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ABSTRACT

Less than a fifth of Kenya’s total land is productive agriculturally. 

Shortages of additional productive agricultural land implies that productivity dnd 

employment on small scale farms which are the bulk of Kenya’s arable land can be 

increased through land use intensification. Land use intensification involves use 

of improved inputs such as fertilizer and seeds besides improved tillage and 

husbandry practises. These inputs are not available on the farm and some farmers 

are not able to purchase them due to their meagre income. Provision of agricultural 

credit is one of the major strategies being used to speed up agricultural development 

in Kenya’s small scale farms sector. One of the setbacks of smallholder credit 

programs has been poor loan repayment.

The major concern of t h iB  study was to find the relative importance of the 

factors affecting loan repayment performance by smallholder farmers with a major aim 

of proposing measures that can help in improving the smallholder credit repayment 

performance. Primary cross-section data collected from a rural area in Kenya was 

analyzed by ordinary least square (OLS) regression methods.

The main findings of the study are that loan diversion, use of purchased 

farm inputs, farm income (ratio of farm income to loan advanced to farmers), sources 

of income from farming and farmers attitude towards loan repayment have

statistically significant influence on loan repayment. The study further found that 

late loan issue and inadequate supervision and technical advice on improved farming 

methods have statistically significant influence on loan diversion.

Loan repayment performance by smallholder farmers can be improved through 

use of agricultural credit on the intended purpose, attaining a high ratio of farm 

income to loans advanced to farmers, increased use of purchased farm inpxits, 

concentration by farmers on a few farming activities which contribute highly towards

ii
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income, chan«inj* the attitude of farmers towards loan repayment so that they have 

the feelin# and opinion that loan should be repaid and by providing a ready market 

for farm produce. In addition to the above stated measures, timely issue of loan 

funds and adequate technical advice and loan supervision can help reduce the 

proportion of loan funds diverted to other uses.
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CHAPTER ONE

INTRODUCTION

1.1 Background

In Kenya, as in most developing countries, the agricultural sector contributes 

the largest share of Gross Domestic Product (GDP). The sixth Development Plan 

indicates that, in 1938 agriculture contributed 29.9% of the total GDP. The sector also 

provides livelihood to the population, raw materials to agro-based industries, and 

earns about 60% of foreign exchange to the country through agricultural exports. 

It also employs most of the rural population he about 75% of the total national labour 

force.1

Despite the importance of agriculture in the economy, scarcity of productive 

land coupled with a high population growth rate is a major problem. Of Kenya’s

575,000 sq km of land, less than a fifth is productive agriculturally. With the 

present population estimate of 22 million people the per capita productive land is 

very small (about 0.45 hectares). Population density in some districts is very high. 

For example, Kakamega, one of the most densely populated districts in Kenya had a 

population density of 295 persons per sq km in 1979. The district's population 

density was projected to be 415 in 1988. This implies that the district’s per capita 

agricultural land was expected to be less than 0.241 hectares in 1988,

If agriculture has to continue playing a leading role in the economy, 

productivity must be increased. Development of smallholder agriculture, the dominant 

agricultural sub-sector, is identified by the government as a priority area that can 

contribute a lot in increasing agricultural output, employment and per capita income.

'■The f i f t h  developaent plan r ep o r ts  that 85% o f  the popu la t ion  l i v e  and work in the ru ra l  a reas  
and that a bout 75% o f  the labour fo rc e  are engaged in p a s to r a l i s a  and f a r s in e .
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This is clearly indicated in development plana 1979/83 and 1984/88 where one of the 

government's objectives is the improvement of farm productivity in the small scale 

farm sector.1 According to the 1978 estimates there were about 1.7 million smallholder 

farmers in Kenya (see the plan for agriculture and livestock development 1984/88). 

With the high increase in population, the present estimate of smallholder farmers muHt 

be more than 1.7 million. In terms of grosB marketed output small farms are 

becoming increasingly important, because in 1985 their share of marketed output was 

54% (Economic Survey, 1987). They also account for more than 60% of the non-market 

production. The rest of agricultural output comes from some 3,200 large farms, 

plantations and ranches.

Due to the shortage of additional productive agricultural land, farm 

productivity and employment, especially on small farms, can be increased through 

land use intensification and development of the marginal lands. Land use 

intensification involves the use of some improved inputs such as fertilizer, seed, 

herbicides etc besides improved tillage and husbandry practices. These inputs are 

not available on the farm and hence need to be purchased. Some farmers can finance 

such purchases from their own resources but most farmers require financial 

assistance in the form of agricultural credit. Agricultural credit is given in kind, 

in cash or in a combination of both. In kind credit is given in material form, e.g in 

the form of fertilizers, improved seed varieties and pesticides among other things.

There are three types of agricultural credit; short term credit, medium term 

credit and long term credit. These three types are based on the length of time for

^There i s  no g en e ra l ly  accepted  d e f in i t i o n  o f  sn a i l  s c a le  f i rms  in  Kenya as the d e f in i t i o n  va ry  
with the author and the purpose f o r  which the d e f i n i t i o n  is  sought. In t h i s  study, we adopt the 
d e f in i t io n  used in  the In te g ra t ed  Rural Survey 1976-79. The survey d e f in e s  small sca le  farms o r  
sm a l lh o ld in g  as any farms with l e s s  than 20 acres (8 h e c ta r e s ) .  This d e f i n i t i o n  su its  th is  s tudy 
since most o f  the farmers in the study area have farm ho ld ings  not exceed in g  20 acres.
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which the loan is extended. Generally, short term credit takes less than two years, 

medium term credit takes between two and ten years and long term credit takes more 

than ten years. In most cases short term credit is required by smallholder farmers 

for crop planting and to meet recurrent cost of livestock production and other 

unavoidable expenditures. Medium term loans are required for purchase of farm 

machinery and equipment, purchase of livestock, planting and raising of permanent 

crops and for making small permanent improvement on the farm. Long term loans are 

used for the purchase of land or for making coBtly permanent farm improvements.

Agricultural credit to small farmers come from different sources. In the 

1970’s most credit to smallholder farmers were issued through credit institutions, 

mainly Agricultural Finance Corporation (AFC) and Cooperative Bank of Kenya (CBK). 

At present, agricultural credit in Kenya is made through commercial banks, parastatal 

bodies (eg AFC) and credit schemes sponsored by aid agencies and by the 

government through the ministry of cooperative development and/or agriculture. 

Informal credit involving loans from relatives and friends, money lenders and rotating 

credit associations is also of major importance. In this category, the borrowing from 

and lending by relatives and friends is common. This kind of borrowing/lending does 

not impose formalities required by formal institutions. The borrower talks directly 

to the lender instead of following the usual procedure of obtaining loans. Interest 

rate may not be charged on the borrowed funds. Money lenders fall under commercial 

lenders. They charge very high interest rates. For rotating credit associations, a 

lump sum fund composed of fixed contribution from each member is distributed at a 

fixed interval to each member. Despite the importance of the informal credit, its 

national value cannot be easily quantified.

Commercial bank’s credit to smallholder farmers, however, is very small. For 

example, in 1987, of the total commercial banks credit to agriculture, smallholder
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farmers received 18.9%, large scale farms 37.9%, cooperative societies 24.2% and 

marketing boards 19% (Central Bank of Kenya, 1988). Given that Central Bank defines 

small farms as farms with less than 50 hectares of land and the fact that most of the 

banks prefer lending to customers with regular non-farm income, then the loans to 

smallholder farmers didn’t go to typical small farmers but employees who have farms 

as a second source of income. Hence, most smallholder credit comes from public 

credit institutions, mainly AFC and CBK. Robert (1980) reports that over 70% of all 

borrowers from AFC are small scale farmers by the corporation’s own definition, CBK 

loanB to farmers is given through cooperative societies.

Both the government and Aid agencies in Kenya have a strong support for 

smallholder credit programs (see the 1974/78 Development Plan). This support is 

based on the assumption that most smallholder farmers cannot improve their farming 

due to lack of adequate funds to purchase the necessary farm inputs. It is, 

therefore, generally acknowledged that credit to smallholder farmers is most important 

for improving farm productivity. It is also felt that credit can enable smallholder 

farmers who in most cases have limited financial resources bo undertake farm 

development that they would otherwise be unable to undertake. The development of 

sm; ill f arms and improvement of productivity on the farm if accomplished would go 

a long way in raising the living standards of Kenya’s predominantly rural population.

Smallholder credit, however, has had little success despite the support from 

government arid aid agencies. One of the setbacks of smallholder credit programs 

has been poor loan repayment record noted right from the 19f)0’s when the programs 

expanded. Heyer (1973), for instance, indicates that 70% of the total number of 

smallholder loans in 1966 w'ere overdue (i.e 42% of the* total amount of smallholder 

loans). Of this, 47% (22% of the total amount of loans to smallholder farmers) had 

been overdue for more than one year. The smallholder farmers were more frequent

A
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in arrears than other borrowers. According to development plan 1970-74 smallholder 

farmers were still 50% in arrears which suggested little improvement in the earlier 

record.

Tables 3.0 and 1.1 below, show the repayment position of loans issued by AFC 

and CBK -  the two major credit institutions which issue loans to smallholder farmers 

throughout the country. Table 1,0 Bhows that annual arrears on AFC loans to

smallholder farmers as a percentage of the total amount of loan disbursed to 

smallholder farmers in the period 1980-86 ranged between 23% and 44%. As evidenced 

in the table, the arrears have been increasing over the years in absolute terms. For 

example, in 1980 arrears was about K£2.8 millions but increased to K£6.2 millions in 

1986 which is a very large increase. The rate at which the arrears accumulate each 

year alBo appears to be increasing. Table 1.1 shows the arrears on seasonal credit 

scheme for AFC and CBK. Seasonal credit scheme is one of the credit schemes 

designed to reach most smallholder farmers especially those producing maize. The 

table showB that for AFC loans, arrears on seasonal credit ranged between 25% and 

65% in the period 1980-85 while for CBK, arrears ranged between 68% and 89% in the 

period 1980-82, It is estimated that at least 25% of the arrears on loans issued by 

both institutions are uncollectible and eventually end up being written off.
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TABLE 1.0: AEC Amount of Loan Disbursed to Smallholder Farmers* Arrears and
Arrears as a Percentage of Amount Disbursed from 1980 to 1986 (K£ millions)

6

Year Amount DisburBed Arrears Arrear as a percentage 
of amount disbursed

1980 8.65 2.00 23
1981 10.24 4.52 44
1982 10.24 3.60 35
1983 10.21 4.03 39
1984 12.74 4.05 32
1985 13.40 4.89 36
1986 18.14 6.22 34

Source: AFC Annual Report and Accounts 1980-86

TABLE 1.1: AFC and Cooperative Bank of Kenya (CBK) Seasonal Credit Scheme; 
Amount Disbursed, Arrears and Arrears as a Percentage of Amount 
Disbursed from 1980 to 1985 

(Kshs. Millions)

Year Amount Disbursed Arrears Arrears as a % of Amount
Disbursed

AFC CBK AFC CBK AFC CBK

1980 199.6 20.7 049.3 14.1 25 68
1981 379.4 32.9 153.5 29.2 40 89
1982 228.1 06.9 068.5 05.1 30 77
1983 185.7 - 067.3 - 36 -

3984 196.6 - 128.3 - 65 -
1985 397.7 - 145.1 - 36 -

Source:: AFC internal Documents
CBK internal Documents

1.2 Statement of the problem

Although agricultural credit to smallholder farmers is considered by the 

government as the most important way to help them underlake farm development and 

purchase farm inputs, loan repayment has been very poor (see tables 1.0 and 1.1). 

The credit provided to smallholder farmers has to be repaid to sustain credit 

facilities in the long run, to cover administrative costs and to pay the interest on
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loans. Hence, loan repayment is necessary If smooth running and efficiency of most 

credit programs and provision of funds for future lending is to be realised. Any 

credit scheme has therefore to ensure that the percentage of unrecovered loan funds 

is low.

Failure by farmers to repay their loan on time or to repay them at oil is 

a serious problem facing both agricultural credit institutions and smallholder farmers. 

Recovery of overdue loans is expensive for a lender. It may involve legal expenses, 

transport costs for visits to defaulters farms etc. This implies that the 

administrative cost of overdue loans increases the overall cost of lending without 

increasing the revenue by the same amount. Arrears also diminish the lenders ability 

to generate resources internally and limits a credit institution’s access to external 

sources of funds. Unrecovered loans cannot be recycled by lenders to new 

borrowers, hence, smallholder farmers who might otherwise have had access to credit 

are denied access because of poor loan repayment. Furthermore, attempts to recover 

overdue loans consumes the time of senior management of credit institutions and 

saps their energy required for long term planning. Thus poor loan repayment may 

result in the collapse of smallholder credit programs, Sessional paper no 1 of 1986 

notes that most credit schemes have been hampered by late loan repayment arid 

widespread default.

Several measures including sanctions and legal .action against bad payers 

have been used in the past to improve the recovery of smallholder loans. These 

measures, however, are ineffective or may be inappropriate due to a number of 

reasons. For example, denying bad payers further access to credit may encourage 

farmers not interested in getting another credit to default, Again, fore-closure, i,e 

seizing the borrower’s movable property and land is not popular politically and few 

institutions may be willing to carry it out. Legal action against defaulters may be

7
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very expensive; the legal expenses for recovering loans from smallholder farmers may 

exceed the amount of loan to be recovered.

Taking Into account that good loan repayment Is essential for sustaining 

credit programs in the long run and for financial viability of the credit institutions, 

a sound Bolution(s) to poor loan repayment is necessary. To this end, knowledge 

about the factors that lead to late loan repayment and default can be an important 

solution to these problems. As of now, information on these factors in Kenya is still 

fragmentary because it does not indicate the relative importance of the factors and 

is limited in statistical analysis. This study attempts to fill this information gap on 

smallholder credit repayment through a comprehensive case study of the issue in 

Lugari division of Kakamega district.

1.3 Objectives of the study

The objectives of this study are:

11 To quantify the various factors postulated to have influence on loan

repayment performance by smallholder farmers in Lugari Division of 

Kakamega District.

2) To specify and quantify the relationship between loan repayment

performance and several factors postulated to influence loan repayment by 

smallholder farmers.

3} To determine the relative importance of these factors.

4) On the basis of number 2&3 above make policy recommendation on how to

improve loan repayment record by smallholder farmers in the study area

and other similar ones.
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1.4 Significance of the Study

As it has already been indicated above, credit to smallholder farmers is 

considered as the most important factor for improving farm productivity. It is also 

important because it enables smallholder farmers to undertake farm development 

which they would otherwise be unable to undertake due to lack of funds. However, 

joor loan repayment retards the success of most smallholder credit programmes. This 

study will provide vital information that will enable effective measures to be 

undertaken to improve loan repayment rate and hence attain success of smallholder 

credit programs. Success of smallholder credit programs may have far reaching 

benefits to the entire economy e.g. increasing small farm productivity through use 

of purchased inputs such as fertilizers, high yielding seed varieties and increasing 

farm employment through intensive use of land. Increased small farm productivity 

will increase farm output, income and hence the standard of living of people in the 

rural areas.

Furthermore poor loan repayment by smallholder farmers poses a big 

problem to money lenders mainly credit institutions because they incur high costs 

(if trying to recover the loans yet there has been little attempt to estimate and 

analyze the relative imi>ort:n,ee of the factors that have been put forward as 

affecting smallholder loan repayment. Money lenders and policy makers therefore 

have little information as to where and how to channel efforts in order to minimize 

poor loan repayment. This study will help bridge the information gap by determining 

the relative importance of the factors.

The empirical analysis to be carried out in this study will provide the 

rationale for better credit administration with possible pay off in improved loan

repayment.



p

CHAPTER TWO 

LITERATURE REVIEW

2.1 Previous Studies

A number of studies relating to loan repayment by smallholder farmers have 

been carried out in Kenya and other developing countries. The studies give different 

views about loan repayment performance but they have some observations in common.

Vasthoff (1968) analyses the loan repayment performance of farmers under 

AFC loan scheme in Kenya. His analysis focuses on smallholder farmers with loans 

issued between July 1961 and June 1964. He observes that repayment situation for 

loan funds as for 1966 is very discouraging. Of the 108 sample farmers, 70 of them 

were in arrears. He points out that a considerable amount of loan is spent on items 

other than those intended but misappropriation of the total amount is rare. He 

indicates that use of loan funds on non-intended items is particularly present when 

the amount of loan is disproportionately high in relation to the cost of the intended 

investment. He does not however indicate whether poor loan repayment is as a result 

of use of loan funds on non-intonded items.

Mosher (1966), Miller (1975) and Wainaina (19771 attribute t*oor loan repayment 

to loan diversion. Mosher in his book "Getting Agr icu ltu re  Moving: Essentials fo r  

Development and Modernization" indicates that sometimes farmers go into debt when 

they borrow agricultural credit but use it to finance consumption. These makes 

repayment impossible as credit consumed is degenerative of capital and hence default.

Miller carried out a study on use of group loan by small maize and rice 

farmers in Western and Kwara states of Nigeria. His investigation reveals that loan 

delinquency results from loan diversion. He identifies the failure to provide credit 

on time as a major factor leading to loan diversion. He points out that non-farm use

10
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of credit intended for farm purpose Accounts for over a half of the funds borrowed 

in 1973. Bonkye (1979) seems to support Miller's view. He points out that in many 

cases credit institutions fail to approve loans in time and in other cases loan funds 

are disbursed too soon. The result is that the funds, whether in cash or in kind, 

are diverted to other purposes. Okorie (1986) also observes that the extent to which 

loan funds are diverted to other uses depend primarily on timeliness of loan 

disbursement.

Wainaina considered the problem of loan repayment among other aspects of 

smallholder farmers credit in Githunguri division of Kiambu district. He notes that 

although the exact figures are not available as to the actual amount of loan funds 

diverted, it’s apparent that the practice is widespread. He suggests that peasant 

education on sound agricultural practices will help reduce the problem.

Similar views are expressed by Von Pischke (1976) who notes that the 

purpose for which credit is given is not necessarily the one on which the loan funds 

are spent. He points out that some borrowers who talk of farm development to their 

hank managers use their loan proceeds for investment in taxis, shops, school fees and 

colossal binges. He adds that even when loan proceeds for investment is given in 

kind loan diversion is not infrequent. In an earlier study, Von Pischke (i970 points 

out that borrowers may convert part of their loan proceeds to cover transport cost 

and other outlays not covered by the loan but which are essential for the 

establishment of the enterprises. The study by Msainbichaka and Mabele (197G) seem 

to be in agreement with that of Von Pischke (197G). They compare the situation in 

Tanzania with that of Indian small cooperative farmers, wrhere credit is’ used for 

marriage, hospital expenses, school expenses, payment of seasonal W'orkers, lending 

to relatives, entertainment and other expenses.

Cabrera (1976) states that there are several credit recovery problems in



Phillipines ns credit obtained is used for non-agricultural ventures. He points out 

that udaallocation is a result of conservativencBs of the lending institutions.

Two major observations are clear from the preceding literature. One is that 

there seem to be a consensus that loan diversion has some bearing on poor loan 

repayment. The second is that there are certain factors which compel smallholder 

farmers to divert the loan funds from their intended purpose. The factors seemingly 

vary greatly.

While it may be true that loan diversion causes default, existing literature 

does not provide a valid empirical evidence. Von Pischke (1974) seems to be the only 

one who has based his argument on empirical data. Using a sample of twelve 

borrowers from Murang’a, Von Pischkle obtains a correlation coefficient of 0.71 

between loan diversion index and arrears index indicating that diversion and default 

may tend to go together. However, no valid conclusion can be drawn from this 

coefficient given that a sample size of 12 borrowers is small. Thus it’s likely that 

the sampling error involved is large. For a valid conclusion we need to use a large 

sample size which is in line with the statistical law of large numbers. There is need, 

therefore, to investigate the relationship further using a large sample size and 

possibly establish a causal relationship and the relative significance of loan diversion 

as a factor affecting loan repayment. This study also aims at going further to 

determine the causes of loan diversion and their relative significance.

Harmsworth (1974} has studied the problems of loan repayment on million acre 

settlement schemes in Kenya. She explains loan repayment performance using the 

following variables, nature of crops, economic status, social obligation, knowledge and 

skills, attitudes and motivation and communication. She points out that all the 

variables have some bearing on loan repayment but with varying importance. She 

indicates that economic status is the most important factor affecting loan repayment.
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She attributes poor loan repayment to insufficient farm income. In a biter study on 

the same schemes, Harmsworth (1979) indicates that there is a clear correlation 

between schemes which may be assumed to have high income and better repayment 

and conversely between the apparent lower income schemes and low rates of 

repayment. Her analysis of individual records from two representative schemes tend 

to reinforce the argument in that all those individuals with better repayment record 

were in higher income groups. She, however, notes that other farmers had sufficient 

income but were unwilling to repay while in some cases farmers with low income had 

better repayment record.

She states that the si2e of income per se is not the only factor of importance 

in economic status that affect loan repayment but also the relationship between 

income and expenditure. She points out that social obligation determines to a greater 

extent the way in which income is used. She notes that the most important feature 

of social obligation on settlement schemes is young large families. Hence, the major 

obligation of all farmers is the maintenance and care of the family and educating the 

children. Social obligation of the type outlined above determines to a greater extent 

how money is used and thus what proportion of income may be set aside for loan 

repayment.

H is worthwhile to note the following concerning the study by Harmsworth 

(1974,1979). She stresses economic status as the most important variable influencing 

loan repayment but does not stile how important it is, when compared to other 

variables studied. The other variables she considered were found to have some 

bearing on loan repayment performance but her study gives no information on the 

extent of their importance. She talks of income as a factor affecting loan repayment 

but does not specify which concept of income she is referring to. Furthermore, we 

cannot overlook the fact that the settlement schemes loans were issued to all farmers

CNIVHRSITY OP NA’ROiu 
L113R.V v
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vho were settled on former European farming area* to enable them to pay for the 

land they had been settled on. Repayment criteria was not the uppermost point on 

which the credit was given.

The study by Weisal (1973) on the Vihiga maize credit scheme supports that 

conducted by Harmsworth (1979). Weisal points out that the most immediate problem 

facing the maize loan scheme is the increasing default rate. He notes that all those 

who had not repaid their loans had low income compared to those who had repaid all 

the loans and that they had few sources from which to draw in meeting their 

highest priority expenditure. He states that the primary reason given by those who 

had not repaid their loans is that they spent their income on school fees, medical 

expenses and basic household expenditures. He indicates that the financial difference 

between those who had repaid all the loan (RA’S) and those who had repaid none 

(RN’S) is reflected primarily in the higher percentage of non-farm employment among 

RA’S (50% of the RA’S had non-farm employment compared to 26% of RN’S). Weisal 

also notes that the profitability of the crops financed by loan is too low to generate 

a sufficient cash surplus to allow loan repayment. Thus Weisal's study seem to 

suggest that farmers with off-farm income have good repayment record compared to 

farmers without off-farm income.

The study by Weisal reveals several factors influencing loan repayment 

performance, but does not provide information on their relative importance. By 

focusing his study on comparison between those who had repaid all the loan and 

those who had repaid none, it ignores considering farmers who had repaid part of 

their loan. He does not also indicate which concept of income he is referring to.

Von Pischke (1977) analyses the relationship between repayment performance 

of AF'C loans in settlement areas of Rift Valley province and several other variables 

- for example farm family size, off-farm income, farm income, age, school fees paid

14
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Annually, networth among other things. He indicates that age, off-farm income and 

school fees paid annually have no correlation with loan repayment.

This seem to contradict Weisal's observation 11973) that a high percentage 

of those who had repaid all the loan hAd non-farm employment compared to those who 

had repaid none. The findings by Von Pischke also contradicts the suggestion by 

Harmsworth (1979) that social obligation in terms of school fees payment might have 

negative effects on loan repayment. With respect to size of farm family, Von Pischke 

observes that those families with more than seven persons are slightly worse payers 

than those with below seven. Von Pischke's analysis also indicates that there is a 

small but significant positive relationship between the reported networth and 

repayment performance.

However, by analyzing the relationship between loan repayment performance 

and variables like total cash crop acreage and total cultivated acreage, Von Pischke 

implicitly assumes that the higher the acreage under cultivation and cash crops the 

better the loan repayment performance. This depends on several factors such as 

crop performance, use of loan fund, revenue from the farm sales etc which he ignores 

in his analysis.

The study by Gachartja (1979) presents a contradictory view to those by 

Harmsworth (1979) and Von Pischke (1977). Gachanja while writing on factors 

affecting Joan repayment among Integrated Agricultural Development Project (IADP) 

small scale farmers in Machakos and Kakamega districts regressed Joan repayment rate 

on family size, farmer's education, yield (in kilograms per acre) value of purchased 

inputs, crop area (in hectares) etc. She divided smallholder farmers into two 

categories. Those who had little farm assets and those with more. Her study

concludes that there is no significant difference in loan repayment between the two 

groups of fanners. This tends to indicate that there is no difference in loan
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repayment between farmers with high farm income and those with low farm income.

Gachanja also disagrees with the fact that large family size has a negative 

effect on loan repayment. She agrees that where children are dependants they may 

have negative effects on loan repayment but citeB the role of children in farm 

production. She points out that children provide farm labour facilitating higher 

production and consequently good loan repayment. Gachanja indicates that farmers 

education and size of land under maize are positively related to repayment but are 

not significant- A contradictory view to that of Gachanja is revealed in an article 

by Kosgei (1989). From a sample taken from AFC’s borrowers accounts on default* 

Kosgei observes that borrowers with high literacy level have high default rate.

Gachanja’s study has several limitations. She uses data from IADP records 

for Kakamega and Machakos districts which might differ substantially from those 

obtained from farmers themselves. Her study ignores diversion of loan funds as a 

factor influencing loan repayment.

Other literature on loan repayment attributes poor loan repayment to crop 

failure. Ross (1951) explains default from the perspective of crop failure. His views 

are that agricultural production is prone to natural hazards such as pests* floods, 

draughts and hailstones. Such hazards inhibit realization of the projected output. 

There is divergence between estimated and actual output leading to default. Gachanja 

(1979) seem to support this view. She indicates that in Kakamega the actual farm 

yield of maize which was 2354 kg/ha was less than the expected maize yield which 

was 4,050 kg/ha. She attributes poor loan repayment to this divergence between 

actual and expected yield.

Gunatilleke (1973) carried out a defaulters survey in Colombo. On the basis 

of reasons given by farmers he identifies the major causes of default as crop failure 

and low income, Crop failure accounted for 30% of the total defaulters and income

16



and that low income stems from low productivity. However* further investigation 

» vealed that only 10% of those who mentioned crop failure as their main reason for 

>t. repaying loan had actually used their loan on crop production. This percentage 

too small for one to conclude existence of any meaningful relationship between the 

/o variables. Harmsworth (1974) seem to support the above view. She indicates 

iat crop failure only occupies a surbodinate position in explaining default. 

nese studies* however* do not indicate the relative significance of crop failure in 

cplaining loan repayment. Furthermore the studies reveal contradictory views about 

le  effect of crop failure on loan repayment. Some attribute default to crop failure 

hile others suggest that crop failure has minor effects on default. The effect of 

*op performance on loan repayment will be subject to further investigations in this 

-udy. Gunatilleke limits his analyses on reasons given by farmers which may be 

iulty.

In connection with farm income and productivity there is the question of 

^chnology. Boakye (1979) while reviewing problems of loan repayment in low income 

auntries concludes that though evidence is inconclusive there appear to be a direct 

>lationship between loan repayment and the available new technology. He indicates 

few projects which successfully provided profitable technology to farmers. Donald 

l 976} summarizes the conditions for success in small farmer credit programmes as 

t?ing new technology or new crop available with adequate marketing potential.

Harmsworth (1974) notes that technology has some bearing on loan repayment, 

he points out that the farmers she interviewed used improved farm technology which 

deludes improved seed varieties and application of fcitilizer but most of the inputs 

N  thinly applied that productivity could hardly be improved by their use. She 

Indicates that a bag of maize seed (10 kg) is used to cover one and a half acres 

'hile the recommended rate is 10 kgs per acre. Similarly fertilizer was stretched

17
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beyond its usefulness. Von Pischke (1977) notes that if productivity is improved by 

the use of new technology* farm income will also increase if other issues like price 

remain favourable. This implies that loan repayment rate will increase.

Gachanja (1979) indicates in her study that the use of purchased inputs is 

negatively related to repayment and is significant. The main purchased inputs she 

refers to are fertilizer and improved seeds. These seem to indicate that adoption of 

improved technology which included use of fertilizer and improved seeds has got 

negative effect on loan repayment. She, however, concludes that farmers who use 

large quantities of purchased inputs are not always good loan repayers.

Harmsworth (1979) and Von Pischke (1974) indicate that loan administration 

can lead to default. Harmsworth notes that administrative inadequacies is a big 

element in poor loan repayment by low income smallholder farmers on the million acre 

scheme. She concludes that there is poor record and file keeping such that farmers 

are not aware of the loan overdue. Von Pischke notes that poor loan repayment is 

a function of poor supervision and follow up. Lele (1976) recognizes the need to 

facilitate loan repayment. She states that poor extension services as a factor in loan 

administration is deterministic in loan repayment.

Boakye (1979) points out that many credit institutions fail to stress loan 

repayment in their education programs or vigorously pursue loan collection. He 

further points out that some credit institutions expect farmers to make long trips 

to the lenders office to repay loans. He terms it a reasonable expectation perhaps 

where the borrower lives close to the lender’s office but frequently a trip to the 

lenders office involves a long inconvenient journey on the part of the borrower.

The study by Weisal (1973) reveal the same problem. Wcisal points out that 

a significant group of farmers expressed considerable sensitivity to transport cost 

of travelling to the Vihiga headquarters to obtain loan from stockist and to Kakamega
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to repay it. The transport problem is compounded by the fact that several trips 

were often needed (due to misinformation concerning when loan ib available and the 

ultimate supply of loan by stockist).

Donald (1976) states that usually loan administration is affected by the 

political structure. To him politicians usually make statements which to borrowers 

imply that loans should not be repaid. Harmsworth (1974) observes the same. She 

noteB that in million acre schemes many farmers have not repaid credit due to 

political statements which imply that all farmers shall be issued with title deeds. 

Therefore, defaulters stand to benefit and see no reason to repay the loans. 

However, Vasthoff (1968) is of the opinion that political statements hardly explain poor 

loan repayment record of the farmers. He points out that every farmer he 

interviewed in the field knew of his obligation to repay the borrowed money.

2,2 Overview of the Literature

The reviewed studies reveal a wide ranste of factors affecting loan repayment 

by farmers. The factors revealed are related to use of loan proceeds, socio-economic 

conditions of the farmer, loan administration, use of purchased farm inputs and crop 

Performance. However, most of the studies are descriptive and offer little or no 

statistical support for their conclusions. Descriptive analysis deals with methods 

of describing; lar^e masses of numbers and is not useful especially when conclusions 

are to be drawn from the numbers observed. For some studies, the issues of loan 

repayment was not ttie main thrust, rather it was a side issue. Consequently, it was 

not j îven a detailed analysis. The studies that based their conclusions on statistical 

data are few' and some of them arrive at contradictory results and conclusions 

concerning the relationship betw'eeri loan repayment with some of the variables. Some 

studies like that of Gachan.ia f 1979) have several limitations, one of then is that she
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uses data from IADP records for Kakamega and Machakos district* which might differ 

substantially from those obtained from farmers themselves. Furthermore* some of the 

studies such a *  that of Von Pischke (1974) used small sample sire to estimate the 

relationship between some of the factors and loan repayment* Such a small sample 

size may involve a large sampling error which may lead to inaccurate results and 

conclusion. With the exception of the study by Gachanja (1979) the studies that 

attempted to investigate the relationship between the factors and loan repayment 

using statistical techniques exclusively used correlation coefficient technique. 

Correlation coefficient shows the degree and direction of association between 

variables. It does not show the causal relationship between the farmers loan 

repayment performance and the variables and therefore fail to indicate the relative *■ 

importance of the factors in explaining loan repayment. It*s one of the objectives 

of this study to determine the relative significance of the factors affecting the loan 

repayment. Gachanja's study (1979), however, relies on a single regression equation 

in which the dependent variable is related to a set of independent variables. Single 

equation model does not explain the interdependence that may exist between the 

explanatory variables themselves or how these explanatory variables are related to 

other variables. Our study in determining the relative importance of the factors that 

affect loan repayment performance, uses a model consisting of a number of equations 

in which the behaviour of the variables is jointly determined.
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CHAPTER THREE 

METHODOLOGY

This chapter presents the data source, sampling procedure, difficulties 

t : i e uritered in data collection and limitations of the sample and data. We also 

present; the model used and estimation procedure of the model, the definition, 

measurement and justification of the variables.

The data for this study was collected by administering a structured 

Questionnaire to individual smallholder farmers in Lugari Division of Kakamega 

District. In addition, some information was gathered through general discussions with 

the farmers and agricultural officers and also through consultation with officers of 

lending institutions and agricultural officers. The questionnaire was constructed in 

a way that made it possible to gather data and other general information about the 

following aspects of the sample farmers in the year of loan issue,

(ij Characteristics of the sample farmers and farms - for example  age and

general education of the farmers, size of the farms, acreage under cultivation 

and pasture etc.

i ill Loan given and loan repayment performance as per the time of field survey. 

!iii) The i»n' for which loan is given arid the actual use of loan.

I iv) Farm and off-farm im:ome.

(v) Loan administration {mainly loan supervision and provision of extension 

services)

(Vi) Crop performance.

(v;il Use of purchased farm inputs (mainly fertilizer, improved seeds, pesticides!

(viii) Time of loan issue and sources of farm income.
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3.1 Sample selection

The snrnple respondents were selected at random from smallholder farmers in 

Lugari Division who had borrowed from PFP Lugari Enterprise Development Project, 

Cooperative Societies and AFC between January 1987 and May 1989. Farmers in 

Lugari are always busy on their farms during the months of March and April, the 

period during which we carried out our field work. In this period most of the 

farmers are occupied on their farms either planting or weeding. This enabled u b  to 

interview most of the farmers that fall in our sample from their farms (or home),

A list of 858 smallholder loanees by the three lending institutions in the 

Btudy area was obtained.1 However, poor transport in the area of study, lack of 

resources and limited time for the field work made it impossible to interview all these 

farmers and hence sampling was essential. A simple random sampling procedure was 

employed. Each of the 858 farmers was given a number running from 1 - 858. Each 

number was written on a small white piece of paper of about equal size and shape 

using a blue ball point pen. The small pieces of paper were then folded and mixed 

up in a container from which we selected the farmers to be interviewed at random. 

In this wav a sample of 60 farmers was selected. 60 is roughly 7% of the 858 

farmers. The interview' was carried out by the author vdth the help of two assistants. 

It involved moving from one farm to another, administering a structured questionnaire 

(see the appendix 2).

During the 1979 population census, there were a total of 10,678 households

^ h e  l i s t  o f  £>T>!J farmers inc ludes ;  395 from TFP Lunari En terpr is ing  Develoiasent P r o j e c t .  301 
from AFC and 162 from Cooperative S o c i e t i e s .  This f i g u r e  could have been higher i f  we obta ined  f u l l  
l i s t  o f  th ose  farmers who borrowed from the th ree  in s t i t u t i o n s .  The l i s t  o f  those who borrowed from 
AFC was Hot from extens ion  o f f i c e r s  - they  ind ica ted  that they had los t  some o f  the l i s t s .  That o f  
the c o o p e r a t i v e  s o c i e t i e s  was got  from the M in is t ry  o f  Cooperative  Development L o g a n  D iv is io n  
O f f ic e .  The o f f i c e r  in charge o f  the o f f i c e  in d ica ted  that the l i s t  was incom plete .  The l i s t  from 
FTP Lugar i was a l s o  incomplete, Ke got  i t  through one o f  t h e i r  agents who i s  a good f r ie n d  a f t e r  

the manager re fu sed  to provide us w ith  one.
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ir* Luciri Division. Al the time wo conducted the survey, the figure was definitely 

veil over 11*000 due to subdivision of land resulting from high population growth 

rate. If we assume that every household in the study area owns a piece of land and 

is h'-aded by one person, the farmer, then the total number of farmers in I.ugnri can, 

with a fair degree of accuracy, be estimated at a conservative figure of 11,000. This 

b**ing so, the n u m b e r  of farmers from which the study data was chosen represented 

about 7.8% of the total farmers in Lugari.

3.2 Problems Encountered in the Survey

As is often the case with studies which involve field work not. all the 

respondents who fell into the sample were interviewed. Six of the interviews proved 

to be a failure thus reducing our sample size to 54 farmers. Two of the interviews 

failed because the respondents refused completely to talk to us, They suspected that 

rr.v two assistants and 1 were Criminal Investigation Department ICID) officers in 

disguise. We could not also find two of the farmers to tie interviewed and none of 

t heir family members (wife and children) could provid" the information wr- warded. 

One of the farmers provided only half Ukj information v  required and hence tie- 

interview failed. Again at the time of colb1''ting data heavy rains often interrupted 

cur field work and muddy conditions prevailed everyday. One of the already filled 

questionnaire dropped in water and could not tie recovered.

3.3 Limitations of the Sample and Data Collected.

The sample excludes three groups of farmers in the study area:

fa) All farmers who did not borrow from the three institutions mentioned above at 

the specified period (i.e. January 1987 to May 1989). It is possible that some of 

these farmers w-ho did not borrow* from the three institutions at the specified period,
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borrowed in periods before. These farmers could have provided important information 

for our study if given a chance. However, we considered the period before 1987 to 

be far back that farmers who borrowed in this period could not have remembered 

very well what they did with the loan funds and activities carried on the farm. 

Hence, they could not have provided fairly accurate information for our study. It 

is also possible that some of the farmers may have borrowed agricultural loan from 

other formal institutions and informal sources. However, a pilot survey conducted 

before carrying out our field work indicated that very few farmers knew of the 

existence of other major institutions lending agricultural credit in the study area 

apart from the three mentioned. It also showed that those who got loan from informal 

sources such as relatives, friends and women groups were unwilling to disclose the 

information because they felt such information was confidential to reveal to a third 

party. This indicated that the inclusion of this group could have not added much 

weight to the data we collected.

(b ) All farmers who borrowed from the three institutions at the specified period but 

had large farms (normally referred to in the study area as special plots). It is 

possible that these people could provide useful information concerning loan repayment 

if they were given a chance. Since ideally the sample should be chosen with the 

objective of the study in mind, it is justifiable in the case of this study to leave out 

these farmers who could not provide data on smallholder farmers credit repayment,

(c ) Smallholder farmers who borrowed from the three institutions at the specified 

period but whose names we had not received at the time of sampling. This group 

could have provided useful information and could have been included in our sample 

if we had received their names in time. Given that these farmers come from the same 

Administrative Division with those interviewed, it is likely that they share the same

values and ecological conditions. In any case, we hope that they could not have
\

24
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provided any information which is far different from the one we got.

The results of this study also need to be interpreted with caution because 

most of the borrowers (farmers) interviewed were illiterate and did not keep "proper" 

records. Computations based on their data are likely to have some inherent errors. 

Nevertheless, efforts were made to minimize the possible errors by cross-checking 

responses of borrowers.

Despite the exclusion of the three groups from the sample frame, the data 

collected from the sampled farmers is reliable. The interviewed farmers provided 

information on smallholder agricultural credit repayment -  the information that was 

required for this study.

3.4 Area of Study

The study was carried out in Kakamega district specifically in Lugari 

division. Lugari is one of the ten administrative divisions in Kakamega district and 

has a total land area of about 536 sq. Km. It lies in the lake Victoria basin which 

has temperatures ranging from a minimum of 14°c to a maximum of 32°c and rainfall 

ranging from 1,250mm to 2,000mm per annum (see appendix 11. Population density in 

this division was estimated to be 180 persons per sq. km in 1988 compared to 128 

persons per sq. km in 1979 and population growth rate was estimated to be 7% in 

1979 (Kakamega development plan 1984-881, The main crops grown in Lugari include 

maize, beans, sorghum, millet, etc. Cash crops include mainly sunflowers but efforts 

are being made to encourage farmers to grow coffee. Farmers in this area also keep 

livestock mainly native and cross-bred cattle. Very few farmers keep grade cattle 

due to the latters’ low resistance to diseases. For example, in 1983 there was a total 

of 80.000 zebu cattle as compared to 25,000 grade cattle. On the whole, cattle 

population in Lugari reduced by 68.3% in the period 1983 to 1987 (Kakamega District
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development Plan 1988-93). Others include sheep and scats.

Agricultural credit in this Division is provided mainly by AFC, Cooperative 

Societies and PFP Lugari Enterprise Development Project.

The main reasons for selecting Luguri as the area of study are as follows:

1) Farmers in this division are exposed to a number of credit institutions such

as AFC, cooperatives, PFP Lutfari Enterprise Development Project and others. 

It is easy, therefore, to get farmers who have borrowed agricultural credit 

from these institutions. Institutions such as AFC and Cooperatives societies 

have been experiencing loan repayment problems.

21 Lugari is typical of many medium altitude areas where crop farming especially

growing of maize is practised. Therefore, findings on the Lugari data can 

be generalized to other similar areas.

3) Land in Lugari is surveyed and farmers know their plot acreage well thus

making it easy to locate farmers to be interviewed during the sample survey. 

-1) The researcher does not have any problem communicating with the farmers.

3.5 Analytic and Econometric Model

Arrears on loan given to farmers expressed as a percentage of total amount 

of loan given to the farmers is regressed on the factors identified to have influence 

on loan repayment performance. These factors include loan diversion (the percentage 

of loan funds spent on non-intended uses). But loan diversion is also influenced by 

other factors which wfe also consider in this study. This leads us to using a 

recursive type of model in this study.2 A system of equations is recursive (rather

2For more in form ation  on r e cu rs iv e  nodel see: Pindyck E .S .  and Rubinfeld D.L. (19761, d p . 322
- 23; Johnstone J. (1984 ),  pp. 467 -  67; Dhyroae P .J .  (1 9 7 4 ) ,  pp. 308 - 311.
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simultaneous) if each of the endogenous variables can be determined sequentially 

pisjyck and Itubinfeld 1981: 322). The hypothesized model is as shown below:

LA = F( LD, CP. FY. OY, FI, FE, SFY. FA. LM, U t ) (il

LD = F( FD. SA, TOLI, SFY. LM, FF, U2 ) (ii)

Where:

LA = Arrears on Loan given to Farmers as a Percentage of the Total Amount of l-oan 

advanced to the Farmers.

id> r Loan Diversion (The Proportion of Loan Funds Diverted to non-intended 

purpose).

CP = Crop Performance.

FY = Farm Income (ratio of farm income to loan funds given to a farme. ).

OY = Off-farm Income (in Kshs. per annum).

FI = Purchased Farm Inputs (in Kshs. per acre per annum).

FE = General Education Level of the Farmer (a dummy variable).

SKY = Sources of Income from farming activities (number of income sources on the 

farm).

FA = Farmer’s Attitude towards Loan Repayment (a dummy variable).

LM = Loan Administration (a dummy variable).

FI; = Farm Dependants (total number of dependants on the farmer).

SA = School Expenses (in Kshs. per annum).

TOLI - Time of Loan issue (a dummy variable).

I'j = Error Term of Eq (i).

U2 - Error Term of Eq (ii).

We assume that COV( Uj, U2) = 0. This assumption might be adopted as a
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reasonable approximation either because all the disturbance terms have small 

variances, or because the system of equations is more or less recursive Allard (1974). 

Equation one is crucial for our study. It enables us to determine the relationship 

between loan repayment performance and the factors identified to have influence on 

smallholder loan repayment.

2.6 Estimation Procedure

The appropriate estimation procedure for our recursive model is the Ordinary 

j Least Squares (OLS). In a recursive model, the endogenous variables are determined 

sequentially. We follow this sequence in estimating our model. First we estimate LDt 

in Eq. (ii) and use the result for LDA, together with the other explanatory variables 

to estimate LAa in Eq (i). OLS is appropriate for Eq (ii) since TOLIit FEi( SA^ LMif 

FDj and SFYj are exogenous and therefore not correlated with U2. The endogenous 

variable LDi and the exogenous variables FEt, FIi( FYit 0Yit FAi , SFYi( CP^ LMi are 

not correlated with Uj (since the only error term affecting LDA is U2 in Eq (ii)). 

Therefore, given the values of the independent variables in Eq (ii) we solve for LDt. 

Then, knowing the value for LDA from Eq. (ii), and FAa, FIi( FYt, 0Yit SFYA, CPX, LMt 

FEa allow us to solve for LAi in Eq (i).

Following the above sequence we specifically estimate the model above ns shown below

28

LDX = a ,  + a i FDt + a 2S A i  + a3T O L I i + a4S F Y i + f l jLM *  + a gF E 1 + U2 

L A 4 = e0 + el hDi + e 2C P i  + e 3F Y i + c f i Y i + + egFF^  + e 7S F Y j  ^ F A ,

+ e9LMi + Uj

(i)

(ii)

where: i is the ith observation and runs from 1 to 54.

Qualitative information is also analyzed and used as a basis for recommendation.
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3,6 Definition, Measurement and Justification of the Variables used*

Loan Diversion

Loan diversion is taken to refer to the use of agricultural loan proceeds by 

the borrowers in a manner other than intended according to the terms agreed upon 

by lenders and borrowers. Ve assume that agricultural credit is aimed at boosting 

no more than agricultural productivity. Therefore expenditure of agricultural credit 

on farm inputs such as improved seed variety and fertiliser, purchase of grade ;
i

cattle, cultivation, etc constitutes expenditure of agricultural credit on intended
I

purpose. If, however, loan is meant for purchase of fertilizer, for example, and the

farmer uses it on purchase of cattle or for cultivation, it is treated as loan diversion. i

Expenditure of agricultural credit on food, school fees, medical expenses, repayment ■
*

of loan from other sources, opening up business among other things, which do not !

contribute directly to agricultural productivity is taken here as expenditure on non- ]

intended purpose and hence constitute loan diversion,

Smallholder farmers may be unable to repay their loan owing to use of the 

loan funds for purchase of food, school fees, medical expenses and ceremonies which

' are degenerative of income. The farmers may fail to repay their loan when they vise
\

the funds to start a business which has proved a failure in the past or if successful 

may not generate enough funds to repay loan in time. They may also reloan the 

funds at higher interest rate and be unable to recover the loan or give part of the 

loan to friends and hence fail to raise enough funds to repay the loan in time or 

I repay at all. Loan diversion may be caused by late delivery of the loan funds and 

poor loan supervision. The proportion of loan funds used for purposes other than 

those intended will be taken as a measure of loan diversion.

29
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Crop Performance

One of the major objectives of smallholder agricultural credit Is to help the 

farmers increase farm productivity. The output got is expected to be enough for the 

repayment of the loan and for the farmers* own use. Crop failure, therefore, may 

result into poor loan repayment. We talk of crop failure when the actual average 

yield per acre iB less than the targeted yield per acre. Crop failure may be as a 

result of drought, floods, poor farming practises, diseases and pests. The average 

yield per acre of maize and beans which are the major crops grown in the study area 

is used to indicate whether the actual average yield per acre is less than, equal to 

or greater than the expected average yield per acre. We obtained from extension 

officers in the study area, information on the expected average number of kilograms 

of maize and beans per acre in a year since we had anticipated that farmers might 

over estimate the targeted yield to create an impression that their failure to repay 

i3 due to crop failure. On the basis of this information, we gave the following score: 

two for a farmer whose maize and beans yield per acre is less than their expected 

average yield per acre, one for a farmer whose either maize or beans yield is less 

than the expected average yield per acre and zero for a farmer whose both maize 

and beans yields are equal to or greater than their expected average crop yield per 

acre in the year of loan issue.

Loan Administration.

Loan administration includes screening process of borrowers, provision of 

extension services, supervision, processing of loan forms, farm visit, etc. When a 

financial institution grants a loan one of the generally accepted obligation of the 

institution is supervision. Intuitively people tend to associate loan repayment with 

profitability of the business on which loan is spent. Therefore, it makes common and
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economic sense that funds be utilized along the lines originally proposed. Similarly 

lending agencies are expected to provide technical advice especially to smallholder 

fanners, who by and large# tend to be less educated, risk averse and resistant to 

technological innovations than the large scale farmers. Such technical advice embrace 

information on new high-yielding seed varieties, new effective pesticides, inorganic 

and organic manure etc. Frequent farm visit for the purpose of supervision by loan 

agencies may strengthen the relationship between the lending agencies and farmers 

apart from ensuring that the loan is used for the intended purpose. In this case 

a farmer tries his best to repay the loan to maintain the good relationship. 

Sometimes both supervision and extension services is carried out by extension 

officers on behalf of the lending institutions. Farmers* visits to the lenders office 

for advice and to demonstration farms where farming methods are taught practically 

is taken to be equivalent to visits by the agents or extension officers. Inadequate 

extension and supervision result in loan diversion and low productivity and hence 

low farm income which may result in poor loan repayment. We contacted field officers 

of the lending institution and extension officers on the number of visits they 

consider adequate for each farmer in a year and on the basis of the information a 

dummy variable is used as follows:

1 if a farmer received inadequate advice and loan supervision.

0 if otherwise.

Farm Dependants

We define farm dependants as the number of children and relatives who stay 

with the farmer on permanent basis on the farm and are dependent on the farmer. 

The farmer has the obligation to maintain and take care of the entire family and 

relatives who depend on him for food, clothing, medical care, school fees among other
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things. It is# therefore* expected that the higher the farm dependants, the greater 

the loan funds diverted to meet the obligations. It is also expected that the higher 

the farm dependants the higher the income that a farmer is likely to spent In meeting 

the obligation implying that little cash* if any, is left to meet repayment of the loan 

resulting in poor loan repayment.

Total Farm Income

Total farm income is the revenue a farmer receives from the sale of farm 

produce. It is a function of quantity produced and price of the product. Improving 

the net income of a farmer is the ultimate objective of making credit available to the 

fanners. Farmers who receive high farm income are expected to have a good loan 

repayment record. In this context, however, measuring farm income in absolute terms 

is misleading because it ignores the amount of loan to be repaid. Therefore, total farm 

income here is measured as a ratio of total farm income a farmer received in the year 

of loan issue to total loan funds issued to him in the same year.

Education Level of the Farmer

Several channels exist through which a farmer can be educated on farming 

methods, use and importance of repaying agricultural credit. This includes magazines 

which talk about farming, publications by the credit institutions and agricultural 

Programmes on radio. Most of the magazines, articles and radio programmes are in 

Swahili and English. It is only farmers who know how to read and write in the two 

languages that can benefit from such education channels and therefore put the 

knowledge they get into practice on their farms. More educated farmers are expected 

to use the loan funds for the intended purpose and practise modern methods of
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fariaing. They are, therefore, expected to harvest high farm yield and have good 

ban repayment record than the less educated farmers. In this study, a farmer who 

can read and write Swahili and English is considered as educated while a farmer 

who cannot read and write Swahili and English is considered as not educated. A 

dummy variable is used to capture the education level of the farmer as follows:

1 if the farmer is not educated 

0 if otherwise.

Use of Purchased Farm Inputs

Purchased farm inputs are defined here to include fertilizer, improved seed 

varieties and chemicals such as pesticides. Use of this inputs is an indication that 

farmers adopt new or improved technology. Use of purchased inputs is aimed at 

increasing farm productivity and hence farm output. Assuming that other factors like 

price do not change, increase in farm productivity results in increased farm income. 

This implies a farmer’s income is enough to repay the loan and for his own use. 

Arrears on loan are expected to be low when there is more and proper use of the 

purchased farm inputs. The amount of money spent on these inputs per acre in the 

year of loan issue is taken as a measure of purchased farm inputs used.

Off-farm Income

We define off-farm income to include income received from non-farm 

employment such as wage employment and running of off-farm business such as 

shops. Farmers with off-farm employment can use the income they get to repay the 

loan if farm income is not enough. It is likely that farmers with high off-farm income 

do not divert their loan funds to other uses. Average annual off-farm income is 

used as a measure of off-farm income. Farmers with high off-farm income are

■ v i
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expected to have Rood loan repayment record.

School Expenses

We define school expenses to include college fees, school fees and building 

funds that a farmer is expected to pay in one year, Parents attach a lot of 

importance on their children’s education and are likely to divert loan and/or forgo 

to repay the loan to meet the expenses. We expect loan diversion to be high when 

the school expenses are high. The total amount of school expenses in the year of 

loan issue is used as a measure of school expenses.

Time of Loan Issue

Time of loan issue refers to the timeliness of loan disbursement in relation 

to when the funds are required for key farm operations such as land preparation, 

purchase of seeds and other farm inputs, planting and weeding depending on the 

purpose for which the farmer intended to put the loan. Timely issue of the loan 

funds is necessary if for example farmers have to plough, purchase farm inputs and 

plant in time. Untimely loan delivery to farmers may result into late implementation 

of the project (e.g. late ploughing and planting) which results in low crop yield. 

Late delivery of loan funds may also result into the funds being diverted to other 

uses not intended for. This may result into poor loan repayment. Most farmers in 

the study area go for loans to enable them purchase fertilizer and seeds. The 

planting period for the crops (maize and beans) is March and therefore any loan 

issue beyond the month is considered untimely. A dummy variable is used to capture 

this variable as follows:

1 if loan is issued late (after the month of March).

34

0 if otherwise.
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Source* of Income from Farming A ctivities

These include income from activ itie s such a s  crop and livestock  farming. 

For example if a  farm er grows maize, beans, sunflow er and also  h as cows which 

produce milk, then he has four so u rces of income from farming activ ities. The 

sources of income indicate the diversification  of farm activities. In th is case, if 

there are many of these source of income and one source fails to provide enough 

income, other sources provide enough income to enable the farmer to repay  the loan. 

Farm ers with many of these sources are  expected to have better loan repayment 

record and may not d ivert as much of the loan fu n d s compared to farm ers with a  few 

sources*

Farm er's Attitude Towards Loan Repayment.

This refers to the feeling or opinion of the farmers towards loan repayment. 

The feeling or opinion of a farmer may be as a result of the farmer's past knowledge 

of the people who got loan* never repaid and; (a) their property was auctioned, (b) 

were taken to court of law, (c) their property was not auctioned and were not taken 

to court of law. It may also be as a result of past knowledge of farmers who got 

loan and repaid in time or the farmer's own experience in using the loan and 

understanding of loan agreement. Farmers who have repaid their loan and have the 

opinion that loan should not be repaid, may influence those who have not repaid 

against repaying. Farmers who have repaid their loan may influence those who have 

not repaid to repay. Farmers who have not repaid their loans and have the opinion 

or feel that loan should not be repaid are not likely to repay their loan or may repay 

a small portion of the loan anticipating the rest to be written off. A dummy variable 

is used to capture this variable as follows:
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1 if a farmer feels or is of the opinion that loan should not be repaid.

0 if otherwise.

The field survey conducted is such that it allows us to measure the above variables
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; CHAPTER FOUR

RESULT OF THE FIELD WORK

j This Chapter is divided into two sections; section one and section two. In

section one, we present the basic data obtained from field work. In section two, we 

present the computer solutions to the model used in this study. On the basis of the 

information from these two sections, we hope to assess the loan repayment position 

1 for smallholder farmers in the study area and to suggest possible solutions to the 

present situation.

SECTION ONE

4.1 Basic Data Collection

In this section we present basic data that reviews the following information 

concerning smallholder farmers in Lugari Division of Kakamega District:

(a) The extent to which they repay the agricultural credit.

(b) Use of the agricultural loan by the farmers.

(c) The extent to which farm income covers the loan funds.

(d) Relationship between loan repayment and crop performance, farm income, use of 

purchased farm inputs, use of loan funds etc,

(el Relationship between use of loan funds and time of loan delivery, Joan 

administration, etc.

<f) The problems farmers face in repaying their loans.

The format of our data presentation is broadly outlined below:

(A) Characteristics of the sample farmers and farms.

(B) Loan given and arrears on the loan given to the sample farmers.
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IC) Relationship between agricultural credit use and loan repayment performance, 

time of loan issue And loan administration.

ID) Relationship between the ratio of farm income to loan funds given to each 

farmer and loan repayment performance,

(El Relationship between crop performance and loan repayment performance.

(F) Relationship between farmers’ attitude towards loan repayment and loan 

repayment performance and

(G) Relationship between sources of income from farming activities and loan 

repayment.

3 8

(A) Characteristics of Sample Farmers and Farms:

In this subsection, we present tables showing personal characteristics of the 

farmer e.g. age, general education level, occupation and characteristics of the P 

farms e.g. size of the sample farms and the farming activities. The major aim of this 

subsection is to provide basic information and understanding of the type of farmers 

and farms included in the sample and major activities undertaken on the farms.

Table 4.1: Age Distribution of the Sample Farmers.____________ _____

Years No. of farmers As a percentage of sample size

25-35 09
36-45 10
46-55 11
o6-65 18
66-75 05
over 75 01

Total 54

16.7
18.4
20.3
33.3
09.4 
01.9

100

the

The table above shows that most 

age group 56-65 years. If we assume

(i.e 33.3%) of the sample farmers are in 

that a person is most productive on the



39
firm between the age 25 and 65 year*, then we can say that 88.7* of the whole 

sample 1b productive. Thus* 68,1% of the sample should play a vital role in the 

generation of national product.

Table 4.2: General Education of the Sample Farmers.

No, of farmers As a % of sample size

Can read and write 
Swahili and English 22 40,7
Cannot read and write 
Swahili and English 32 59.3

Total 54 100.0

The table above reveals that the majority of farmers (i.e nearly 60%) cannot 

read and write Swahili and English. This may partially account for poor record 

keeping on the farms.

Table 4.3: Off-■farm Employment by the Sample Farmers

Name of job No, of farmers as a percentage of sample size**

teacher 04 07.4
business! shop} 04 07.4
business agents 02 03.7

Total 10* 18.5

* this figure excludes 44 farmers who had no off-farm employment. 
** sample size is 54.

According to table 4.3 above, only ten of the sample farmers had off-farm 

employment. This show’s that most of the sample farmers are employed on the farm. 

Four of the ten farmers were teachers, twfo were business agents and four others run 

their own business apart from farming.
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Table 4.4: Size of the Sample Farms.

Size of the No of As a % of Farm cultivated acreage under
farms owned 
(acres)

farmers sample size acreage acreage pasture

01-05 16 29.6
06-10 23 42.6
11-15 14 25.9
16-20 01 01.9
over 20 00 00.0

Total* 54 100 462.25 357 105.25

* the totals for farm acreage and cultivated acreage vsb arrived at by cummin* up 
the figures provided by the farmers.

Total cultivated acreage as a percentage of total farm acreage is 77.2%.
Total acreage under pasture as a percentage of total farm acreage is 22.8%
Mean size of the sample farms is 8.56 acres 
mean acreage under cultivation is 6.61 
Mean acreage under pasture is 1.95.

According to the table above. 98.1% of the sample farmers own less than 

16 acres of land. Of the 98.1%. the majority {i.e. 42.6%) of the sample farmers own 

between 6~10 acres of land. About 77% of the total sample farm acreage is cultivated 

leaving only 23% of the remaining land mainly for pasture. This points out the 

Predominance of crop farming over other farm activities in the study area (v.t 

indicate the types of crops grown later in this section). On the average, each farm 

has 1.96 acres of land under pasture. This implies that if a farmer has to keep many 

cattle on the farm he has to find an alternative grazing field for them.

Table 4.5 below, indicates that the majority (i.e. 57.4%) of the sample 

farmers cultivated between 6-10 acres of land in the year of loan is^ue. Onl>

A  the sample farmers had over 10 acres of land under cultivation. According U> 

table 4.6 below, the majority (i.e. 53.7%) of the sample farmers have between 0-1 acre 

if land under pasture. This reflects the low priority put to livestock farming. The 

sample farmers who own between 0-1 acres of land under pasture graze their
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on Jtovernment land and in forests.

Table 4.5: Acreage of Sample Farms Under Cultivation.

Size of the farm 
cultivated (acres)

No. of 
fanners

As a percentage 
of sample size

01-05 20 37
06-10 31 57.4
11-15 03 05.6
16-20 00 00

Total 54 100

Table 4.6: Acreage of Sample Farms Under Pasture.

Acreage under No, of As a percentage
pasture ■■ - - farmers of sample size

0.0 - 01 29 53.7
1.1- 04 19 35.1
4.1- 06 03 05.6
6.1- 10 03 05.6
over 10 00 00

Total 54 100

Table 4.7; Crops Grown on the Sample Farms.

Crops No. of Total acreage Total acreage under each
farmers put under crop* of the crops as a % of the

total acreage cultivated*

Maize 54 325 91
Beans 51 281 78.7
.Millet and
sorghum 07 009 02.5
Sunflower 07 017 04.8
Others (coffee

03.1& groundnuts) 06 Oil

* the figure was arrived at by summing up the acreage un 
provided by the farmers (sec appendix 2).
** Total acreage under cultivation is 357

der each crop that was
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v  * r

According to table 4.7 above, all the 54 sample farmers grew maize, fifty 

one of the 54 sample farmers grew beans. The two crops occupy most of the 

cultivated land. For example maize occupies 91% of the total cultivated land while 

beans are on 78.7% of the total cultivated land. It is important to note that the two 

crops are intercropped. Sunflower is the third most imi>ortant crop but it only 

occupied 4.8 percent of the cultivated land in the year of loan issue. Other crops 

which include coffee and groundnuts only occupied 3.IX of the total acreage 

cultivated.

Table 4.8: Livestock Kept on the Sample Farms.

No. of farmers as a percentage of sample

Cattle and goats 
and sheep cattle goats and sheep cattle

size

goats and sheep

zero 00 33 00 61.1
01 - 04 22 13 40.8 24.1
05 - 08 20 04 37.0 07.4
09 - 12 08 02 14.8 03.7
over 12 04 02 07.4 03.7

Total 54 54 100 100

Total heads of cattle 
Total number of gon

■ = 31G
ts and sheep = 12G, goats were 1C and sheep were 110.

From table 4.8 above, ail the sample farmers keep cattle. The majority of 

the farmers i.e 77.8% of the sample farmers keep between 3 ■ 8 heads of cattle on 

their farms. Heads of cattle totalled to 316, out of which 10 were bulls, 113 cev.s, 

82 calves and 111 oxen. Most of the farmers keep oxen because they use them for 

ploughing the land. The farmers indicated that use of an ox-plough is convenient 

and saves them from high expenses of hiring tractors. 1 he farmers believe that for 

the animals to concentrate on ploughing they must be castrated and this could 

explain why the number of bulls is small. Note that of the cattle kept ate thi
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native type. The farmers keep very few flrade cattle because they are not resistant 

to diseases. The same table indicates that 61.IX of the farmers do not keep sheep 

and goats. Judging from the total number of floats (16) and sheep f 110)* floats r.cein 

to be unpopular to most farmers because they are considered by the farmers to be 

destructive and stubborn.

Table 4.9: Farm Dependants on the Sample Farms.

No. of farm No. of farmers As a X of sample size
dependants

None 
01-05 
06-10 
11-15 
16-20 
over 20

Total 5 4 ____________ _______________________

As indicated in the table above, 51.9% of the sample farmers had between 

6-10 dependants. Also revealed from the table is that all the sample farmers had at 

least some dependants (see definition in chapter 3). Of the total sample fanners, 

85.2% had over five dependants. This may indicate the oblivion the farmers have

in taking care of their families and relatives.

00
08
28
13
02
03

00
14.8
51.9 
28.1 
03.7 
05,5

(B) Loan and Arrears on loans given to the Sample Farmers.

Table 4.10 below shows that, out of the 51 sample farmers, twenty nine Ci.c

about 54%) had not completed repaying their loans. Only 44.4% of the farm< 1 s 

repaid part of the loan while 9.3% of the farmers had repaid none of the loan funds. 

Loans totalling Kshs. 361,175.05 were given to the 54 sample farmers. Arrears on this 

loans during the time of survey was Kshs. 127.790.90 (which is 35.4% of the total lean
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funda). This percentage of arrears on loan is high particularly if it has to be 

written off as bad debts,
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Table 4,10: Loan Repayment Performance by the Sample Formers.

Repayment No. of As a X of Loan Arrears on Arrears aa
position farmers sample size given loan given a X of

loan given

Have repaid 
all loan 25 46.3

Have repaid part 
of the loan 24 44.4

Have repaid none 
of the loan fund 05 09.3

Total* 54 100 361,175.1 127,790.9 35.4

* the totals for loans and arrears on loans given was arrived at by summing up the 
figures provided by the farmers.

Table 4,11: The Intended Purpose of the Loan Funds Borrowed by the Sample 
Farmers.

Items No. of farmers As X of sample size

a and b 43 79.6
a, b and c 05 09.3
a, b and d 04 07.3
a, b and e 01 01.9
a, b and f 01 01.9

T otal 54 100,0

Where: a~ purchase of fertilizer
b= purchase of improved seeds 
c= purchase of pesticides 
d- purchase of sacks 
e= purchase of livestock 
f= ploughing land

Table 4.11 above, shows that all farmers seek loan to enable them purchase 

fertiliser and seeds (hybrid maize seeds). The tabic shows that 43 (i.e 79.6%) of the
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sample farmers got loan purely for purchasing fertiliser and improved maize seeds. 

The remaining 20.4%. in addition to going in for loan to enable them purchase 

fertilizer and seeds; five (or 9.3% of the sample) took loan to purchase pesticides, 

four (or 7.3%) took loan to purchase sacks, one (1.9%) took loan to purchase livestock 

and the other took loan to plough land. It is clear from table 4.11 that the major 

purpose for which the sample farmers got loan for, was to enable them to purchase 

fertilizer and improved seeds.

The problems encountered in trying to repay the loan funds as stated by 

farmers include:

1. Lack of a ready market for the major farm produce and low prices.

2. High interest rate or double interest rate charges on the loan funds given.

3. Confusion as to which institution to repay the loan funds to.

4. Poor transport facilities and high transport costs

5. Low farm produce.

6. Lack of interest by the lending institution field agents in the farming 

activities of the farmers.

We elaborate on the first three of this problems .

(a) Lack of a Ready Market and Low Prices for Major Farm Produce .

The major farm produce in Lugari are maize and beans. t aimers

complained of lack of a ready market for these product* especially at the turn* of 

harvesting. Because of lack of a ready market for the produce, low prices presail 

at the harvesting period. Hence, farmers who sell their produce immediately after 

harvesting get low farm income which is not enough for their own use and for 

repayment of loan. Market for the produce may be available after some times when
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farmers are faced with other problems {such as school fees and purchase of fertiliser 

for the next planting season) which require financial solution. Therefore, farmers 

end up using the revenue from the sale of their produce to clear these problems. 

However, one of the cooperative officers in the study area pointed out that the 

societies start buying the produce immediately it is harvested. But some farmers who 

borrowed loans from the cooperative societies evade repaying the loans by selling the 

produce to other marketing agents or organisations or UBe other farmers who did not 

borrow from the society to sell their produce to the cooperative so as to evade 

repayment through deduction.

Kenya Grain Growers Cooperative Union (KGGCU) which is the buyer of the 

farm produce, gets maize and beans from farmers without outright payment- Payment 

is effected after a long period of time or not at all. Farmers who obtain credit from 

AFC are supposed to repay their loan through the KGGCU either by use of cash or 

taking the maize to the union. Farmers, however, lack finance to pay for 

transportation of the maize to the union.

(b) High Interest Rate or Double Interest Rate Charges.

Farmers who borrowed from one of the institution complained of the high 

interest rate charges. Sometimes compound interest is charged so that income 

received is not enough to repay both the principle and the interest payments. Most 

of the farmers who borrowed from AFC complained of being charged double interest. 

They pointed out that AFC directs them to get the in kind credit through the KGGCU. 

AFC charges some interest rate on the loan and KGGCU also charges some interest 

on the same loan resulting in double interest charges. With KGGCU earning interest 

rate, it may not be willing to enforce loan repayment because it stands to gain in 

future when interest payment is high.

46
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(c) Confusion aa to which Institution to Repay the Loan to.

This is closely related to (b ) above. Farmers get permission from AFC to 

tfel loan through KGGCU. When it comes to repayment KGGCU demands the payment 

directly from the farmers. Ifence, farmers are confused as to whether to repay the 

loan to AFC or KGGCU. Some farmers complained that even after repaying the loan 

to AFC, they still received letters from KGGCU demanding for repayment of the loan.

It is quite interesting that none of the farmers mentioned use of loan as 

one of the problems which could result in inability to repayment of the loan. May 

be they were keen not to mention it for they thought we could blame loan diversion 

for poor loan repayment, However, the data we collected can enable us to identify 

the possible relationship between loan use and loan repayment. This is done in the 

subsection below,

C. Agricultural Credit Use and Loan Repayment Performance, Time of Loan Issue 

and Loan Administration.

Table 4.12 below reveals that nineteen (or 35.2%) of the sample farmers 

used all their loan funds on the intended purpose while thirty five (or C-1,8%) of the 

sample farmers diverted part of their loan funds to other non-intended use. 'Twrntv 

three of the 35 sample farmers diverted less than a half of their loan funds while 

twelve diverted more than a half. None of the farmers diverted all the loan funds. 

Twelve (or about 63%) of the 19 farmers who used all the loan funds on the intended 

purpose had repaid all the loan funds, six had repaid part of the loan funds and one 

had repaid none of the loan funds. Thirteen of the twenty three farrncis who 

diverted less than half the loan funds, had repaid all the loan funds, nine had repaid 

part and one had repaid none. None of the twelve sample farmers who diverted more 

than half the loan funds had repaid all the loan funds, nine had repaid part of the



I

Joan fundB and three had repaid none. This makes us suspect that there is a direct 

relationship between diversion of loan funds and poor loan repayment.

4 8

Table 4.12: Credit Use and Loan Repayment Performance by the Sample Farmers.

Credit use No. of 
farmers

as % of 
sample size

repaid
all

repaid
part

re pai d 
none

Used all the 
loan on 
intended 
purpose 19 35.2 12 6 1

Diverted less 
than 1/2 of 
the loan funds 
to other non
intended use 23 42.6 13 9 1

Diverted more 
than 1/2 the 
loan funds to 
to other non
intended use 12 22.2 00 9 3

Diverted all 
the loan funds 00 00 00 0 0

Total 54 100 25 24 5

farmers). „ .... -ir1 ^r, i
Total amount of loan advanced to the sample farmers - s , • -38-1
Total amount of loan diverted as a percentage of the total loan funds *-'< " - *»■ *

Cau&es of Loan Diversion

We found that 38.4% of the total loan funds «iven to the sample farmers 

was diverted to other use. Tins percental could be higher if the farmers were 

sincere to tell us how they actually used the loans. 1 *,,s P< icoii

diverted loan funds provide a good reason for investigating vshat factors influx 

the fanners to divert the loan funds. Some of the factors may be deduced from th



list of items on which the diverted funds were spent (see table 4.131 while the other 

factors may be deduced from the timing of loan issue and subsequent supervision.
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Table 4.13: The Items on which the Diverted Loan Funds was Used

Item number of times mentioned

Start business 02
Pay school fees 16
Family food and 
medical expenses 12
Transport costs 10
Hiring farm labour 
and renting land 09
Buying iron sheets 
and purchase of wire 03
Gave to friends part of 
the loan funds 08

From the table above, sixteen of the 35 farmers who diverted their loan 

funds talked of having used part of the diverted funds to pay school fees. The 

farmers believe that education is essential for a better future of their children and 

would not hesitate to use the loan funds to pay school fees for their children. 

Purchase of family food and medical expenses were mentioned twelve tiroes as itf ms 

on which loan funds were spent. The farmers believe that life is Precious and once 

lost cannot be recovered. Hence, they would rather spend part of the loan funds 

to purchase food arid pay for medical services for the family than let them di( 

hunger and illness. "After all with good health you ran find alternative source of 

income to enable you repay the loan" commented one of the farmers. From this. w< 

can argue that some smallholder farmers are poor and, thus, perceive the loan fund 

as an alternative source of income to enable them meet their basic needs, 

items of importance mentioned are; transport costs for transporting the in kind loan 

to the farmers home (mentioned ten timesl and hiring of farm labour.
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lorae of the farmers UBcd part of the loan funds to hire labour indicates that loans 

itiven is not enough to cover all the production costa. This could be true if we 

recall that the loan was mainly for purchase of fertilizer and improved seeds.

The way loan funds is issued also could lead to diversion of loan funds by 

the farmers. For example, fertilizer for planting and top dressing iB given at the 

time of planting. Fertilizer meant for planting may be used for the intended purpose 

if it is issued at the time of planting. But fertilizer meant for top dressing ends up 

being sold. This is because other issues which require financial solutions may crop 

up between the time of planting and the time when fertilizer is to be top dressed and 

hence farmers sell this fertilizer to get funds to enable them solve their problems.

Some of the farmers interviewed complained of having received the loan 

very late. This may also lead to loan diversion since the farmers may be tempted 

to sell the fertilizer and put the money into other uses.

Table 4.14: Loan Diversion and Time of Loan Issue

Use of loan No. of farmers as a % of Timely loan 
sample farmers Issue

Late loan 
issue

Used all loan 
on intended 
purpose 
Diverted less

19 35.2 13 6

than 1/2 the 
loan funds 23 42.6 17 6

Diverted more 
than 1/2 the 
loan funds 12 22.2 02 10

Total 54 100,0 32 22

Table 4.14 shows the relationship between loan diversion and timeliness of

loan issue. The table shows that thirty two of the 54 sample farmers received loan
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on time and the remaining twenty two received it late. Out of the thirty two farmers 

who received Joan in time* thirteen used all the loan for the intended puri>ose* 

seventeen diverted less than a half of the loan funds while two diverted more than 

a half of the loan funds. On the other hand* out of the twenty two farmers who 

received the loan funds late, six used all the funds on intended purpose, six diverted 

less than a half while ten diverted more than a half. Ten of the farmers who 

received their loan funds late, diverted more than half the loan funds and arc more 

than those who received loan funds in time and diverted more than half the fun 

This may indicate a close positive relationship between late loan issue and diversion 

of loan funds. An official of one of the lending institutions indicated that late loan 

issue is as a result of late application and approval of the loans.
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Table 4.15: The Proportion of Loan Funds Diverted and Loan Administration.

Use of loan 
funds

No. of farmers Received adequate 
supervision

Received
inadequate
supervision

Used all loan 
funds on intended 
purpose 19 06 13

Diverted less than 
half the loan funds 23 12 11

Diverted more than 
a half of the loan 
funds 12 02 10

T otal 54 20 34

Table 4.15 shows that those fanners who received inadequate extension 

ervices and superv,sion and diverted more than haif the loan funds are ten 

s p a re d  to two who received adeeunte technical advice and supervision and diverted 

lore than half the loan funds. This makes us suspect that there 1 P<
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correlation between inadequate loan supervision and advice and loan diversion.

Most of the sample farmers indicated that they were not satisfied with the 

advice and supervision given by both extension officers and loan agents. Asked 

why, they gave the following reasons.

li) The visits are not regular so that at the time farmers need to be advised most 

of the officers are not available to give the advice.

(n) The advice given by the extension officer and/or loan agents is not very useful 

for the farmers for it docs not take into account time factor and financial ability 

of the farmer. For example most of the farming techniques they teach the 

farmers are time consuming and require large sums of money, 

liil The farmers also indicated that they received no practical advice. Thus there 

are no demonstration farms where farming techniques can be taught practically, 

(iv ) Some pointed out that they are only visited by agents of the lending institutions 

when they come to demand for repayment. This shows that apart from 

advancing loan and collecting loan dues, the lending institutions do not engage 

in any other activities that could keep them in touch with the farmers.

The above reasons may be genuine given that some of the lending 

institutions - cooperative societies and AFC - mainly depend or; extension officers for 

loan supervision and provision of extension service's. Infart one of the cooperative 

officers in charge of the bugari division indicated that they do not have transport 

facilities arid enough manpower to enable them provide extension service to the 

farmers. This reflects the fact that the projects are implemented without adequate 

technical support due to lack of expert personnel. Some of the extension officers we 

balked to indicated that they were not paid for visiting the farmers on behalf of 

the lending institutions yet it increased their work load.
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D). The Relationship Between Ratio of Farm Income to Amount of Loan Advanced to 

each Sample Farmer and Loan Repayment Performance.

Table 4.16: The Ratio of Farm Income to Loan Advanced to the Farmers and 
Repayment Performance by the Sample F a rm ers ._______ _______________

Size of the No. of 
ratio* farmers

As a X sample Repaid all Repaid part Repaid 
size loan of the loan none

1:3 -  <2:1 22 40.7
2:1 -  <4:1 12 22.2
4:1 -  <6:1 07 13.0
6:1 -  <10:1 06 11.1
10:1 & above 07 13.0

Total 54 100

15
04
02
01
02

25 24

loans advanced.

Table 4.16, shows that twenty two (i.e 40.7X1 of the sample farmers had a 

ratio of farm income to loan funds aiven of 1:3 -  <2:1- Of the twenty two farmers, 

two had repaid all the loan funds, fifteen had repaid part of their loans and five had

repaid none. The number of those farmers who had repaid all their
- ,, i ft.niHc: for subsequent ratios of farm 

higher than those who repaid part of the Io

income to loans advanced. It is worth noting that all fanners who attain* A a ratio

of farm income to the loan funds advanced of two to one and above at hast atten p

. . .  ( i .p {c a negative relationship between 
to repay their loans. This may indicate tha

the ratio of farm income to loans advanced to fanners and proicrti

the loans. All the two farmers who had repaid all their loans and had a ratio of farm 

income to lean of 1:3- <2:1 had sold part of their land. If they used the funds from 

the sale of land to repay the loan, then we can conclude that none of the farmers 

who attained a ratio of farm income to loans advanced of 1.3- <2.1 is able to 

all the loan funds. This conclusion is subject to confirmation because the farmers
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indicated that they sold part of their land to repay settlement loans. Some of the 

farmers pointed out that the crops they grow do not fetch enough income to enable 

them repay the loan. They were of the opinion that the introduction of new crops 

tfhich fetch high revenue could help improve loan repayment. However, some of the 

farmers who attained a high ratio of farm income to loans advanced had not repaid 

ill their loan funds. This may indicate the tendency of the farmers to appropriate 

additional farm income generated out of the loaned activities towards their imme 

consumption demand rather than repaying the loan.

E). The Relationship Between Crop Performance and Loan Repayment Performance.

Ve attempt to show in this section the relationship between crop performance 

and loan repayment. Crop performance is dependent on exogenous weather 

conditions, farming methods employed and other natural factors such as diseases, 

Pests etc. As indicated earlier (in chapter 3) the essence of providing loan is to

crease farm production. Crop output is expected to be enough to pay for credit 

,d generate a surplus for the farmer's own use. This implies that crop failure 

,-hich is due to draughts, diseases, poor farm.ng methods etc) may cause poor ioan 

.payment. In this study crop failure was taken to be any situation where actual

ferae# crop yield Per acre is less than the expected average yield of the crop per

, , |v, in the two m-tior crops iri the study area
:re in the study area and we refer onl.

naize and beans).

About two thirds of the seventeen fanners whose crops pel formed 

?paid their loan funds, four had repaid part of the ioan funds and one had repaid 

one (see Ublo 4.17 below,. Only five of the eighteen farmers whose crops had M ed  

> attain their average yield per acre had repaid all then- loan while the remauung 

wo thirds had either repaid part of their loan funds or none.
This makes us
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aspect that poor loan repayment is as a result of crop failure

5 5

'able 4.17: Crop Performance and Loan Repayment by Sample Farmers.

;rop performance Ho. of 
farmers

repaid all 
loan

repaid part 
of the loan

repaid
none

Both crop yields less 
:han their
a pec ted average yield 
xr acre 18 05 10 3

July one of the crop 
yields is less than its 
expected average yield 
per acre 19 08 10 1

Both crop yields were 
equal to or greater than 
their expected 
average yield per acre 17 12 04 1

F) Relationship between Farmers Attitude Towards Repayment of Loan 
Repayment Performance.

Table 4.18: Farmers Attitude 
Performance.

Towards Loan Repayment and Loan R e paym en t

Feelings and/or opinion No. of
f a r m e r s

repaid all 
the loan

repaid 
part of 
loan

repaid
none

Should repay the loan 37 18 17 2

Should not repay th e  
loan 17 07 07 3

Total 54 25 24 5

To capture the attitude of the farmer towards loan rep 

farmers to tell us, from their own experience of using the loan 

have the opinion that the agricultural loan should be repaid.

ayment. we asked the 

whether they feel or 

Out of the 54 sample
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i,mers, thirty seven were of the opinion that loan should be repaid while seventeen 

jcated that loan should not be repaid (see table 4,18), A majority, i,e about 60% 

, the seventeen farmers that felt loan should not be repaid had repaid part or none 

‘ loan funds advanced to them. The farmers who had repaid none of the loan 

jvanced to them and had the feeling that loan should be repaid were two compared 

J t,̂ ree who had repaid none and had the opinion that loan should not be repaid, 

hjs makes us surmise that attitude of the farmer towards loan repayment has some 

taring on loan repayment performance.
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When the farmers who had the opinion that the loan should not be repaid

"ere asked why they had such an opinion, the most outstanding answers they gave

ye:
%

 ̂ Loan should just be given free of repayment obligation to every farmer as

a way of boosting agriculture and reducing the many obligations the farmers 

already have.

Some indicated that the loan did not help them improve their farm produce 

and hence should not be repaid. However, remember that some of the 

farmers diverted the loan funds to other uses and this could be the result 

of low farm productivity.

id) L o a n  should not he r e p a id  because  p a s t  e x p e r ien ce  has  shown t h a t  those* who
r e p a y  t h e i r  loan e n d  up  being  p o o r e r  t h a n  th e y  w e re  before.
When t h e  f a r m e r s  who felt o r  h a d  the  op in ion t h a t  loan should  he re p a id  

wo r e  a s k e d  to give r e a s o n s  fo r  t h e i r  f ee l ings  a n d / o r  op in ion ,  five o u t s t a n d i n g
answers they gave are:

(i) Loan should he repaid to make loaned funds available for other farmers who

would like to borrow,

fii) Repay so that you may be able to acquire another loan.
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■;) Repay to avoid accumulation of debt-

,;) Repay to avoid follow up  and harassment by the lenders,

rl Enable the institution plan well for its activities.

J T h e  Relationship Between Use of Purchased Farm Inputs and Loan Repayment 

Perform ance,

able 4 .1 9 : Use of Purchased Farm Inputs and Loan Repayment Performance by
Smallholder Farm ers.

Repayment Position No. of farmers spent less than 
Ksh. 550 on 
purchased inputs

spent more than 
Ksh. 550 on 
purchased inputs

repaid all loan 24 08 16

repaid part of 
he loan 25 12 13

repaid none of 
the loan 05 05 00

Total 54 25 29

The purchased input, referred to here are fertilizers, - e d s  and Pesticnles. 

■he amount of money in shillings spent on these inputs Per acre .n.Lcate the extent

i  U ,„i, * « » * «  *  « *  « .  .I.—  * ......
i i 4 .nntv ninr of t h f  sample farmers  

ess than Ksh. 550 on purchased farm inputs w n e *

spent more than Ksh. 550 on purchased farm inputs. Of the twenty tun- 

who spent more than Ksh. 550 on purchased farm inputs, sixteen had rep 

loan funds indicating that more than a half of these farmers had repaid all the loan 

funds. Seventy percent of the twenty five farmers who spent .ess U.an Ksh. 550 on 

Purchased farm inputs had repaid part or none of the loan funds ady
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The way the inputs are used matters a lot because use of fertiliser and maize 

seeds was sometimes over applied or over stretched. For example, some farmers used 

a 50 kg bag of compound fertilizer and 10 kg baft of maize seed to plant more than 

1.5 acres of land. Other farmers used more than two and a half 50 kg bags of 

compound fertilizer and one and a half 10 kg bags of maize seed in planting one acre 

of land. The right measure is two 50 kg bags of compound fertilizer and a 10 kg 

bag of maize in one acre. Stretching the use of the inputs and over application of 

the inputs result into low farm productivity and hence poor loan repayment. Most 

farmers also complained of the high input prices.

58

SECTION TWO

4.2 Solutions to the Model Used

In this section we present the computer results of the model presented in 

chapter three. We used a recursive model with two equations in which the 

endogenous variables are determined sequentially. We follow the same sequence in 

presenting the results.

The first equation we estimate in our model according to the sequence ist

LD4 = a0 + al FDi + a2FE4 + a3T0LI1 + a4LMi + a5SA4 + afiSFY4 + U2

The symbols used in the equation are as defined in Chapter 3. The results are 

presented in equation form as shown below.

LD = 0.088 + 0.004 FD,- + 0.09 FEA + 0.188 TOL^ + 0.158 LMi + 1.062 * 10‘5 SAi 
(.669) (.638) (1.187) (2.536) (2.094) (1.02)

-  0.048 SFYj 
(-1.38)

R2 = 0.274 Degrees of freedom = 47
The t -  statistics are in the parentheses.
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Late loan issue and inadequate loan supervision and technical advice are  

statistically significant and positively related to the proportion of loan funds 

diverted. This resu lts tallies with our expectations. Inadequate loan supervision and 

advice is sign ificant at 95% level of confidence while late loan issue is significant at  

99.5% level of confidence. Thus late loan issue and inadequate loan supervision have 

some sign ificant effect on loan diversion in the survey area, with the proportion of 

loan diverted being 0.158 and 0.188 higher for farmers who received their loan funds 

late and inadequate loan supervision  and advice respectively.

The general education o f the farmer, school expenses and farm dependants 

are positively related to proportion of loan funds diverted and are both significant 

at 80% level of confidence. This shows that their effect on proportion of loan funds 

diverted is statistically  insignificant.

Sources of income from farming activities is negatively related to the 

proportion of loan funds diverted as was expected and is significant at 90% level of 

confidence. This inverse relationship indicates that farmers with more sources of 

income from farming activities may not divert loan funds as much as those with few 

sources. The reason could be that this sources provides a continuous flow of income 

to the farmers enabling them to meet most of their day-to-day expenses without 

resorting to diverting the loan funds.

The six explanatory variables in the equation explains only 27.4% of the 

variations in loan diversion. This implies that other important variables not included 

in the model account for 72.6% of the remaining variations in loan diversion. These 

variables may include conservativeness of the lending institutions which was 

mentioned in the literature review (Chapter 21 but could not be included in our 

model as a variable. This is because the sample farmers were drawn mainly from
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three institutions which issu e  mainly agricultural credit -  implying that the answers 

we could get concerning the conservative ness of the lending institutions would more 

or less be the same (i.e no variations). Other factors such a s  transport co sta , hiring 

of farm labour (see  table 4.13) can also erplain part of the 72.6% variations in loan 

diversion.

From the equation above, one may suspect that there is a strong correlation  

between some of the variables. For example one could easily su spect that farm 

dependants (FD) and school expenses (SA) to be highly correlated. If such a 

correlation ex ists, then we would have a multicollinearity problem in our model. The 

existence of this problem imply that we cannot separate the independent influence 

of each of the variables on the dependent variable. However, such a strong  

correlation between the explanatory variables does not exist as can be seen from 

table 4.20 below.
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Table 4.20 Correlation Matrix for the Variables Used in the Equation Above.

LD FE TOLI SFY SA FD LM

LD 1 -0.213 0.390 -0.126 0.097 0.110 0.235
FE 1 0.223 -0.166 -0.235 0.050 0.066
TOLI 1 -0.059 -0.058 0.187 0.012
SFY 1 0.056 0.II9 0.274
SA 1 -0.063 0.135
FD 1 0.014
LM

The second and last equation estimated in our model according to the sequence is as 
shown below:

LA. -  b* + b lhDi bjCPi + b3FYl + b|0Y4 + bsFIj + b6FEt + b?FA| + bgSFYj

+ bgLM1 + Ux
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The symbols used in the equation are as defined In Chapter 3. This is a  very  

I crucial equation for our study for it enables us to relate the explanatory variable 

on the proportion of a r re a rs  on loans advanced to the farmers. Thus, it enables us 

I to determine the relative importance of the factors that affect loan repayment 

performance by the smallholder farmers. The computer resu lts to the equation are 

presented in equation form as  shown below,

LAj = 0.183 + 1.278 LDi + 0.025 CPi -  0.025 FYl -  4.27* 10*# 0Yi -  0.0004 FI.
(0.706) (2.778) (0.403) (-2.156) (-1.092) (-1.999)

+0.068 FBi + 0.072 FAt + 0.105 SFYi -  0.174 LHi
(0.7) (1.888) (1.991) (-1.458)

R2 = 0.509 Decrees of freedom = 44 F -  S tatistics = 5.084 
t  - s ta tistic s  a re  in the parentheses i -  runs from 1 to 54

The ratio of farm income to credit advanced to the farmers is inversely 

related to the proportion of arrears on loans advanced to smallholder farmers and 

is statistically significant at 97.5% level of confidence. This shows that those farmers 

who received a high ratio of farm income to loan funds given have good loan 

repayment record than those farmers who received a low ratio of farm income to loan j

funds advanced. It also shows that an increase in the ratio of farm income to loan I

funds advanced to a farmer by unity may result into a decline in arrears on loan by 

2.5%.

Use of purchased farm inputs is also inversely related to the proportion of 

arrears on loan funds advanced to the farmers and is significant at 95% level of 

confidence. This shows that farmers who use more of the purchased farm inputs on 

their farms have good loan repayment record than farmers who use less of the 

purchased farm inputs. The coefficients of purchased farm inputs is -0.0004 

indicating that increased use of farm inputs equivalent to Kshs. 100 may result into
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a decline in the proportion of arrears on loans by 4%. Care must be taken because 

excessive use of the inputs may result in diminishing marginal returns of the farm 

produce. This may explain a case where a farmer who uses a lot of these inputs 

h arvests little.

Loan administration, in particular supervision and provision of extension 

serv ices is inversely  related to the proportion of arrears on loans advanced to 

farm ers and is  sign ificant at 90% level of confidence. This negative relationship is 

contrary to our expectation. What the negative coefficient shows is that farmers who 

receive inadequate loan supervision and technical advice have some effects on loan 

repayment such that the proportion of arrears on loan is 0.174 lower for farmers who 

receive inadequate supervision and advice, However, the explanation to this inverse  

relationship could be deduced from the complains given by the farm ers concerning 

the supervision  and advice (see page 52). One possible explanation could be that, 

the farm ers who had adequate v isits by the extension officers and agen ts of the 

lending in stitu tion s might have received the supervision and advice at the time when 

it  was not needed. Second, due to lack of practical advice, the farm ers might have 

misapplied the Information given or wasted time trying to implement techniques which 

are  beyond their ability* Third, it is also possible that the farmers were not advised  

during the v isits* These combined could have led to low productivity and hence poor 

loan repaym ent by the farm ers who received adequate loan supervision and technical 

advice compared to those who received inadequate supervision and advice*

O ff-farm  income is  inversely related to proportion of a rrears  on loans 

advanced to the farm ers a s  was expected but is statistically  insignificant* Its effects 

on proportion o f a rre ars  on loans advanced to farm ers is very small a s  shown by its  

coefficien t in the equation above. However, the sm allness of this coefficient may be 

due to the fac t  that only ten of the 54 sample farm ers received off-farm  income.

t
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The proportion of loan funds diverted to non-intended purpose is positively 

related to proportion of arrears on loans given to farmers. It is statistically 

significant at 99.5% level of confidence. It shows that the higher the proportion of 

funds diverted the higher the arrears on loan funds diverted. Its coefficient is 1.738 

indicating that a 1% increase in diversion of loan funds may result in 1.7% increase 

in the proportion of arrears on loan funds.

Attitude o f the farmers towards loan repayment is positively related to the 

proportion of a r re a rs  on loans advanced to farmers and is significant a t 95% level 

of confidence, The positive relationship tallies with our expectations and is 

statistically  sign ificant. Its  coefficient is 0.091* indicating that farmers who have the 

opinion that loans should not be repaid have got a significant effect on loan 

—— repaym ent perform ance with the proportion of arrears on loans given being 0.091 

h igh er for the farm ers.

Source o f income from farming activities is positively related to proportion  

o f a r re a rs  on loans advanced to farm ers and is significant at 95% level of confidence. 

T h is shows that those farm ers with many sources of income have poor loon repayment 

record  than those with few sources. This positive relation is  contrary to our 

expectation. There are two explanations to this positive coefficient. The © O B t  

probable one is that* some of the farm ers must have indicated sources of which make 

a  minor contribution to income hence low income leading to poor loan repayment. 

T h is is  not very  su rp risin g  because we found out earlier in this chapter that most 

o f  the land cultivated is occupied by two major crops -  maize and beans {see tables

4.4 and 4.7). It  may also be a s  a  result of using the small pieces of land for a  

num ber o f activ ities. This may re su lt in subdividing the land into uneconomic units 

which may re su lt in continuous flow of farm income but the income may not be 

enough  to repay  the loan,
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Crop performance is positively related to proportion of arrears on loans 

advanced to farmers and is significant at 60% level of confidence. This indicates that 

the effect of crop failure on loan repayment is statistically insignificant. This is in 

agreement with the views of Harmsworth (1974) that crop failure only occupies a 

subordinate position in explaining defaults. General education of the farmer is also 

positively related to the proportion of arrears on loans advanced to farmers and is 

significant at 80% level of confidence. This indicates that the effect of education of 

the farmers on loan repayment performance is statistically insignificant.

As a whole, the explanatory variables explain 50.9% of the variations in the 

proportion of a r re a rs  on loans advanced to the farmers. Since ours is a  cross- 

sectional data, an R2 of 0.509 implies a good fit. This means that other factors not 

included in our mode] account for 49.1% of the variation in the proportion of arreari 

on loan advanced to farmers. These factors may include lack of a ready market foi 

the farm produce and low price, high interest rates or double interest ra te  chargei 

and confusion a s  to which institution to repay the loan to -  mentioned by farroeri 

a s  some of the problems which they faced in trying to repay their loans. Th< 

correlation matrix below indicates lack of existence of multicollinearity problem (se< 

table 4.21):

Before we make any firm conclusion it is important to mention that the resul 

o f the model a s  presented above are based on all the 54 sample observations. On 

may argu e  that the fact that 25 o f the sample farm ers who had repaid all their loa 

may have influenced the resu lts. Therefore we run another regression  for thos 

fan n ers who had not completed repaying the loan (i.e those in arrears only).

t

V
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Table 4.21: Correlation Matrix for all the Variable Based on Computer Results of t! 

Equation above.

LA LD CP FY FI

LA
LD
CP

1 0.514
1

0.344
0.180
1

-0.391
-0.345
-0.496

-0.408
-0.237
-0.327

1 0.004
FI ' 1
FE
OY
LM
FA
SFY

FE OY

0.355 -0.064
0.213 -0.133
0.308 0.021

-0.260 0.037
-0.149 -0.061

1 0.114
1

LM FA

-0.0002 0.229
0.450 0.084
0.344 0.133

-0.188 -0.044
-0.061 0.081
-0.066 -0.235
-0.023 0.022

1 0.141
1

SK

1

The computer resu lts presented below are those for our major equation  

the model and are  presented in equation form as shown below:

LAi = 0.543 + 1.264 

(1.633) (3,168)

LDi -  0.047 CPA + 0,144 FEA + 0.322 FAt 

(r0.66) (1.590) (3.009)

0.415 LMi 

(-2.955)

♦  0,007 FYt -  6.3*10“*  OYt ♦  0.071 SFYt -  0.0008 Flt 

(0,408) (-1.253) (1.213) (-2.725)

R2 = 0.67 D ecrees o f freedom =19,

t- s ta t is t ic s  is in the parentheses. I -  runs from 1 to 29

I f  we compare the resu lt o f the above equation with the resu lt o f previo 

equation we can observe some outstanding changes. For example:

(1) The constan t remains positive in the above equation as in the prev ious c

r



The coefficient of crop performance changes from positive to negative. This 

was not expected. We expected that the coefficient be positively related to 

the proportion of arrears  on loans advanced to farmers. However* ju s t  as 

in the previous equation the effect of crop performance is statistically  

insignificant.

The coefficient of ratio of farm income to loans advanced to farmers changed  

from a negative and statistically significant coefficient in the previous 

equation to a  positive statistically insignificant coefficient in the above 

equation. It was expected that farmers with a high ratio of farm income to 

loans advanced would have good loan repayment record than farm ers with 

a low ratio of farm income to loans advanced, We suspect that this positive 

coefficient is  a s  a  result of the multicollinearity problem which is evident ir 

the above regression  but was absent in the previous regression. As can b< 

seen from table 4.22 below, there seem to be a  strong relationship betweei 

ratio of farm income to loan advanced and sources of farm income an< 

between proportion of loans diverted and farm income.

The coefficient of loan administration is negatively related to the proportio  

of a r re a rs  on loans advanced to farmers In the equation above a s  in th 

previous one. It is  significant at 99.5% level of confidence in the abov 

equation while it was significant at 90% level of confidence in the previov 

equation.

Sou rces o f income from farming activities is positive in the equation aboi 

a s  in the previous equation* It is not statistically  significant in the abo’ 

equation while it was sign ificant at 0.05 level in the previous equation. Th 

could be a s  a  resu lt of the multicollinearity problem in the above equatic 

The general education of the farmer and the attitude of the farmer towar
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loan repayment are positive in the two equations. This is as we expected. 

(7) Use of puichased farm inputs is negative in both equations and statistically 

significant.

On the whole there has been an improvement in the variations of the 

proportion of arrears on loans advanced to farmers explained by the explanatory 

variables i.e. R2 = 67%. The other 33% variation are not accounted for by the model. 

The table below shows that there are three explanatory variables which are 

correlated, namely, sources of farm income, ratio of farm income to loan advanced to 

the farmers and loan diversion. The relation creates multicollinearity problem.

f n

Table 4.22: Correlation Matrix for all Variables Based on Computer Results on the 

Equation Above* --

LD LD CP FY FI FE OY LM FA SFY

LA 1 0.265 0.165 -0.201 -0.530 0.240 -0.202 -0.223 0.386 -0.078
LD 1 0.127 -0.525 -0.370 0.018 -0.207 0.336 0.119 -0.031
CP 1 -0.329 -0.213 0.149 -0.070 -0.153 0.319 -0.246
FV 1 0.029 -0.186 0.047 0.086 -0.326 0.516
FI 1 -0.104 0.282 0.339 0.070 0,323
FE 1 0.231 -0.005 0.070 -0.050
OY 1 -0.071 0.078 0.036
LM 1 -0.297 0.322
FA 1 -0.349
SPY 1

Although this improvement has been realised, we must also acknowledge that 

the sample size h as been reduced from 54 to 29 and hence degrees of freedom have 

been reduced drastically  i*e. from forty four in the previous equation to nineteen in 

the equation above. This and the multicollinearity problem in the above regression  

weakens our Interpretation of the results. Thus, the resu lts  of the previous equation 

in which all the 54 sample observation are used are superior owing to the fact that 

they are free o f multicollinearity problem and with larger sample size.
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CHAPTER FIVE

CONCLUSION AND POLICY IMPLICATIONS

5.1 Conclusion

The result of the analysis discussed in the previous chapter indicates several 

factors that can help to explain smallholder credit repayment performance. In 

particular, loan diversion, farm income (measured by the ratio of farm income to 

loans advanced to farmers), use of purchased farm inputs, sources of income from 

farming activities and attitude of the farmers towards loan repayment had a 

statistically significant effect on loan repayment performance.

We found the proportion of loan funds diverted to be positively related tc 

the proportion o f arrears on loans advanced to farm ers and statistically significan  

a t  99.5% level of confidence. Our analysis of the factors that influence loan diversioi 

indicated that two factors, namely, inadequate loan supervision and advice and lat 

loan issu e  were positively related to loan diversion and significant at 0,05 level an 

0.005 level, respectively . Late loan issue resu lts from late application for an 

approval o f the loans. The study also found diversion of loans to be associated wit 

early  issu in g  o f the loan e.g. when fertilizer meant for planting and top dressing  

given at the time of planting, most of the fertilizer meant for top dressing is resol 

C ontrary to our expectation, farmers who received inadequate supervision  ar 

advice were found to have a  better loan repayment record. But the complaints rals< 

by the farm ers who received supervision and advice, show that the quality  

•u p erv isio n  and advice affected loan repayment adversely . The complaints imply th 

a  change in the sty le and quality of supervision and advice can have a  positi 

impact on  loan repaym ent performance.

The ratio  of farm income to loans was found to be Inversely related to t
t
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proportion o f a r re a rs  on loans advanced to farmers and significant at 97.5% level of 

confidence. The main crops which occupied most of the cultivated land in the study  

are a  (indicated in chapter 4) are maize and beans. These two crops fetch low farm 

income which resu lt in low ratio of farm income to loans advanced to farm ers and 

hence poor loan repayment.

The study  found sources of income from farming activities to be positively  

related  to the proportion of arrears on loans advanced to farmers and sign ificant at 

95% level o f confidence. This was contrary to our expectations. The positive 

relationship between the sources and proportion of arrears on loans indicates that 

farm ers with few farming activities, probably which contribute highly towards income, 

a re  likely to have good loan repayment records than those farmers with many farming 

activ ities which do not contribute highly to income. It also shows that many farming 

activ ities on the small farms may re su lt in uneconomic subdivision of land among th< 

farm ing activ ities and lack o f concentration by the farmer on farming activ ities whicl 

can  contribute significantly to income leading to poor loan repayment.

Use of purchased farm inputs was found to be inversely related to th 

proportion of a r re a rs  on loans and significant at 95% level of confidence. Poor loa 

repaym ent was found to be pronounced among farmers who did not apply the righ 

quantity  of the purchased farm inputs. Stretching the use of the inputs and ove 

application o f the inputs leads to low farm productivity and hence poor loa 

repaym ent, S tretch ing the use o f the inputs is due to inputs price which farmei 

complained of being too high*

Furtherm ore* the influence o f farm ers attitude towards loan repaym ent wi 

found to be positively related to the proportion of arrears  on loans and significa: 

a t  95% level of confidence implying that farm ers who have the opinion that 1cm 

should not be repaid may have a  h igh er proportion of arrears  on the loans advance
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The reasons they sav e  for their opinion shows that they do not understand the need 

fo r  loan repayment and the consequences of default. Special education to the farmers 

on the importance of repaying the loan funds in time could help change their 

attitu de .

Finally, the study found the other factors considered - crop performance, 

off-farm  income and general farmers education - to have statistically insignificant 

influence on the proportion of arrears on loans advanced to farmers. The 

in sign ifican t influence indicates that arrears on loans advanced to smallholder farm ers 

may be insensitive to small changes in the explanatory variables. The effect of these  

fa c to r s  on loan repayment performance* however, should not be ignored. Probably, 

m ajor changes in these explanatory variables such as radical changes in education  

sy stem  may have significant influence on loan repayment- Participation of farm ers 

in  non-farm employment and good crop performance could be a function of the 

farm ers* education. The fact that the farmers* education on loan repayment is not 

im portant a s  a  factor influencing loan repayment may indicate that it is  special 

education  fo r the farm ers that could be more meaningful than ju s t  knowing how to 

re a d  and write Swahili and English.

Incidentally, other factors such a s  availability of market for farm produce, 

in te re s t  rate  and arrangement for loan recovery which were not incorporated in our 

m odel were considered to be important determinants of loan repayment by farm ers 

in  the area of study* Lack of a  ready market for the farm produce immediately 

a f t e r  h arvest re su lts  in excess supply  on the market and hence low price of the 

prod u ce  resu ltin g  in low income and poor loan repayment- If the market for the farm 

p ro d u ce  is  available at the time when the farmers are faced with problems which 

accord in g  to them require quick financial attention then it may also resu lt in 

d iv ersio n  o f revenue from sales of the farm produce to other uses. In some cases
f .



71

where market for farm produce is made available by some of the institutions, farmers 

evade repaying the loan by selling the produce to other institutions or marketing 

agents. High interest rates make it impossible for the farmers to pay both the 

Principle and interest payments.

5.2 Policy Implications

Several policy measures to deal with poor loan repayment by smallholder 

farmers are suggested by the findings of the study summarized above* We consider 

the policy measures in this section.

To improve smallholder loan repayment performance, we have to minimize 

diversion of loan funds. To minimize diversion of loan funds, loans should be issued 

in time and adequate supervision and advice should be provided. Late loan issue can 

be avoided if late application for and approval of loans can be discouraged. This can 

be achieved if the farmers are informed of the stipulated loan application time. Late 

applicants can be made to pay a fee or be denied application forms. The lending 

institutions can make the stipulated periods known to the farmers through extension 

officers, village barazas and by hanging posters at the various shopping centres 

Late loan approval due to lack of enough staff to assess the application forms should 

be countered by increasing the staff especially at the time when the forms are many. 

Diversion of loan funds can also be reduced when the loan funds for specific farm 

activities are given at the time they are needed. For example, fertilizer meant for 

top dressing should be given at the time when it la to be used.

Supervision and advice to the farmers should be increased to reduce loan 

diversion and achieve good loan repayment record. The fact that technical advice 

and loan supervision are adequate may only be a necessary condition for achieving 

the above two. A sufficient condition entails adequate supervision and advice aimed ! j
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at (i) checking proper use of the loan funds (ii) offering advice on improved fanning 

methods (iii) ensuring that the previous advice is being followed and (iv) 

establishing good relationship between the lending institutions and farmers. The first 

condition ensures minimization of loan funds diverted while the second, third and 

fourth ensure good loan repayment record by the farmers.

To achieve the above conditions, a schedule for visiting farmers who borrow 

agricu ltural loan funds should be worked out and strictly followed. This schedule 

should be detailed indicating which farmer is to be visited on a particular day anc 

what advice is  to be given. Getting information from the farmers themselves is th< 

b e st  way of ensuring that the type of advice they get is the most appropriate  

Combined e ffo rt by both agricultural extension officers and agents of the lendin; 

institutions could be used to achieve this end. Each officer should be assign ed  t 

a t  least a manageable number of farm ers that he can visit, supervise and advic 

adequately within a  specified period of time. Since extension officers advice tl  

farm ers on behalf o f loaning institutions, they should be given suitable monetary an 

oth er incentives to sustain  their in terests in carrying out the duty effectively. Afb 

all, if  the institutions used their own officers to carry out this task they would p* 

them large sums of money.

Introduction of new high value crops could help increase the farm income ai 

hence the ratio of farm income to loan funds advanced to farmers. Horticulture cro 

an d  coffee which are  high value cro p s have a  high potential in the study area, Or 

a  few farm ers have planted these crops In the area. Many farmers should 

encouraged to grow coffee and horticulture crops on a portion of their land to h< 

boost their farm income. Farmers who want to grow these crops should be provid 

with credit facilities and the n ecessary  technical advice. However, concentration  

a  few of these farming activities which contribute highly to income by the farm

h
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can ah. > imp rov «■ 1oari r e p a y m e n t p e r f o r  fii'm r e . T h i s  v-ill t a k e a long time to iIrnple merit
Ij 11 f it nav 1l.’l v.i- a, g<*.d effect on 1 -i ri r»* [mv tn ■ nt by smallhnl de r  f a r m e r s  in th» ■ long
run *

bn g ari h i s a high  pct '-nltial fur g r a d e c a t t l e b u t  far me r s  do not. k<e.-p them
bee,aus e tie ■y a n * not  r e s i s t a n t to (lis ea se S an  d also lac k g r a z i n g  lari d. The
introdviiction of g r ade ca t t l e  espe< ially fu r milk p r o d  Mf:fion by pr .act ic ing ze ro  g r a z in g
can he]Ip inc r e a s e farm income bee auso  t ip .■ p r e s ; e n t  pr ice of mi Ik is h igh .  Th'“ de mand
for milk is also high given that it is consum ed  by primary school children 

countrywide. The success of keeping grade cattle depends on the availability, 

adequacy and reliability of the technical advice and veterinary services to the 

farmers. The number of qualified veterinary officers in the study area should be 

increased to ensure that these services are provided adequately and that the advice 

is reliable.

To improve loan repayment performance by smallholder farmers, there should 

be an increase in use of purchased farm inputs which include fertilizers, improved 

seeds and pesticides. High prices of these inputs discourages their application. 

Unfortunately, the recent decontrol of fertilizer prices has resulted in further 

increase in inputs price and there is little hope for the price to reduce in the near 

future since the suppliers of the inputs aim at profit maximization. There is need 

to control the inputs price again to encourage the farmers to make more use of the 

Inputs. The prices can be lowered if inputs price are subsidized by the government. 

Farmers should also be educated on how to make proper use of the inputs. Extension 

officers hrfve the task of carrying out this duty effectively.

Special education for the farmers could help improve loan repayment 

performance by smallholder farmers. The present 8.4.4 system which offers education 

in such fields as agriculture could contribute a lot in future towards loan repayment.
f
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In the short run, there is need to make adult literacy programmes which were 

revived in early 1979 more useful and attractive to rural population who are 

predominantly small scale farmers by introducing teaching of agriculture as a subject. 

The programme should include teaching the farmers how to use purchased farm 

inputs, improved farming methods, use of credit, importance and consequences of 

credit repayment. This can be achieved if the government can provide qualified 

teachers for these subjects.

A ready market for the farm produce can avoid existence of a glut on the 

market and prevent a fall in the price of the farm produce immediately after harvest. 

The market can be readily available if the lending institutions themselves are 

responsible for the buying of farm produce from farmers. This arrangement is 

convenient for loan recovery and loan repayment administration. Loan repayment 

can be effected by lending institutions deducting installments from farmers revenue 

from the farm produce sales at the buying centres. This is already happening in 

cooperative societies but there is need to extend it to other lending institutions.

The lending institutions should liaise with one another and with marketing 

agents so as to minimize evasion of loan repayment that arises when farmers refuse 

to sell their farm produce to the institution they borrowed funds from. Effective 

tie-up arrangements for both market products and supply of Inputs are necessary 

for improving loan repayment performance. Organized arrangements for marketing 

are necessary in all cases where surplus is realized. It may be worthwhile to try 

to integrate credit and marketing agencies in one body who will synchronize farmers 

credit needs and marketable surplus. This can only be achieved if alternative 

channels for buying the farm produce not known to the lending institutions can be 

sealed*

The buying centres should be established at every marketing centre in the
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study area to reduce the transport cost that farmers incur in transporting their farm 

produce for sale. This can easily be done since there are spacious buildings at 

these market centres that can be rented cheaply for the purpose of being used as 

buying centres for the farm produce.

Interest rates should be levied according to the profitability of the project 

or activities financed by the loan funds because high interest rate affects the loan 

repayment performance of the farmers in that farmers are not able to repay the 

principle and the interest payment. Double interest charges should be avoided. This 

is possible if each of the lending institutions is responsible for lending and 

recovering of its loan funds directly.

5.1 Implications of the Study Findings to Kenyan Agriculture

The findings of the study are applicable in many of the agricultural areas in Kenya 

for a number of reasons .

First, the bulk of Kenya’s arable land is occupied by small scale farms. 

The farmers who provided data for this study were small scale farmers. Second, the 

provision of agricultural credit is one of the strategies being used to speed up 

agricultural development in Kenya’s Bmall scale farm sector. One of the setbacks of 

smallholder credit programs has been poor loan repayment. This study is concerned 

with factors affecting the smallholder credit repayment performance, an issue which 

is very important for the success of many smallholder credit programs.

With this few remarks, we conclude that this study is relevant to Kenya's 

agricultural sector and it implies the following:

Use of agricultural credit for the intended purpose, attaining farm income 

such that the ratio of farm Income to loan funds advanced to the farmers is high, 

provision of a ready market for the farm produce, proper use of purchased farm
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inputs, concentration on a few farming activities which contribute highly towards 

farm income, changing the attitude of the farmers towards loan repayment so that 

they bear the feelings and opinion that loan should be repaid and adequate 

supervision and advice among other things can improve loan repayment performance 

by smallholder farmers. In addition to the above stated positive measures, timely 

issue of loan funds and adequate supervision and advise can help reduce the 

proportion of loan funds diverted to non intended uses.

tj ;
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APPENDIX 2

Questionnaire :

Greetings and Introduction .

Explain Purpose o f  the interview  and ask for permission to conduct
i t
1.0 Personal Background.

1.1 The person interviewed. a) farmer--------------- . b) the w i fe ----------

c) son ------------------  d) daughter ------------------  e) other person

( spec i f y ) ---------------------------- .
1.2 Age o f  the f a r m e r ------------------ s e x -------------------------------- .

M a r ita l  status  ----------------------------------.
1.3 General education le v e l  o f the farmer (a )  farmer can read and

w r i t e . -----------------. ( b )  cannot read and w r i t e --------------------------- .
1.4 For how many years have you been fa rm in g ? ---------------------------- .
1.5 Are you a lso  engaged in o ff - fa rm  employment? yes ------- no -----
1.6 I f  yes, spec ify  whether; a) you run o f f - fa rm  bus iness ---------.

b) are wage em ployed -------------------- . or
c) both ( a )  and ( b ) ---------------------------- .

1.7 I f  you run o f f - fa rm  business, what a c t i v i t i e s  and 

approximate annual (o r  monthly) income you draw from them.
A c t i v i t i e s  A p p r o x . annua l income

1.8 For how long have you been running the business?-------  years.

1.9 I f  you are wage employed spec ify  type o f j o b ------------------------ •
1.10 What i s  your approximate annual (monthly) income.

0 -  500
501 -  1000

1001 -  1500
1501 - 2000
2001 - 3000
3001 - 4000
4001 and over.

t
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2.0 A g r ic u ltu ra l  C red it :

2.1 Have you got any a g r ic u l tu r a l  c red it  in the last  three years?
yes -------------------------- no ----------------------------------- .

2.2 I f  yes what year d id  you get the l o a n ? ---------------------------- .
2.3 How much cred it  did you get? Kshs. ------------------------------------.

2.4 From which in s t i tu t io n ? -----------------------------------------------------------.

2.5 For what purpose was the c red it  granted?

a) ( Purchase of f e r t i l i z e r -----------------------------------------.

b) purchase of improved seeds --------------------------------- .
c ) purchase o f l iv estock  --------------------------------------------- •

d) purchase of in se c t ic id e s  ------------------------------------- .
e) others ( s p e c i fy )  ---------------------------------------------------.

2.6 Was the loan given to you enough to cover the costs  of the

p ro je c t? ------------------------------------------------------------------------------------------------
2.7 On what items did you ac tu a lly  spend the loan funds?

Item Amount

a) --------------------------------- ---------------------------------------

b )  .......................................................... -  — ------------- --------------------------------

c) --------------------------------  ----------------------------------------

d) ......... — ..................  .........- ...........................—

e) others (s p e c i fy )  ----------------------------------------

2.8 What reasons did you have fo r  spending the loan on items you 

sp ec i f ie d  in (2 .7 )?

3.0 Farm dependents.
3.1 How many people re s id e  permanently in your home since the time

o f loan issue? n o . ----------------------------------------------- *
3.2 How many arc dependant on y o u ? ------------------------------•
3.3 Amount o f school expenses ( i . e  co l le ge  fees, school fees,

bu i ld in g  funds and other expenses) incurred in the year o f  

loan issue, K«h. - --------------------------------------------------------------------- -

f
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4.0 Farm Operation, Output and Farm Income:
4.1 How big  is  your farm? ----------------------- acres.

4.2 How many acres do you have under cu lt ivat ion? ---------- acres.

4.3 Vthat s iz e  of your land was under each of the fo llow ing  

a c t i v i t i e s  in the year o f loan acquisition?
a ) Maize ---------------------------------------- acres

b) Beans ------------------------------------------  acres

c ) M i l l e t ---------------------- - - - -------------- acres

d) S u n f lo w e r ----------------------------------------- acres

e ) P a s t u r e ---------------------------------------------- acres

f )  Others (sp ec ify )  --------------------------  acres

4.4 How much did you harvest from each o f  the fo llow ing crops in

the year you acquired the loan?
a )  Maize -----------------------------------  Kgs( or 90kg bags)
b) B e a n s -------------------------------------  Kg (o r  90 Kg bags)
c )  M i l l e t -------------------- --------------"KorokorosVdebes . 1

d ) S u n f lo w e r --------------------------------kg
e )  Other (sp e c i fy )  ---------------- ------------------.

4.5 How much o f the above mentioned crops harvested in that year 

were sold?
a )  Maize -------------------------------------------------------Kg (o r  90Kg bags)
b) Beans -------------------------------------------------------Kg (o r  90 Kg bags)
c )  M i l l e t ------------------------------------------------------- "Korokoro" or debes

4.6

4.7

d)
e )

Sunflower — -----—
Others ( s p e c i f y ) - *

At what p rice  did you se l l?

a ) Maize * ----------------- --------  Kshs/Kft

b ) Beans ------ --
c ) M i l l e t  --------------------
d ) Sunflower - - - - - - - -

e ) Others ( s p e c i fy )  -

Do you keep l ivestock on th is  farm? ------

*One Korokoro o f  m i l le t  weigh about two kilograms while one 
Debe o f  m i l le t  weigh about s ixteen  kilogram s.
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4.8 I f  yes how many o f  the fo l low ing hid you have during the year 
o f  loan a cqu is i t ion ?

Type o f  L i v e s t o c k  S'wnbcr

Grade and Local c a t t l e :  
bu l ls  

milk cows 

ca lves  

oxen

sheep and goats 

others (s p e c i fy )

4.9 Approximately how much 

sa le  o f  milk since you

4.10 L ivestock sa le s  s ince  loan issue?
I t em  iVo Y e a r  o f  s a l e  Code o f  O r i g i n  P r i c e  i n  Ksh

c a t t le  --------------- ----------------------  -------------------------- --------------

money do you make monthly from the 

were issued with loan? Kshs.---------

Sheep 

and Goats

Others --------------  --------------------- ------------------------- ----------------
(s p e c i fy )  --------------  --------------------- --------------------------  ----------------

Code o f  Origin  : Born on Farm (b ) Purchased by c red it  (c )

Other o r ig in  (o )
4.11 Have you sold part  o f  the land since the time you were issued 

with l o a n ? -------------. I f  yes, spec ify  ( a )  Year of sa le  ---------•

(b )  Acres so ld  -------------------------------------------
( c )  T o ta l amount in Ksh.
(d )  Reason fo r  sa le

: I

t
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5.0 

. 1
Purchased farm inputs.

Approximate ly  how much money did you 

in the year o f  1oan acqu is i t ion?

a}  F e r t i l i z e r ------------------------- Ksh.

b) Improved s e e d ------------------------Ksh.

c )  In s e c t i c id e s  ------------------------Ksh.

Others ( s p e c i f y }  --------------------  Ksh

spend on

per acre 

per acre 

per acre 

. per acre

the items

per year, 

per year, 

per year, 

per year

be l ow

6.0 loan repayment.

6.1 What was the loan repayment period? --------------------------- yrs,

6.2 Was the loan to be repaid in lump-sum or in instal lments?

6.3 How much have you repaid? Ksh. ----------------------------------------- .

6.4 How much is  overdue and has not been repaid? K s h . -------------
6.5 For how Ion# has i t  been overdue? -------------------------------  year.

6.6 Is  the repayment done in cash or in kind? ----------------------------- .
6.7 Approximately what is  the distance between your home and the

lenders*  o f f ic e  or loan repayment point? -------------------------- Km.
6.8 Before borrowing c re d it  from the in s t itu t io n s  you spec if ied

did you have any other overdue debt? y e s ------ n o -------------------.
6.9 I f  yes, sp ec ify ;  a ) the source of the lo an .----------------------

b ) amount given --------------------------------------------- ---------------*
 ̂  ̂ c) purpose fo r  which i t  was g i v e n ------------ ----------- •

J) amount overdue ------------------------------------------------------ •
6.10 What problems do you encounter in try ing  to repay the loan 

funds?

7.0 Farmers A ttitude  Towards Loan Repayment.
7.1 From your experience o f  use o f  the loan what is  your opinion  

and/or fe e l in g s  about repaying the loan?
a) loan should be repa id . ------------------------------ *
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b) loan should not be repaid, ----------

7.2 What reasons do you have for  your answer above

7.3 ( for those who have not completed repayment) Given enough money to enable

you repay the loan, would you pre fer  : ( a )  repaying the Joan 

r i ght  away or { b ) invest ing  the money in other p r o f i t a b l e

p ro jec ts?  -------------------------------------------------------------------------------------------- .

8.0 Loan Administration

8.1 Do you receive any v i s i t s  from extension o f f ic e rs?  yes ----
n o ----------- , I f  yes on the average how many such v i s i t s  do you

re c e iv e  in a year? -----------.
8.2 Were you ever v is i t e d  by o f f i c i a l s  from the lending

in s t i tu t io n s  on the fa rm ? -----------------------------------------  I f  yes, how
many tiroes did they v i s i t  you every year since loan was issued 

to you? ------------------------------------- .
8.3 Do you ever attend farmers tra in ing  courses in the near by

farmers tra in ing  in s t i tu te  or on demonstration farms?-------- .
I f  yes how many such courses did you attend in the year when
you acquired loan?*------------ ---------------  and years a f t e r  loan

acqu is it ion ?  No.--------------  (a v e rage ).
8.4 Purpose o f  tra in ing  attended ------------------------------------------------- -
8.5 Have you ever attended some loca l barazas where Extension

O f f i c e r s  addressed you? -------------------- ---------- . How many such

barazas do you attend every year? ----------------------------------•
8.6 Are you s a t is f ie d  with the extension serv ices and advice from 

o f f i c e r s  of lending ins t i tut i on? yes
8.7 I f  no, give reasons.

no
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9.0 General

In your opinion what should be done to improve loan repayment 

by farmers?

a)

b)
c )

d )

THANK YOU 

Persona l  comments


