on credit transactions.
Exploitation in the credit market is a key factor in differentiation with respect
to the land and asset holdings of different classes in the countryside. This paper
does not consider the larger impact of the credit market on the village economy
as a whole, or on the class status of different socio-economic classes in the village.
The village-level data and analysis here pertain mainly to one section of the rural
poor, landless labour households,

A PROFILE OF INDEBTEDNESS AMONG LANDLESS HIRED
LABOUR HOUSEHOLDS, GOKILAPURAM VILLAGE, 1977,
1985 AND 1999

Study Area and Database

Gokilapuram village is in Theni district, in the south-west of the state of Tamil
Nadu. It is located in the physical-geographical area known as the Cumbum
Valley, which is a distinct geographical and agro-economic region within the
district. The Valley is shaped, roughly speaking, like an inverted triangle with a
rounded apex, wedged between the Cardamom Hills, whose watershed marks
the western and south-western wall of the Valley {and the border between Tamil
MNadu and Kerala) and the High Wavy and Erasakkanayakanur Hills in the east and
south-east. It is an area of much natural beauty and whose specific agro-economic
features include loamy and sandy soils of comparatively high feruality and assured
surface and groundwater irrigation over large parts of the region (Figure 1).

The Valley stands out in Tamil Nadu as a vanguard agrarian region. Paddy
and some sugarcane are grown on surface-irrigated land (irrigated by the Perivar
system) and coconut, banana, grape and vegetable crops are the main crops on
groundwater-irrigated land. The cultivation of these crops is characterized, by
the standards of Tamil Nadu {and, indeed, most of India), by advanced levels of
agricultural techniques. The agriculture of the Valley draws on a numerically
preponderant, largely settled force of hired workers.

In 1977, a census-type socio-economic survey of households (covering 650
households) was conducted in Gokilapuram village. One of the authors of this
paper, V.K. Ramachandran, was a co-organizer of and participant in the survey.
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Figure 1. Map of Tamil Nadu showing Theni district
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From 1977 to 1985, Ramachandran did a series of case studies in the village,
including studies of the hbour process in agriculture, of employer—employee
relations in the village, of farming practices, and of individual workers. In 1985,
Madhura Swaminathan conducted a sample survey of assets and indebtedness in
the village in 1985 and, in 1986, Ramachandran re-surveyed a sample of agricultural
workers. In 1984 and 1989, Ramachandran conducted surveys of voting behaviour
and levels of political information among a sample of voters in Gokilapuram. In
1994 Ramachandran and a group of colleagues completed a second census-type
socio-economic survey of households, covering, this tme, W8 houscholds. This
paper reports the results from the census-type socio-economic survey of 1999
and compares them with some results from the surveys of 1977 and 1985,

The data set used in this paper

The data from the survey of 908 households in 1999 are still being processed.
We have not vet differentiated the 908 village households surveyved in 1999 into
socio-economic classes (this is in fact the subject of our current research). What
we do have at present, however, s a differentiation of households based on the
value of assets owned by each household. The distribution of all houwseholds
by asset ownership shows extreme inequality in the ownership of assets and
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Table 5. Asset holdings of households, by size category of value of household assets, all
households, Gokilapuram village, May 1999

Size category of value of Nurher of Y of colimn Value of assets Yo of column

household assets (in Rs) howzehol ds {2) wotal {in Rz} {4 ) total
1 2 3 4 k]
0=20,000 263 202 2,255,052 1.2
20, 000=100,000 390 435 18,644 756 9.7
100, 000=500,000 1649 18.8 37,155,209 191
S00,000=1 000,000 40 4.5 26,865,313 138
=1,000,000 36 4.0 109,161,985 56.7
Total HUH 100.0 194 082 315 100.0

Sowrce: Survey data.

asset-poverty among the large majority of houscholds (Table 5). The Gini coef-
ficient for all assets among all households in the village was 0.81. The poorest
30 per cent of households in terms of assets owned only 1.2 per cent of the total
value of assets owned by all households in Gokilapuram. The next 43 per cent of
households, with assets of up o Rs 100,000, owned less than 10 per cent of all
assets. The combined assets of 73 per cent of households in the village were only
twice the value of assets owned by the single richest household in the village. At
the upper end of the distribution, the top 4 per cent of households owned 56 per
cent of the entire value of assets of all households resident in the village.

With respect tothe 1999 data, as a proxy for the class of landless rural labourers,
that is, the class of landless houscholds whose income comes mainly from the
earnings of its members from hired labour, we have separated for this paper two
sets of households from the rest. The first set consists of those households that
are lindless and whose entire income derives from hired hbour in agriculture or
at non-agricultural tasks (we shall call these houscholds ‘landless labour house-
holds with no other sources of income’ or *Set 1 households™).** The second set
consists of landless households whose members are hired hbourers, but also gain
incomes (however small) from self-employment, salaries or remittances (these
houscholds are called ‘landless labour households with other sources of income’
or ‘Set 2 households”). Incomes in Set 2, other than wages from hired labour,
generally come from dairying, artisan or service castes’ earnings, small salaried
jobs {as watchmen or subordinate government employees) and small remittances
from the children of the houschold. Set 1 has 233 households and Set 2 has
326 households.

For 1977, we use data for the class of landless agricultural labour households
in the village, that is, landless households whose major income came from earnings
from hired labour in agriculture. This set consists of 257 households, and there is
a detailed analysis of their socio-economic characteristics in Ramachandran (1990).

Pl

‘Landless" here means with no ownership or operational holdings of land.
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From the sample survey of 1985, we use the category of households with no
ownership holdings of land for comparisons with our data for 1999 and 1977,

At all three surveys, that is, at the survey of 1977, 1985 and 1999, data were
collected in similar schedules in the general questionnaire. Data were collected,
serially for each outstanding loan, under the following heads: principal, collateral,
principal outstanding, rate of interest, interest unpaid, source of loan and purpose
of loan. Where individual loans had special terms and conditions artached to
them, investigators made separate notes on them. The surveys thus provide data
on the level of indebtedness of each household (a measure of the stock of debt)
at the time the household was surveyed.

While the three data sets do not represent precisely equivalent categories at the
three ime periods, they are close enough for comparative use. The discussion here
is based mainly on landless ibour households in Gokilapuram; we do, however,
provide some comparisons between asset-poor and asset-rich households in the
village.

Main Results from the Field Data

As it turned out, the reference period for each survey represented a specific phase
of credit policy in the countryside. The first survey was conducted eight vears
after the natonmalization of banks in 1969, and gives us a picture of credit policy
during the high tide of the ‘green revolution” in the village. The volume of short-
term and term-loans coming into the village increased; the low, however, mainly
benefited those who had land on which to introduce the new technology and who
were ‘creditworthy”®, that is, mainly the rural rich (see Ramachandran 19%)).

The second survey was conducted at the high point of the im plementation of
the Integrated Rural Development Programme (IRDP) in the village. Although
the coverage of the village poor by the scheme was not complete, loans-
cum-subsidies were advanced among the poor on an extensive scale, one that
no previous or subsequent credit-based scheme achieved (Swaminathan 1986,
Ramachandran 1990). The third survey cited in this paper was conducted in
1999, eight vears after economic policy explicidy was reoriented in the direction
of liberalization.

At the risk of some simplification, the three surveys represent conditions in
the village during the ‘green revolution’ phase (1977), the IRDP phase {1985) and
the liberalization phase (1999 of credit policy towards the rural poor.

Sources of loans

About 68 per cent of landless labour households in 1999 were debtor households
{Table 6); the corresponding proportion for all village households was 66 per
cent. The proportion of debtor households among landless labour has declined
sharply since 1985 (Table 7); the reason for this, as will soon be clear, is the fact
that landless worker houscholds no longer have the same access to loans from the
formal sector as they did in 1985.
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Table 6. Landless labour households, all households and debtor households,
Gokilapuram village, May 1999

Category Al Debtor  {3/2) %
household:  hous eholds
{oeecber)  (nmerher)

1 2 3 4

Landless hired labour with no other sources of income 233 161 6.1
Landless hired labour with other sources of income 326 g 678
All landless hired labour households 559 382 6.3
All village households 908 603 66.4

Sowrce: Survey data, 1999,

Table 7. Debtor households as proportion of all households in the class, Gokilapuram
village, 1977, 1985 and 1999 {in per cent)

Catepory and survey year Proportion
Landless agricultural labour households, 1977 63
Landless households, 1985 B3
Landless hired labour with no other sources of income, 19949 i
Landless hired labour with other sources of income, 1999 (i3
All landless hired labour howseholds, 1999 (%1

Sowrces: Survey data, 1999, Ramachandran (1990}, and Swaminathan {1986).

Of the total number of loans borrowed by debtor landless labour house-
holds, only a very small proportion — 7.7 per cent — came from the formal sector
(Table 8). Of the total principal borrowed, only 22.4 per cent came from the
formal sector (2005 per cent for Set 1 households and 23.1 per cent for Set 2
households) (Table 9. As expected, all households in the village taken together
obtained a higher share of loans from the formal sector than did landless labour
households. The share of formal sector in the total principal borrowed by all
households was almost 40 per cent (or around twice the share of landless hired
labour households).

From our categorization of households by level of asset ownership, it is evid-
ent that the two poorer categories have very little access to formal credit and are
heavily dependent on informal credit. Among households in these two groups,
91 per cent and 80 per cent of the total principal borrowed respectively came
from informal sources of credit (Appendix Table Al). Interestingly, only one
asset-group, households with assers valued berween Rs 100,000 and Rs 504,004,
obtained more than one-half of all credit from the formal sector. While richer
households borrowed more from formal sources of credit than informal, they
continued to borrow from informal sources as well.
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Table & MNumber of loans taken, by source of loan, debtor landless hired labour
households and all howeholds, Gokilapuram village, May 1999 {in numbers of loans)

Category Sowrce of loan
Formal sector Informal sector AN sonrces
Number %  Number % Number %%

Landless hired labour with no other

sources of income 21 5.5 339 942 360 1000
Landless hired labour with other

sources of income 51 HH 527 9.2 578 100.0
All landless hired labour households T2 7.7 Boo 923 LR 100.0
All village households 20 14.1 1335 859 1555 100.0

Sowrces: Survey data, 1999 and Chavan {2001) for last row.

Table 9. Principal borrowed, by source of loan, debtor landless hired labour households
and all households, Gokilapuram wvillage, May 1999 {in Rs)

Category Sowrce of loan
Formal sector Informal sector AN sonerces
Arronint Yo Awmonint o Ao E

Landless hired labour with
no other sources of income 258,000 205 GO0 B4 795 1,257 840  100.0
Landless hired labour with

other sources of income 697,500 231 2318280 Te9 3,015,780 100.0
All landless hired labour

households 955,500 224 3318120 Tre 4273620 1000
Adl '."llf.'lge households B410,000 396 12,760,000 604 21,170,000 100.0

Source: Survey data, 1999,

Another interesting feature of the data is the lower average size of loan among
Set 1 households in relation to Set 2 households (Table 100, reflecting the lower
share of loans from the formal sector, and relatedly, a lower share of loans for
productive uses. The differences within landless labour households, thar is, within
Set 1 and Set 2, are also evident from the data on loans outstanding. While 11.8
per cent of all landless labour households had loans outstanding from the formal
sector (Table 11), the corresponding proportions were 8.2 and 14.4 for Set 1 and
Ser 2 houscholds, respectively. Thus landless labour households with no other
sources of income other than manual ibour were more dependent on the informal
sector than labour households with some additional diversification of incomes.

Owr data show that among landless labour households in Gokilapuram |, the
amount borrowed from the formal sector as a proportion of all borrowings was
17.4 per cent in the ‘green revolution” phase, rose steeply to 80 per cent in the
IRDP phase, and plummeted by almost 60 percentage points in the liberalization
phase (Table 12).
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Table 10, Average loan size, by sector, landless labour households and all households,
Gokilapuram village, May 1999 (in Rs)

Category Average size of loan
Formal sector Informal sector All sectors

Landless hired labour with no other

sources of income 12,286 2049 3494
Landless hired labour with other

sources of income 13,676 4399 5218
All landless hired labour households 13,271 383 4556
All village households 38227 95548 13,614

Sowrce: Survey data, 1999,

Table 11. Proportion of households with formal sector loans outstanding, Gokilapuram
village, May 1999 {in per cent}

Catepory Broportion
Landless hired labour with no other sources of income 8.2
Landless hired labour with other sources of income 14.4
All landless hired labour howseholds 11.8

Source: Survey data, 1999,

Table 12. Principal borrowed from the formal sector as a proportion of total principal
borrowed, Gokilapuram village, 1977, 1985 and 1999 {in per cent)

Category and swrvey year Proporition
Landless agricultural labour households, 1977 17.4
Landless households, 1985 BO.0
Landless hired labour with no other sources of income, 19949 2.5
Landless hired labour with other sources of income, 1999 231
All landless hired labour howseholds, 1999 2.4

Sources: Survey data, 1999, Ramachandran {1990) and Swaminathan {1986).

This trend is consistent with large-scale survey data from the Rural Labour
Enquiry (RLE). According to the RLE, the amount borrowed from the formal
sector as a proportion of all borrowings in the debt portfolios of landless agri-
cultural labour households in Tamil Nadu was (.4 per cent in 1964-5 and 5 per
cent in 1974-5 (Ramachandran 1990). The proportion rose to 24.2 per cent
in 1983—4, rose further to 329 per cent in 1987-8 and fell to 23.3 per cent in
1993-4.%
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The low share of formal sector loans in the debt portfolios of landless labour
households is mirrored in the low share of advances to lindless workers by com-
mercial banks. We studied the registers of advances of the two main commercial
banks (they are both public sector banks) in Uthamapalayam, the &aluk centre, in
order to derive a summary measure of their advances to the poor. We first
looked at the total amount of credit advanced by the bank. We then separated out
any advances for which assetless rural workers did not qualify: these included
crop loans, terms loans for the development of crop land and plantation land,
loans for agricultural machinery that required the hypothecation of land hold-
ings, loans to provide working capital to merchants and loans advanced against
the deposit of gold ornaments. The balance of advances — typically, loans for
the purchase of dairy cartle and draught animals and loans for small-scale self-
employment — were loans to which a landless rural hbour houwsehold had, in
theory, access. We then calculated the proportion of such advances to all advances,
We visited both banks in mid-July and data refer to total advances as on 11 July
2000 and 18 July 2000, In the branch of the State Bank of India, India’s major
commercial bank, the advances to which a landless labour family could possibly
have had access as a proportion of all advances was a mere 5.4 per cent. In the
other bank — the Lead Bank for the district — the proportion was 1.9 per cent.

To summarize, one of the stated objectives of earlier credit policy — whatever
its achievements — was to provide preferential access for the poor to credit from
the formal sector for production and self-employment. Current policy has reversed
that objective. The share of loans from the formal sector in the debt profiles of
landless labour households in 19949 was not only low in relaton to other house-
holds in the village but alkso fell steeply between 1985 and 1999, The reversal is
clear also from the pattern of advances from local branches of nationalized com-
mercial banks; as we have shown, landless labour households had access only to
a minuscule share of total advances from these branches.

Purposes of loans

Data on the purpose for which a household took each loan typically record the
proximate reason for taking each loan. An investigator asks a respondent why
he or she ook a particular loan and the respondent’s reply is recorded. There
are two reasons why these data must be read with care. First, the respondent
may have borrowed money for one purpose and used it for quite another. Sec-
ondly, the particular purpose stated may be somewhat fortuitous; the respondent
may have borrowed money to buy food today because she incurred unexpected
medical expenditure yesterday. The loan itself is for general household expendi-
ture; because of the circumstances of the day it was spent to buy food at the
ration shop.”

M Gee RLE {1990, 1997).

1 On the Fungibility of cash and its implications for separating consumption credit from productive
credit, see Bhaduri { 1952).
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Table 13. Principal borrowed, by purpose of loan, Gokilapuram village, 1977, 1985 and
1999 {in per cent)

Category and swrvey year BPrerpose of borrowing
For agriculmre, For Al Toans
livestock and other  consumplion
brisinesses

Landless agricultural labour households, 1977 238 76.2 100
Landless households, 1985 44,25 535.75 100
Landless hired labowur with no other sources
of income, 1999 13.6 B6 4 10
Landless hired labowr with other sources of
income, 1999 2.3 T3.7 100
All landless hired labour howseholds, 1999 26 T4 100
All village households, 1999 42.1 57.9 100

Sources: Survey data, 1999, Ramachandran (1990} and Swaminathan {1986).

The rural poor always need consumption credit, particularly in situations where
social security systems are either non-existent or ill developed. The poor need
credit for food and household subsistence, to meet social and ritual commitments,
to pay for educatonal and medical expenses, to build and repair dwellings and
for other purposes. The rural poor also need loans for productive purposes; to
finance agriculture, to buy and maintain income-bearing assets, and to finance
other small means of employment. The major source of formal-sector loans,
commercial banks, do not lend money for other than productive income-bearing
uses. Individual loans from the formal sector are generally larger than loans from
the informal sector. Fluctuations in the share of loans borrowed for productive
purpaoses in all loans in the debt portfolios of the poor generally reflect changes in
the provision of formal credit to the poor; they do not necessarily reflect changes
in the demand for consumption loans.

In Gokilapuram, the share of loans borrowed by landless labour households for
consumption was very high, higher in fact than at previous surveys {Table 13).
The sharp decline between 1985 and 1999 in the share of loans taken for agricul-
ture, livestock and other businesses (from 44.2 per cent to 22.6 per cent) reflects
the reduction in access to formal credit over the period. An interesting feature of
the data when households are grouped by asset ownership is that for all house-
holds {with the exception of the richest) the major share of loans consisted of
loans taken for consumption-related activities (Appendix Table AZ2).

Informalization, rates of interest

The 199)s have not only been a period during which the share of informal sector
loans in the debt portfolios of the poor increased sharply; it has also been a period
aver which the process of informalization of the credit market intensified. A
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Table 14. Principal borrowed by type of informal lender, debtor landless labour
households, Gokilapuram village, 1977 and 1999 {in Bs at current prices and per cent)

Type of lender in the informal sector 1977 1999

Ammount %o to total Aot ot %o to total

borroed horronred

fin Rs) fin 000 Rs)
Moneylenders 21,230 27.2 1390 41.9
Merchants and millers 13,710 14.9 370 114
Landlords 24970 23.1 B0 2.4
Miscellaneous part-time lenders 28,822 314 1480 44.6
Unspecified 3130 34 -
All lenders in the informal sector 91,862 100.0 3320 100.0

Sowrce: Survey data and Ramachandran {1990, Table 7.9, p. 156).

formal sector loan is one where the terms and conditions of the loan are regulated
by the public authority. An informal loan is subject to no such regulation: it is
a personalized transaction, dependent on the specific relation of power between
borrower and lender. Over the study period, the personalized nature of trans-
actions in the informal sector intensified.

There are two trends in moneylending as an occupation in the village, First,
the class of persons living off monevlending or whose major occupation is
monevlending has expanded. Secondly, monevlending as a part-time occupation
or secondary source of income has spread in the village.

Table 14 shows the principal borrowed from different informal sector sources
as a proportion of the total principal borrowed from the informal sector by
landless labour households. The most striking feature of the Table is the sharp
rise in the share of moneylenders in informal-sector advances, from 23.1 per cent
in 1977 to 41.9 per cent in 19949, The traditional dependence of landless labour
households on landlords for credit clearly became weaker; the share of landlords
in informal sector advances to landless labour households fell from 27.2 per cent
in 1977 to 2.4 per cent in 1999, The data also indicate that moneylending as a
part-time occupation has spread in the village.

There is no clear variation across households at different levels of asset owner-
ship in respect of access o different tyvpes of lenders within the informal sector
{Appendix Table A3). The exception is large-scale borrowing from chit funds by
very wealthy households.,

Relatively new sources of usurious loans are monevlending associations (or
sangams) that have appeared in the village. These are groups whose size varies
from about 5 or 6 to 25 subscribers. The members of the group generally belong
to the same caste (although in one case the sangam consists of workers on grape
fields) and each member pays a fixed amount at regular intervals (say once a
week) into a common fund. This fund is then given out as loans, generally at
60 per cent rates of interest. The emergence and proliferation of sangam loans
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reflects the fact that there are small savings (among people of different classes)
and no avenues of productive income-bearing investment or convenient schemes
for interest-bearing institutional loans, Locally available saving-cum-loan schemes
such as the sangams thus attract these small savings, and are profitable for the
managers (see the case study of moneylenders in the Appendix).

The incidence of a type of loan called the “kanthy’ loan has increased sharply
since the first survey in 1977, An example of a kanthu loan is this: a moneylender
gives B a loan of *one thousand rupees’. It is not actually a loan of Rs 1000, since
B is given only Rs 850, B has to repay the monevlender Rs 100 on an appointed
day every week for ten consecutive weeks. The distinctive feature of the kanthu
loan is that it is time-bound and at the end of the specified time period, the prin-
cipal and interest are repaid. Kanthy loans otherwise vary greatly with respect to
the amount advanced, the periodicity of repayment and the amount to be repaid
cach time. Some kanthu loans have to be repaid every day; we do not know of
any such loan for which the time given for each instalment of repayment was
greater than a week.

Every borrower is screened by the lender for his or her creditworthiness
and lenders have a sharp-eved assessment of the borrower’s income and wage-
earning capacity when they lend money. As a consequence, there has been a
proliferation of different types of loans with respect to the terms and conditions
artached to each loan. With the decline in the system of labour services, trans-
actions in the informal sector of credit have become more commercialized: a
lender lends primarily to earn an income or property through loans, not to be
able to extract unpaid labour or to reinforce traditonal patron—chient relations
between himself (or herself) and the borrower.

A consequence of the commercialization of transactions in the informal sector
is that lenders get tougher and tougher with respect to monitoring and enforcing
repayment {although physical violence is not a routine method of enforcement).
Those who manage sangams generally get a person close to the borrower to sign
on as a surety and many moneyvlenders regularly issue promissory notes with each
loan. Much time is invested by moneylenders and their henchmen in enforcing
repayment {and much scorn poured by them on fellow-lenders who are poor
enforcers). In nearby Gudalur (a small town where the major occupation is agri-
culture), there are moneylenders who enforce repayment by announcing the
names of debtors over loudspeakers fitted on jeeps that are driven through the
village; the strategy is that public disgrace (and the fear of public disgrace) will
force defaulters back in line. The last resort of many borrowers is flight; those
defaulters who flee (individually or with their families) generally go to the indus-
trial town of Tiruppur and its environs in Coimbatore district. They go there
to seek work as casual manual workers in wretched working and living condi-
tions rather than having their lives and property uprooted and stripped by their
creditors at home,

As we have said, agricultural labourers have little — and reduced — access to
formal sector loans and the determination of the terms of loans in the informal
sector have become more individual-specific. These changes have had two
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consequences on the level of nominal interest rates in the informal sector. Firse,
the general kevel of interest rates is higher than before and a larger share of loans
is borrowed at very high rates of interest. The second consequence is that the
interest rates that lenders charge, while being high, can vary between households
and individuals.

The issue of formation of interest rates in rural credit markets, and more
specifically on why interest rates are high in the informal sector, has been of much
concern to scholars and has been debated extensively. The traditional neoclassical
view was that high interest rates in rural credit markets could be explained by
high administrative costs {of transacting with large numbers of small borrowers),
high risks of default and the monopoly power of lenders (Bottomley 1963,
1964), These factors, it was argued, resulted in informal lenders charging high
rates of interest relative to, say, a bank. While administering a large number of
small loans can be cumbersome and costly, the implication of monopoly and risk
are not as clear. Many village studies reveal the presence of large numbers of
lenders, although each lender could still wield some monopoly power on account
of the fragmented nature of the credit market (Basu 1984). A more fundamental
critique of the neoclissical theory, ™ however, was from Amit Bhaduri, who
argued that lender’s risk was not the crucial determinant of interest rates (Bhaduri
1977, 1983). Bhaduri postulated that the valuation of collateral securities could
be the basis for the formation of usurious interest rates. He said that rural lenders
were able to wansfer the risk of default to borrowers by undervaluing of collat-
eral securities. The ‘personalized character of the unorganized credit market is
reflected in the lenders’ ability to place on securities of his choice an arbitrary
valuation, which, needless to say, typically resules in their gross undervaluation’
{Bhaduri 1977, 344). By undervaluing assets and then charging very high interest
rates, the lenders ensure default and a capital gain by transferring the undervalued
assets. Lenders, he argued, were thus able to transfer the entire risk of default to
borrowers.

Empirical evidence on credit transactions in rural India shows clearly that
personalized credit transactions are complex and that a combination of factors
contribute to determining interest rates on specific ransactions. These factors
include the restricted size of the credit market {and associated monopoly power
of a lender), the personalized nature of loan transactions, the unequal relations of
power between borrowers and lenders, and interlinkages with other markets,™

In our view, among the many factors determining interest rates, the large
demand—supply imbalance is an important reason for the wnequal power of
moneyvlenders vis-g-ris borrowers, Belying expectations, the formal sector of
credit has not expanded to meet the demand for credit in rural areas and to act
as a countervailing force on interest rates. In fact, the supply of credit to rural
areas, as we have seen, has shrunk. At the same time, there has been an increase

** " This has parallels, of eourse, in the new literature on financial liberalization where it is argued that

lenders should be free to charge an interest rate that covers their costs and risks {Mosley 19495,
¥ See, for example, Swaminathan (1581), Sarap {1987, 1990) and Ramachandran {1990,
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Table 15. Principal borrowed, by size class of rate of interest, debtor hired labour
households and all households, Gokilapuram, May 1999 {in Rs)

Size dass of Set 1 Set 2 All landless labour All howseholds
i teresi-rate households
Principal Y of  Principal Yoof  Principal %o of Principal Yo of
colunin column column colunm

(2 ) total i4) total &) total (%) total

| 2 3 4 5 & 7 8 g

L} £ h 5 5.2 202,750 74 b, 400 6.5 e UL 3.0
1<15 71,000 5.8 34 500 129 405,501 114 4 3 (00 N2
=524 187 500 15.4 313,500 114 501,000 123 4,190,000 20.3
=240 39 000 3.2 97,500 34 136,500 34 1,400,000 a.H
ER TS 253 700 20.8 413,60 4.5 007,300 6.4 4570, 0040 221
=4 8abi] 4000 L3 182,700 4 186,700 4.6 2 070,000 10.0
6120 Bl 100 41.3 1,025 850 %0 1,529 950 KT 2 300,000 13.1
=120 ELTLD 7.4 131,100 4.6 221,600 54 26,00 1.7
Unspecitied 0 (L6 86,205 A0 93,205 23 36d), 000 14
All 1,220 450 000 2,847 705 1KLL 4,068,155 1000 20,660,000 1000

Source: Survey data, 19949,

Mote: This table excludes kanthu loans and milk-merchants’ loans.

in surpluses — from commercial farming, from non-agricultoral occupations
including salaried occupations, and from occupations related to agriculture such
as trade — that have flowed into monevlending. On the demand side, given the
persistence of mass poverty, there are always high levels of demand for con-
sumption and production credit in rural areas.

Landless labour households and other asset-poor households have lictle col-
lateral to offer as security against loans, and this fact adds o the risk of potential
default for lenders. It is in these circumstances of a great need for credit and the
absence of collateral that coercive and wsurious forms of moneyvlending thrive.

Table 15 shows that, in 1999, of the total principal borrowed by landless labour
households, 64 per cent was borrowed at nominal rates of interest of 36 per cent
per year and above. Forty-three per cent of the total principal was borrowed at
rates of interest of 60 per cent per year and above. Tables 16 and 17 report the
same information disaggregated for the formal and informal sector, respectively.
Data on interest rates on loans from the formal sector show that landless abour
households were not gaining access to specially subsidized loans relative to all other
households (Table 16). In the informal sector, almost 50 per cent of the principal
taken by landless abour households were at interest rates between 60 and 120 per
cent per annum; for all households the proporton of principal borrowed at these
extremely high interest rates was 27 per cent (Table 17). The modal interest rate
category for all households was 36—48 per cent per annum; the modal category
for landless labour households was 60-120 per cent per annum.

The share of principal borrowed by landless labour households ar rates of
interest higher than 36 per cent has doubled between 1977 and 1999 (Table 18)
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Table 16. Principal borrowed from formal sources, by size class of rate of interest,
debtor hired labowr households and all households, Gokilapuram, May 1999
{in per cent)

Size class of interest rate Share of principal borrowed %

Yo per anmum Landless labour househo lds Al households
1=15 48.7 50.7
21524 36.2 45.5
22436 14.8 1T
Unspecified 0.4 2.1

All 100.0 100.0

Source: Chavan (2001, Table 4.11, p. 102).

Table 17. Principal borrowed from informal sources, by size class of rate of interest,
debtor hired labowr households and all households, Gokilapuram, May 1999
{in per cent)

Size class of interest rate (i) Share of principal borrowed %

Yo per anmum Landless labour honsefolds All honseholds
i=0 8.6 5.1
1<15 0.0 1.3
215<24 0.5 je6
22436 4.4 12.6
23648 18.8 45.7
=460 8.6 20.7
260120 492 27.0
2120 7.1 36
Unspecified 29 1.9
All 100.0 100.0

Source: Chavan (2001, Table 4.12, p. 102).

MNotee This table excludes kantin loans and milk-merchants’ loans.

Table 18. Share of principal borrowed at rates of interest of 36 per cent and above,
Gokilapuram village, 1977, 1985 and 1999 ({in per cent)

Category and survey year Share
Landless agricultural labour households, 1977 523
Landless households, 1985 50.3
Landless hired labour with no other sources of income, 1999 698
Landless hired labour with other sources of income, 1999 fhl.5
All landless hired labour households, 1999 6d.0

Sowrces: Survey data, 1999, Ramachandran {1990} and Swaminathan {1986).



Rural Banking and Landless Labour Households 527

Table 19. Share of principal boreowed at rates of interest of 60 per cent and above,
Gokilapuram village, 1985 and 1999 {in per cent)

Category and swrvey year Share
Landless households, 1985 24.05
Landless hired labour with no other sources of income, 1999 4870
Landless hired labour with other sources of income, 19499 4060
All landless hired labour howseholds, 1999 43.00

Sources: Survey data, 1999, Ramachandran (1990) and Swaminathan {1986).

and the share of principal borrowed at rates of interest higher than 60 per cent
has risen sharply between 1985 and 1999 (Table 19).* It is clear that interest rates
in the informal sector rose even during the phase of expansion of subsidized
formal credit (1977-1985). With the post- 1991 withdrawal of the formal sector
from lending operations for the rural poor, wsury has intensified. Appendix
Tables A4 and A5 show the share of principal borrowed at different rates of
interest for all village households categorized by asset ownership. As expected,
as asset ownership rises, loans taken at usurious rates of interest decline steadily.
While two-fifths of the borrowing of the asset-poor was at interest rates above
60 per cent per annum, the very rich borrowed only 5 per cent of their loans at
such rates of interest.

In the 199405, some scholars expected that the formal sector would be a “avilising
influence’ on rates of interest in the informal sector of credit. Their understanding
was based on a belief that the formal sector would serve as a countervailing
force to the informal sector in the credit market. Events have clearly belied that
expectation,

THE MICRO-CREDIT "ALTERNATIVE'

It is clear from the preceding sections that neo-liberal banking reform amounts,
in theory and practice, to a reversal of the public policy objectives of extending
the reach of rural credit, providing cheap and tumely credit to rural households
(particularly economically vulnerable households), overcoming historical problems
of imperfect and fragmented rural credit markets, and displacing the informal
sector from its powerful position in rural credit markets. As we have seen, there

= Ideally, a comparison of interest rates over time should be based on real interest rates. The

computation of real interest rates, that is, nominal interest rates adjusted for expected inflation, is a
complex task, as the expected rate of inflation will vary with the duration of a loan. To simplify, a
comman inflation rate could be applied to all loans reported in a given yearfsurvey. However, given
the relativel v low and stable rates of inflation around our three survey years (4 per cent per annum in
14977-8101, & per cent per annum in 983-5 and 5 per cent per annum in 1¥¥97-49) we do not lose much
from basing the discussion on nominal rates of interest.

W Athreya et al. {1990, 264).
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was a large-scale retreat by the formal sector from the Indian countryside in the
post- 1991 period. From official policy statements, it appears that the Government
envisages only one policy instrument to fill the gap left by the formal credit sector
in the countryside: the establishment of micro-credit projects in rural India,

Why Micro-credit?

In official statements, the move to hand over banking functions in rural areas
to NGOs is motivated by weaknesses in the banking system itself, most notably
the ‘twin problems of non-viability and poor recovery performance’ of existing
rural credit institutions {Rangarajan 1996, 68). The failure of financial institutions
to deal with income-poor borrowers in an imaginative and sustainable way and
the inaccessibility of these institutions to the poor are stated to be major dis-
advantages of the existing system. Micro-credit institutions are seen as being able
to rectify these weaknesses; according to the Governor of the RBI, ‘the main
advantage to the banks of their links with the SHGs [self-help groups] and NGOs
is the externalization of a part of the work items of the credit cycle, viz., assess-
ment of credit needs, appraisal, disbursal, supervision and repayment, reduction
in the formal paper work involved and a consequent reduction in the transaction
costs’ (Rangarajan 1996, 707,

Thus, micro-credit is the favoured alternative to the present system because,
first, it 15 assumed that the transaction costs of banks and other financial institutions
can be lowered significantly if these costs are passed on to NGOs or self~help
eroups ™ and secondly, because NGOs are expected to perform better than formal-
sector credit institutions in respect of the recovery of loans,

Defining Micro-credit

The terms ‘micro-credit’ and ‘micro-finance’ have risen spectacularly to fame in
the development profession and in development literature in the last decade and
a half.

The Declaration of the Micro-Credit Summit held in Washington, D.C. in
1997 defined micro-credit programmes as those ‘extending small loans to poor
people for self-employment projects that generate income, allowing them to
care for themselves and their families’. The Declaration also stated that, ‘in most
cases, micro-credit projects offer a combination of services and resources to their
clients in addition to credit for selffemplovment. These often include savings
facilities, training, networking and peer support’ (Micro-Credit Summit 1997),
In India, the Task Force on Supportive and Regulatory Framework for Micro-
Finance in India (NABARD 20000 defined micro-finance as the ‘provision of
thrift, credit and other financial services and products of very small amounts to

3 - ] 1 .~ ~ ] ) - ' - -
' Transactions costs include the costs of information collection., of screen ing of borrowers and of

projects (by means of projedt evaluation), of montoring and supervision, of co-ordination and
finally, of the enforcement of contracts and collection of dues.
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the poor in rural, semi-urban or urban areas enabling them to raise their income
levels and improve living standards.” The Heserve Bank of India uses the same
definition (RBL 1999},

While micro-credit loans generally are advanced for self-employment projects,
they are sometimes advanced for consumption as well. A distinction between con-
sumption and production is, of course, difficult to draw, both on account of the
fungibility of cash and because of the organic links between consumption and
production.™ Nevertheless, the advocates of micro-credit do consider it neces-
sary for micro-credit institutions to get borrowers to make the transition from
consumption loans to production loans (or loans for income-bearing projects)
(Rangarajan 1997, 71).

The characteristic features of micro-credit operations, then, are small loans to
poor households in rural and urban areas for income generation through self-
employment. Micro-credit institutions may also provide facilities for savings and
other financial services.

Micro-credit, as discussed in the international literature, s associated with
certain other recurring empirical features.

First, micro-credit involves loans without collateral.™ In the absenee of specific
policy intervention, landless and asset-poor households are deemed not o be
creditworthy by formal sector lending institutions, since they cannot provide
collateral that is deemed to be appropriate.

Secondly, NGO-controlled micro-credit loans are advanced generally to indi-
viduals who are members of groups.” The group (or “self-help group’) is, in fact,
viewed as standing in the place of collateral {Hashemi and Morshed 1997, 217).
The presence of a group has been called a form of “social collateral” (Johnson and
Rogaly 1997), The formation of groups, it is argued, has the double advantage of
lowering transactions costs and improving repayment.™

Thirdly, and following from the previous paragraph, micro-credit is viewed as
a way of promoting market-led growth, or, in the words of Mohammed Yunus,
of ‘privatising the economy’ (Yunus 1997). This objective was stated in another
way by World Bank President James Wolfensohn in his speech to the Micro-
Credit Summit: “Micro-credit programmes have brought the vibrancy of the
market economy to the poorest villages and peoples of the world' (Micro-Credit
Summit 197),

' For example, it is not entirely accurate to classify an eduational loan or a loan taken to meet

medical expenses as purel v a consumption loan; medical care and education contribute to productivity
as well.

In his opening speech at the Micro-Credit Summit, Mohammed Yunus, founder of Grameen

Bank, Bangladesh, said that by means of micro-credit, *we are celebrating the fresing of credit of the
bondage of collateral” {Yunus 1997).
" For example, organizations such as BRAC and Grameen Bank in Bangladesh lend throu gh groups.
The NABARD task force, for instance, identifies three ways of banking with the poor: by means
of conventional bank lending, by linking self-help groups with bank lending, and by banks lending
to micro-credit and micro-finance institutions for on-lending to groups or individuals. The Task
Foroe goes on to say that the second and third methods ‘are characterized by low transactions costs
and high repayments" {NABARD 20007,

T
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Fourthly, the main target group of micro-credit projects constitute a fraction
of those in need of credit: this target group is generally only those below a line of
absolute poverty as determined by national estimates.

Fifthly, while all definitions concur on micro-credit as the provision of “small
loans®, the scale or ‘smallness” of loans varies and has to be identified empiric-
ally. Loans from the Grameen Bank had an upper limit of 500 Taka or around
USHE100 (Hossain 1993). In a sample survey conducted in 1985, however, Hossain
found that the loans averaged Tk 3040 (Tk 3279 for men and Tk 2843 for women;
Hossain 1993). The scale i similar in other developing countries; the average
loan size was USHSE in Mexico and USE157 in Pakistan (Johnson and Rogaly
1997, 88-9). The NABARD Task Force estimated the credit requirement per
family as Rs 6000 in rural areas and Rs 90 in urban areas (respectively US§128
and US§191), but recommended that the average loan given to members of
seli~help groups (or SHGs) be around Rs 1000 (NABARD 20000.% The Micro-
Credit Cell of the RBIL, however, has proposed a ceiling of Rs 25,000 (around
USE530) for micro-finance, and suggests that the ceiling may be raised, say w
Rs 40,000, for borrowers with a track record of regular repayment over two to
three vears (RBL 1999a),

Finally, while these are the general characteristics of micro-credit, a great deal
of discussion of the ‘micro-credit alternative’ has been on the institutional mech-
anisms for the delivery of micro-credit. A very important component of the
argument in favour of a large-scale micro-credit effort is that commercial banks
cannot and should not directly be responsible for disbursing micro-credit loans
(because of transactions costs that are allegedly very high and poor recovery).
The Micro-Credit Cell of the RBI, for instance, states clearly that ‘N GOs have
widespread appeal as micro-finance delivery vehicles’ (RBI 1999a). In the Plan of
Action of the Micro-Credit Summit, the responsibility for achieving the goals
of the Summit was placed clearly on ‘the thousands of existing micro-credit
NGOs, cooperatives, credit unions, grassroots groups, and poverty banks that at
present comprise the micro-credit movement” {Micro-Credit Summit 1997). Thus
‘micro-credit’ as commonly used means micro-credit mainly by the private sector,
including NGOs, where the private sector not only controls disbursement but
also determines the terms and conditions attached to each loan.

We may summarize the characteristics of micro-credit. It is usually associated
with: very small loans; no collateral; borrowers from among the rural and urban
poor; bans for income-generation through market-based self-employment; the
formation of borrower groups; and privatzation, generally through the mechan-
ism of NGO control over disbursement and the determination of the terms and
conditions attached to each loan.

In India, as we have noted, micro-credit has been described as the way to
go with respect to rural banking for the poor. However, NGO-controlled
micro-credit 15 not vet as widespread and does not represent as general a policy
towards rural credit in India as, for instance, in Bangladesh.

" The present {X001) rate of conversion is approximately US§I=Rs 47.
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NG Oconprolled Micro-credit: An Evaluaiion

It is clear that, by its very nature, NGO-controlled micro-credit does not offer
a solution for the problems of rural credit listed in the introductory section of
this paper. It is not an instrument for mobilizing large-scale funds for scientific
and technical change in the countryside, and it does not and cannot supplant
the informal sector or overcome the historical imperfections and fragmentation
of rural credit markers. NGO-controlled micro-credit projects in India cannot
hope to achieve the spread and reach of the rural banking system. There are also
problems of accountability involved here: NGO-controlled micro-credit organ-
izations are not accountable to public scrutiny or to local governments. Being
essentially private, market-oriented organizations, their only formal responsibil-
ity is to their donors.

But what of the more limited claim made for NGO-controlled micro-credie?
Do NGO-controlled micro-credit institutions incur lower transactions costs than
formal-sector financial institutions and is their record with respect to the repay-
ment of loans superior to that of formal-sector financial institutions? We examine
the evidence below.

Transactions Cosis

To begin with, it should come as little surprise — despite suggestions to the con-
trary — that the administrative costs of NGOs (and such costs are, of course, the
major component of total ransactions costs) are relatvely higher than those of
commercial banks. NGOs cannot match the economies of scale of a comprehens-
ive system of banking {in the case of India, perhaps the best network of rural
banks in the less developed world).

For the period 198892, the costs of administraton of the Grameen Bank
constituted 12.3 per cent of the bank’s total portfolio, and the costs of adminis-
tration of the Bangladesh Rural Advancement Committee (BRAC) constituted
40 per cent of its total portfolio (Hulme and Maosley 1996, cited in Chavan and
Ramakumar 2(02), An important finding from the work of Hulme and Mosley
is that, in a cross-country study of rural credit institutions, the lowest costs of
administration, 8.1 per cent of the total portfolio, were incurred by Regional Rural
Banks in India.

Secondly, the costs of administration of NGO-controlled micro-credit have
actually risen when NGO activity is scaled up. Asthe Grameen Bank expanded its
activities, ad ministrative costs rose from 8.6 per cent of habilities in 1988 to 18.1 per
cent of liabilities in 1992 {Hossain 1988, cited in Chavan and Ramakumar 20032).

Thirdly, repayment rates in NGO-controlled micro-credit projects are related
directly to the level of administrative costs and mobilization efforts (Rahman
1999 and Bhat and Tang 19938, cited in Chavan and Ramakumar 2002), Organ-
izations such as the Grameen Bank need large numbers of emplovees for regular
monitoring and assessment, to conduct weekly visits and meetings and to col-
lect dues. Mahabub Hossain notes that, in the case of the Grameen Bank, ‘the
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paperwork and the staff time for servicing a given amount of loan are higher
than for a normal rural credit programme’ and that “the benefits of this intensive
credit programme . . . need to be evaluated against the high costs of operation’
(Hossain 1993, 119-20),

How do NGO-controlled micro-credit projects finance their high-cost opera-
tions? The evidence on this seems clear. They do so by turning to donors for
funds or by raising interest rates to levels higher than those offered by the bank-
ing system or by doing both. In his review of the performance of the Grameen
Bank in 1984-6, Mahabub Hossain found thar although the Annual Reports of
the bank reported a small profit, his scrutiny of the account books showed that
‘the credit operations of the bank involve losses that are compensated for by
profits from deposits in other banks of a substantal amount of low-cost funds
available from international donors” (Hossain 1988, 120). It s acknowledged
widely that interest rates charged by micro-credit organizations are higher than
the corresponding rates charged by commercial banks or other financial institu-
tions. Real interest rates in 1992 varied from 15 per cent per annum in Bangladesh
for the Grameen Bank to 45 per cent in Bolivia for loans advanced by BancoSol,
and 60 per cent in Indonesia for loans advanced by BKK (Hulme and Mosley 1995,
cited in Chavan and Ramakumar 2002). In fact, the literature notes that, in the era
of financial liberalizaton, NGOs too are “free to charge whatever interest rates
they wish in order to cover the (at present very considerable) costs of institution
building, supervision, experimentation and insurance’ { Mosley 1999, 377,

Thus the transfer of the task of serving the credit needs of rural borrowers
from the banking system to NGO-controlled micro-credit projects does not reduce
transactions costs but, in effect, fransfers transactions costs — higher transactions
costs — to donors as well as borrowers,

Repayments and Overdue Loans

A record of near 100 per cent repayment is a major success of NGO-controlled
micro-credit. Repayment rates are reported to be over 95 per cent in many micro-
credit programmes (Hossain 1988, Hulme and Mosley 1998, cited in Chavan and
Ramakumar 2002, Johnson and Rogaly 1997).

This achievement, however, is not costless, A system based on the quick repay-
ment of very small loans does not allow for funds to go into income-bearing
activities that have a gestation period of any significance. Only projects with
very quick rates of return and high rates of return relative to the tiny investment
can meet existing repayment schedules. The first payment on a micro-credit
loan is generally to be made a very short time after the loan is given. It has been
argued that this can put micro-credit out of the reach of the poorest, since the
ability to pay the first few instalments depends on the inital resource base of
the borrower.™

M See, for instance, Zaman (1997, 247). For a list of the design features ensuring high repayment,

see Hulme and Mosley (1996), cited in Johnson and Rogaly (1997,
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The repayment record of NGO-controlled micro-credit projects slackens as
the size of loan rises and as the frequency of borrowing rises. To take the example
of the Grameen Bank once again, the default rate was 0.4 per cent among first-
time borrowers, 1.2 per cent among second-time borrowers, 6.0 per cent among
third-time borrowers and 9.5 per cent among fourth-time borrowers (Hossain
1985, cited in Chavan and Ramakumar 2002}, Further, when the pressure to repay
is as overbearing as it often is, borrowers have had to borrow from moneylenders
in order to repay NGO-advanced loans (Rahman 199, cited in Chavan and
Ramakumar 2002),

High repayment is dependent on high transactions costs, As already mentioned,
NGOs invest heavily in supervising, monitoring and enforcing loan repavments.
When the activities of NGO-controlled micro-credit projects are scaled up, the
relative burden of administrative costs tends to increase.

Dealing with Owverdues: An Indian Example

Adequate data are not available for a comparative study of the problem of overdues
in commercial and cooperative banks on the one hand and independent micro-
credit agencies on the other. Nevertheless, two recent analyses published by the
Reserve Bank of India (Ghosh 2001; RBIL 2001 a) permit some observations on the
issue of overdues with particular reference to the performance of one of India’s
most disunguished micro-credic and self~employment organizations, the Self
Employed Women's Association (SEWA).

SEWA, based in Ahmedabad, is an organization of working women, and
has long been involved in disbursing micro-credit. It has established a bank, the
SEWA Bank, which now operates in five districts of Gujarat and advances around
Rs 90 million annually. Most of the working capital of the Bank comes from
members’ savings., A borrower's repayvment record is used, in lieu of collateral, to
assess her credivworthiness, A recent study of the financial performance of SEW A
Bank has found that, at present, “overdues are the major area of concern’ {Ghosh
2001). In the financial years 1996-7, 1997-8 and 1998-4%, Non-Performing Ad-
vances (NPAs or overdues) amounted to 28 per cent, 20 per cent and 27 per
cent respectively of total loans and advances (Ghosh 2001, Table 1). For roughly
the same period, 1995-6, 19967 and 1997-85, the RBI estimates that gross NP As
as a share of the total advances of all public-sector banks together amounted
to 17.3 per cent, 18 per cent and 16 per cent (RBI 2001a). If only Priority Sector
advances of public-sector banks are considered, the ratio of NPAs to total
advances was 27 per cent, 26 per cent and 23 per cent in each of the three
reference years.

The data thus show that the proportion of overdues to total advances of
an independent micro-credit bank was acrually marginally higher than the
corresponding ratio for public-sector banks. Scaling-up NGO -controlled micro-
credit, it appears, can generate problems similar to those faced by traditional
banking instututions. The corrective measures being taken by SEWA Bank to
address the problem of overdue loans involve greater supervision and monitoring
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{Ghosh 2001).™ In short, higher and better repayment requires more staff and
closer monitoring. ™

Smallscale Credit and Rural Banks

As mentioned in an earlier section of this paper, rural credit policy in India needs
to offer a range of services and types of loans to rural households. While small-
scale, short-term loans — or micro credit — constitute only one among the many
services that the public authority should provide, schemes that provide such
loans to rural working households do nevertheless serve as a kind of palliative
reform in the countryside. For all the weaknesses in its implementation, [RDP
playved an important role in the 1980s in that it gave new access to millions of
rural households to the formal banking system and increased levels of purchasing
power in rural India significantly. Small-scale credit schemes have also been the
basis for useful and socially progressive experiments in social mobilization.

It is clear that the Indian banking system — cooperative banks and commercial
banks — failed on many fronts to fulfil its commitment to the people of rural India
in respect of social and development banking. The banking system, we believe,
can and must improve its functioning by working with local governments and
local voluntary organizations. Some of the transactions costs of loans, costs for
banks as well as for borrowers, can be lowered when banks work in an innovative
way with panchayats and self-help groups.

Small-scale rural credit is indeed necessary, but rural credit policy should
build on the strengths of the banking system in this regard . We have shown in
this paper that, despite assertions to the contrary, NGO-controlled micro-credit
organizations do not incur lower transactions costs than banks (they are able w
transfer these costs to others). Banks have many advantages over private micro-
credit organizations as providers of small-scale loans, They have advantages of
scale; the banking system in India has a reach and spread that NGO-controlled
micro-credit cannot begin to match; banks can cross-subsidize loans; banks are
better placed to provide specialized training to their employees in development
banking; banks are better placed to coordinate banking activity with development
administrations, local governments and self-help groups; and banks are better able
than private micro-credit organizations to offer a wide range of financial services

" For example, daily targets for collection are being set and monitored, leaders from all areas are

being called for weekly meetings, a special team of field workers has been created to regularly visit
borrowers, and so on (Ghosh 2001).

" This is as true, of course, for commerdial banks as it is for SEWA Bank. In fact, it may well be
argued that one reason for the unsatsfactory performance of rural banks in India {(both in terms of
advances and in terms of recovery] is under-staffing in rural bank branches. In an early assessment of
the performance of banks after nationalization, Shetty pointed out that rural and semi-urban bank
branches are ‘generally starved of staff inputs and hence have not fared well in business" {Shetty 1978,
14171, For instance, in 1974, rural areas accounted for 36 per cent of bank branches but only 10 per
cent of bank employees {Shetty 1975).

*' It is noteworthy that this issue has been recognized in an official report as well. The Expert
Committes on Rural Credit set up by NABARID in its report states that ‘commercial banks can-
not be allowed to withdraw from rural credit’ and that cooperative credit institutions need to be
strengthened to meet the huge unmet needs of rural credit in India (MNABARD 20010,
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to borrowers. For the state to withdraw from the field and hand over small-scale
credit to NGO-controlled micro-credit organizations is, in effect, to undermine
and weaken a major national asset, the widespread rural banking system.

CONCLUSIONS

We identified three broad phases of banking policy with regard to the Indian
countryside: an early ‘green revolution’ phase that followed the nationalization
of major commercial banks; an ‘TRDP phase’ of credit-based poverty alleviation
initiatives, and the most recent phase of liberalization and market-guided banking
policy. The first two phases of banking policy witnessed a significant expansion
and consolidation of banking infrastructure in rural areas and, correspondingly, a
rise in rural deposit mobilization and advances to rural areas. While the first phase
concentrated on the expansion of credit to cultivators, partcularly landlords and
rich peasants in selected areas, the second phase included credit-based schemes
for landless and asset-poor households. The flow of formal sector credit to the
rural areas, and specifically to the rural poor, peaked in the late 1980s. The liber-
alization phase of banking policy has seen a sharp withdrawal of formal banking
instruments and credit supply from rural areas.

The village data show that changes in natonal banking policy have had a rapid,
drastic and potentially disastrous effect on the debt portfolios of landless hbour
households, Rural credit markets in India abhor a vacuum: with the withdrawal
of formal sector credit for the village poor, the informal sector rushed in to fill
the space that it had occupied. The village data discussed here refer only to one
section of the poor, the class of landless manual labourers.

The share of the formal sector in the principal borrowed by landless labour
households increased from 17 per cent in the ‘green revolution” phase (that is, by
our data for 1977), to 80 per cent in the TRDP phase’ (survey of 1985) and fell to
22 per cent in the liberalization phase (survey of 1999). The share of production
and business-related loans in the purposes for which all loans were taken by
landless labour households was 238 per cent in 1977, rose to 44.2 per cent in
1985 and fell sharply to 22.6 per cent in 1999, The 1999 survey showed new forms
of informalization of the credit market, a proliferation of monevlending as a whole-
time or part-time occupation, and new trends in the personalization of individual
loans. Usury increased over the 22-year period covered by our survey: in 1977,
32.3 per cent of the total principal borrowed by lindless agricultural labour house-
holds was borrowed at nominal rates of interest of 36 per cent and above; the
corresponding figures for 1985 and 199 are 50.3 per cent and 64 per cent.
Twenty-four per cent of the total principal borrowed during the 1985 survey was
at rates of interest of 60 per cent and above; the share rose to 43 per cent in 19949,

Every indicator of indebtedness that has been used thus shows that the exploita-
tion of the rural poor in the credit market has intensified in the phase of financial
liberalization.

The objective of this paper is not to present a scheme for an alternative system
of rural banking. It has argued, however, that current policy statements that view
micro-credit as the major answer to problems of formal banking are misguided.
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Micro-credit is neither a successful anti-poverty strategy nor is it an adequate
response to the huge unmet credit needs of the rural population. It is not just that
micro-credit by its very nature cannot meet the range of demand for credit in the
rural areas but also that NGO-controlled micro-credit takes control of credit
distribution and the terms of loans out of the reach of the public authority and
democratic government.

It is clear, however, that chronic indebtedness among the rural poor is a prob-
lem that cannot be solved by banking policy alone, and that the abolition of usury
requires agrarian reform and major public investment in the rural economy.

APPENIDX

Cuase Studies of Moneylenders

As part of the research for this paper, we did case studies of three monevlenders in
two areas of the Cumbum Valley that are known for the spread of monevlending,
and conducted some general interviews in Gokilapuram on moneylending. We
interviewed one moneylender in the small town of Gudalur and two in the nearby
village of NT Patti in some detail. Gudalur is a predominantly agricultural town
with a population of 35,000, NT Patti is a village some 10 km from Gokilapuram,

All our respondents ran medium-sized moneylending businesses. They were
men in their late twenties and thirdes: one (in Gudalur) began lending money when
he was unemploved; one {in N'T Patti) began when he was an agricultural wage-
worker working in the grape-fields in the vicinity of the village (he now owns a
small shop); and the third (also from NT Patei) has a day job as an elementary
school teacher. Different kinds of people have entered moneylending in recent
years, they said. Some rich farmers and business people lent money on the side;
the new entrants to moneylending were not, however, predominantly rich com-
mercial farmers or big traders. Unemployed youth of different educational back-
grounds have taken to moneylending, beginning with a small investment. The
savings and retirement benefits of salaried employees are another important source
of seed-money for monevlending, they said. In some cases, people invested money
gained from the sale of unirrigated farming land in moneylending. Two import-
ant sources of start-up money are dowries, including relatively small dowries,
and money gained through collections at household rituals.™ In more than one
case, we found that low-interest bank loans, such as those given through govern-
ment credit programmes such as DWCRA (Devdopment of Women and Children
in Rural Areas), were used by the beneficiaries for moneylending, In Gudalur,
profits from illegal trade (in marijuana and bootlegging) were also sources of
funds for moneylenders.

In the Valley as a whaole, and in Gudalur and NT Patti, the largest segment of
moneylenders consists of persons who belong to the Piramalai Kallar caste. In

** This practice {sepneura) involves the collection of money by a household from neighbours, relat-
tves and friends when the household conducts a ritual {related to barth, death. puberty, house-
building. and =0 on) at home.
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Gokilapuram, although the major contingent of moneylenders is from this caste,
the practice of moneylending has spread to other castes as well.

The three moneylenders we interviewed all described themselves as ‘middle-
level” operators. In each case, the moneylender was one of a group of five, in
which each contributed Rs 15,000 at the time they began operations. One (in
Gudalur) began to lend money when the family sold a plot of unirrigared land,
the second began operations using a ‘small” dowry and money from collections
at a family ritual, and the third used savings from his salary to start up.

The three advanced money mainly to agricultural workers, small peasants and
small shopkeepers. A single loan to an agricultural worker never exceeded Rs
3000); the largest loan advanced was Rs 10,000 (to a tea-shop owner). These loans
were given as kanthu loans (described below); in the course of our interviews, the
lenders described a wide variety of types of loans.

Kanthu [oans

The lender gives the borrower Rs 900 (a loan of *Rs 1000°). The borrower has to
pay it back at the rate of Rs 10 a day for 100 days. A variant of this is when the
lender gives the borrower Rs 800 (a loan of *Rs 10007 and the borrower has to
pay back Rs 5 a day for 200 days. { Another variant, practised in Gokilapuram, is
described in the text.)

Monthly-interest loans

These are loans given to people ‘whom we trust”. They are given at 3 per cent
per month {for those “we trust more’) or 5 per cent per month (for those “we trust
less™. The interest rate may also vary with the size of loan, with higher interest
rates on smaller loans. In general, all moneylenders try to get back the principal
advanced on monthly-interest loans within a vear. In NT Parti, rich farmers
and established moneylenders or moneylending groups generally give monthly-
interest loans. Monthly-interest loans are the main form of loans in Gokilapuram,
where the rate of interest can be as high as 10-12 per cent per month.

Weekly interest lpans

This has similarity with the structure of the kanthu loan, but has a higher rate
of interest attached to it In Gudalur, the terms of these loans work as follows.
The lender gives the borrower Rs 1000; the borrower repays Rs 125 a week for
10 weeks. In NT Patti, the monevlender gives the borrower Rs 1000 and collects
Rs 50 a week as interest until the principal is repaid (and he ensures that the
principal is indeed repaid). This loan had its origins in the cattle trade where
people need to borrow money before the weekly sales of cattle to be sent across
the border to Kerala. Such loans also used to be taken by tomato merchants who
bought tomatoes from the fields, sold their stocks in the nearby market town
and repaid the loan in a week. It is now given more generally.



538 V.K. Ramachandran and Madhura Swaminathan
Datly interest loans

This was a loan type that we found only in Gudalur. The rate of interest on such
loans is between 30 paise on Rs 100 to 50 paise on Hs 100 per day; the entire
principal has generally to be paid back in 10 days to a month. According to one
informant, 70 per cent of these loans go to people in illegal activites, marijuana
smuggling and bootlegging, or, on occasion, to people who have to go o an
auction {such as an auction of hquor outlets). Thirty per cent goes to people with
emergency needs, such as a medical emergency or a need to make an immediate
payvment to meet social and ritual obligations,

The lender must know every debtor. In cases where he is not, a *known person’,
who must then stand as surety on the promissory note and pay the debt in case
of default, must introduce him to the lender. For every deal, the borrower has
to sign his name on a blank sheet of paper on a revenue stamp. Where a surety
is involved in the deal, he signs too. Two lenders told us that whenever the
borrower is a married man, they make sure thar the wife knows about the deal
and keep her up to date with regard to the record of repayment.

One moneylender described with colourful cynicism the qualities needed of a
debt-collector, and the kind of encounters that occur between debtor and collector.
Taking a loan is a matter of a few minutes for a borrower. For the lender, how-
ever, getting the interest and principal back is a matter of months of walking
and waiting, bicycling about and receiving rebuffs, searching out and standing
firm. The collector must be firm or else he will not get his money or the interest
back; he must be aggressive or else zoes under; he must be willing to shame the
borrower in front of his family and the public, for often this is the tactic that
works, He must not overstep himself in his aggression, though: if the borrower
is a very income-poor man, with nothing to lose, in fact, but his chains, he may
revolt under pressure and tell the debt-collector to do what the collector will, for
he cannot and will not pay. The borrower may even bolt, a most undesirable
course of action from the lender’s point of view , since a runaway debtor represents
a bad debt for the collector. Not an easy job, being a monevlender (the money-
lender told us): it needs money, patience, energy, thrift and an aptitude for dealing
with difficult situations and difficule, often insulting and ungrateful people.

This moneylender's group is tough, its members have often been in public
shouting matches with their debtors. They have not beaten anyone up so far, but
they have, on one occasion, seized a debror's bicycle. The debtor in question was
a young agricultural worker with steady employment on the grape fields. He was
unmarried then, and therefore *without obligations or responsibilities’. He paid
Rs 450 of the Rs 1000 he owed, but said, even after 200 days, that he could not
repay his debt. The lenders cancelled the extra interest due; still the young man did
not pay. So they seized the borrower’s bicvcle, which effectively meant cutting
off his employment, since the fields on which he worked were some distance
from the village. In a few days, the moneylenders had their money back.

If a person wants to make money from moneylending, another moneylender
said, he had to be prepared to break, if it came to the crunch, close personal ties
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based on friendship, familial ties or caste. Gudalur is full of stories of threats and
occasional beatings and of the seizure of movable property of borrowers (televi-
sions, utensils, cots and beds, furniture, electrical goods) by lenders. There has
been a recent case of suicide by a poor peasant, his wife and daughter, members
of a household unable to pay its debts. Many people who have no immovable
property {or have immovable property that has already been mortgaged) just
leave the area.

Earnings

The moneylender groups whose members we interviewed began their opera-
tions with an investment of Rs 75,000, In general, the capital had increased to Rs
140,000-145 000 in a vear and to Rs 220, 000-225 000 in two years. One group
had Rs 15,000 in bad debts over five years; another had bad debts of Rs 20,00 in
two years. It appears that in the first few years, moneylenders often reinvest all
the profits. Bigger operators and established operators use the surplus to buld
houses, buy motorcyeles or cars and for other types of consumption. They also
buy land. Big moneylenders in the region have been buying dry land and con-
verting it into groves or garden land. The ultimate objective of moneylenders is
to save enough to acguire land through mortgage and purchase (moneylenders
have acquired more land through mortgage than purchase).

There was general agreement among our respondents that an explosion of
moneylending had occurred in the last five years. There have ‘always’ been
kanthu loans in rural credit markets, but there has been a sharp growth in kanthu
loans and other types of loans at usurious interest rates. One voung moneylender
made a remark that serves as an interesting commentary on the demand for
credit (unmet by the formal sector) in the area: “when people hear that a person
has money to lend, they gather around like flies at a honeypaor’.

Table A1. Percentage share of principal borrowed from formal and informal sources of
credit, all households by size category of value of household assets, Gokilapuram
village, May 1999

Size category of value of Percentage share of Percentage share of All sonrces
household assets (in Rs) formal sources informal sonrces

0-20,000 8.5 91.5 104
20,000 100,000 20.0 80.0 100
100,000 =500,000 51.2 48.8 100
500,000 -1,000,000 463 53.7 100
=1,000,000 42.9 57.1 100
Total 96 60.4 10

Source: Survey data, 1999,



Table A2, Distribution of principal borrowed by purpose of borrowing, all households
by size category of value of household assets, Gokilapuram village, May 1999

Size category of valwe of  Percentage share of agriculture, Percentage share of  All loans
hougehold assets (in Rs) livestock and other husinesses consumption loans®

0=20,000 352 648 100
20,000~ 100,000 298 0.2 100
100,000 -500,000 298 0.2 100
500,000 =1,000,000 376 62.4 100
=1,000,000 6.4 36 1060
Total 42.1 57.9 100

Sowrce: Survey data, 1999,

Note *Consumption credit includes loans for housing, for unspecified purposes and
loans for multple uses including consumption.

Table A3, Dnstribution of principal borrowed by type of informal lender, all households
by size category of value of household assets, Gokilapuram village, May 1999

Size category of Moneplenders  Merchanmts,  Landlords Miscellaneons Not All
valwe of household millers, ete.  and other paritime  specifiad
assets (im Rs) landomers lenders

0=20,000 50.6 8.7 6.9 278 6.0 100
20,000-100,000 401 11.3 5.6 326 10.4 100
100,000 -500,000 2.0 9.4 5.7 4496 6.3 100
500,000 =1,000,000 3.1 2.8 278 289 1.4 100
=1,000,000 39.1 2.0 9.3 21.3 283 100
Total 39.8 6.7 10.4 29.0 14.1 100

Sonerce: Survey data.

Note: #includes large borrowings from chit funds in this category.

Table A4, Distribution of principal borrowed by size class of interest rate, all households
by size category of value of household assets, Gokilapuram village, May 1999 {in per cent)

Size category of
assets {in R}

{in per cent per anntim)

Percentage share of total principal borrowed at specified rates of imterest

Zero  1=24  24-36  3-60 &0-120 1204+ Oher Al
0=20,000 9.1 8.7 1.1 245 35.2 7.7 15.7 100
20,000=100,000 5.7 2.6 4.8 24.6 30.9 5.9 7.5 100
100,000 -500,000 5.2 53.2 1.7 16.3 9.1 0.1 4.4 100
500,000 =1,000,000 2.8 47.2 9.3 3.2 37 0 0.8 100
1,000,000 1.0 455 23 443 5.5 0 1.5 100
Total 3.7 40.2 6.0 31.4 12.8 1t 42 100

Sowrce: Survey data.

Notee Other refers to loans at unspecified interest rates.
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Table A5, Share of principal borrowed at interest rates of more than 60 per cent per
annum, all households by size category of value of household assets, Gokilapuram
village, May 1999 {in per cent)

Size category of valuwe of household assets {in R Share of high interest loans in total loans
0=20,000 40.9
20, 000-100,000 36.8
100,000-500,000 92
500,000-1,000,000 37
=1,000,000 5.5
Total 14.5

Sowrce: Survey data.
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