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Abstract

Indian agriculture is dominated by smallholders. With an average holding size of just 1.08 ha (in 2015-
16), and 86 percent of holdings being of less than 2 ha size, Indian agriculture produces sufficient food,
feed, and fiber for India’s large population of 1.35 billion, and in addition generates some net export
surplus. This would not have been possible without the infusion of massive credit to farmers to buy
modern inputs ranging from seeds, fertilizers, pesticides, farm machinery, etc. But how has this system
of agri-credit evolved in India over time? What is its organizational structure, and how effective is it in
terms of its reach, especially to smallholders? How efficiently can it deliver credit and what sorts of
innovations are unfolding in this sector to make it more efficient, inclusive and sustainable? These are
some of the key questions that are addressed in this paper.

Our analysis in this paper shows that the Indian agri-credit system has made commendable progress,
with major policy changes, especially in 1969. The share of institutional credit to farming households
in overall credit increased from about 10 percent in 1951 to 63 percent in 1981. But since then it has
hovered around that level until 2013, the latest year for which this information is available from All
India Debt and Investment Survey (AIDIS). However, total direct agri-credit (loans outstanding) from
formal institutional sources as a percentage of AgGDP increased from about 16 percent in FY1982 to
about 42 percent in FY2017; and direct short term institutional credit (loans outstanding) as a
percentage of input requirements in agriculture increased from 22 percent in 1990-91 to 123 percent
in 2015-16. This indicates that formal credit has been meeting all the requirements of inputs needed
for modern agriculture. Also, in terms of inclusiveness, agri-credit institutions have played a major role.
Small and marginal farmers, who operate on 47 percent of the operated area and account for 86
percent of the total operational holdings (number), get about 60 percent of institutional loans for
agricultural purposes. This is a commendable achievement, although further improvements are always
possible. Despite the mushrooming of several microfinance institutions and various innovations in
banking, commercial banks remain the main source of formal finance to farmers, accounting for 75
percent of loans outstanding to farmers in 2017, followed by cooperatives at 13 percent and RRBs at
12 percent. Innovations in agri-credit policies (PSL/PSLC), credit instruments (KCC), organizations (MF
institutions), business correspondents and micro-ATMs, are all helping to improve farmers’ access to
institutional finance. However, most of them focus on productive activities, which presumably push
consumption credit to informal sources. The fact that the share of institutional credit in overall credit
to agriculture has remained within a narrow range of around 60-65 percent for decades raises concerns
as to whether the remaining part of agri-credit is for consumption purposes or whether it is being
taken by tenants who find it difficult to borrow from institutional sources due to a lack of land titles as
collaterals, or whether the banks do not find that segment of farmers ‘bankable’ due to low credit
rating in the face of rising non-performing assets (NPAs) in agriculture. Whatever may be the reasons
for this outcome, the study of Indian agri-credit still offers some important lessons for smallholder
developing economies such as those in Sub-Saharan Africa, and South and Southeast Asia.
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Executive Summary

In smallholder agriculture, it remains a challenge to raise productivity and increase farmers’ incomes
through agri-operations. It requires ‘end-to-end’ solutions starting with easy access to modern inputs
and then selling the produce in most remunerative markets. Institutional credit at reasonable cost all
along the value chains is one such catalytic instrument that can facilitate this by converting many
erstwhile subsistence farmers into vibrant commercial farmers. They can grow not only high value
crops like fruits and vegetables, but also make deep inroads into dairy, poultry, fishery, honey bee-
keeping, etc. that need comparatively less land but more capital. Some empirical studies suggest that
output elasticity of farm credit is significant (about 0.3), meaning that with roughly every 1 percent
increase in agricultural credit, agri-GDP can go up by 0.3 percent (Government of India, 2018). This
study, therefore, focuses on the evolution of agricultural credit institutions in India, their effectiveness,
and various innovations in policy and structures that can help agriculture in general and smallholders
in particular.

The evolution of institutional credit for the Indian agriculture can be traced back to times even before
independence, and broadly classified into three distinct phases — (1) 1904 t01950s (predominance of
co-operatives and setting up of RBI); (2) 1960s t01980s (nationalization of commercial banks and
setting up of Regional Rural Banks (RRBs) and of NABARD) and (3) from 1991 onwards, when economic
reforms were set in motion in the country. The temporal trend in agri-credit reveals that over time,
significant progress has been achieved in terms of the scale and outreach of institutional framework
for agri-credit. The share of institutional credit, which was about 10 percent in 1951, increased
manifold to 64 percent in 2013 (AIDIS). Further, as a percentage of AgGDP, institutional agri-credit
went up from about 16 percent in early 1980s to 42 percent by 2017.

This study further examines the agricultural credit system in India from three angles: its efficiency,
inclusiveness, and sustainability.

The efficiency of any credit system is to be judged by whether it can meet the demand of farmers to
buy their agri-inputs, and at what cost it can provide credit to farmers. Judged on these parameters,
at first glance, it appears that the Indian formal agri-credit system fully meets the requirements of
farmers?! for their inputs as institutional agri-credit? - as percentage of the input requirement?® -
increased from mere 22 percent in 1990-91 to 123 percent in 2015-16 at the national level. This seems
a remarkable success story. Yet digging further into disaggregated data at state level shows that for
the TE 2016-17, in many states the short term agri-credit exceeded way beyond the value of inputs.
For example, in Kerala it was 326 percent; in Andhra Pradesh 254 percent; in Tamil Nadu 245 percent;
in Punjab 231 percent; and in Telangana 210 percent.* This is perhaps indicative of the fact that so
called short-term agri-credit is being diverted for non-agricultural purposes. This puts a damper on the
“efficiency” of the agri-credit system. Our analysis shows that it may be happening as crop loans have
been extended at concessional rates of interest (7 and 4 percent) under the interest subvention
scheme (which was initiated in 2006), which is way below the interest rates (15 to 30 percent) that
prevail in the informal credit market. On one hand, this low interest rate has helped farmers
tremendously, but on the other, such low interests also open possibilities of arbitrage. Farmers can
borrow short-term loans, say at 4 percent interest cost, and deposit it in a financial institution as fixed
deposit earning 8.0 percent interest or re-lend it to marginal farmers or tenants/sharecroppers in the
informal credit market at exorbitant rates. The state level data relating to input requirement and short-
term credit disbursed, presented above, lends credence to this suspicion.

! Engaged in agriculture and allied sector (which includes crops, livestock, fishing, forestry and logging)

2 Here, institutional agri-credit refers to short term direct credit outstanding to agriculture and allied sector

3 Input requirement is computed by subtracting gross value added (GVA) from gross value of output (GVO)

4 For Andhra Pradesh and Telangana, average is taken for 2015-16 and 2016-17 due to unavailability of

segregated data for 2014-15
vil



Inclusiveness: The All India Rural Financial Inclusion Survey (NAFIS) conducted by NABARD (2017)
reveals that only 43.5 percent of agri-households took any type of loans during the agricultural year
2015-16 (July 1, 2015 to June 30, 2016). And interestingly, of these 43.5 percent of HHs, 60.5 percent
sourced it exclusively from institutional sources, 9.2 percent took it from both institutional and non-
institutional sources, and the remaining 30.3 percent sourced it only from non-institutional sources.
This implies that effectively, only 30.3 percent of all agri-households [69.7 percent multiplied by 43.5
percent] availed credit from institutional sources. Further, the analysis also reveals that smallholder
and marginal farmers (with a holding size of less than 2 ha) who operate on 47 percent of the area and
account for 86 percent of the total operational holdings (humber), get about 60 percent of institutional
loans for agriculture purposes, which is commendable from an inclusiveness point of view. The
plausible explanation could be that small and marginal farmers are mostly involved in producing high
value products such as dairy, fruits and vegetables, aquaculture etc., which are both capital and input
intensive and, hence, require more credit.

In addition, data from the Situation Assessment Survey (NSSO, 2013) reveal that marginal farmers
(with a holding size of less than 1 ha) that constitute about 68.5 percent of operational holdings
received roughly 49 percent of their total loans outstanding from institutional sources, whereas large-
scale farmers (above the holding size of 10 ha) who account for only 0.6 percent of operational
landholding (in number) had 79 percent of their loans outstanding coming from institutional sources.
It only shows that marginal agri-HHs are more dependent on non-institutional sources compared to
large-scale farmers. It may be because of consumption loans of marginal agri-HHs, which are not
generally entertained by the formal credit institutions. Nevertheless, this only indicates that the formal
credit system in India is yet to fully overcome the challenge of inclusiveness of small holders in their
portfolio.

Sustainability: The prime factor that could threaten the sustainable nature of financial institutions
dealing with rural credit is the political economy of loan waivers. Followed by the Agricultural Debt
Waiver and Debt Relief (ADWDR) Scheme in 2008, several state governments namely Maharashtra,
Uttar Pradesh, Andhra Pradesh, Karnataka, Punjab, and more recently Rajasthan, Madhya Pradesh and
Chhattisgarh have announced farm loan waivers for farmers during elections, especially in the financial
years 2017 and 2018. However, most experts believe, and our analysis in this paper shows, that debt
relief schemes adversely impact the credit culture in the economy as it encourages defaults of future
loans. Incidentally, this is quite evident from the data that post 2009-10, the non-performing assets
(NPAs) in agriculture of scheduled commercial banks (in absolute as well as in percentage terms) rose
sharply: from INR 71.5 billion to INR 832 billion between 2009 and 2018 in absolute terms, and NPAs
as a percentage of outstanding agriculture loans increased from 2.1 percent to 8.1 percent between
2009-10 and 2017-18. This massive rise in NPAs is often attributed to ‘moral hazard’ in the repayment
behaviour of farmers, which can undermine the whole institutional credit system for agriculture.

Keeping in mind the status and reach of institutional credit in the agricultural sector, a plausible
diversion of agri-credit to non-agri purposes, and implications of generalised debt relief schemes, what
is the way forward? We suggest the following: First, there is a need to strengthen innovative credit
delivery channels such as through Kisan Credit Cards (KCCs) and Self-Help Group Bank Linkage
Programme. Issuance of KCC should be expedited in remote villages to ensure financial inclusion of
more farmers, and KCCs need to be integrated with Central Banking System as well as Aadhar number
of farmers such that defaults in one bank’s KCC is known to all others. This will ensure timely and
affordable credit to the resource constrained farmers by overcoming the challenges of collateral
stipulations, and also check on the possibilities of evasion in defaults from one bank loans to others.
SHGs can also serve similar purpose although their focus in largely on non-farming activities in rural
areas. To ensure financial inclusiveness of small and marginal farmers, banking system needs to adhere
to the Priority Sector Lending (PSL) guidelines issued by the RBI which mandates that at least 8 percent
of Adjusted Net Bank Credit (ANBC) or credit equivalent amount of off balance sheet exposure
whichever is higher, for small and marginal farmers (out of 18 percent stipulated for the agricultural
sector). Additionally, to provide efficient credit delivery, unfolding innovative business models such as

viii



Bharat Banking model introduced by the IDFC Bank and Business Correspondent/Business Facilitator
need scaling up. In addition, banks should be incentivised to extend loans to farmers organised under
producers’ organizations, marketing co-operatives and integrators. Assured market of farmer’s
produce and remunerative price will cover both the credit and market risks in the system.
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1 Introduction

Indian agriculture is predominantly a smallholder agriculture with an average holding size of 1.08 ha
(2015-16). Eighty-six (86) percent of all holdings are of less than 2 hectares, accounting for about
47 percent of operated area. Therefore, timely and adequate credit at a reasonable cost to agri-HHs is
crucial in increasing agricultural production and farm incomes. Without it farmers cannot ensure
optimal usage of inputs for farm operations (Gulati & Bathla, 2002). This, in combination with low
levels of institutional credit flowing to agriculture in the pre-1969 era, led the government of India to
the decision to nationalize commercial banks in 1969, and to prioritize agriculture for lending. Further,
to ensure the reach of formal credit to the last mile, the National Bank for Agriculture and Rural
Development (NABARD) was carved out of a department in the Reserve Bank of India in July 1982 into
an apex agency to promote credit to agriculture and rural areas. NABARD initiated the Self Help Groups
Bank Linkage Programme (SBLP) and introduced the concept of microfinance to the agricultural sector.
Subsequently, the introduction of the Kisan Credit Card (KCC) in 1998 and the policy of doubling
agriculture credit in 2004 stepped up efforts to increase the flow of institutional credit to agriculture
significantly. All these policy measures led to rapid strides in formal institutional credit to agriculture.
For example, total direct agri-credit (loans outstanding) as a percentage of agri-GDP went up from 16
percent in FY1982 to 42 percent in FY2016. Short-term direct agri-credit (loans outstanding) as a
percentage of the agri-input requirement increased even faster, from 22 percent in 1990-91 to 123
percent in 2015-16. Yet, the All India Debt and Investment Survey (AIDIS) conducted by the National
Sample Survey Office (NSSO) for 2012-13, revealed that non-institutional sources account for as much
as 36 percent of total outstanding credit to farm families. Further, the NABARD All India Rural Financial
Inclusion Survey conducted for 2015-16 also reported that institutional sources accounted for only 72
percent of the loans taken by an average farm household (HH), and the remaining 28 percent come
from non-institutional sources (NABARD, 2018). It could be that non-institutional sources primarily
cater to consumption loans of these farmers or they cater largely to tenants who find it difficult to
secure loans from institutional sources due to their lack of land titles that could function as collaterals
to banks. But the very fact that still a large chunk of the loans to agri-HHs is coming from non-
institutional sources, and generally at relatively high rates of interest, speaks of the limitations of the
formal credit system in meeting the overall credit needs of farming families. Another issue which has
witnessed longstanding debate in the country is the share of long-term agriculture credit in total
agricultural credit, which is declining overtime raising concerns about investments and capital
formation in the agricultural sector.

In this study, we try to explore some of these issues and evaluate how effective the agricultural credit
system is, in terms of meeting the production related (inputs) requirements of farmers, its reach,
especially to smallholders of less than 2 ha, and how sustainable it is in the wake of political economy
of loan waivers. Further, we also highlight various innovations that are unfolding in this sector to make
it more efficient, inclusive and sustainable.

The paper is organized as follows: In Section 2 we present a brief review of literature on the policy
developments in the formal agriculture credit institutions. Section 3 assesses the organizational
structure and the progress in agriculture credit in India. Section 4 critically evaluates the agri-credit
systems on the basic parameters of efficiency, inclusiveness, and sustainability. Some of the interesting
innovations in the agricultural credit delivery system are taken up in Section 5; and Section 6 presents
the concluding remarks and a way forward.






2 Lay of the Land: Evolution of Agri-Credit Policies in India

From 1904 to the 1950s

India’s evolution of a formal agriculture credit system began during 1870s under the British colonial
government, when institutional credit was extended to farmers especially during the drought years. In
1904, however, the government of India passed the Cooperative Societies Act to serve the credit needs
of the country, especially of the rural sector (Mohan, 2004). The Maclagan Committee (1915)
advocated for the establishment of provincial cooperative banks in all major provinces by 1930. The
Royal Commission on Agriculture further examined the program of rural credit in 1926-27 (Mohan,
2004). In the wake of inadequacy of agriculture credit, the Reserve Bank of India (RBI) Act was passed
in 1934 and special provisions were made to expand access of institutional credit to agriculture. Under
section 54 and 17 of the RBI Act, the Agriculture Credit Department was created to coordinate
agriculture credit functions of RBI and provide credit through state cooperative banks or any other
banks engaged in the business of agriculture credit respectively (Mohan, 2004). Notwithstanding
intense efforts undertaken by RBI and the government, it was recognised during 1936-1937 that
“almost the entire finance required by farmers was supplied by moneylenders and that cooperatives
and other agencies played a negligible part”. Moreover, in a report submitted to the government of
India by Sir Malcolm Darling (1935), it was found that in many provinces, credit overdues to
cooperative institutions constituted 60 to 70 percent of the outstanding principal due (Mohan, 2004).
Even the Cooperative Planning Committee, constituted in 1945, observed signs of sickness in India's
cooperative movement and reported that a large number of cooperatives were "saddled with the
problem of frozen assets because of heavy overdues in repayment” (Shah, Rao, & Shankar, 2007). With
India attaining independence in 1947, RBI multiplied its efforts to build a strong cooperative credit
structure. Despite that, in the All India Rural Credit Survey (AIRCS) commissioned by the RBI in 1954, it
was concluded that “formal credit institutions provided less than 9 percent of rural credit needs in
India”. Moneylenders, traders and rich landlords provided more than 75 percent of rural credit (Shah,
Rao, & Shankar, 2007). It was believed that “agricultural credit fell short of the right quantity, was not
of the right type, did not serve the right purpose and often failed to go to the right people” (Mohan,
2004). Given that the cooperatives played a vital role in channelling credit to farmers, the committee
recommended creating an efficient system of agricultural finance and the development of a sound
cooperative credit structure. It was therefore, summed up that “Cooperation has failed, but Co-
operation must succeed”. The committee further suggested to increase the share of cooperatives and
advised that at least one member of each household should be a member of a cooperative institution
(Hoda & Terway, Agricultural Credit Subsidy in India, 2018). Lack of adequate credit to finance the rural
sector continued to grab RBI’s and the government’s attention throughout the 1950s and 1960s.
Besides revitalizing cooperatives as an exclusive agency for providing credit to agriculture, RBI focused
to extend credit for agriculture through commercial banks for activities such as marketing, processing,
storage and warehousing (Mohan, 2004). To extend commercial banking services to rural and semi-
urban areas, the Imperial Bank of India was nationalised in 1955 and the new State Bank of India (SBI)
was created in July 1955 (Shah, Rao, & Shankar, 2007).

From the 1960s to the 1980s

To support agriculture credit, RBI set up the Agricultural Refinance Corporation (ARC) in 1963 to
provide funds by way of refinance. However, the share of banks in rural credit remained meagre (Shah,
Rao, & Shankar, 2007). Indian agriculture was severely hit by back to back droughts in 1965 and 1966.
But the ushering-in of the Green Revolution necessitated the availability of adequate credit that could
enable farmers to purchase modern inputs. As a result, the All India Rural Credit Review Committee
under the Chairmanship of Shri B. Venkatappiah was set up in July 1966°. The committee submitted

> The Committee reviewed the progress made in the supply of credit for intensive agricultural production and
marketing from all the institutional sources including commercial banks, working of the crop loans system,
3



its report in July 1969 and the major recommendation was the adoption of a multi-agency approach
to meet the credit needs of agriculture and allied sectors. Also, the National Credit Council, which was
formed in 1967 to assess credit priorities, recommended enhancing the role of commercial banks as
complementary to cooperatives in the rural economy. As a result, in July 1969 the game changing
policy decision of nationalising 14 major commercial banks (and of the remaining in 1980) with
deposits of over INR 500 million was undertaken. This played a catalytic role in expanding agri-credit
in India (Mohan, 2004). The year also witnessed two landmark policy innovations — the ‘Lead Bank
Scheme’ and the ‘Priority Sector Lending’ that provided a real boost to the flow of institutional credit
to agriculture.

In response to the observation of the National Credit Council that not even 1 percent of India's villages
were served by commercial banks, RBI formulated its first "socially coercive" licensing criterion (1970).
It mandated that ‘for every new branch in an already banked area (with one or more branches) each
bank would have to open at least three branches in unbanked rural or semi-urban areas’. In 1977, RBI
further increased the banked-unbanked license ratio to 1:4 (Shah, Rao, & Shankar, 2007). This policy
spearheaded the flow of institutional credit to the rural sector in the country.

Following the recommendations of the Narasimham Working Group (1975), Regional Rural Banks
(RRBs) were set up in 1976 to provide credit and other facilities, particularly to small and marginal
farmers, agricultural labourers, artisans and small entrepreneurs. This added to the ‘multi-agency
approach’ in India’s agriculture credit institution. Another major impetus to rural credit was provided
by the establishment of the National Bank for Agriculture and Rural Development (NABARD) in 1982,
which has played a catalytic role in expanding micro-credit through the conduit of Self-Help Groups
(SHGS) in the rural economy.

From the 1990s to the present

Against the backdrop of economic reforms initiated in 1991 in the Indian economy, a committee on
the financial system was commissioned by the Reserve Bank under the leadership of Shri M.
Narasimham. The committee provided the blueprint for carrying out overall financial sector reforms
during the 1990s, of which reforms in agricultural credit institution formed an integral part, covering
various measures like deregulation of interest rates of cooperatives and RRBs, and of lending rates of
commercial banks for loans above INR 200,000; recapitalisation of selected RRBs; introduction of
prudential accounting norms and provisioning requirements for all rural credit agencies; increased
refinance support from RBI and capital contribution to NABARD; and stipulation of interest rates not
exceeding 9 percent for crop loans up to INR 50,000 extended by the public sector banks (Mohan,
2004). The period also witnessed the mushrooming of Self-Help Group (SHG) lending systems and the
introduction of policies such as the Special Agricultural Credit Plan (SACP); the Kisan Credit Card (KCC,
1998)% the doubling of agricultural credit in three years 2004-05 (Satish, 2012); the Interest
Subvention Scheme (2006)7; and the Agricultural Debt Waiver and Debt Relief scheme?® (2008) etc.

progress of rural branches of commercial banks and coordination between different agencies involved in rural
credit (Chakrabarty, 2005).
6 KCC was introduced in 1998 to extend easy and hassle free cash credit to farmers. The scope of KCC was
further widened in 2004-05 to include credit needs for allied activities related to agriculture and for
consumption purposes also along with entire production credit requirements of the farmer for a full year. The
scope and status of these innovations are discussed in detail in section 5.
71t provided interest subvention at 2 percent to banks for making crop loans available to farmers at 7 percent.
Further in 2011-12, an additional subvention of 3 percent was introduced for farmers who repaid their loans on
or before the due date. Thus, farmers who pay their dues on time receive a subvention of 5 percent and are
charged an effective interest rate of 4 percent. Some states, like Madhya Pradesh, have even given loans at
zero interest to farmers wherein the banks are required to first credit the subvention amount to the farmer’s
account and then seek reimbursement from the RBI or the NABARD
8 ADWDR was introduced in 2008 to relieve long-indebted farmers (small and marginal) by writing off their
overdue farm loans taken between 1997 and 2007. The scheme also offered a onetime settlement (OTS) of the
4



Recently in August 2014, the central government rolled out Pradhan Mantri Jan-Dhan Yojana (PMIDY),
to accelerate the level of financial inclusion in a sustainable manner. The scheme has been
implemented in two phases - Phase | (August 15, 2014 - August 14, 2015) aimed at providing universal
access to banking facilities, basic banking accounts for saving and remittance, and RuPay Debit card
with an in-built accident insurance cover of INR 100,000. While Phase Il (August 15, 2015 - August 14,
2018) incorporated inter alia overdraft facilities of up to INR 5,000, the creation of a Credit Guarantee
Fund for coverage of defaults in overdraft accounts, and micro-insurance and unorganized sector
pension schemes like Swavalamban (Figure 1).

Figure 1: Key policy milestones in the institutional credit system
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Note: The size of the circles illustrate major policy decisions that created substantial impact in the institutional
credit system.
Source: Author’s compilation

debt of other farmers with similar overdue loans through a 25 percent relief if the farmer repaid the balance of
75 percent (Satish, 2012).






3 Organizational Structure of the Agricultural Credit
Institution

In India, a vast network of financial institutions exists, with co-existence of dual (institutional and non-
institutional) financial systems operating in the rural credit market. A large number of institutional and
non-institutional agencies lend money to farmers (directly or indirectly) for their short- and long-term
needs. The institutional credit agencies include rural cooperatives, Regional Rural Banks (RRBs),
Scheduled Commercial Banks (SCBs), NABARD, Non-Banking Financial Institutions (NBFls),
Microfinance Institutions (MFls), Small Finance Banks (SFBs) and other government agencies. Of these,
SCBs, RRBs and cooperatives are the three main rural financial institutions (RFIs) that provide credit to
the agricultural sector at the village level by leveraging on their geographical and demographic
outreach (Figure 2). On the other hand, the non-institutional sources comprise of moneylenders,
friends, relatives, traders/commission agents, landlords, and others with varying shares in lending
overtime. Within the multi-agency approach, the Rural Cooperative Institutions are mandated to
address the ‘last mile’ problem associated with delivery of affordable credit to farmers. It can be
broadly classified into short-term and long-term institutions, each with distinct mandates. The focus
of short-term cooperatives, viz., state cooperative banks (StCBs), district central cooperative banks
(DCCBs) and primary agricultural credit societies (PACS) has been primarily on providing crop loans and
working capital loans to farmers and rural artisans. Long-term cooperatives such as state cooperative
agriculture and rural development banks (SCARDBs) and primary cooperative agriculture and rural
development banks (PCARDBs) dispense medium and long-term loans for a range of activities,
including land development, farm mechanization, minor irrigation, rural industries and lately, housing.

What has been the impact of these policies and institutions on actual credit disbursed to farmers? The
litmus test of policy changes and designs of various institutions ultimately depends on whether it has
increased the flow of institutional credit to farmers not just in absolute numbers but in relation to the
needs of farmers to buy agri-inputs, or more broadly, in relation to overall agri-GDP. This is taken up
in the following section.



Figure 2: Institutional structure for agriculture credit in India
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3.1 Trends in Direct Agricultural Credit (1981 to 2017)

Figure 3 represents the evolution and changing trend in the direct institutional credit to the agricultural
sector (loans outstanding) as a proportion of Agricultural GDP since 1981. In a way, this encompasses
the impact of various policy changes and institutional designs as they evolved over time. The direct
lending to farmers by institutional agencies (SCBs, Cooperative banks and RRBs) is either short-term
(crop loans) or long-term (for investments). Overall, there has been a manifold increase (2.6 times) in
the volume of direct agricultural credit (outstanding) as percent of agri-GDP from the institutional
sources during 1981 to 2017. However, it may be noted that it has not been a smooth rise over all
these years. In fact, it has witnessed quite dramatic variations.



Figure 3: Direct outstanding institutional credit to agriculture and allied activities (short-term
and long-term) as a proportion of AgGDP

g 9 2008:Loan | ,*

a 55 - Waiver |~ Period IV
& s0- 1 AAGR: 1.
T 45 - Period | Period Il Period III

< 40 |  AAGR: 3.7% AAGR: -4.8% AAGR: 14.9%

2

= 35

©

e 30

<

‘= 25 4

[T

5 m

s

2 15 n ’d

8 10

AAGR: Average Annual Growth Rate

Period |: 1981-90 - Pre-reform period

Period Il: 1991-99 - First decade of economic reforms

Period Ill: 2000-07 - Best growth period before the Agricultural Debt Waiver and Debt Relief Scheme (loan waiver)
Period IV: 2008-17 - Loan waiver (2008) and its aftermaths
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81 to 1998-99) covers PACS only. 2. Data up to 1990-91 pertain to the period July-June and April-March
thereafter. In case of SCBs, data for all the years pertain to July-June period. 3. From 1981-82 to 2012-13: Ag
GDP at current prices and from 2013-14 to 2018-19: Ag GVA at current prices.

Source: Author’s compilation using data from the Handbook of Statistics on Indian Economy (RBI, 2018) for
direct Ag. Institutional credit (Short term and Long term); MOSPI (2018) for Ag GDP®

For example, during the pre-reform period (i.e. 1981-82 to 1989-90) direct agri-credit as percentage
of agri-GDP increased at a modest average annual rate of 3.7 percent. However, soon after the
economic reforms of 1991, the rate of growth not only decelerated but went into negative (-) 4.8
percent per annum. But thereafter, since 1999-2000 to 2006-07 it witnessed tremendous growth at
14.8 percent per annum (AAGR), only to fall back to just 1.2 percent per annum during 2008-17. There
are several hypotheses that have been put forward by experts to explain this erratic behaviour in agri-
credit as percentage of agri-GDP. For example, Mohan (2004) attributes a fall in this ratio in the post-
reform period (1991-99) to a decline in the share of food grains in overall value of agri-produce. This
does not seem very convincing as the share of food grains in overall value of agri-produce has been
falling even after 1999, while the ratio of agri-credit to agri-GDP rose very fast from 2000-07. However,
the slow down after 2008 appears to be due to a loan waiver scheme in 2008, which led bankers to be
more conservative in lending to farmers for fear of increasing wilful defaults due to expected loan
waivers in coming years. The government introduced the ‘Agriculture Debt Waiver and Debt Relief
Scheme (ADWDRS) in 2008, covering about 36.9 million small and marginal farmers and 6 million other
farmers (Hoda & Terway, 2018). No wonder, the country witnessed its aftermaths in the form of a
significantly reduced flow of agri-credit as percentage of agri-GDP. The bankers’ concerns became
reality as during 2012 -18, nine state governments viz. Uttar Pradesh, Maharashtra, Punjab, Telangana,
Andhra Pradesh, Karnataka, Tamil Nadu, Chhattisgarh, and very recently Jammu & Kashmir and Union
Territory of Puducherry, announced loan waivers for farmers, primarily to woo them for political votes.
However, it needs more rigorous research to explain this extremely volatile behaviour in agri-credit in
relation to agri-GDP. We do not undertake that in-depth exercise here, except flagging this issue.

% http://mospi.nic.in/data and for GVA at current prices since 2016-17, PIB
(http://mospi.nic.in/sites/default/files/press release/Presss%20note%20for%20first%20advance%20estimates
%202018-19.pdf)
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The other question worth exploring is whether the new set of policies and institutions reduced the
overall role of moneylenders in agri-credit market. And the answer is ‘Yes, to a large extent’. Figure 4
presents the share of institutional credit vis-a-vis non-institutional sources from 1951-2013. According
to the All India Debt & Investment Surveys (AIDIS), the institutional sources as a proportion of
outstanding debt of cultivator households increased from 10.2 percent in 1951 to 32 percent in 1971,
and then it increased dramatically to 63 percent in 1981, basically due to the nationalization of major
commercial banks in 1969 and the policy of priority sector lending as well as expansion of bank
branches in the rural areas as stipulated by RBI. But thereafter, the share of institutional credit in
overall credit to farmers has remained relatively stagnant until 2013 (Figure 4).

Figure 4: Share of outstanding debt of agri-household from institutional and non-institutional
sources (%)
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Source: All India Debt and Investment Survey (AIDIS), (NSSO, 2013)

As AIDIS data is not available post 2013, taking into consideration the NABARD All India Rural Financial
Inclusion Survey (NAFIS 2016-17), which reports that in respect to the average loan amount taken by
agricultural household, the institutional sources contribute approximately 72 percent whereas non-
institutional sources contribute approximately 28 percent.

3.2 Performance of Institutions in Direct Agricultural Credit

In Figure 5, we present the changing share of different formal institutions, namely Scheduled
Commercial Banks (SCBs), Cooperative and Regional Rural Banks (RRBs) in the overall institutional
credit to agriculture. It is interesting to see that the SCBs have replaced the cooperative banks as the
major source of direct institutional credit to farmers!!. The nationalization of commercial banks in
1969, the economic reforms in 1991 and the introduction of KCC (in 1998) followed by the doubling of
agricultural credit (in 2004) led to a large-scale credit expansion with a view to creating a strong
institutional base in rural areas (Mohan, 2004).

10 The data obtained from the AIDIS and NAFIS surveys are strictly not comparable, as the methodologies for
both the surveys are different.
11 Allied activities include forestry, fishing and livestock and contribute around 39 percent of the gross output in
agriculture and allied activities (Reserve Bank of India, 2018)
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Figure 5: Share of SCBs, cooperatives and RRBs in total direct credit (loans outstanding) to
agriculture & allied activities (short-term and long-term)
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As a result, the share of SCBs in total direct institutional credit to agriculture increased sharply from 41
percent in 1981-82 to 75 percent by March 2017 and completely replaced cooperative banks’ lending,
with a corresponding fall in the share from 56 percent in 1981-82 to 13 percent in 2017. However, it is
interesting to note that despite the diminishing share of cooperative bank credit as a proportion of
total direct credit to agriculture (outstanding), they still have the largest outreach at the grassroots
level and their exposure in the loan portfolio to small and marginal farmers is greater compared to
that of commercial banks (Mehrotra, 2011). There is, therefore, a need to re-think whether the
cooperatives are being fully utilized to tap their potential in reaching the last mile of extending
institutional loans at an affordable cost to small-scale and marginal farmers, or whether they are they
being marginalized in the wake of a massive expansion of commercial banks in rural areas, equipped
with modern IT services and other innovative business models.
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4 Agricultural Credit Policies and Institutions: Assessing
Impact

In order to assess the impact of agri-credit policies and of agri-credit institutions, this section examines
them, first, with respect to their efficiency in terms of fulfilling the credit needs of the sector at
affordable rates of interest, as well as ensuring investments and growth in the sector. Second, we
assess them with respect to their inclusiveness quotient, that is, their reach and coverage among
different classes of farmers (based on holding size); and third, we assess them with respect to the
financial sustainability of the agri-credit institutions by looking at their NPAs and overall financial
health.

4.1 Assessing on the Efficiency Front

First and foremost, the way to assess the efficiency of the agri-credit credit system is to explore
whether it is able to satisfy the demand for loans emanating from the agri-sector for its basic needs of
buying inputs. The second parameter will be to look at the cost at which credit is supplied to
agriculture. Basing our analysis of efficiency on these two parameters, we find that the Indian agri-
credit system did meet the requirement of buying inputs. In fact, direct short-term credit (loans
outstanding) to agriculture and allied sectors as a percentage of input requirement??, which was
hovering around 22-23 percent between 1990-91 and 1998-99, started increasing from 1999-2000 and
touched 88 percent in 2010-11 and finally crossed 100 percent in 2014-15 (116 percent) and in 2015-
16 (123 percent) (Figure 6). This is indeed a stupendous achievement in a relatively short period.
However, a closer look at the state level reveals some puzzling findings (Figure 7). For example, for the
TE 2016-17, total short-term credit (loans outstanding) to agriculture and allied sectors®® as a
proportion of input requirement was substantially above 100 percent for many southern and northern
states: Kerala (326 percent), Andhra Pradesh (254 percent), Tamil Nadu (245 percent), Punjab (231
percent), Telangana (210 percent) etc?*. This is perhaps indicative of a plausible diversion of agri-credit
to non-farm uses (Figure 6).

2 Input requirement is computed by subtracting gross value added (GVA) from gross value of output (GVO) of
agriculture and allied activities
13 Here, total short-term credit issued is considered for the state-wise analysis (data received from the FIDD
division, RBI)
14 For Andhra Pradesh and Telangana, averages are taken for 2015-16 and 2016-17 due to unavailability of
segregated data for 2014-15
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Figure 6: Short-term direct credit (loans outstanding) to agriculture and allied sectors as share
of input requirements
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Figure 7: State-wise share of total short-term credit (loans outstanding) to agriculture and
allied sectors as a proportion of input requirement
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One of the possible explanations for this diversion of agri-credit to non-farm uses lies in low rates of
interest being charged by agri-credit institutions under the interest subvention scheme. It is interesting
to note that in the wake of the economic reforms of 1991, the banking system was deregulated and
lending and deposit rates were liberalised. But during the food crisis that started in India from 2006-
07 onwards - when India had to import about 6 million metric tonnes (MMT) of wheat -, the then-
Prime Minister announced that short-term credit up to Rs. 300,000 would be provided to farmers at

15 Data for this graph is obtained directly from the FIDD division, RBI
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an interest rate of 7 percent per annum against the prevailing 9 percent per annum, i.e. the
Government provided an interest subvention of 2 percent on a short-term production credit!® (Hoda
& Terway, 2015). Further, in 2009-10, in the wake of a drought year, the government introduced an
additional interest subvention of 1 percent to farmers for loan repayment on or before the due date;
interest rate subvention for timely repayment was raised to 2 percent in 2010-11 and subsequently to
3 percent in 2011- 2012, making the total subvention 5 percent. On one hand, it helped the farmers
reduce their interest costs, but on the other this resulted in increasing fiscal burden on the exchequer
from INR 1,700 crore in 2007-08 to INR 13,600 crore in 2016-17 (RE) (Hoda & Terway, 2018). But more
importantly, granting loans at highly concessional rates of interest (4 percent) also opened the
possibilities of arbitrage, wherein farmers could borrow crop loans at 4 percent and deposit it for a
fixed period in a financial institution at 8 percent interest rate, or these borrowers became
moneylenders in the informal market charging exorbitant rates to marginal farmers/landless labourers
seeking loans for consumption purposes etc. It is this possibility of arbitrage that can be the reason for
the ratio of short-term credit to value of inputs being much higher than 100 percent in some states,
indicating a diversion of these agri-loans to non-farm purposes.

Another interesting feature to note is that in the total direct credit (outstanding) to agriculture and
allied sectors, the share of short-term credit witnessed a significant jump from 44 percent in 1981-82
to 74.3 percent in 2015-16 (Figure 8) whereas, somewhat disquietingly, the share of long-term credit
fell from 56.1 percent in 1981-82 to 25.3 percent in 2015-16. Since the long-term credit is basically for
investments and capital formation in agriculture, this dramatic fall in the share of long-term credit does
not auger well for the long-term improvements in farm productivity and overall growth of the agri-
sector. One needs a deeper study to understand the causes behind this fall in the share of long-term
credit vis-a-vis short-term credit. There are several hypotheses ranging from increasing fragmentation
of land holdings and shrinking size of average holding; increasing informal and concealed tenancy,
which discourages farmers to make long-term investments in farming. Also, it could be the government
policy of incentivizing short-term credit through interest subvention, which is not available for long-
term credit, etc.

Figure 8: Share of short-term and long-term direct credit (outstanding) to agriculture and allied
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16 To all public sector banks, RRBs and cooperative banks
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Figure 9 shows the decomposition of capital formation in agriculture into public and private capital
formation?’. In addition, it shows the share of Gross Capital Formation (GCF) in agricultural sector as a
percentage of agri-GDP, which rose significantly from 7.8 percent in 1981-82 to 18.2 percent in 2011-
12. But thereafter, it fell to 13.8 percent in 2016-17, which raises doubts about a sustainable growth
of 4 percent per annum in agri-GDP, given that the capital-output ratio in agriculture is about 4:1.

Figure 9: Share of Public and Private Capital Formation in Total Capital Formation and Ratio of
Gross Capital Formation in Agriculture to Agricultural GDP (at current prices)
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Based on this empirical analysis, one can say that the policy of interest subvention should be restricted
to small and marginal farmers only, and also should be extended to cover long-term credit as well so
that capital formation in agriculture does not suffer in relative terms.

4.2 Assessing on the Inclusiveness Front

The question of inclusiveness is examined by looking at the reach of the agri-credit system to small and
marginal farmers.

The All India Rural Financial Inclusion Survey (NAFIS) conducted by NABARD (2017) reveals that only
43.5 percent agri-households took any type of loan during the agricultural year 2015-16 (July 1, 2015
and June 30, 2016). Interestingly, of these 43.5 percent HHs, 60.5 percent sourced these loans
exclusively from institutional sources, whereas 9.2 percent took it from both institutional and non-
institutional sources, and the remaining 30.3 percent sourced it only from non-institutional sources
(Figure 10). This implies that effectively, only 30.3 percent of all agri-households [69.7 percent
multiplied by 43.5 percent] availed credit from institutional sources (Figure 10). Why the other 69.7
percent of agri-HHs did not avail credit from formal credit institutions is a matter of further study. It
could be that they do not need credit as they could have financed the purchase of agri-inputs from

7 The government supports agricultural growth through two channels—subsidy and public investment in the
form of capital formation. The Public capital formation in agriculture (Public GCFA) comprises government
interventions in major, medium and minor irrigation scheme, and plantations in the forestry sector where
major, medium and minor irrigation schemes contribute to almost 90 percent of the gross public capital
formation in agriculture (Gulati & Bathla, 2002). On the other hand, private sector investments comprise
investments in the corporate and household sector wherein household investment alone would account for
over 90 percent share in private sector investment (Bisaliah, Dev, & Saifullah, 2013).
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their own funds; or it could be that some of them are not ‘bankable’, or both. In fact, those who
sourced loans only from non-formal institutions (friends, relatives, moneylenders, etc.) could be purely
for consumption purposes - an area which formal institutions hesitate to tread. Nevertheless, it
appears that the formal agri-system still has scope to improve its reach to marginal and smallholders, be it
for production purposes or consumption/social needs. NAFIS data also shows that within institutional
sources, the highest share of 46.2 percent, of agri-households reported to have taken loans from
commercial banks including RRBs, followed by 20 percent from SHG-Banks and other Micro Finance
Institutions (MFIs) and only 6 percent from cooperatives. On the other hand, of the non-institutional
sources, dominance of friends/relatives is evident, for a sizeable proportion of households; 22.7
percent took loans from this source. In addition, moneylenders and landlords are the next most
preferred sources of non-institutional credit (Figure 11).

Figure 10: Distribution of agricultural households (those who take any loan) by source of
loan (%)
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Source: All India Rural Financial Inclusion Survey (NAFIS) (NABARD, 2018)

Figure 11: Distribution of loans according to sources for households that took a loan between
July 2015 and June 2016
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The analysis also reveals that small and marginal farmers (of holding size of less than 2 ha) who operate
on 47 percent of the operated area and account for 86 percent of the total operational holdings
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(number), get about 60 percent of institutional loans for agriculture purposes (Figure 12). This is
commendable inclusiveness. The plausible explanation is that the small and marginal farmers are
mostly involved in producing high value products such as dairy, fruits and vegetables, aquaculture etc.,
which is less land demanding, but both capital and input intensive, and, hence, require more credit.

Further, Figure 13 reports that of the total loan availed by the marginal farmers (with a holding size of
less than 1 ha) that constitute about 68.5 percent of operational holdings (number), about 49 percent
is outstanding from institutional sources, whereas in the case of large farmers (above the holding size
of 10 ha) who operate on only 0.6 percent of operational landholding (number) about 79 percent of
their loans outstanding is from institutional sources (NSSO, 2013). It shows that marginal HHs are more
dependent on non-institutional sources compared to large farmers. It may be because of consumption
loans of marginal agri-HHs, which are not generally entertained by the formal credit institutions.
Nevertheless, this only indicates that the formal credit system in India is yet to fully overcome the
challenge of inclusiveness of smallholders in their portfolio. Therefore, it is a matter of further research
that what percentage of loans outstanding from institutional sources is for agricultural activities and
what is for consumption and other social purposes.

Figure 12: Total institutional credit taken for agricultural purposes by different size-groups,
share of operated area and share of number of holdings
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Figure 13: Share of outstanding loans for different size classes of land possessed (2012-13) and
operational holding (2015-16)
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Agriculture Census 2015-16 (Government of India, 2018)

4.3 Assessing on the Sustainability Front

The prime factor that could threaten the sustainable nature of financial institutions dealing with rural
credit is rising overdues or non-performing assets (NPAs) in the agricultural sector. Followed by the
Agricultural Debt Waiver and Debt Relief (ADWDR) Scheme in 2008, several state governments namely
Maharashtra, Uttar Pradesh, Andhra Pradesh, Karnataka, Punjab, and more recently Rajasthan,
Madhya Pradesh and Chhattisgarh have announced farm loan waivers for farmers during elections,
especially in the financial year (FY) 2018 and FY 2019 (Table 1).

Many experts believe that debt relief schemes adversely impact the credit culture in the economy as
it encourages defaults on future loans. The governor of RBI and the managing director of NABARD
repeatedly issued a statement to this effect after such schemes were announced. Incidentally, this is
also evident from the data (Figure 14), which shows that post 2009-10, the NPAs (in agriculture) of
scheduled commercial banks rose sharply from INR 71.5 billion to INR 832 billion between 2009 and
2018 in absolute terms, and NPAs as a percentage of outstanding agriculture loans increased from 2.1
percent to 8.1 percent between 2009-10 and 2017-18 (Figure 14). This massive rise in NPAs is often
attributed to moral hazard in the repayment behaviour of farmers, which can undermine the whole
institutional credit system for agriculture.
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Table 1: Amount of loan waiver announced and allocated by various states in their budget
since 2017-18

Fiscal Year of | Loan Waiver | 2017-18 (RE) 2018-19
Loan Waiver Amount (BE)
As percent As percent
Amount . Amount .
Announced of agri and of agri and
Announcement Budgeted L Budgeted L
(INR crore) irrigation irrigation
(INR crore) (INR crore)
budget* budget*
(1) (2) (3) (4) (5) (6) (7)
Maharashtra 2017-18 34000 16000 55.2 8820 30.4
Uttar
2017-18 36000 25000 44.3 4000 7.1
Pradesh
Punjab 2017-18 10000 370 2.8 4250 31.7
Karnataka 2018-19 44000 3910 13.5 10420 36.1
Rajasthan 2018-19 18000 - - 1860 17.2
Madhya
2018-19 36500 - - - -
Pradesh
Chhattisgarh 2018-19 6100 - - - -
Total 184600

Source: RBI, 2019

Figure 14: Agriculture loans outstanding and NPAs in agriculture from SCBs (as on 31st March)
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5 Innovations in Agri-Credit Institutions

Innovation, in general, could be defined as a new idea, a new policy, a new process or a new product,
which breaks into society and/or markets creating more value than the existing ways and products.

In this section, we are looking at game-changing innovations in policy, in credit instruments and in
organizational structures of agri-credit institutions that have evolved overtime to extend credit to
farmers, especially small and marginal ones, in a timely and effective manner and at affordable cost.
First and foremost, is the policy innovation of Priority Sector Lending (1969) that substantially changed
the landscape of agri-credit institutions in the country. Before the nationalization of commercial banks
in 1969, the agri-credit system was dominated by cooperatives that fell short to fulfil the credit
requirements of the peasantry. As a result, there was huge dependency of cultivators on non-
institutional sources. In order to correct this market failure and support agri-credit needs, agriculture
was made one of the few priority sectors and lending obligation was imposed on the banking system
to extend agri-loans for production and allied activities. This ground-breaking policy changed the rules
of the game and resulted in a massive expansion of credit to the sector. Second is the Self-Help Group
Bank Linkage Programme, introduced in 1992, essentially to reach the unbanked rural population
which is deprived of credit due to collateral stipulations. This innovation in organizational structure
picked up quickly in rural areas, especially among women groups, and gave real boost to financial
inclusion. However, according to the experts’ opinion, only a miniscule share of SHGs credit goes to
the crop sector. Here, one needs to dig deeper to understand the challenges and find ways to improve
their contribution in agriculture. Third is the innovation in credit instrument, the Kisan Credit Card
(KCC), introduced in 1998, that improved the reach of formal credit to the last mile significantly. This
innovation simplified the procedures to avail loan for farmers (one-time documentation) and set a self-
regulatory mechanism for repayment. One of the key highlights is the inclusion of tenant farmers, oral
lessees and sharecroppers in the ambit of agri-credit. Fourth is the innovation in both organizational
structure as well as technology through the Business Correspondent/Facilitator Model, introduced in
2006. This innovation overcame the challenge imposed by inflexibility of brick and mortar branch
banking. Aided by advanced digital devices (such as point of service handheld devices, mobile phones,
biometric scanners and micro-ATMs), the model provides efficient and cost-effective banking services
in the un-banked and remote corners of the country. Below sub-sections discuss these innovations in
detail with a view to highlight rapid strides in formal institutional credit and further scope of
improvement as a way forward.

5.1 Priority Sector Lending, 1969

The policy innovation of Priority Sector Lending (PSL) changed the sectoral orientation of bank lending
in the country. To ensure that commercial banks play a developmental role in the country, a certain
proportion of the total net bank credit was mandated to be extended to priority areas including
agriculture, allied activities and small-scale and cottage industries. Initially, a target of 33 percent was
set (1975), which was raised to 40 percent (1979). Later in 1980, sub-targets were set and 16 percent
of lending was targeted exclusively for agriculture and allied sectors (Shah, Rao, & Shankar, 2007)
which was subsequently raised to 18 percent. Until 1993, only direct finances were considered as a
part of priority sector lending for agriculture and allied activities. From 1993 onwards, direct and
indirect finance was together considered for meeting the priority sector target. In 1994, loans up to
INR 500,000 for financing distribution of inputs for allied activities in agriculture for cattle and poultry
feed were also considered under indirect financing. Later, in 2004 it was revised to INR 4 million. From
1996 onwards, loans to dealers in drip irrigation, sprinkler irrigation and agriculture machinery were
considered in indirect financing. From 2000 onwards, loans from banks to NBFCs (non-banking financial
companies) for lending to agriculture were considered as indirect financing. From 2001, loans
extended under the scheme for financing agri-clinics and agri-business centres came under the
definition. In the same years, the subscription of bonds issued by the REC (rural electrification
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corporation) for financing pump sets came under this definition (Hoda & Terway, 2018). However, this
was discontinued later. In 2002, loans for the construction and running of storage facilities in the
producing area and loans to cold storage facilities used for hiring or storing mainly agricultural produce
were considered as indirect finance to agriculture (Hoda & Terway, 2018). However, from 2004 the
location barrier was removed that was previously confined to rural area. From 2007, two-thirds of
loans given to corporate, partnership firms for agriculture and allied activities in excess of INR
10 million was considered, but as per the master circular on priority lending released by RBI, this
restriction of two-third of loans was removed and the limit of INR 10 million was raised to INR
20 million. Since 2014, banks could make investments in the Rural Infrastructure Development Fund
(RIDF), which would be counted as a part of indirect lending under priority sector lending (Hoda &
Terway, 2018). However, under the recent revised PSL guidelines of 2015, the distinction between
direct and indirect agricultural lending has been dispensed and eligible activities include ‘farm credit’,
‘agri-infrastructure’ and ‘ancillary activities’ and within the 18 percent target towards agriculture, a
sub-target of 8 percent of the ANBC for small and marginal farmers has been introduced?®. This target-
based approach has reaped benefits, as the credit outstanding to such farmers has shown an increase
of 32 percent from 2016 to 2018. But overall, it may be noted that the definition of PSL to include
indirect finance has expanded the scope of agri-credit. However, to keep our series of agri-credit
comparable over years, we have restricted our analysis basically to direct credit to agriculture.

Innovation of Priority Sector Lending Certificates (PSLCs)

To ensure the efficient implementation of the priority sector lending mandate, allow the banks to
leverage on their comparative strength (in respect to their sectoral domain expertise and geographical
advantage) and to avoid the compulsion of distributing the energy and efforts on every sector/sub-
sector under priority sectors, a new innovation in the form of Priority Sector Lending Certificates has
been introduced to India in April 2016. Under this arrangement, the overachievers (who have exceeded
the targeted amount of agricultural and other priority sector loans in their books) can sell excess
priority sector obligations at a price to the underachievers (which fall short of their agriculture credit
targets), with no transfer of risks or loan assets. These certificates are tradable among banks over the
Reserve Bank’s electronic platform, called e-Kuber. It helps rural banks earn an extra income for their
sustainability. Four kinds of PSLCs, viz., PSLC — Agriculture (PSLC-A); PSLC — Small and Marginal Farmers
(PSLCSM); PSLC — Micro Enterprises (PSLC-ME); and PSLC — General (PSLC-G), can be bought and sold
via the platform in order to meet the applicable priority sector targets and sub-targets (Reserve Bank
of India, 2018).

5.2 Self-Help Group Bank Linkage Programme, 1992

Launched by the National Bank for Agriculture and Rural Development (NABARD), the Self Help Group
(SHG)-Bank Linkage Programme (SBLP) is an innovation in the organizational structure that harnessed
the flexibility of the informal system with the strength and affordability of the formal system (NABARD,
2018). The idea of introducing the programme was conceived mainly from the successful experiences
of the financial institutions viz. Grameen Bank (GB) in Bangladesh, Bank Rakayat Indonesia Unit Desa
(BRI) and Badan Kredit Kacamatan (BKK) in Indonesia and Bank for Agriculture and Agricultural Credits
(BAAC) in Thailand etc. (Gulati & Bathla, 2002).

Under the program, micro credit is extended collectively to SHGs, which are usually tied up with the
savings of the members of the group, for lending within the group, without any collateral. The ratio of
savings linked to loans varies from 1:1 to 1:4 and in case of matured groups, even loans of more than
four times the savings are given. However, there is a set of by-laws such as rules for monthly savings,
lending procedures, periodicity and timing of meetings, penalties for default, etc. which are devised
and agreed by the members themselves. These SHGs could be merely savings and credit groups or
additionally they can also be undertaking activities, such as joint farming, watershed development and

18 Applicable w.e.f. FY 2016
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non-farm activities etc. Also, there are studies which report that women-run SHGs are better managed
with much greater sense of responsibility and commitment (Pitt & Khandker, 1998).

The SHG-Bank Linkage Programme has expanded at a fast pace in India to evolve into the largest
microfinance programme in the world (NABARD, 2018). Beginning as a pilot in 1992 with 500 SHGs, by
March 2018, SBLP covered about 8.7 million SHGs (cumulatively) touching near 110 million
households. Of 8.7 million SHGs, cumulatively 5.02 million SHGs have outstanding bank loans of INR
755.98 billion to the Banks. The total deposits of SHGs with banks were to the tune of INR 195.9 billion
during 2017-18. There are more than 100 Scheduled Banks, 300 District Central Cooperative Banks, 27
State Rural livelihood Missions and over 5000 NGOs engaged in the Self Help Group Bank Linkage
Programme (NABARD, 2018).

Figure 15 highlights the per annum increase in the number of SHGs credit linked with banks, increasing
from 0.2 million in 2001-02 to 2.3 million in 2017-18. In addition, bank loan of INR 472 billion (including
repeat loans) were disbursed to these SHGs during 2017-18 (at an average of INR 2, 09,000 per SHG),
up from INR 5.45 billion in 2001-02.

Figure 15: No. of SHGs credit-linked with banks (during the year) and amount of loans

disbursed
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However, according to the experts’ opinion, only a very small share of SHGs credit goes to agriculture.
They primarily cater to non-farm activities in rural areas. Therefore, one needs to dig deeper to
understand the challenges and find ways to improve the contribution of bank linked SHGs in
agriculture.

5.3 Kisan Credit Card, 1998

The Kisan Credit Card is an interesting innovation in credit instruments that improved the reach of
formal credit significantly to the last mile, in a timely and effective manner. The idea behind the
concept was to make easy, hassle free and timely disbursement of credit to farmers as well as give
them flexibility to utilize loans for various purposes. One of the key highlights of the innovation is its
inclusiveness in terms of covering smallholders (known as joint liability groups), tenant farmers, oral
lessees and sharecroppers in the ambit of formal credit who otherwise would have never been able to
avail institutional credit due to collateral stipulations. The scope of the scheme was enhanced in 2004
to include investment credit viz. allied and non-farm activities and some consumption requirement.
KCC provides a self-regulatory mechanism and revolving cash credit facility that allows any number of
withdrawals and repayment within the sanctioned credit limit by the farmers (Satish, 2012). Recently,
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the government has digitally empowered farmers by replacing the passbook loan system with ATM-
enabled debit cards with easy withdrawal and loan disbursement facilities. Also, the Department of
Financial Services of the Government of India, has constituted a working group to review the KCC
scheme with a view to make it a smart-cum-debit card. Since its inception, the KCC scheme has made
rapid progress. The government documents (like Economic Survey) claim that the cumulative number
of KCC issued has crossed 150 million. This should have taken care of almost the entire peasantry. But
there are no detailed studies on their current use. In RBI’s report on Trend and Progress of Banking in
India, 2017-18, it is mentioned that only 69.21 million KCCs are operational as of March 2018. However,
the NAFIS survey presented a somewhat puzzling figure that only about 10 percent of farmers have
used KCC in the agricultural year 2015-16. One needs to dig deeper to understand the dynamics of this
better, and find ways to strengthen their reach and use. This is a potent instrument to ensure not only
financial inclusion of small and marginal farmers but also ensure timely and affordable credit to the
resource-constrained farmers’ groups by overcoming the challenges of collateral stipulations.

54  Business Correspondent/Facilitators Model, 2006

At the turn of the century, the expansion of brick-and-mortar branches was limited, so to improve the
penetration of formal banking and bridge the last mile reach problem, the Reserve Bank of India issued
guidelines in January 2006 for a branchless banking initiative in the rural areas through the Business
Correspondents (BCs) and Business Facilitators (BFs) Model®. This innovation in the organizational
structure as well as technology, enabled banks to reach the unbanked rural population using the
services of intermediaries called BCs/BFs (Ujjawal, Champatiray, Sadhu, & Mendiratta, 2015). The
model leveraged digital technology (point of service handled devices; bio-metric scanners; smart
phones etc.) to extend financial services at the doorstep across the geographical landscape. Initially,
RBI allowed only non-governmental organizations (NGOs), microfinance institutions, registered
nonbanking financial companies, and post offices to function as BCs (Sarika & Kumar, 2017). Later, in
order to scale up the financial inclusion drive in a sustainable manner, the list expanded to include
individuals like: retired bank employees; retired teachers; retired government employees and ex-
servicemen; individual owners of small neighbourhood retail stores (also referred to as kirana shops);
individual owners of medical and fair price shops; individual Public Call Office (PCO) operators, agents
of small savings schemes of the government of India/insurance companies; individuals who own petrol
pumps; and authorized functionaries of well-run Self Help Groups (SHGs) which are linked to banks.
Any other individual including those operating Common Service Centres (CSCs) are also allowed to act
as BCs of banks?.

RBI in 2010 adopted a phase-wise approach to extend banking facilities in all the unbanked villages in
the country (Reserve Bank of India, 2016). During phase-l (2010-13), all unbanked villages with a
population greater than 2,000 were identified and allotted to various banks (public sector banks,
private sector banks and regional rural banks) through State Level Bankers’” Committees (SLBCs) for
coverage through various modes — Branch or BC or other modes such as ATMs, mobile vans, etc. During
phase-l, as reported by SLBCs, banking outlets were opened in 74,414 unbanked villages with a

1 vide notification DBOD.No.BL.BC. 58/22.01.001/2005-2006

(https://rbi.org.in/scripts/BS CircularindexDisplay.aspx?Id=2718)

20 According to the RBI guidelines, while the BCs are permitted to carry out transactions on behalf of the bank
as agents, the BFs can refer clients, pursue the clients’ proposal and facilitate the bank to carry out its
transactions, but cannot transact on behalf of the bank (CAGP, 2016).

21 The salient features of this model primarily include identifying the potential customers in rural areas;
advising/counselling rural populace about appropriate financial products, services and transactions; assisting
them in completing formalities that are needed to transact with banks; educating them about terms of
sanction, repayment and recovery; conducting post-sanction monitoring; putting through/helping in putting
through basic and small-value transactions of rural people etc. (Kolloju, 2014).” In India, the State Bank of India
has largest number of BCs or Customer Service Points (CSPs)*! who are working under BC model (State Bank of
India, 2016).
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population greater than 2,000 out of which 69,589 outlets were opened through BCs; 2,493 through
branches and 2,332 by other modes. Whereas, the second phase (2013-16) was rolled out to provide
banking services in unbanked villages with populations smaller than 2000. About 4,90,298 unbanked
villages with a population smaller than 2000 were identified and allotted to various banks (public sector
banks, private sector banks and regional rural banks) to ensure its coverage under the financial
network in a time bound manner. As of June 30, 2016, SLBCs reported that 452,151 more villages have
been provided with banking services; out of which 14,976 through branches, 416,636 through BCs and
20,539 by other modes viz. ATMs, mobile vans, etc. thereby achieving 92.2 percent of the target
(Reserve Bank of India, 2016).

As of 31° March, 2018, it is reported that, BCs are providing financial services in villages through
515,317 BC outlets compared to 34,174 BC outlets in March, 2010. Also, nearly 289 million basic saving
bank deposit accounts (BSBDAs) have been opened through BCs. In addition, BC-ICT (information and
communication technology) transactions recorded a considerable increase during these years, from
26.5 million transactions recorded for the quarter ended March 2010, it increased to 1,489 million in
the quarter ended March 2018 (Reserve Bank of India, 2018)

Bharat Banking — An initiative by IDFC

On the lines of the BCs/BFs model, the Infrastructure Development Finance Company (IDFC) Bank has
adopted a unique outreach banking services model called ‘Bharat Banking’ wherein the relationship
officers provide credit and savings products/services to households in the remote villages around a
branch location. Equipped with tabs with software systems customised for the rural customer
segments, micro-ATMs, portable printers, biometric devices etc. the officers ensure doorstep banking
services to the last mile in its truest sense. IDFC micro-ATM outlets are an extension of its branch
network. Being the first interoperable system, it is an innovation in banking that can service a customer
of any bank using the Aadhaar bio-metric authentication system or debit card interface. (IDFC, 2018).
Today, IDFC Banks’ network of micro-ATMs (Figure 16) is spread across 16 states in the country (IDFC,
2018). Under the Bharat Banking initiative, for financing the agriculture and allied sectors, a ‘value
chain relationship’ approach is followed, where after identifying various segments of value chains of
different livelihoods and understanding the financial and banking needs of each segment (including
crops, revenue cycles and earning seasons), the bank caters to the varying needs with suitable products
and services (IDFC, 2018). Thus, with an expansion in their deposit base, capital and product range,
Bharat Banking has the potential for improving the financial outreach to the unbanked sections and
populace in the country.
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Figure 16: Micro-ATM
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While all this holds potential, the experiences so far are mixed and there is a general consensus that
the BC/BF scheme has not taken off in the way it was envisioned in 2006. Banks’ lending activities
through BCs are negligible. The activities of BCs are typically limited to opening new deposit accounts
for a commission (Bhoi, 2017). Therefore, the BC/BF model has not yet been tapped properly to the
extent possible. Thus, there is a strong need for banks as well as BCs to first of all construct industry-
wide data pertaining to business viability of the BC channel to chart out a long-term plan for scalability
and sustainability of the model. Secondly, to make the model demand-driven, investments in market
research are required to assess what clients really want, how much they are willing to pay and reasons
for not using the current products/services being offered. This will help banks to understand what sort
of training is adequate for the BCs/BFs and how to tailor services to cater consumer needs. Moreover,
all stakeholders (RBI as well as banks) should create awareness to promote the BC model among
farmers in agriculture and allied activities.

22 https://www.idfcbank.com/personal-banking/payments/micro-atms.html
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6 Concluding Remarks and Way Forward

This section brings out inferences derived from the analysis and a way forward to make the agri-credit
institution more efficient, inclusive and sustainable:

In agricultural credit, one of the major concerns of the lending institutions is to cover credit risks
involved in extending loans to the farmers. However, no provisions are in place to cover the market
risks faced by the farmers. One of the possible ways out is to link Farmer Producer Organizations
(FPOs), marketing cooperatives and integrators with banks, as exemplified by the SHG-bank linkage
programme. These producer organizations and integrators can be potential channels for extending
credit to the farmers across the entire value chain. Organizing farmers into groups will enable them to
reap the benefits of economies of scale as well as of assured markets for their produce. The poultry
industry in India, for instance, is majorly organized and commercial (80 percent). Poultry farmers
(operating on different farm sizes) are linked with big integrators such as Venkateshwara Hatcheries,
Suguna poultry farm etc. through contracts where farmers raise poultry birds of certain quantity and
quality at pre-determined prices and integrators provide inputs, technical guidance and credit along
with the commitment to buy back the fully grown birds. This is a win-win model which covers market
risks of farmers and credit risks of integrators. Liberal lending by banks to such mature business models
and FPOs can ensure guaranteed returns with relatively low risks and uncertainties. In addition to
ensure inclusiveness, FPOs with greater percentage of small and marginal farmers can be categorised
as a priority area for extending loans.

Next, Kisan Credit Cards (KCCs) and Self-Help Group Bank Linkage Programme are two such innovations
that have credibly improved the reach of formal credit to the last mile. The government documents
(such as the Economic Survey) claim that the cumulative number of KCC issued has reached 150 million
as of March 2016. But as already highlighted in the analysis, the NAFIS survey presented a somewhat
puzzling figure that only about 10 percent of farmers have used KCC in the agricultural year 2015-16.
As there are no detailed studies on KCC’s current use, further research is needed to understand its
dynamics better, and to find ways to strengthen its reach and use. Issuance of KCC in remote villages
should be expedited to ensure financial inclusion of more farmers, especially of small and marginal
ones. This will ensure timely and affordable credit to the resource-constrained farmers’ groups by
overcoming the challenges of collateral stipulations. In addition, KCCs should be made Aadhaar
enabled and a centralized database should be created across the states to track the number of KCCs
issued, in operation, amount of loan availed, defaults at any bank etc. by a farmer. Such a robust
mechanism will ensure credit monitoring, which is absent from the current system. Another benefit of
KCC is that it can also cater to the consumption credit needs of farming families.

As it is learnt that SHGs credit lending is a very small part of the overall credit needs of the agricultural
sector, it is a matter of further study to look at the challenges involved and to find ways to incentivize
credit in agriculture and allied sector through SHGs.

Further, to ensure financial inclusion of small and marginal farmers, the banking system also needs to
adhere to the Priority Sector Lending (PSL) guidelines issued by the RBI. They mandate that at least 8
percent of Adjusted Net Bank Credit (ANBC) or credit equivalent amount of off-balance sheet
exposure, whichever is higher, be for small and marginal farmers (out of 18 percent stipulated for the
agricultural sector). Tradable PSL certificates are a step in the right direction. However, the data for
direct and indirect credit should continue to be captured separately for policy evaluation overtime and
to ensure that the banks do not short-change farmers and lend proportionally more to activities that
were previously included under indirect finances.

For efficiency and financial sustainability, the interest subvention scheme should focus on small and
marginal farmers only and transactions should be tracked at the individual farmer level for
transparency. As the ill effects of generalized debt waivers on financial health of the banking sector as
well as on the credit culture are quite clear, such policy measures should be discontinued. Additionally,
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to provide efficient credit delivery, unfolding innovative business models such as Bharat banking,
Business Correspondent/Business Facilitator, and Joint Liability Group lending need scaling up.

Last, but not the least, the policy of interest subvention needs a serious review. A subvention of 5
percentage points, i.e., giving loans at 4 percent while the normal rate being 9 percent, seems to have
led to significant diversion of agri-loans to non-agriculture purposes. As is shown in this paper, in some
states, especially Kerala and some other southern states, agri-loans amount to substantially more than
100 percent of the value of agri-inputs. This is a clear indication that agri-loans are being used for other
purposes. It is better to empower farmers by giving direct income support on per hectare basis rather
than by hugely subsidising agriculture credit.

We hope with these improvements, the agri-credit system can serve the needs of the farming
community even better, and it can also be a role model for many smallholder economies of Sub-
Saharan Africa and South and Southeast Asia.
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