
Chapter- I 
The Rural Economy, Credit.& Agricultural Development 

1.1 Economics of Rur·al Development 

'Food' has been identified by /\clam Smith as the f~1ctor conditioning the growth of an .economy. 1 

Technical advance in agriculture thus serves as the pivot for generating development in the other sectors of 
.the economy. The importance of agriculture in economic development was also recognised by other classical 
writers later on, and it is now well known that Adam Smith's basic growth model or the 'Wage-Fund 
Doctrine' refers to this pivotal role of the agricultural sector. 2 A recent report by the Organization for Economic 
Cooperation and Development [OECD] outlines how agriculture contributes to economic growth by increasing 
the efficiency ofp1'oduction and releasing resources to other sectors.3 As more contemporary writers have 
commented, "the role of agriculture as a major. source of surplus for primitive accumulation, prior to the 
self-sustaining accumulation of industrial capital"4 becomes a major reason for this focus, along with its 
importance as a 'home market' for industrial products. 

1.1.1 Agriculture and Economic Development 

Agriculture thus forms the base for economic development. It is the oldest and most widely practiced 
form of production activity in the world and has evolved gradually with the passage of time. Agriculture 
contributes significantly to overall economic growth all over the world.5 Development of agriculture still 
holds paramount importance today, not merely because it provides food, fodder and other agro-products to 
a rising population, but because it also ensures a strong base for the extension of markets and investible 
resources. Agriculture also provides many of the raw materials used by industry. The fate of the textile 
industry, for instance, is crucially linked with the supply of raw cotton, and the food processing and tobacco 
ma,nufacturingindustries are equally dependent on agricultural products. 

Many economists have concurred on the importance of agriculture in the process of economic 
development. As early as the eighteenth century, the Physiocrats had argued that only agriculture produced 
an economic surplus over and above the costs of production and thus played the most strategic role in the 
economy. 7 1t was observed much later by B.Sen in 1967 that "agriculture is the natural base for the overall 
development of the majority of the developing countries and the industries based on agriculture are a natural 
stepping stone towards industrial development on a large scale."8 B.Datta also noted that "industrialisation 
is possible only when agriculture has reached a high level of prosperity so as to provide self-sufficiency in 
food, to create a surplus for capital formation and to increase the demand for secondary products." 9 Nicholls 
argued that "the existence of a substantial agricultural surplus is a pre-condition for industrial development." 10 

In many developing countries, agriculture must also generate exportable surpluses in order to earn the 
foreign exchange required to finance the import of capital goods and industrial raw materials. However, 
agriculture is not only a supplier of goods for domestic and export needs but is also indirect determines the 
supply of factors of production such as capital and labour. J. W .Mellor notes, therefore, that the need for 
food and the extremely low efficiency of agricultural production in low-income countries where nearly 
two-thirds of the world's population presently resides demands that most of their labour force and land 
resources be engaged in agriculture. 11 

In Asia and other developing regions, agriculture is thus the sine qua non of economic development. 
The development of agriculture depends upon a number of factors including physical, human and natural 
resources, entrepreneurship and the availability of agricultural credit. Any entrepreneur is a catalyst or 
dynamic agent of change, who transforms physical, natural and human resources into corresponding 
production possibilities. 12 As such, entrepreneurship is indispensable for the growth of agriculture in any 
society. Commenting on the causes of 'backwardness' of many Asian and African nations, J.K.Galbraith 
observes that their people are poor because they lack in ambition, and thus lag behind the people of other 
nations in economic development. The part played by entrepreneurship in the development of the Western 
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nations has made developing nations conscious about the importance or entrepreneurship in a programme 
for rapid economic development. I.\ Entrepreneurship is also perceived now as a concept that is not only vital 
industrial progress but also for the development of agriculture. 1 ~ 

Generally in developing countries, the l~m11er constitutes the weakest agent'of production because or 
the widespread practice oftraditional agriculture. A shirt from traditional agriculture to modern agriculture 
through the induction of advanced technology requires radical innovation in almost every aspect of l~1rm in g. 
Commenting on the diiTerenccs in l~1rming practices between the developed and developing nations, 
T.W.Schultz has pointed out that differences in land are least important, di ffcrences in the quality of material 
capital are substantially important and diiTerences in the capabilities of the farming population arc most 
important. 15 Schultz further illustrates this point by comparing trends in agricultural production in clirkrent 
parts of the world. Thus, Western Europe with its poor endowment of farmland and a popularion density 
much greater than Asia's has been able to increase agricultt:tral production at a rate that would have been 
thought impossible only a couple of decades ago. Italy, Austria and Greece, for example, with less per 
capita arable land and with farmland inferior in quality to that available in the developing countries have 
increased agricultural production tremendously. The same is true for Israel and Mexico which stand as the 
best examples for many low-income countries to emulate. 16 Even in Asia, the experience of Japan provides 
a similar example. Economic development in its early stages in Japan was based on interlinkages between 
the agricultural and industrial sectors. 

Agricultural development may be defined in terms of the increasing production of crops and other 
farm products; and higher incomes and better standards of living among the farm families. 17 Elaborating 
these further, Mellor comments that higher living standards essentially include higher purchasing power, 
improved health, education and communications, and also increasing leisure derived from more efficient 
use of labour resources in production of material goods. 18 The general objective of economic development is 
thus closely related to agricultural development. In the light of the foregoing arguments, development of 
agriculture is seen to be a prerequisite for overall development of the economy. 

1.1.2 Importance of Credit in Agriculture· 

The word ·credit' is derived from the Latin word 'creditum' which means 'that which has been entrusted' 
by one person or institution to another person or institution for a particular period of time for use with the 
behefthat it will be retumed. 19 Credit refers to some form of capital, usually in terms of money. Generally, 
it is given by one person or institution caiied the lender or creditor to another person or institution called the 
borrower or debtor who uses it for a particular period of time in return for a fee known as interest. Many 
later writers have defined 'credit' in various other ways. The most comprehensive definition holds that 
credit is the tran·sfer of assets or wealth, or of the right to acquire assets or wealth, from a person who 
possesses to one who does not. This transfer is done against a promise to repay with interest ,after a specified 
period of time, the value of what was bonowed with the rate of interest being fixed beforehand. 20 

Credit is the lifeblood of all economic activity. In the production of commodities, the requirement for 
capital credit arises for the purchase of land, the construction of buildings, the purchase of raw materials, 
machinery and other inputs, and for the hire oflabour. However in the case of agriculture, credit refers to the 
amount of money that the farmers borrow to meet their production requirements as well as their current 
·consumption needs. Farmers may bonow to purchase new agricultural land or to release mortgaged lands, 
to make permanent improvements on land, to purchase production inputs or agricultural machinery, etc. 
Farmers may also bon·ow to meet consumption expenses. The money that is bonowed by fanners to meet 
ail such requirements is termed as 'agricultural credit'. 

Agricultural credit is among the most indispensable production inputs in agricultural development. 
Finance is required in every productive enterprise including agriculture, finance because productive operations 

·have to be started and expenditure incuned on them in anticipation of actual production. Writing more than 
a century ago in his report on 'Land and Agricultural Banks' [1895], Sir Frederick Nicholson had noted in 
this regard that "the lesson of universal history from Rome to Scotland is that an essential of agriculture is 
credit. Neither the condition of the country nor the position of agriculture affects the one great fact that 
agriculturist must bonow". 21 

It is clear therefore that credit plays a vital role in accelerating agricultural production. Provision of 
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technical services alone is not enough to attract fanners to modern agricultural technology. They also need 
financial support for the shift from low-yielding traditional agriculture to more costly but highly productive 
modern agriculture. Modern agriculture comprises the use of improved inputs like HYV seeds, chemical 
fertilizers and pesticides, irrigation, mechanical power and so on, all of which require capital investment. 
Even after new production techniques have been adopted, agricultural credit also has the potential to remove 
many of the economic constraints that continue to be faced by the rural population, including small farmers. 
This is true for both farm and non-farm activities. Thus a similar approach towards supporting smalll~mm:rs 
through credit had been advocated by Robert McNamara when he was President of the World Bank in 1973: 

'The miracle of the Green Revolution may have arrived, but for the most part, the poor l~mncr has not 
been able to participate in it. He simply cannot afford to pay for the irrigation, the pesticide, the_ fertilizer. ... 
For the smallholder operating with virtually no capital,_ access to credit is crucial. No matter how 
knowledgeable or well motivated he may be, without such credit he cannot buy improved seed, apply the 
necessary fertilizer and pesticide, rent equipment, or develop his water resources. Small farmers generally 
spend less than 20 percent of what is required on such inputs because they simply do not have the resources. 22 

In developing countries, the majority of poor farmers cannot afford to undertake this investment. The 
only solution that can benefit them is the smooth flow of agricultural credit in adequate amounts. T W.Schultz 
has noted that the low productivity of farm labour in such countries was more attributable to the absence of 
credit to finance specific factor inputs, and the supply of new agricultural inputs to them through credit was 
seen by him as the most practical way to increase agricultural productivity~ 23 

Agricultural production can be raised in two possible ways: firstly, through extensive agriculture that 
brings more land under cultivation, and secondly, through intensive agriculture involving the introduction 
of improved technology into agriculture. In most developing countries, the scope for expanding the area of 
agricultural lands is limited since almost all cultivable land has already been brought under cultivation. 
Thus, the use of modem scientific methods of agriculture on a wider scale is the only way for increasing 
production. Adoption of modem agricultural methods including crop rotation and multiple cropping involves 
huge capital investment Since the vast majority of the farmers in developing countries are extremely poor 
and cannot undertake the required capital investment from their personal savings, adequate credit has to be 
provided to them. 

Studies undertaken by Saba and Dutta, 24 S.N.Rai et a/.,25 Colyer and Jimenez26 and R.C.Vogel,17 in 
many different countries show that adequate supply of credit has. positively influenced the growth of 
agricultural output and farm incomes. The history of agricultural development in all the advanced countries 
also confirms that an integrated system of credit provisioning has led each country to the path of agricultural 
prosperity. Refen·ing to the developing countries of Asia, Kim has noted that the population living in the 
Asia-Pacific region alone constitutes much more than half the world's population, and the agricultural 
population comprises almost 70 percent of the agricultural population in the world. However, the region's 
agriculturists control only about 24 per"cent of the world's arable land, and thus cultivate average farmland 
of0.3 ha against the world average of0.7 ha. More concentrated effort is therefore called fro on the part of 
these countries to initiate agricultural and rural development through the strengthening of credit services to 
farmers and particularly to small farmers. 28 Agricultural credit thus assumes great significance in an agrarian 
country that is trying to modemise traditional agriculture. 

1.2 Role of Institutional Credit in Agricultural Development 
The credit avenues accessible to farmers living in rural areas rriay be classified under the two functional 

categories of formal credit and informal credit Some sources in the literature have used the altemative 
terminology of institutional credit for formal credit, and non-institutional credit for informal credit which is 
not adopted here.29 The formal credit sector includes government banks, commercial banks, credit bureaus, 

· etc., as well as the specialised banks set up in countries like Thailand, the Philippines and India, that cater 
especially to the credit needs of rural production. 30 The informal credit sector includes professional 
moneylenders, traders, rich farmers, landlords, shopkeepers, etc., as well as the relatives and friends of the 
borrowers, who collectively form the traditional sources of credit in rural areas and still remain dominant. 

Although the informal credit market is an important constituent of the financial system in many Asian 
countries, in several countries it has remained unorganised and fragmented in structure and has allegedly 
played a exploitative role.31 Daulatunnaher Khanam remarks in the context of Bangladesh that credit from 
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informal sources docs no! help !he farmers in !he desired manner, since inl(>nllal credit is generally inadequate 
and is only av~Iilabk at high interest eharges.·'2 Thus, while the normal rates (Jfinterest on formal credit did 
not exceed 17.5 percent p.a., the rate of interest on informal credit ranged between 50-100 percent p.a., 
sometimes ns1ng to 150 percent p.a. or even more:'·' In addition, the frequent adoption of unscrupulous 
methods of credit administration by the informal credit agents ortcn has other serious implications. The 
usual collateral accepted in lieu of credit by professional moneylenders is ·land. In such cases, the f~1rmcr 
signs or makes a thumb-impression on some document that binds the borrowers' land to the lender. 13ecause 
of high interest costs, the f~1rmer often dcf~wlts on the timely repayment of"thc loan which, under the compound 
interest system, almost doubles in course of time. The ultimate consequence is that the debt has to be 
I i qui dated by making over the pledged land. In the process, many sma I I and marginal f~1rmcrs gradua II y 
become landless, which aggravates the problems of rural unemployment, poverty and income-inequality, 
etc. Describing this situation as it applied to India, 1-I.Wo!IThad remarked earlier that "the country is in the 
grips ofMahajans. It is the bond of debts that shackle agriculture". 34 Strictly speaking, therefore, the informal 
credit market has limited the process of agricultural development. Examining the role ofruralmoneylenders 
in India, the Agricultural Finance Sub-Committee had also commented in 1945 that the credit dispensed by 
the moneylenders acted as a serious drag on agricultural development instead of contributing to it.Js for 
such reasons, agricultural credit provided by the infom1al sector cannot help in raising agricultural production 
either to the desired extent or in the desired manner. 

In Bangladesh, the well-known Grameen Bank and the other NGOs of the country, which have otherwise 
proved to be effective semi-formal institutions for reaching the poor, do not extend sustained credit to the 
agricultural sector to any significant extent. Banik has noted that most activities ofGrameen Bank arc of the 
'point-input continuous-output type', where the key to the success ofGrameen Bank has been the system of 
weekly repayment of loans. In contrast, agricultural operations are of the 'point-input point-output type' 
and cannot be made to yield continuous income.36 Therefore, the role of semi-fom1al agencies in the provision 
of agricultural credit remains insignificant. 

The formal credit sector includes all institutions which supply agricultural c1:edit to fam1ers under 
certain statutory conditions. While non-institutional credit sources, as private agencies, are based on the 
profit motive and can sometimes be highly exploitative in nature, formal credit institutions are required to 
alleviate the exploitation of farmers by informal credit agencies by providing credit to these farmers at 
much lower cost. Greater involvement of formal credit institutions in rural credit markets is essential to 
release fanners from the clutches of professional moneylenders. 

Thus the transition from moneylenders' credit to formal credit is a process concuiTent with the 
transfom1ation of traditional agricultural to modem agriculture and is also a process for breaking down the 
bonds of poverty in the developing countries. The success achieved by formal banks in certain Asian 
countries37 in this respect are recounted in Box 1 and Box 2 below. 

Successful Asian Formal Credit Institutions 

Box 1 

Bank for Agriculture and Agricultural Co-operatives [BAAC], Thailand BAAC, a state
owned financial institution, was founded in 1966. It replaced the Bank for Cooperatives, which 
failed for several reasons including poor delivery and enforcement problems. BAAC's primary 
objective is to provide financial services to the agricultural sector. BAAC enjoys certain privileges 
aimed at stimulating lending to agriculture. For example, it continues to have preferential bonowing 
rates from the central bank, it is exempted from certain taxes and reserve requirements, and 
conm1.ercial banks are required to invest at least 20 percent of their deposits in agriculture, either 
directly or through BAAC. BAAC has considerable operational and financial autonomy, with 
the exception of pressure to keep interest rates 1-2 percent below the conm1ercial bank rates 
reflecting its preferential status with the central bank. It aims at low-medium income farmers and 
uses progressive interest rates on loans and lends to small farmers without traditional collateral. 
BAA C has achieved significant success in outreach (77 percent of farming households) and has 
been consistently profitable since 1975. (Source: World Bank [ 1996]: Bangladesh Rural Finance, 
p.20) 
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Bank Rakayat, Indonesia IBRII BRI started its network of 3600 unit banks in 1970 as part of 
the national rice intensification programme. Untill983, the bank pi'imarily channeled subsidized 
credit. Low interest rates ( 12 percent) made loans desirable and were often allocated to the elite. 
Poor programme design and misguided implementation produced high arrears and declining 
participation of the villagers due to the lack of trust in banks. During 1983, l3RI 's unit banks 
suffered a loss of $28 million. Therefore, government started financial sector reforms, such as
initiated a general rural credit programme at market-based interest rates, programme design 
including autonomy, profit-sharing for employees, interest rebates for prompt repayment, etc. 
Henceforth, the performance of BRI unit banks has been very impressive with low arrears and 
the units arc now consistently profitable. (Source: World Bank [ 1996): Bangladesh Rum/ Financ;e, 
p.20) 
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Certain other formal banking institutions and credit programmes, such as the National Bank lor 
Agriculture and Rural Development [NABARD] oflndia, the National Rural Support Programme [NRSP] 
in Pakistan, Small Farmer Development Programme [SFDP] of Agricultural Development Bank [ADB] in 
Nepal, etc. also stand testimony to the importance of the role that formal credit can play in agricultural 
advancement,3 ~ showing clearly that the potential developmental role of formal sector banks in extending 
agricultural credit is tremendous. 

1.2.1 Potential for Agricultural Cr·edit and Agricultural Development in Bangladesh 

Bangladesh is a predominantly rural country, with most of its population dependent on agriculture:'') 
Agriculture is thus the most important sector of the national economy, generating 33 percent of the country's 
GOP and 30 percent of its exports, while employing 68 percent of the labour force in 1997.40 Development 
of the rural economy is thus central to Bangladesh's development strategy, as a result of which agriculture 
continues to play a pivotal role in rural growth. Agricultural growth is also required for food security 
reasons, since the farmers depend entirely on agriculture for their livelihoods, it is only through the 
development of the agricultural sector that they can increase their earnings and enhance their standard of 
living. 

Agricultural credit is among the most essential inputs for agricultural development. However, the 
socioeconomic situation of farmers in Bangladesh today is such that the resource-poor farmers, particularly 
those belonging to the small and marginal classes, can hardly form any capital to meet their investment 
needs. Thus most farmers have to meet their capital needs by taking recourse to credit. Nevertheless, the 
small and marginal fanners who together constitute approximately 80 percent of the farming population in 
Bangladesh do not receive adequate agricultural credit from the fom1al sector,41 and the credit presently 
.allocated to the agricultural sector by the formal institutions falls far short of the actual requirements. The 
institutions that presently provide agricultural credit are also saddled with many procedural drawbacks and 
deficiencies, which hinder the timely flow of agricultural credit to the farmers. At the other extreme, the rate 
ofloan-recoveries by fom1al sector banks in Bangladesh has been very low. 42 The lending activity of a bank 
is greatly influenced by the availability ofloanable funds with the bank, which to a large extent are determined 
by the rate of recovery of past loans advances. Because of poor loan-recovery rates, the formal sector banks 
have been suffering from liquidity problems to a significant extent. 

The absence of a conducive financial environment has thus become a serious constraint on further 
economic development, especially in terms of agricultural growth. Efficient and cost-effective financial 

. services are thus essential to Bangladesh's longterm development strategy, in the sense that these enable 
farm innovation and productivity increases to occur. From the point of view of the small and marginal 
farmers who Jive in a precarious condition, development of agriculture is even more important, since a 
slight fall in agricultural production would be a deathblow to them. Economic protection has therefore to be 
extended to them in a way that can facilitate an increase in their productivity. The only manner to accomplish 
this is to ensure the smooth and adequate flow of agricultural credit. 

It is in this context that the present agricultural situation in Bangladesh needs to be studied. No formal 
attempt has so far been made to study the particular problems faced by small and marginal fam1ers, who 
form four-fifths of the farming population of the country, in securing agricultural credit. In view of the great 
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importance that the development or agriculture holds as a solution to the problems or poverly and 
unemployment in 13angladcsh, an attempt of this nature is made by the present study. 

I .3 Review of Litera I u rc 

A bricCrevicw of research work already conducted in this field will help in spelling out the li.mdamcntal 
. objectives behind the present study. The main body of extant literature on institutional agricultural credit 

has emanated from ofricial and semi-o!Ticial studies conducted under the auspices of Government or donor 
agencies. Private contributions to this literature also exist in the form of research publications in journals, 
Ph.D theses and books. Relevant research areas covered in this literature include the development needs or 
agriculture and agricultural credit; the supply, utilisation and impact of agricultural credit; problcn1s associated 
with the supply and recovery of credit; and issues relating to agricultural credit policy. A qualitative review 
0 r some of these studies is made below. 

1.3.1 Agricultn•·e, Credit and II:conomic Development 

Substantial research has been undertaken to assess the need for agricultural growth in developing 
countries and to estimate the agricultural credit needs offam1ers. Several studies also have specific focus on 
different aspects of the agricultural economy, including agricultural production, which directly affect small 
farmers. 

As noted. in OECD [ 1965] and Akhunji [1982], agriculture has been recognized by both classical 
writers as well as modern writers as having contributed significantly to overall economic growth across the 
world. Sadhu & Singh [ 1983] point out that that it was Adam Smith's Wage-Fund theory that laid down the 
principle that technical improvements in agriculture could initiate economic development by increasing the 
efficiency of production and releasing resources for the development of other sectors in the economy. 
Mathur [1974]), Datta [1987] and Breman & Mundie [1991] express similar opinions, demonstrating that 
the development of industry only becomes possible after agriculture has attained a level of development· 
that ensures self-sufficiency in food and creates a substantial agricultural surplus that can be utilized for 
capital formation, increasing the demand for secondary products. As noted by Khanam [1989], agriculture 
fom1s a natural· base for development in most developing countries, and agro-based industries become 
natural stepping stones for national industrialisation on a wider scale. 

In a major study of the process of transformation that traditional agriculture underwent during economic 
development, Schultz [1970] described the experiences of many countries across the world which had been 
able to transform and modernise their economies by increasing agricultural production and productivity 
Considering the benefits that can be derived from agricultural transformation, Mellor [1970] shows that 
such transformation implies increased farm outputs as well as higher farm incomes, which lead in tum to 
higher standards ofliving, higher purcbasing power, improved health and educational standards, as well as 
increasing leisure as a result of more efficient use of labour resources in the production of material goods. 
As shown in ~oy [1996], agricultural development has assumed paramount importance today. Besides 
securing the food, fodder and raw material needs of a growing economy and population, agriculture also 
provides a base for the application of capital and the extension of markets. The objectives of economic 
development thus coincide strongly with agricultural development. 

The importance of agricultural credit was increasingly noted by international donor agencies from the 
1970s onwards. Bathric [1981] makes reference to the Nairobi Conference of the Board of Governors of the 
World Bank in 1973, in which great emphasis was laid on raising the productive capacity of small farmers. 
The then World Bank President, Robert S.McNamara noted that programs in this direction could ' ... be 
initiated quickly by governments and will make a major contribution to the goal of a 50 per cent growth rate 
in the outputof small-scale agriculture by 1985.' He observed further that ' ... without rapid progress in 
small-holder agriculture throughout the developing world, there is little hope either of achieving long-term 
stable economic growth or of significantly reducing the levels of absolute poverty.' Bawn [1981] reports on 
the comprehensive review of agricultural credit that was subsequently initiated by the Agency for International 
Development (AID) in 1973, under which 63 evaluations were conducted on AID-funded and non-AID
funded agricultural credit programs in 36 countries, which the study under reference described as being the 
"largest collection of field studies ever assembled". Similar reviews of agricultural lending programs were 
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also undertaken by the World Bank and the Food and Agricultural Organization of the United Nations 
(F AO) in 1974 and 1975. All international reviews concurrently identi tied common pol icy issues that needed 
to be considered by national credit institutions and international donor agencies in order to improve programs 
that addressed the credit needs of small farmers. Commenting on the need to involve public financial 
institutions such as NCBs in strengthening agricultural credit programs in India and Bangladesh, empirical 
studies by the RBI [ 1968] and Ahmad & Ahmed [ 1982] noted the utility of this approach in increasing 
institutional credit flows to the agricultural sector, since the NCBs were observed to have rapidly expanded 
their branch networks in both countries. 

Echoing the views of Nicholson [1985] on the classic interrelations between agricultural credit and 
agricultural development, Padmanabhan [1988] cites the World Bank's advocacy of credit support to small 
farmers as an essential device for agricultural progress.- Several studies including Elias [ 1988], A lam & 
Nath [1989], Rahman [1990] and Haq [1993], which have reviewed the agricultural contexts of Bangladesh, 
have observed that the need for bank finance has grown with the introduction of technological innovation in 
agriculture, especially in the crop sector. Concurring that the HYV technology in agriculture is capital
intensive by narure, these studies stress that a wideranging network of credit programs can help increasing 
numbers of farmers to reap benefits from this technology. The studies have also found that once new 
production techniques have been established, agricultural credit has the potential to remove many of the 
technological constraints faced by rural populations, especially small farmers. Outlining the nature of credit 
dependence within agriculture, Ray [1998] remarks that the adoption of modern agricultural technologies 
requires CU!Tent investments to precede future payoffs. Thus, even ongoing productive ac-tivity reqLIIi·es 
advance provision of inputs in advance, while the revenues realized from this only accrue at a later point of 
time. 

Parthasarathy [ 1971] in a districtwise case study of the Indian state of Andhra Pradesh, had analyzed 
the magnitude of agricultural problems confronted by small cultivators. While serious problems oflongrun 
survival were observed to exist among cultivators who owned less than 2 acres of land, the study also 
revealed that fanners in this class showed evidenceof actively seeking improvement in agricultural incomes, · 
which could be assisted by a policy of liberal agricultural credit. With reference to Schultz's view that low 
labour productivity in traditional agriculture arises from the lack of credit finance for the application of 

. complementary factor inputs, strengthening of input support through credit has been seen widely as the 
most practical means for achieving increased agricultural productivity. Assessing the comparative experience 
in several developing economies, Padmanabhan [1988], found that low penetration levels of formal credit 
commonly existed among small agriculturists, even though the economies depended on them for the 
production of food and raw materials. Analysing the present crisis in Asian agriculture, Kim [ 1993] thus 
stressed the importance of harnessing rural credit as a means for accelerating agricultural production and 
rural development. The capital needs of agriculture have been compared to the industrial need for capital by 
Mamoria & Tripathi [1989] and Sadhu & Singh [1989]. However, due to peculiarities inherent to agriculture, 
including high rents, low returns and agricultural uncertainty, many cultivators are unable to carry out 
agricultural operations without access to outside sources of finance, and high levels of poverty and 
indebtedness consequently existed among such cqltivators. Only the adequate and timely provision of cheap 
credit to farmers would stimulate the tempo of agricultural production. Several empirical studies including 
those by Saba & Dutta [1971], S.N.Rai et al. [1975], Colyer & Jimenez [1971] and R.C.Vogel [1981] 
provide strong evidence ofthe positive association between adequate credi~ availability and rising agricultural 
outputs and farm incomes in several country contexts. 

A large literature exists that makes references to agriculture in the region that now forms Bangladesh 
In the early period, Ahmad [1962] had made a longterm study ofagricu1ture over a period of29 years from 
1932 to 1961 in the 17 districts of what was then the province of East Pakistan. The study observed that 
prevailing-living standards in agricultural countries like Pakistan were the sum of living standards among 
individual cultivators. Finding considerable scope for increasing crop production and improving the economic 
lot of cultivators, the study stressed that even slight improvements in the economic condition of the cultivators 

. could contribute to a considerable raising of economic standards in the country as a whole. More recent 
·reviews of the development experience of Bangladesh, such as Abdullah & Shahabuddin [ 1996], Census of 
Agriculture [1996] and CDF [1999] have noted that the country still has to import several million tonnes of 
foodgrains in order to meet domestic food requirements. These studies deem it essential therefore that 
agricultural production in Bangladesh be raised to meet the food needs of the growing population, noting 
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that the corresponding requirements of agricultural credit arc likely to be very high because of the low rural 
incomes that prevail in Bangladesh. 

Hossain I I 984] and CDF [I 999] have also established that the agricultural sector in Bangladesh has 
become dominant as a supplier of raw materials to non-farm activities and as a source of demand for their 
goods and sen·ices since the I 980s. Although targeted credit flow to the non-farm economy may appear to 
contribute effectively towards alleviation of poverty in the country, concomitant growth of agriculture is 
also required for further expansion of the non-farm economy. Strong backward and forward linkages between 
agricultural and non-agricultural activities are observed to exist in the rural areas of Bangladesh. Similarly 
strong and highly elastic responses of non-agricultural output and employment to increased agricultural 
output have been measured in Taiwan and the Philippines by Stewart & Rains [I 990]. 

APO [I 988] noted in its Bangladesh Country Paper"that savings levels among farmers were very low 
because of the subsistence nature of farming in Bangladesh. Farmers thus had to depend either on institutional 
or private financing sources for the provision ofloans for carrying out fam1ing operations. Although credit 
from private sources was costly and the credit terms were unfavourable to bon·owers, institutional credit 
sources met only 25-30 percent of the total agricultural credit requirement in the country. For effective 
development of agriculture in Bangladesh, a strong effort needed to be mounted to increase the flow of 
institutional credit. The comparative roles of agricultural and non-farm credit programs in Bangladesh were 
subsequently assessed by Rahman & Khandker [1994], which was based on an empirical survey of 1798 
sample .hqu~eholds. Survey results revealed that NGO-l:l~se_d_credit programs_s_uch 1!S_t[l_qse condl,!ct_ec!. py_ 
the Grameen Bank and BRAC had benefited the non-agricultural sector much more than the agricultural 
sector. 

A more recent effort to quantify institutional credit needs among small and marginal farmers has been 
made in the study conducted in three Bangladesh districts by-Kli.an [1999]. Small and marginal farmers 
required cash to purchase improved agricultural inputs, such as HYV seeds, fertilizers and pesticides, and to 
pay for irrigation water. They also required institutional support for investments in irrigation pumpsets, 
other farm implements and equipment, and draught animals,- etc. The study concluded that the credit needs 
of these farmers have become even more compelling with the technological advancement and the increasing 
commercialization of agriculture. Exploring the relationship between farm size~ and agricultural yields in 

·Bangladesh, Mandai [1980] had earlier observed rising agricultural productivity upto a certain level after 
which productivity decreased as farm size increased. The explanat~ons advanced for higher productivity on 
smaii farms related mainly to the intensive use of family labour on small farms and qualitative differences 
in inputs. Khan [1999] provides more recent corroboration that small farmers in Bangladesh use more 
labour~intensive methods of cultivation, devote more time and care to land preparation and harvesting, and 
are more inclined to intercultural operations. The relatively high agricultural yields of small farms thus 
make small fa1mers a priority target-group for agriculturai development in the country. 

1.3.2 Availability & Impact of Agricultural Credit 

A brief review is made below of literature that deals with agricultural credit availability by sources, 
the uses and impact of agricultural credit and the relative accessibility of small and marginal farmers to 
credit from the NCBs. Some studies on the credit structure and the credit delivery systems that exist in 
different countries are also reviewed here. 

It had already been pointed out in Heady & Jensen [1958], in the context of the economics of farm 
management, that the use of short-term credit increases farming efficiency by assuring adequate and timely 
supplies of feed, fuel, fertilizer, labour and other inputs required for efficient farm production. Farmers with 
access to credit can therefore increase incomes and accumulate capital at a faster rate than' if such credit 
were not available. 

Extending the analysis to rural credit markets in developing countries, Ray [ 1998] adopts the definitions 
used by the US Department of Agriculture [USDA, 1965], under which the main markets for agricultural 
credit may be classified as formal or informal. While formal credit markets are more important as a source 
:of agricultural credit in economically advanced countries, informal credit markets are the dominant source 
of credit in developing countries. Nearly two-thirds of all agricultural loans in India, Pakistan, Thailand and 
Philippines, are thus made by non-institutional credit agencies. The existing agricultural credit structure in 
several Asian countries was also surveyed in Akhunji [1982]. Non-institutional credit sources were found to 
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have been dominant in Sri Lanka (84.2 percent in I 969), India (75 percent in 1971-72), Malaysia ((J5 
percent) all(\ Pakistan (53 percent in 197(>-77). In comparison, such sources were less dominant in the 
Philippines ( 10 percent in 1973) and in Indonesia and Burma (20 percent). Among the Asian countries, 
institutional credit markets were found to be most developed in Japan. Recent studies by the World Bank 
f I 996] and Subrahmanyam II 999J have shown that formal sector banks can participate eiTectively and 
profitably in the agricultural credit market, citing the examples of several Asian banks such as 13AAC in 
Thailand. NAJ3ARD in India. NRSP in Pakistan and ADI3-SFDP in Nepal. 

A study ol"small l~1rmers' credit problems under the cooperative credit system in India was made in 
Sen [ 1973]. The study pointed out that such problems arose because small and marginal farmers were not 
considered creditworthy, since they could not oiTer collateral security in the form of the tangible assets 
desired by the system. The Crop Loan System introduced during the Second rive-Year Plan had thus sought 
to change the criterion for judging the creditworthiness of rural borrowers from their possession of tangible 
assets to their productive potential. However, the evaluation pointed to "considerable gap behveen accepted 
principles and actual practice," which left the credit needs _of poorer farmers outside the formal credit 
ma~et. ' 

/ 

It was noted in Akhunji [I 982], Rahman [1986] and Kha:n~m [1989] that the unorganized and fragmented 
structure of informal credit markets does not as~-scthe farmers in a positive way and leaves them open to 
exploitation. Thus informal credit markets are ~enerally inadequate as credit sources and moreover offer 
credit at very high interest charges. The pervers·e effect this has in depressing agricultural growth has also 
been identified in Islam [1982], Ghosh [1985] and Khanam [1989] as the cause of increasing landlessness 
among small and marginal fam1ers. Several separate surveys carried out after the independence of Bangladesh. 
including Rahman [ 1972], Akhunji [1982] and World Bank [ 1983 ], have evaluated the relative performance 
of the institutional credit agencies in meeting the credit needs of farmers. These studies noted a sharp 
increase in agricultural credit requirements between the pre-independence and post-independence periods, 
with a much larger proportion of the agricultural credit needs being met from institutional sources throughout 
the 1970s. Subsequently, however, a proportionate decline is found to have occurred, with agricultural 
credit now constituting a much smaller component of total institutional credit. More recently, MOP [ 1991] 
has reported an even sharper reduction in the proportionate share of the agricultural sector in institutional 
lending. The case of India presents certain similarities. It has been reported in Mishra & Puri [1996] and 
Nair [2000] that a major portion of farm credit is now delivered through institutional sources and that 
formal credit institutions have been able to .significantly increase their presence in rural credit markets. 
Thus from the meagre level of7.2 percent in 1951, the share of institutional sources in rural credit rose to 
61.2 percent in 1981, following \Yhich a miJd·decline brought the share to 55 percent in 1994-95. The 
studies however remark that despite remarkable growth in deposits and advances by the credit institutions, 
rural credit advances have not been able to make much of a dent in the rural economy. Thus institutional 
credit is able to meet only around 30 percent of the credit needs of rural families, and the credit needs of 
small and marginal farmers who constitute the target group for the rural institutional credit system continue 
to be inadequately attended to. 

Hossain [ 1977] had earlier observed that 17 percent of the small farmers in Bangladesh had access to 
institutional loans and received 28 percent of the total credit advanced to the agricultural sector. In contrast, 
61 percent of the large farmers in the country had received loans amounting to 67 percent of the total 
agricultural credit sanctioned in 1973-74. It was hoped then that the Special Agricultural Credit Program 
would increase the access of the small and marginal farmers to credit from the formal sector banks. Yunus 
[ 1981] however found that the current volumes of agricultural credit in Bangladesh continued to rem~ftn 
very low in comparison to the volumes of agricultural output in the country, with the formal credit portfolio 
constituting less than 2 percent of the net contribution made by the agricultural sector to GDP over the 
period between 1972 to 1977. Though GDP increased substantially by the year 1991, Hossain [ 1991] found 
that the aliocation of bank credit resources between urban and rural areas had continued to remain 
disproportionate. Thus, while the rural sector contributed around 50 percent ofGDP, it had received only 12 
percent ofbank credit on the average. A subsequent study by Roy & Roy [1993] analysed the role played by · 
~ank credit in financing the technological transformation of agriculture in Bangladesh. It was shown by this 
study that the share of agricultural advances to total advances had continued to decrease, despite higher 
resource allocations each year to the annual agricultural credit programme. 
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Sewral independent studies, including Nathan [ 1979], and the surveys by the Agricultural Credit 
Department (,\CD) of the Bangladesh Bank reported in the Joint Review by GOB and the World Bank 
[ 1983] and the World Bank [ 1984 ], had rev.ealed that the proportion of borrowers cultivating up to 2.5 acres 
ofland under the SACP programs of the NCBs was exceedingly low and that the main beneficiaries of the 
SACP program were farmers cultivating between 3-9 acres of land. The Joint Review by GOB and the 
\Vorld Bank [ 1983] also showed that the credit performance of public sector banks had remained very poor 
in tenm of rural outreach and in the credit access afforded to small and marginal farmers. In subsequent 
s~udies, Solaiman [1992] and Rahman & Hossain [1995] analysed the data from a large-sample study of 
spanning 64 Bangladesh villages, which covered one village drawn from each Bangladesh district. It was 
found by these studies that in June 1989 when the survey was conducted, only 23-24 percent of the rural 
households had reported access to institutional credit. While the proportionate access to institutional credit 
among the poor, who constituted half of the rural households, was only 17 percent, the large and medium 
lahd owning groups constituting only a fifth of the households, accounted for almost 50 percent of ~ll 
institutional borrowing. A rriore recent evaluation of ~ral credit utilization in Bangladesh has been made in 
Salimuddin & Mahiuddin [1999], using both secondary and sampling data. This revealed that while 54.7 
percent of rural borrowers made full utilization of institutional loans, 64.1 percent of the borrowers made 
full utilization ofnon-institu.tionalloans. · 

Examining the role of financial institutions in relation to the overall availability of rural credit in 
Bangladesh. studies by Saba [1985], Murshed & Karim [1992] and Roy& Roy [1993] have found that 
medium and large farmers have a much better credit access than the small and marginal fam1ers who need 
credit support the most. It is observed that the agricultural credit institutions indirectly assist the rural rich in 
consolidating their advantaged position, by making institutional credit relatively inaccessible to the rural 
poor. IvrOP [ 19911 revealed that the access of small and marginal fam1ers to credit advances by the NCBs 
and specialized banks such as Bangladesh Krishi Bank and Rajshahi Krishi Unnayan Bank remains very 
limited. Once again it was found that the dominance of better-off farmers as boJTowers in the institutional 
credit markets depressed the credit shares of small and marginal" fanners. 

Investigating the potential role of semi-formal credit institutions in rural finance, the monograph by 
Hossain [ 1984] on the credit performance of the Grameen Bank showed that 40 percent of the loans issued 
in 1983 had been utilized for h·ading and shopkeeping activities, 26 percent for processing and manufacturing 
activities and another 26 percent for livestock and poultry raising. This effectively left less than 2 percent of 
the GB loans for disbursal to the agricultural sector. Identifying the reasons why Grameen Bank had not 
been able to extend its lending to support farming operations, Banik [1993] observed that the system of 
weekly loan repayment that was the key to the Grameen Bank's success required that the investment of 
capital received on credit by the boiTower should generate a steady stream of income that would sustain 
regular debt repayments. In the case of agriculture, capital investment at the point- of commencement of 
agricultural operations was followed by income yields at the end of the cropping season, rendering the 
weekly loan-repayment mode unsuitable for the needs of small agriculturists whose income from farming 
was discontinuous. 

1.3.3 Problems of Credit Access & Recovery 

Because of the circular dependence of credit with the cycle of loan advances and repayments, the 
empirical literature on rural credit access and recovery has special relevance to the present study. A brief 
review is presented below of several studies that deal with the patterns of credit access and problems of· 
loan-recovery that pertain to agricultural credit. 

A recent structural controversy that had developed around farm finance in low-income countries was 
reported in Egaitsu [ 1988]. The controversy centred around the desirability of continuing to subsidize credit 
for the purpose of agricultural development, as had b:een traditionally advocated under the farm finance 
(FF) approach. The modeTn view that had appeared a~ a successor advocated what is known as the Rural 
Financial Market [RFM] approach, under which the balancing of demand and supply for rural credit was to 
be left to competition within the credit markets. Confidence in the competitive market mechanism thus 
characterized the RFM approach. Fulfilment of competitive conditions by the RFM would make it necessary 
that rural borrowers should be undifferentiated and should constitutes a homogeneous class. However, 
while looking into problems concerning collateral security, Sen [ 1973 J had pointed out that the small farmers I 
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did not constitute a homogenous group, but included owner-operators, tenants, mixed tenants and 
sharecroppers. Among these subgroups, only the owner-operators could offer land as collateral security, 
while tenant farmers and sharecroppers had access to formal credit only if records were available to identify 
the tenancy terms and the lands they had leased-in. In many cases, such records were unavailable or \vcre 
not updated regularly. 

The repayment behaviour of farmers also tended to differ by ownership class. The impact of bank 
finance on borrower-farmers was assessed by Rao & Mallya [1980] on data drawn from a sample of 100 
such farmers belonging to South Kanara district in India. This study revealed that the smaller l~ll"I11Crs were 
generally more conscientious of timely repayments, while loan-repayments by the larger farmers were 
more often subject to payback lags. While trying to assess the impact of 'Urban Organized Banks' into 
agricultural lending, the study by Virmani [1984] found that these banks had well-developed procedures for 
dealing with established clients in the organized sector of the economy. When forced to transact in rural 
credit markets, the banks were confronted by completely different informational constraints and therefore 
tended to seck out their rural clients from among large farmers who had also had. some education. As a result 
of such preferences, tenants and small farmers were unable to secure adequate institutional credit. As noted 
by Mamoria & Tripathi [ 1989], farmers are unable to exercise complete control over their outputs or income, 
because of uncertainties relating to agricultural yields and incomes from the sale of agricultural produce. 
This feature made ordinary credit agencies unwilling to lend to farmers except at interest rates higher than 
those charged to other industries. Consequently, agricultural credit was often not easily available as and 
when needed. 

Studying the institutional credit situation in Bangladesh, the report by the Commonwealth Secretariat 
[ 1982] revealed that availing of credit from institutional sources involved considerable paperwork, for 
which intending bonowers had to make several visits to the institutions and also had to wait for long periods 
before being able get sanction for their loan applications. This transactional delay involved extra expenses 
both in terms of money spent as well as time and labour expended, which disadvantaged rural farmers were 
not in a position to commit prior to obtaining loans. The real problems associated with credit programs for 
small rural producers in Bangladesh were evaluated in Ahmad & Ahmed [ 1982] and more recently in Banik 
[2000]. The studies found that the institutional credit programs in Bangladesh still catered largely to bettcr
offfarmers, since even after two decades of! ending, regular government credit programs had only managed 
to reach between 3-5 percent of the small bonowers. Since the small farmers were unable to offer collateral, 
they were perceived by the lending agencies as being risky clients who would not be in a position to repay 
loans. The studies therefore concluded that conventional banking practices would not work when lending to 
the rural poor, since the requirement for land collateral and the enormous amount of paperwork required 
effectively put bank loans beyond their reach. 

Reviewing the cooperative credit sector and the perfonnance of Bangladesh Rural Development Board 
[BRDB] in this context, as reported in MOP [1991], the Planning Advisor's Task Force found that benefits 
accruing to the Krishi Samabay Samity [KSS] within the structure ofBRDB-facilitated cooperatives tended 
to be monopolized by landed members. The study therefore concluded that, given the existing property
based structure of rural power, it appeared unlikely that farmers' cooperatives would be able to work in way 
that brought equal benefits to small farm households. In spite of their unequal credit access, evidence has 

· been accumulating that small farm households make better bonowers. While studying the impact of 
deregulation of rural credit on Bangladeshi farm households disaggregatcd by holding-size, Ahmed & 
Kennedy [ 1994] reported that many small-farm households were able to bonow for crop production and 
non-farm activities and also to repay such loans within one year. On the basis of this, the study suggested 
that single-minded institutional focus on crop loans only as the best means for promoting income growth 
and welfare among small farm households may have been misplaced. 

While analysing the performance of the Small Farmers Landless Labourers Development Project, it 
had been noted in Karim [1995] that more than 53 percent of the credit released to support various income
generating activities went into cattle rearing, followed by 35 percent that went into small business. Very 
little of this credit directly supported agricultural activity. However, the study also pointed out that no small 
farmer was included as a member in the landless group, or vice versa. It may be noted that the landless and 
functionally landless classes among the rural poor have constituted the target group for micro finance 
institutions operating in Bangladesh. However, as reported by Khan [ 1999], another substantial group among 
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the rural poor comprise small and marginal farmers who own between 0.5-2.5 acres of' land and generally 
live below the absolute poverty line. This group wasusually left out of micro-finance programs. Without 
reasonably priced institutional c1:cdit support, this farming group continues to remain in the rank of landless 
poor. With support from institutional credit, CDF [1999] concluded that the processes of increasing 
landlessness among small and marginal farmers in Bangladesh could be weakened considerably. Thus the 
problem and priorities of small and marginal farmers were deserving of immediate attention, under the 
principle that preventive action was better than future cure. 

1.3.4 Agricultural Credit Policy Issues 

Given the many problems that have confronted rural credit situations and programs, both in Bangladesh 
and elsewhere, the issue of credit policy naturally comes to the fore. Several changes in credit policy thinking 
and implementation have occurred over the long period of the time that is under review, especially concerning 
the policy issue of promoting agricultural credit among farmers. A brief review of some of these as they 
have arisen in the literature is presented below. 

As noted above, the fragmented nature ofRFMs in developing countries limits the credit services they 
can provide to the farming population. The studies by Akhunji [1982], Adams [1984], Rahman [1986] and 
Khan am [ 1989] had also noted that additional distortions crept in because of the intrusions made by local 
politics, which had.sometimes brought institutional lenders to the edge of bankruptcy. The study of Asian 
RFMs by Egaitsu [1988] had shown their credit performance to have been fairly adequate in terms of their 
contribution to the rural development process criterion, butunquestionably poor in terms oflongterm viability. 
It was noted that the core of recent developments in Asian RFMs lay in the infusion of external funds into 
domestic agriculture, in the form of cheap loans channeled by government-related special lending institutions. 
Both the successes and failures that had been achieved in credit extension were therefore largely due to 
these government interventions. Under the new RFM approach, it was therefore being widely argued that 
the dismantling of government institutional interventions in rural credit markets would prove more beneficial 
in achieving high efficacy and longterm viability within the rural credit programs. 

However, such reasoning was by no means universal. Analyzing the role of credit policy in the context 
of agricultural growth, the studies by Raju [1993] and APO [1996] had pointed to the positive influence that 
bank nationalization in India had exercised on the expansion of formal credit activities in rural areas. Expansion 
of the rural banking network had been achieved by the policy intervention that linked the licensing of urban 
branches to the opening of new bank branches in rural areas. Another important act of the government had 
been to stipulate fixed commitment of a given proportion of total bank advances to the account of the 
agricultural sector, while a distinct change in economic policies at the national level had also created additional 
pressure for increasing institutional lending to agriculture by the nationalised banks. Thus, as acknowledged 
in Padmanabhan [1988], the alternative argument held that rural credit would continue to be a powerful 
mechanism in most developing countries for stimulating development, particularly among the disadvantaged 
rural classes. It was pointed out in this context that the effectiveness of rural institutional lending lay in the 
quality ofloan appraisal and loan approval procedures, the commitment of field animators, the incidence of 
h·ansaction costs, and soundness of monitoring and evaluation systems. Thus an institutional spirit of enquiry, 
experimentation and flexibility in the rural credit market would be able to ensure better results. A similar 
position had been taken during an earlier study of agricultural finance in West Bengal by Pal [1973]. After 
analyzing the demand and supply situation of agricultural credit in the context of rapid modernization of 
agriculture, this study had recommended that an integrated credit policy was required in which all existing 
financial institutions including commercial banks, cooperatives and other public-sector lending organizations 
would all have assigned roles to play. 

Considering the problem of increasing the efficiency of rural credit administration in Bangladesh, 
Akhunji [1982] drew attention to the procedural need for correct assessment of actual credit requirements as 
the principal credit policy issue. A manual on loan operations, and the accompanying systems of monitoring 
and evaluation to be followed by BKB is described in Maldia [1986]. While dealing with the procedures and 
formats relating to different aspects ofBKB lending operations, the existing operational inadequacies of the 
credit system were discussed frankly, with notes on how these could be avoided in future. Solaiman [1992] 
also advocated the possibility of adopting easier lending procedures under the institutional credit system, 
since the experiences of Grameen Bank and Small Fanners Development Programmes [SFDP] had amply 
shown that easier credit procedures worked to the benefit of the target groups. 
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Poor performance on the part of public sector banks in Bangladesh had been reported in World 13ank 
[ 1996]. While pointing out that an inefficient credit-delivery mechanism had limited their outreach, and the 
overwhelming amount of loan arrears had made them unsustainable, the study also concluded that many 
serious policy, institutional and structural issues affected the performance of public sector credit institutions. 
Investigating the habit of loan-defaulting which has grown among borrowers, and the frequent interest
waivers and writing-off of loan under government instruction, Rahman [ 1990] noted that this had fostered 
an impression among bon·owers that such debt-reliefs would continue to be available in the near future. The 
study however noted the credit programs announced by government were often not linked realisticaily to 
the manpower available at the banks, leading to increasing default. As a consequence of such continued 
imbalances, the banks graduaily became more and more focused on the recovery of existing loans, rather 
than on the disbursement of new loans to the agricultural sector. Taking critical note of the same, the 
Planning Advisor's Task Force had pointed out in MOP [I 991] that politically-motivated tendencies towards 
loan forgiveness and interest remissions encouraged delinquent behaviour among borrowers. With time, 
this led to an increasing volume of loan overdues that constantly squeezed the refinancing capability of 
lending .institutions. 

Studying the delivery cost of credit in Bangladesh, Hulterstrom et a!. [ 1996] identified three cost 
components, viz. operational costs (personnel costs, depreciation and other operational expenses),jimding 
costs (interest charges, loan-loss provisions and managers' commissions) and overhead cost (office costs at 
the headquarters and district officesr Assessing the high level of such costs in six rural projects conducted 
by the Bangladesh Rural Development Board [BRDB],·the study found the interest rate-structures of different 
projects to be too disproportionate for any breakeven loan volume to be arrived at, since breakeven loan 
volumes require interest rates to be hiked in the range of20-25 percent. 

While identifying the major hindrances such as procedural delays and collateral difficulties faced by 
small and marginal farmers in securing credit access, the studies by Kim [ 1993] and CDF [ 1999] had also 
pointed to the sizeable commissions that had often to be paid by the borrowers to middlemen and loan
agents. All these increased the effective costofborrowing substantially, making real interest charges much 
higher than the official rates of interest Small and marginal farmers were often not welcome to the banks 
because of their lower social stratification and illiteracy. These non-operational barriers were often the 
_principal causes that led small and marginal farmers to informal credit sources for fulfilling agricultural 
credit needs. It was also found that while the prices of agricultural products remained relatively low at 
harvest time, internal procurement offoodgrains by the government which had previously helped in stabilizing 
producers' price, has declined sharply in recent years. In spite of such adverse circumstances, small and 
marginal fanners were compelled to sell their produce at the going price soon after harvest, in order to repay 
past loans and to meet immediate consumption needs. Such studies concurred that financial help for the 
upliftment of their economic status must come through government interventions that enabled them to 
increase production and income. The reorganization of rural institutional credit was regarded as a prerequisite 
for ensuring coordination of the agricultural credit program with complementary arrangements for marketing 
and processing, as well as other economic activities of the cultivators. · 

1.4 Justification for the Present Study 

1.4.1 Gaps in the Literature 

While revealing the vast range of issues relating to institutional and agricultural credit covered in the 
existing literature sources, the foregoing review has also exposed less explored areas in this field where 
more work needs to be done. Considerable work relating to the general nature of credit needs among rural 
borrowers, the quantum of agricultural credit requirements, and the credit delivery systems and credit recovery 
systems functioning within institutional credit markets has already been done by international consultants 
as well as individual researchers for specified purposes, both in Bangladesh and elsewhere. However, no in
depth study on the credit needs of small and marginal farmers in Bangladesh and their relative access to 
credit from fonnal sector banks has yet been carried out. The present study will seek to fill this knowledge 
gap. 

1.4.2 Objective-s & Scope of the Study 

The broad objective of the present study is to examine and evaluate the performance of formal sector 
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banks in agricultural credit operations in Bangladesh with particular reference to the credit needs or sma II 
and marginal f~m11crs in the country. The specific purposes of the study arc 

(a) to analyse the working of the rural economy and rural financial markets in Bangladesh; 

(b) to examine, in the historical perspective, the agricultural credit situation currently prevailing 
in Bangladesh; 

(c) to evaluate the performance of formal sector banks in agricultural credit operations; 

(d) to highlight the need for incorporating small and marginal farmers into special agricultural 
credit programes; ' . 

(e) to identify the problems currently faced by the banks ang.ti1eir borrowers while.dealing 
with agricultural credit; 

(f) to suggest policy measures that would help in improving the present agricultural credit 
situation in Bangladesh. 

In the light of these objectives, a study would be made of the working of rural financial markets 
[RFMs] in Bangladesh which, in their present form, include the formal, semi-formal, and informal credit 
sectors. The credit institutions functioning in the formal sector include all public sector banking institutions, 
including the NCBs, the specialised agricultural banks, and the Samabaya Bank or cooperative bank. The 
semi=formal sector includes micro-credit institutions and micro finance programs, most of which are 
administered and run by non-governmental organisations [NGOs]. The informal sector includes all private 
credit transactions falling outside the purview of the regulated banking framework. 43 Past studies in 
Bangladesh have documented the dominance of the informal credit sector in rural finance with a proportionate 
share of around 57 percent), followed by formal banking institutions with a share of 35 percent, and semi
formal micro-credit organisations with a share of 8 percent.44 

However the domination of the infonnal sector in financial intermediation is an unhealthy indicator 
for rural fi"nance, since this sector charges higher interest rates and does not adhere to any banking regulations, 
and is therefore least sustainable as a sound financial market. Since numerous studies on the informal credit 
sector already exist, the present study excllldes this sector from its empirical investigation. The semi-formal 

·credit institutions which have now proliferated all over Bangladesh still cover a limited section of the rural 
population, and rely heavily on the mobilization ofloan capit_al fro~ foreign sources, which is not conducive 
to longterm financial sustainability. Since their lending patterns do not address the needs of agriculture and 
are directed towards non-formal rural activities, the semi-formal credit sector is also excluded from the 
empirical investigation. 

Hence, the present study concentrates its attention on the fQ11]1al credit sector, mainly comprising 
public sector banks, which are relatively large in size, have a broad .institutional base and provide wide loan 
coverage, while remaining accountable to the citizens. Tremendous scope still exists for improving the 
working of these formal credit institutions if they are efficiently managed and provided adequate financial 
support by the Government and by other agenCies. The principal focus of the empirical study is on identifying 
how public sector banks can operate more effective crop credit programs that can meet the credit needs of 
small and marginal farmers in Bangladesh. The credit needs of allied village activities such as animal 
husbandry and fisheries are not directly addressed by this study because of the insignificant contribution 
they presently make to the GDP of Bangladesh. 

1.4.3 Justification for the Study 

Among the major socioeconomic objectives of national development policy in Bangladesh is to ensure 
that developmental benefits do not accrue only to privileged sections in the community but percolate to the 
underprivileged social sections as well. However, the working of the institutional credit structure has yet to 
be evaluated against this principle in order to ascertain the extent to which the credit flow to agriculture has 
reached unprivileged sections of the rural community, comprising the country's small and marginal farmers. 

The Census of Agriculture conducted in Bangladesh in 1996 45 had revealed the existence of a totai of 
1,17,98,242 farm holdings in the country. Among these, 79.87 percent were marginal or small holdings 
ranging between 0.05-2.49 acres -in size, 17.61 percent were medium holdings ranging between 2.50-7.49 
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acres in s ize , and only 2.52 percent were large farm holdings with a size exceeding 7.50 acres . The h1gh 
concen tration of smal l and marg inal l ~mllcrs in Bangladesh shows that special attention needs to be g iven 
by the formal credit sec tor to farmers in thi s c lass when extending in stitutional credit support to agricult-ure. 

Desp ite their colkct1ve importance, however, small and margina l farmers in Bangladesh presentl y do not 
receive adequate credit from formal sources. The rea sons that underlie this neglect arc many, and include 
administrat ive inc I Tic icncy and the la ck of proper coordination between formal crcd it Institut ions, procedural 
red-tape withi n the credit in sti tution s, the financia l constraints faced by the formal cred it instituti ons, as 
well as their collective failure to attract adequate cred 1t responses from small and marg inal farmers. 

1\ large number of studies on the ro le of agricu lture in the economy, the functioning of RFM s and the 
banking sector in Bangladesh , and the pressing need for agricu ltural development and agri.cultural credit 
have been conducted over the past 25 years, including those by Khanam:" Quasem ,"7 International Fertili ze r 
Development Ccnter ,"R Government of Bangladesh and World Bank ,"'1 However, stud 1es that specifical ly 
address the rol e of financ ial intermediation by publ1c sector banks in the intensifi cation of agriculture in 
Bangladesh, and in the diversifica tion of credit operations to rural areas to benefit small and marginal 
farmers are found to be largely absent 111 the econom ic literature on the Bangladesh economy. As a result, 

the access of sma ll and marginal farmers to rura l instituional credit remains a li ttle-researched issue. The 
present study, w hi ch is the first of its kind, wil l address these issues from the perspective of cost-effectiveness 
of the financial se rvices presently rendered to rural area s 111 Bangladesh. 

The study wi ll also evaluate the performance of the formal rural fina ncial institutions, and make 
recommendations on alternative po li cies and institutional changes that would improve the ir performance. 
Since the study focuses on a section of the rura l farm popul at ion which currently has little or no access to 
such services, the study can claim immense significance . Hence the findings of the study are expected to be 
of great use to Government policy planners and bankers in Bangladesh in formulating an effective agricultura l 
c redit policy that can guide the rura l credit operations of forma l sector banks in the country. 

1.5 Methodology of the Study 

1.5.1 Operational Definition s and Research Hypotheses 

Concepts and operational definitions are expla ined below in the sense that they have been used in the 
study. 

Rural means "characteristic of and suitable for the coun trys ide" ,50 or "pertaining to the countrys ide". 51 

Thus a rura l area is essentially an area characterized by non-urban modes of life in its occupational structure , 
social organizat ion and settlement patterns. Elaborat ing on thi s definition , Mishra & Sundaram state that in 
a geographica l sense, "rural is essentia lly agricultural , its se ttlement system consists of villages or homesteads; 
socially it connotes greater interdependence among people, more deeply rooted community life and a slow 
moving rhythm ofli fe built around nature and natura l phenomenon; and occupationally it is highly dependent 
on crop fam11ng , anima l enterprises, tree crops and rela ted activ ities ". 52 

Rural finan ce and agricultural finance are often considered to be synonymous, because of the relatively 
high importance that agricul ture has in the rural economy . However, many other potential activities exist in 
rural areas which need financial support. The present study confines its attention to agricu ltura l finance 
alone , which includes the fund s bonowed by fam1ers to finance the purchase of new land or to release 
hypothecated lands, to make permanent improvements on land , or to purchase agricu ltural inputs and 
equipment, etc. , and to meet consumption expenses. The terms 'finance' , 'credit' and 'loans ' are used 
interchangeably in the study. 

Formal Sector Banks are a principal constituent of the rura l credit sec tor in Bangladesh. Besides them , 
the RFMs include infon11al and semi-fon11al cred it agenciess3 The present study deals mainly with the 
perfon11ance of the formal sector banks in Bangladesh , whi ch inc lude NCBs such as Sonali Bank, Janata 
Bank and Agrani Bank, and spec ialized rural and agricultural banks such as the Bangladesh Kri sh1 Bank 
[BKB] , the Rajshahi Krishi Unnayan Bank [RAKUB] and the Bangladesh San:abaya Bank Ltd. [BSBL]. 

Households are the basic unit of inventory in the Agricultural Censuses of Bangladesh. For the purpose 
of the present study, a household refers to a group of persons including dependants , relatives , servants, etc ., 
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who norma ll y l1 ve toge ther and have common cook ing arrangements -'" In this sense, a household may be a 

one-person househo ld or a multi -person household. In certain cases, more than one house hold may dwel l in 
a sing le house . or a s in g le household may occupy more than one ho use or dwe lling space . · 

Fwuilv Stmcture.\ in l ~anglades h include both uni tary and Join t fami lies . The typica l unitary family 
compri ses a marned co upl e and the 1r unmarried offspring, a lthou gh in indiv idual fam il1es, one or more 
other relatives may occas ionall y res ide with them. The typi ca l joint fami ly compri ses more than one married 
couple, and may include both their married or unmarried offspring as well as the offspring of later descendants 

and other additiona l re la ti ves. 

A!.!ricu/tura/ flo/dill!! is a technocconomic unit of agricultural production held under single management , 
and com pri ses all land and li vestock ho ldings used wholly or partly for farm production, witho ut regard to 
titl e, legal form or s1ze. Thus the definiti on embraces practica ll y a ll holdings and a ll househo ld s engaged in 
agricultura l production and animal husbandry . 

Furlll holding is a small agricu ltural production unit that inc ludes all lands operated under sing le 
management and used wholl y or part ly for agricultura l purposes, without regard to title , size or location. In 
the present study, farm holdings have been c lassified as the land under the operational possession of the 
rural household. However, households hold ing less than 0.05 ac res of cultivated area are treated as non
farm household. 55 Lands measuring upto 0.04 acres that are genera ll y utili zed as kitchen gardens within the 
homestead area are excluded from the definition . Thus the qualify mg size of operated land for classification 
as a farm ho lding is 0.05 acres or more. Cultivab le land exceedi ng 0.05 acres that may be he ld in sma ller 
parce ls spread over several vi !!ages but remains under singu lar operational control qualifies as a single farm 
holding. 

Owned Lund refers to the lands held under title by their holder or his or her family members, with the 
right to determine the nature and extent of use and transfer of lands. Other categories of land over which the 
holders have owner-like possess ion are included within the definition of owned land. 

Homestead area refers to the area within whi ch the landho lder ' s household resides , including al l 
coutryards and structures, as well land occupied by passages for enb·ance and egress . However lands adjacent 
to the ho ldings which are ass igned to the cultivation of temporary or perennial crops, or are ponds and tanks 
or compact plantation are excluded from the homestead area . 

FaLlow Land means the land w hich the farmers do not usua lly employ for cultivation , which may 
include land that has been kept fal low as a grazing ground for livestock . 

Cultivated area is the area of land that is actua ll y being cropped, regardless of the type or number of 
crops grown. It includes land that is under temporary crops and permanent crops. 

Operated area IS the land owned by the holder or rented by him or her from others mmus any owned 
land that has been g iven to others on rent. It also includes uncultivated lands held by the holder, includ ing 
homestead areas. 

Irrigated area includes cultivated lands where irri gation has been artificia ll y provided either through 
mechanical or manual means for rai sing crops. The source of irrigation may compri se surface water sources 
such as rivers , canals and ponds, or underground water sources, such as tubewells , etc. 

Agricultural work on the holdm g refers to a ll agricultural activities of the ho lder and hi s or her labour 
force involving the planning, management and operation of the holding. Such activ ities include the preparation 
of land ; sowing, tending and harvesting of crops; feed ing and tending livestock and poultry; working on the 
field s or kitchen gardens; supervis ing agricultura l workers ; processmg agricultural products for the market 
through e ither manual or mechanical means; repairing farm equipment and machinery; constructing farm 
buildings and fences; and engaging in land reclamation and improvement and related activities. They exc lude 
all work relating to the operation of the home, including domestic work and other family work. 

Agricultu ral labour is defined as the labour exchanged in li eu of wages in cash or in k ind that is 
engaged in agricultural activities on land operated by other holders. Agricultura l labourer households are 
households whose major source of income is the hi red agricultural labour performed by their members . 
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1.5.2 Research Methodology 
The word method originates in the Greek words meta and hodos which mean "a way", 51

' and methodology 
is thus defined as "the underlying principles and rules of organization of a philosophical system or inquiry 
procedure". 57 The methodologies of social research may differ from one research study to another, depending 
on the principal objectives of the study. The present study is undertaken with a diagnostic outlook, and 
hence uses a descriptive methodology with an analytical base. The method of comparison over time and 
space has frequently been adopted while investigating the evolution of agricultural credit in Bangladesh and 
analyzing changes therein. Data used in the study have been collected from various published sources as 
well as through field investigation in Bangladesh. 

1.5.3 Data Types and Sources 

Secondary materials used in the study included v~rious administrative orders, reports and planning 
documents of the Government of Bngladesh as well as manuals and guidelines used by the different banks. 
Statistical information was culled from statistical yearbooks, annual banking reports and departmental 
publications. Several academic sources including published papers, dissertations and books were consultted 
in the course ofthe study. 

In order to acquire first-hand knowledge ofRFMs in Bangladesh, three micro level field surveys using 
structured questionnaires [see Appendices B,C & D) were undertaken in Daudkandi upazila (literally, 
subdistrict) located in Camilla district in eastern Bangladesh. The purposive sel\!ction ofComilla district as 
the site for field investigation was done in view of its importance as a prominent agricultural district in 
Bangladesh. During these field studies, financial ledger information was collected from 14 branches of the 
formal sector banks functioning in Daudkandi upazila through a simple branch questionnaire that was sent 
to individual bank branches [see Appendix-A}, in order to assess the broad patterns of rural credit disbursement 
and recovery. After making the assessment, selected field and branch staff of these bank branches and bank 
officers from the divisional and regional offices of the banks were interviewed in order to elicit their opinions 
regarding the policies, objectives and strategy of agricultural credit, and the difficulties encountered by the . 
banks in terms of organizational limitations, and staff and fund inadequacies. 

The third part of the field study interviewed a sample of farmers belonging to different operational 
size-classes who lived in a selected sample village served by the Daudkandi banks. In policy terms, these 
sample farmers were supposed to be direct beneficiaries of agricultural credit. The interviews of farmers 
enabled the identification of their family structure and status, the lands they operated and the cropping 
patterns practised, the incomes and creditworthiness of farm families and their credit requirements for 
various purposes, and the difficulties they currently encountered in obtaining institutional credit from banks. 
Comparison o fthe survey results enabled a diagnosis to be made about problems that currently characterize 
RFMs in Bangladesh, and suggest means for their redress. 

1.6 The Primary Study 

1.6.1 Selection Criteria 

For empirical investigation ofproblems that afflict the rural institutional credit sector in Bangladesh, _ 
the area chosen for intensive study was the village ofMaligaon in Daudkandi upazila. The main reason for 
locating the empirical study in Camilla Zila was related to its long historical background as a well-cultivated 
rice-growing area in the erstwhile Tippera district58 and later in Bangladesh. With its vast endowment of 
water resources ,59 Com ill a is densely settled, as a result of which the principal economic activity comprises 
smallholder agriculture. The high proportionate concentration (90. 74 percent) of small and marginal farmers 
in the district gave the empirical study special importance, in view of the relatively strong presence of 
formal sector banks in the district [cfAppendix-E]. The study village was selected purposively within the 
district so that representative sample results might be obtained. 

1.6.2 Survey Methodology 

The branch questionnaire schedule [Appendix-A] was used to gathered financial information from 14 
branches of the formal sector banks functioning in Daudkandi upazila in order to assess their rural credit 
performance. A structured questionnaire [Appendix-B) used during the interviews ofbank personnel covered 
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30 bankers belonging to official, managerial and supervisory grades. The second structured questionnaire 
[Appendix-C) was used during the complete census enumeration of all households residing in Maligaon 
village. Of the 516 household heads-interviewed in the study village, 282 were found to be engaged in the 
farming. A sample of I 00 farming households was selected on random basis fl·om these 282 households and 
the household heads were interviewed with a detailed and rigorously-structured questionnaire I Appendix
D) seeking in !ormation about social and economic conditions, agricultural patterns and agricultural credit 
needs. All questionnaires used lor the empirical study were pretested on the Cield before finalisation and 
execution. 

1.6.3 Analysis of Data 

All data and other inforn1ation collected from primary and secondary sources was compiled, computer
tabulatec and analysed. The tables compiled from the secondary primary data have been widely used 
throughout the present dissertation, and comprehensively analyzed in order to drawinstructive inferences · 
about the rural credit structure in Bangladesh. Standard numerical techniques such as ratio analysis ;ind 
averaging and the analysis of variance have been widely used for data nanalysis and presentation. The use 
of structured tables and graphs helped the exposition of insights gained from the study. 

1. 7 Organisation of the Thesis 

The study has been organized under nine chapters. The present chapter or Chapter-1 has dealt with the 
importance of agriculture and agricultural credit as a background to the study, the cun·ent rural credit situation 
in Bangladesh and problems of agricultural credit. These have been followed by an investigation of issues 
found in relevant literature which underlie the research hypotheses and methodology of the study. Chapter 
2 provides an overview of the rural economy and current state of rural financial markets in Bangladesh. · 
Chapter 3 makes an investigative analysis of the present banking system in Bangladesh. Chapter 4 explores 
the present agricultural credit situation in Bangladesh and analyzes its problems .. Chapter 5 deals mainly 
with the operational performance of formal credit institutions in Bangladesh in terms of their agricultural 
credit operations in rural areas. 

With the background to the empirical investigation being laid out in the earlier chapters, Chapter 6 
makes a descriptive exploration of the selected study region and study village, and takes special notes ori the 
working of existing formal credit institutions located in the study- area. Chapter 7 outlines the activities of 
the NCBs and Agricultural Banks [BKB] that operate in the study area, and the operational attitudes among 
bank officials with regrd to agricultural credit opwerations. Chapter 8 deals with an investigation based on 
existing credit facilities available in the study area and their impact on the farmers. The problems and the 
opinions of other residents in the study area have already been discussed in this chapter. Chapter 9 makes a 
summary of the findings of the study, and concludes by making specific suggestions and recommendations. 
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