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Judith Heyer

Abstraet

The provision of suvsidised eredit for smallholders
is widely supported as imnortant means of enciuraging small-—
holder sapital formation and production, and as cne of
the ways of redressing the halanee between smalliholder
agriculture and the rest orf the econony. In this paper,
Kenye's expericncs with smallholder cradit is reviewed
and some of the major issues oflrelevance to peliey in
this field are examined,
involved in small-

Pirst, the macrosconomic sues

réicularly its
the

S

issue
holder ercdit policy are discussed, pa
relationship to aggregate savings ana th
investment at the macro level., The casz for providing small-
holder credit on fully commercial terms is then reviewed,
and the argumcnts »nresented Zn its favour are strong. The
sase for providing eredit at subsidised rates rests on
arguments of more limited application in practice, suggest-
ing that the place cf subsidised credit might be more
modest than had bvesn thought., Finally, some institutional
gquestions are raised and some alterncetive approaches to
those being followed at prescnt in Xenya, are suggested.

productivity of



St LIAOLDER CREDIT IN KENY.L AGRICULTURE

Introduction

There is strong support for smallholder credit prozrammes
both in official circles and arons 2id agencies involved in Kenya.,
It is felt that credit would cenable smallholders with limited
financial resources to undertake farm developments that they
would otherwise be unable to undertake; that it would increase
the amount of capital usced on sinallholdings; that it would lead
to a faster rate of adoption of farm innovations; and that it would
gcnerate increased incomes for smallholders who as a group are at
the lower end ¢f the income distribution scale, Smallholder
credit is secn as one of the most tangible and obvious ways of
encouraging smallholder oroduction. Yet the success so far
gquerienced with smallholder credit in Kenya is limited. There
has been disappeintment at the rate a2t which it has been possible
to extend credit; there has been disappointment at the poor repayment
reeord; and there has been a suspicion that the credit that has
been extended has nct led to the marked incrcases in productivity

and output that were expectced.

In this paper some of the assumptions underlying the
smallholder credit progremmes in Kenya are cxamined against
available evidencs, and this is used as a basis for rccommending
a recongideration of smallholder credit policy. The major issues

that .&re aiscusscd are:

(i) whother oredit is crucizl of smellholder develop=

ment;

(ii) whether smallholder credit should be provided on

commorcial terms, on subsidised teorms, or bothj

(iii) what institutionzl arrangements are likely to be

most cffeetive in meeting the necds,

The assumption that credit will provide a sirong stimmlus
to smallholder devclopment needs cxaminaticn., There are two possible
explenations of the low rate of capital formation in smallholcer

agriculture, (if indeed it is so low). It is possible thot the



rate of capital formation in smallholder agriculture is low
because of the difficulty of financing investments that would be
profitable if the fimunce could be found. ilternatively, it is
possible -that the rate of capital formation is low becausc

returns to investmént are low. The question of returns to
smallholder investment is eriticaitc smallholder credit policy.
Different policy responses are appropriate depending on whether
returns are low or high. For smallholder credit nrogrammes,

from the national point of view,; it needs tc be shown not only
that returns to investment in smallhclder agriculffumczare sufficient
to cover the accounting cost of providing the funds to finance the
investments, but also that the returns gre sufficient to justify
the use of development funds and other resources for credit
prograrmes rather than for alfernative development programmes in

smallholder agriculiure or clscwherc,

If smallholder credit programmes still deserve priority
in the above terms, the next question is whether eredit should be
provided at commercial rates,l subsidised rates,or both. . The
argvment for providing credit at commercial rates is that the
resources involved in providing smallholder credit have an
opportunity cost tc.the cconony as a whole; that providing ereditatd
ee¥mereial rates will ensurc that smallholders will only use the
credit if the returns they expect more than cover the cost of
providing the credit; and that in as much as resources involved
in providing credit are scarce, providingit ai$ commercial rates

will ensurce that the resources go whore returns are highest.

The argument for subsidised credit, on the other hand,
is the familiar argumnent that commercial rates do not truly
reflect the opportunity cost of providing the credit, and that
smallholder estimajes of returns are not a true reflection of
returns to the cconomy. This argument, rcsting on the difference

_ o and return
tetween social and private cost/ is strong in the case of small-

holder credit, and it is examined at some length in this paper.



Finally, there is the question of the approppiate
institutionsl structure for the provisicon ~f smallhelder credit.
At present we have the cooncrative marketing soeieties, contrcolled
by smallholders in small communities, as onc of the main foei
for short-term credit. e also have the national agricultural
eredit corporation which is highly centralised and thinly sprcad
thrcusgh the smalliholder areas as the main fbcus for medium-térm
credit for smallholders. The commercial banks, which extend short-
term credit, up to 3 yoarssoperatc their smallholder credit
programmecs in a similer way to the national credit corporation.
Neither the commercial hanks nor the national credit eorporation
is involved in the local comvmunities. They have little accese to
local knowledge bhelow the district level of individwal applicants,
local vieus on the likely succese of particular inwvestmsnt
propositions, cr local sancticns that could bc useful in enforcing
repayment obligations. The top-heavy burcaucracies that act as
substitutes are costly, and experience to date suggests that they
are not very effective., The difficulty on the other hand with
local participation is thot it opens the system to local political
influence and corruption. But inercased local participation
certainly needs to he considered as one of the rossible solutions
to the administrative problems faced by Kenya's smallholder eredit

schemes.

The: paper siarts with a survey of experience with small-
holder eredit in Kenya. This is followed by a discussion of the
maeroeconomic- relationships that arc involved in smallhclder credit
programmnes. The case. for providing smallholder credit on commercial
terms 1s then exam%ned. and the ease for subsidised eredit shemes.
In these sections ?he question of returns to smallholder investment
is prominent. These sections are followed by a section in whiol,
alternative institutional possibilitics are discussed. Pinally,
the paper cnds wifh a section in which policy recommendations are

drawn together. |



Smallholder Credit in Xcnya

The first official credit for smzllholders was given in
1948. It was rot urtil the late 1950s that the commercial banks
came in with the provision of short—term credit in Central
Provinces The informal channels o7 lending and borrowing in the
rural areas are very poorly documented, znd although these undoubt—
.2dly exist, therc has certainly becn none of the mongylending
tradition in Kenya that is so common and oppressive in many Asian
countries. This may be partly attributed to the fact that
lending to Africans was not permitted by law in the colonial
period. (Loans above Sh.lOO/— were not permitted by law but the
District Commissioner could waive this prohibition in special cases.)
The faect that money lending has not developed is more likely to
be attribu%able to the fact that therc was little demand for credit
in the relatively underdevcloped and recently monetised rural
economye. In rceent deeades there has been a certain amount of
lending and borrowing among relatives; there has been some lending
and borrowing amcng clan groups; andthere has been some lending
by traders in rurczl markets. It would not be surprising to find
a few moneylenders emerging in some of the more advanced small-
holder farming areas before long. Host of the lending has been
on an informal basis, with no reccgniszd interest charges,2 but
very little is known about the way in which the different systems
operate, the extent of informel lending and berrowing, the mutual
obligations involved, and so one It would be interesting 4o have

more information on the informal credit channels.

The first loans from official sources came from the
African Iand Utilisztion and Settlement Board, latcr krown as the
African Land Development Board (ALDEV) which storted lending to
smallholders in 1948 for "farm development". Between 1948 and 1959
a $otal of &77,50e was extcnded to smallholders throughout Kenya
through ALDEV.® The sums involved were small, the majority between
Sh.1000/- and Sh.2000/-, and only a very small mumber of farmers
was reached in this periods The loans were generally for 5 years,
with a 1 year moratorium, and squal anmal instalments in the
remaining 4 years. The interest rate was 4%% in 1948, thanE%w inmest
the 1950s, and finally 6% in the late 1950s. In the early period
the loans were for tencing, terracing, manuring, toole and machinery
_ara the payment of labour was included. (Iabour is often excluded

_now, but there has been some discussion lhout the desirability of



reintroducing it). In the late 1950s the omphazis changed to
fertilisers; grade cattle; planting materials for coffee, rice,
pineapple and pyrethrum; and afew piped water supplies, tractors
and farm buildings. The loans were adminigtered by district
agricultural staff in addition to their normal duties, and in
some districts the administrative burden on these staff was a
serious problcm towards the end ¢f the period. The loans were
available to 'creditworthy' farmers with 'goocd investment
proposals'. There were also some loans provided by district
councils using 4Lfrican Betterment Funds financed through cesses

on agricultural produce.

Loans contirmed to be administered by LALDEV with the
help of district agricultural staff until 1963 when the national
Asricultural Finance Corporation (4FC) was set upe. 4fter 1959,
smallholder loans were advanced on a much larger scale, with the
help of substantial foreign loans. Between 1955 and 1965, £694,697
was loaned to smallholders.” This incluued loans from the
Internationzl Cooperation idministration (ICA) revolving fund from
1959 to 1963, loans from the IBRD from 1960, loans from the West
German Government from 1963, and loans from the Xenya Government
from 1964. The average loan was still between Sh. lOOO/— and
She 2000/? rising slightly over the period, but the total mumber
of smallholders who received loans grew rapidly. Between 1948
and 1959 the number of smallhclders receiving loans averaged 2
little over 100 per year. Between 1959 and 1965 the average
rosc to well over 1000 per yea,r.7
The 1966~70 Development Plan included on ambitious programme
smallholder credit which was intended to rise to £443 million for
the plan period, reaching 3 per cent of the smaliholders outside
the settlement schemes and the pastcral areas (for much of which
separate crelit arrangements were made although non-iiasail pastoral
areas are not at present eatered for at all.) In the event the
programme was scaled down, The current Development Plan 1970-T4
includes a more realistic programme. In the current plan, the AFC
has becn allocated £1.9 million for smallholder credit, and £425,000
has been allocated for short~term loans through the Cooperative

Bank. The AFC is expected to provide a- further £1.5 million from



its own resources in addition o £300,000 which is revolving.

The finance comez from diffcrent sources: the IDi which hac a
prcject in 15 districts in which land registration has onabled land
to be used as sccurity for loans (£1.1 million 1970-74); the West
German Kreditanstat fur Wiederaufbau Kisii/Kericho project which
started before land titles were availatle iz those two districts
tut which now a2lgn uses land as security (£112,000 1970=74);
tother new loan programmes' (£0.7 million); and the AFC's own
funds which arc to he usced amonyg other things where no lzand
titles are availakle. The IDu and West German crcdit programmes
are for a wide range of farm developments, but in practice they
tend to favour dairy cattle investments. The loans are for 2 - 7
years, and the majority are betwecn She 1500/~ end Sh. 10,000,

The IDA progzramme is suppcsed te be accompanied by 2 30 increase
in extension and lcan administration staff provided by the Kenya
Govermnent. The WHest German programme includes intensive

supervision as part of the aid agrecment.

A snall amount of short—itcrm credit is available to
smallholders for wheat and maize as nart of the Guoranteed !Hnimum
Return (GMR) scheme. Amzllholders arc oligible under this scheme
(which was designed for large farms), fow which the minimum a0reage
is 15 (6 hectares). ERclz$ively few smallholders have applied for
these ioans, a8 the minimum acreage is highe In 1968 and 1969
smallholders were allowed to apply in grouns but this is no longer
allow?d.

f

{ Sacrt=teorm credit is also being extended through the
cooperative mcvoment.d Iniiizlly this is copding from the coopcrative
movemeﬁt's funds and from £425,00C allocatcd to the Coonerative

Banx ﬁy the Government for this purpose, The intention is to

exrahd the scheme if it is successful., 4 substantial amount of

oredit was outstanding at the end of 1968 in the cooperative movemsrt.
Acdarding to0 the 197C=74 Dcvclopment Plan "At the cnd of 1968 it

was estimated that ohout K&L.3 millidn wes owed to societics by their

members. Much of $this had been outstanding for a long period and



. many o. the loans had beca issucd without
spcecific conditions concerning repayment periods and intcrest
rates, ctce, being specified."9 Thc new scheme is being tightly
administercds Only socictics that qualify can participatce. The
qualification is that they be well managed and this is judged
by whether their accounts have bcen audited up to date for the
past threc ycars, whether they arc recommendea by a Coopecrative
Officer, and {wherc rclcvant) whether their Union qualifies,
Socicties that qualify for the loans scnemc lend to members and
arc responsible for collecting repayments and repayinz the
loan. In 1972, there were § unions that were qualificd and
participating, and 83 sccictics of the 104 affliliated with
the_ qualified unicns wcre participating%IMHost of thesc uwere
primarily epgaged in markcting eoffcc. In/%hree years 1970 -~ 1972,
nearly &£500,000 was cxtconded by the Cooperative Bank under this
schem¢ and more must have becen cxtended from Cooperative socicty

and eooperative union rosourecs.

In addition to thc AFC and thc coopcratives, the other
official organisations cxtending srcdit to ,smallholders arec
the Kcenya Tca Development Auwidhority (KTDA);the Pyrcthrum Board,
the Cotton Lint and Seed Markcting Board; and the Settlement
Pund Trustecs which arc outside the scope of this papcre.
Settlement schemes have becn treated very differently as far
as ercdit is conccrnced and s discussion of the issues involved would

require a ScparatC DapCre

The XTDA lends for fertilisers and it used to lend also
for planting matcrial, but whon vegetativce propmgation replaccd
the previous system of establishing ncw tea the planting materiall -- -
loans werc discontimaede Fortiliscr loans are gvailablc for tea
at lcast 4 yecars old snd are repayeble in 1 yeaé. Started in the
carly 1960s, thesc loans wecrc given for 51% of 4he possible total
acreage in 1968/69 and again in 1969/70. They are repaid over
onc yvcar through 20% dcductions on net payments for grecn lcaf.
The loans that used to be given for planting matcrial werc much
longer: they were repaid over about 15 years through deductions

on the deYivery of leaf.'LL

The Pyrctiarum Deoard supplies pyrethrum plants and fertilisers
to Cooperative societies on credit rcpayablc in six instalments

from months 7 - 12 after plantinge It <™:rges no intcrest on this



ercdit. The materizls cupplicd on credit have h.cn sufficient for
1006 acres (400 hectares) in 1970/T1 and 1971/72, about 2% of the

total acrecage.

The Cotton Lint and Sccd Karkoting Board gave loans
in the carly 1660s, and siuce 1567/68 thesc have been provided
through the AFC. Substantial sums have bcen involved but rccovery
rocords have becn very poor. ,Loans to coopcratives and small
growcrs werc rccorded as £111,583 in 1968/69, and £160,661 in

. . - 1,
1969/70, but no scparatc figurc for small growers vias available,

The commcreial barks lead to smallholders short-tcrm,
the median period being about. 18 months ana the longest about 3
ycars. At the ond cf 1965 it was cstimatcd that about £4C0,000
was outstanding to 3,400 smollholdcrs, about S0 per cent in Ccntral
FTovince.l4 Since thon there has becen morc londing in other arcas
as wcll as in Central Provinec, aceording to onc sourct the number
of loars in Vyecri and Kisii is far larger than from officisl
sources.l5 Commercial bank ratce arc higher than those charged,
by the other lending agoreice; they usuzlly insist on mortznges,
althcugh in Kisii they wore lending quite extonsively before” land

<

rogistration had occurrcd;lofarmers fcar the harshness with which
comacrcial banks cnforcc repaymcnt.l7 Theccomncrcial banks usually
insist on somc previorg conncciion with the bank cither in tlic
form of a savings account or a currcnt aecount, and ithey prefer

to lend to people with regular sources of non~farm incomc.

Very littlc is knouwn about irader credit, or crcdit from
rclatives, clan groups, and fricnds. Casual c¢videncc suggests
that it guite sxborsive but that few accepted norms have yot developed
with respect to tcrmse. Until recently, most of the official credit
aveilable to smallheldors was medium—tcrm: 3=7 y¢ars. THe cxecptions
ucrc the KTDA tea fortiliscr locans, cotton loans, pyretlirum loans,
and the loans for wheoat and meizs under the GMR system. At the
cnd of the 1960s thorc was a change of policy, and short—tcrm crcdit
is now getiing meore cmphasie through the ncw cooperative credit scheme
which startcd in 197C. If onc includcs the commercial hanlk crcdit,

short—~term crcdit may have been as importat as mediuwmterm _for



some time and the coopcretive credit scheme may simply be giving

18

it a firm ascendance over medium=term credit,

The  purposcs for which credit is available arc limitcde
e IDA loan, which is the main source of medium term credit in 15
districts in which land has Tcen recgistcercd, has been very
predominantly for grade cettlc and relatcd investmemtss In 1970/T71,
83 per cent of the total walue of the IDA losns to smallholders was
for prade cattle purchascs (51%), dairy cquipment, fencing, clearing
and cstablishing pasture, and watcr development, all of wiich may e
assumcd to bec associatcd with dairy cattle cnterprises. Only 13
per cent was for crop dcvelopment, and farm mechanisation, for
cxamplc, was rcsponsiblc for such a small amount of the total that
it gets no mcntione. 19 These loans are supplemented by the tca
fertiliscr loans, cotton loans, pyrethrum planting loans, and
wheat and maizc loans under the AMR schemc. The newly startcd
coopcrative credit scheme will providc loans primarilygfor
coffce vproducers, in its initial stages at least, but the loans wll
not bc ponfined to the dcvclopment of coffec, Loans arc aveilable
for limited range of cntcrpriscs, and as long as the currcnt
arrangements continuc it will be difficult for smellhclders to
get loans for the development of food creps; for the establishment
of .tca, for horticuliural products, and for many othcr spgeifie
purposcs. The cxclusion of labour from many of the credit schomes
is another restriction that has serious implications at $hc smalle

holder 1level and beyond,

The intcrest charscd on smallholder credit varics. In
rcocnt years it has beoen T on loans from the AFC, but it is a
condition of the IDA loan phasc II that it be raised to 8% The
cooperative credit schome allows some flexibility in the ratcs
charged by societice but rceerntly the rsote has been 10% in many
societics. Commcreisl banks have becn charging 9%e. “Thcre is
littlc question thet these rates arc subsidise@, Smallholder credit
is probably chcapcr than thc opportunity cost of the funds?on
making nc allowansc for thc heavy costs of administering thc crcdit.

Evcn the commercizl banks appcar to be operating smallholder orcdit
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sohcmes that gre at best marginally worth while, depending on
the way in which onc valucs the funds, Thc subsidisation of
smallholdcr crcdit .raiscs important issues that arc discusscd in a

(=3

'later scctione

)

The sclcction critcria are important as the means by
which availablc supplics of funds ars rationed among a large
numbcr of wdpplicants. The criferia in use a2t the moment appcar
to be somc notion of crcditworthiness, somc notidn as to the
viabilitv of the investmont, and somc ability to. provide scouritye.
Loans are morc likely to be given to pcople with rcgular off—farm
incomess they arc morce likcly o be given to pcople with cstablishcd
rcputations ag good farmers ang as mcen of intcgritys; thoy arc mozm
1ikcly to Be given to pcople wro have ample resources to carry
invcstments through., The critceria clcarly fevour the farmcrs who

.

arc rclatively well off, the formers who only farm part-timc,
the farmcrs who have adcquatc.resources glrcady. The critcria suggest
g preecoxpation with the akility to repay rathcr than whcether
or not the farmcr really nceds the credit. This may make scnse for
a commercial echcmc, but it is herdly consistent with thc appropriate

goals of an officisl subzidiszed credit programme.

In spite of these critcria, the rcpayment rccord is poors
The situation has dcteriorated in the 1960s as smellholdcr ercdit
programmes have boern expandeds In 1966, TO pecr cont of 'the total
numbcr of lcans were overduc (rcproscnting 43 per cent of the total
amount )e OFf these, 47 nor cent (GCrescnting 22 per ccnt of the
total amount), had becorn ovirdue for morc than a yeare. The smaller
loans werc clearly morc heavily in arrvarse According to the 1970-74
Devcelopment Flan smallholder loans are still 50 per cent in arrcars
which suggests littlc improvemcnt. In 1966, the rccord was good in
somc districts, and very poor in othorse  In Kerigcho district only
4% was  overduc.for morc than, a ycar, and in Busia only 3 In
Kilifi, at 4hc other cxtreme, 52% of the total amount was overdue

for morc than a ycar in 1966, and in Kitui 50%.

In part this is obviously an administrative problcm, It
does not nceessarily signify failure on the farms conecrncd. It
may be that rcpayments hove not been suffidenmtly strongly solicited.

But cven if the problem is administrstive, it has scrious implications.
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It limits the cxtent to which the funds can revolve and be used
to finonce new investincnts on new farmse It also limits our

ability to atiract more funds for smallholdcr credit in futurc,

The administrstion of smallholdesr credit in Kenye varies.

The AFC operates through district branches and submbranchcs but
only avbout 1 in 3 districts in Kenya have thesc, The tranches

and sub-branches are msnned by about 120 field staff altogcther,21
each branch or sub-branch averaging about T=8 staff. The branches
scrve the large farms as well as the small, the bulk  of the
business s1ill rclatirng to large farms. Tor the smalllcldcer loans,
most of the time of thc AFC officers is tgken up with the filling
of the individual anwlications for credit,; and the irocc-ssiﬁugaof

theg% apolications. APC staff wvisit farms to help fill in/éppiications
he shich arc alse filled in by agricultural staff, and thesge visits

take quitc o lot of time., Once the loan has been granted, there is

li$tle further contact wuith AFC staff, houwcver. K Farms may be

visited if the repayments arc seriously cverdue, in which case the

farmer is chorged 35/ for thoe visit.zz” Government agricultural

staff also helfy to fill in appliceticn forms and have to support.

the loan epplications. The ogricultural staff nave other responsibilities,
and they oftcen fina that loans work takes up a dispronortionate

amount of their time. It can e  ayguced thet it is undosirable to

involve agricultural cxtcnsion stagff in the administration of loans

as thig dcsiroys their advisory rcletionship with thoir olicnts.

There ig no doubt that AFC loan adminisiraiion is weak in smoll=

holder arcas. An importaont queetion is whether the cost of

providing a merc adequatc scrvice would be justificde

The commerdal barks are in a similar position to The AFC
but they do not have the support of the agriculturcl sxtcnsion staff
to which the ATC is cntitled. The Standard Bank cmploy a field
officer at every major branch and hc goes cut to small farms, to
f£ill the loan spplication forms much as the staff of the AFC, and
he docs not normally have timc to visit loan recipicnts after this
The Kenya Commereial Bank and Barclays do not cven de this. Thay
interview applicants at the bhank branch and only visit the farm Ef

1arge.23

[=
147}

thc loan applied for



" The Pest Germen credit scheme in Kericho and
Kisii is more heavily guper ised, and includes a substantial
amount of farm advisory work., It would be interesting to get
an evaluation cf this to see whether the additicnal cost
of providing the advisory service could be Justifisd on
a larger scale.

Coorerative credit is Meing given en guite
a different bhasis, of course, In the cooperative credit
scheme the only uilrect supervision is informal by fellew
cooperative society members who have an interest in

interest in ensuring the repayment of the loan,

The strength of the administrative machinery
is important notv only in relation to the recovery of
the loans but also from a development voint of view, If
loans arz coupled with gocd advice; and if they are refused
in the right situations; they can uprovide an incentive
to farmers, and they can encourage the adoption of new
methods and new farm svastems with increased income, out-
put and enmplcyment opportunities. One is then looking
to the administrative machinery to do more than provide
the loans: it is &8lsc being used To supplement the
ex%ension service, This additional contribution should
be recozgnised.

From the point of view of repayment, it 1is not
only the administrative machinery, but also the enforecement
sanctions that count. The existernce c¢f uliimate sanctions
that can he applied in cases of cdefault makes a great
deal of -difference to the loan repayment psysition whatever
the administretive machinery. In the mid-1960s the
ultimate sanctions were weak. Land titles were used as
securities, but the credilt eagencies were not prepared
to foreclose on the land, Similarly, they were reluctant
to take defaulters to court to get salaries or movable
assets attacred. Hecently, there has been some improvement.
Land hasg been seized and sold, in a few cases, and this
has—provided & warning to potential defaulters who lknow
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that threats that they mcy loose their land are real.
Defaulters have been taken to court and had their salaries
and movable assets attached. Tnere is an ebvious reluctance
to use the ultimate sanctions: 1% is expensive,; trouble-
some and can earn the agency concerned a good deal of

bad will, but the existence of a few example cases is
sufficient to deter a large number of potential defaulters
who new know that they can loose their land or otherszassets.
This was not the case in the ecarly and meddle 1960s,.s

This brief survey of Kenya's smzllholder credit

programmes would not be complete without a mention of

the experiments with smallholder credit that are taking
place as part of the Special Rural Development Programme
(SRDP). 1In addition to the regular credit schemes, there
.are three different types of smellholder credit scheme being
tried eut as part of the SRDZ. These schemes represent
attempts to overcome one or more of the problems of the
regular schemes: the fact that credit is not available

for all agricultural production purposes; the fact that
credit is only available to limited groups of farmers;

the fact that it is inadequately associated with chcial
inputs, particularly extension and farmer education; and
the fact that it is running into administrative betitlenecks
all the time, The different experiments are summarised

below.
[ ]

a) The Vihiga Maize/Credit Package: . %his experimental
project was designed to overceme the difficulties of small-
helders with very limited acreages of maize in getting
access te seasonal credit. It was hoped that it would
eontribute towards a solution to the preovision of seasenal
credit for small maize producers throughout the country.
Small numbers of farmers were selected according to ‘credit-
worth', meize acreage (between 2 and 4 acres), and ability
and willingness to follow recommended practices. They were
given an authority to incur expendite®re which they could
present to a registered input stockist in return for the

LR
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hybrid seed, fertiliser and insecticide reduired for 1
acre of maize. Stockists were paid (after many months)
by the AFC, Smallholders repaid the AFC through agricultural
staff after the maize was harvested., EFach loan recipient
received intensive supervision by agricultural staff
during the growing season, anda agricultural staff were
also involved in collecting loan repayments at the end
of the season. The repayment record was disappsinting:
enly 75 per eent of the small number of recipients in
the 1st year repaid their leans, There was some evidence
to suggest that farmers were nct enthusiastic about the
loanss several did not use leans to which they were
entitled; several did not re-apnly the fellowing year;
the stockists were not happy with their role in the scheme
either. DNevertheless it was decided that the scheme
should be continued and expanded. Starting with 60-70
farmers in the firgt year, increasing tc a2bout 370
in the second yezar, there were problems vwith increaéing
the numbers. The major prodblem was the intensive
supervision which was thought to be crucial to the suecess
of the scheme. Seme discussions about the possibility
of ‘using group extension methods to selve the preblem
were underway., The Vihiga experience undsrlines the
importance of the additional staff rescurces reqguired
both for extersion and for collection of repayments, and
there is nc reason te assume that the scheme as originally
. conceived ean evercome these, The Vihiga scheme is
facing very similar prowllems to the problems Taced by
the AFC over smallholder loans in general, and the e
loans in the .Vihiga scheme are for much .smaller amounts
.50 the extra wsmtaff inputs reduired arc even more difficult
t.0 justify in the Vihigs .case.

) Tetu Credit for Hvbrid Maize Inputs: In Tetu farmers
attgnding a specialised Farmers Training Centre (FTC)
course in maize~%yowing are g%ven credit in kind for

acre of hybrid maize inputs.,” ~ The Tetu scheme differs
from the Vihiga scheme in that farmecrs are selected

according to whether their performznce is peer enough
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to suggest.that they need to learn about maize grewing.

The FIC course is & key input, but there ic alsc an ezensieén
extensien staff are suppesed to supervise the growinngPUt:
of the crop quite intensively. In the early stages of

the experiment it was pointed out that extension staff
would not have enough time to supervise the farmers
individually, ss the farmers grouped themselves together

sa that the extension staff could yisit them in groups,
making the extension task manageable, The loan repayments
are the respensibility of the ehiefs. It remains to be
seen whether the collestien of loan repayments has been
suecessful. There may alse be problems in expanding the
scheme as far as intensive supervision is csncerned,
although this may not be so crucial if the FTC course
continues to he an integral part of the scheme.

e) Mbere and Migori Stockists' Credit: in lMbere and Migeri
crgdit experiments The input stockists are given credit
and it is hoped that this will lead to the provision of
credit to smallholders as we’ll.26

So far this hope has
not materialised and as there is no particular incentive
to stockists to pass the esredit nm to smallholders it
may never materialise at 211. There is obviously seme
value in providing stockists with eredit to enable them
te sarry adequate stocks of inputs among other things
and 1t is perhape wreng te think of these schemes as
schemes involving smallhelder credit.

In none of these schemes have the supervision
problems yet been sclved. Both supervision and loan
collection become difficult once the scale of -eperation
increases above the very small numbers of smallholders
involved in the initial stages of the experiments. The
experiments were not designed primarily as experiments
in the provisisn of credit, still less as ezperiments
in the administration of credit on a large scale., Never-
theless the opportunity to experiment with different
administrative arrangements that \s offered as part of
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thg SRDP could be very valuable, and it weuld be werth
trying out mere schemes that might have a posgbility
of sueceeding on 2 large scgle.,

Having surveyed Kenya's experience with small-
holder credit, we now turn to the major issues mentioned
at the beginning cf the paper. - ‘ o

IT1I. The Nacre-Economie Setting

Smallholder credit is related to some of the
macro-economic variables that are crucial to the develop-
ment of the economy as 2 whole. ©Smallholder eredit
programmes may have important implications for savings
and investment in particular, There is a substantial ameunt
of evidence suggesting that considerable savings are
being generated in Kenya's rural areas at present. The
availability of funds for the purchase of former
Furopean farms in the early 1960s; the phenomenal collectiens
for harambes projects: the extent of investment in trade,
transport and other non-agricultural businesses in the N
rural areas; the growing amount of investment in urban
property; the experience of the post office, commercial
.banks and cooperative societies receiving rural savings
deposits; 211 suggest that there are large surpluses
being generated in the rural areas, even in areas that
are quite poor.27 It is not difficult to find the source
of these =surpluses, the boom in coffee production, the
boom in other types of smallholder production, the rising
farm incomes throughout the rural areas. But it is
more surprising to note that a great deal of the.rising
income 1is being saved rgther than consumed, that a great
deal is going inte non-agricultural uses, and that in
some of these uses the furds earn relatively low returns.
The interest on savings actount with a commercial bank
or post office is only 3% per annum. The interest that
is being offered as part of the Cooperative Thrift Scheme

v is only 4%.28 , |
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N The amount of invesitment that is taking place
on small farms should not be underestimated. It is elear
that a great deal of capital formation is being underitaken
on smallholdings, and that the statistics underestimate
this. The investments in permanentaggops, land imprevements,
livestock, fencing, water suprliesy,// buildings all add up
to a substantial amount. But it is still true that the
capital involved in smallhoclder agriculture in Kenya is
low cempared with that invelved in ether activities in
the econemy, and that it is also lew compared with that
involved in smallholder agriculture in some other parts

of the developing World.2g

If {he overall pieture is one of excess savings
coexisting with low rates of investment in smallholdings,
there are several questions that arise., Why do the excess
savings not get channelled into investments in smellholdings?
Why are pressures not built up to channel the excess savings
inte smallholder agriculture? Why have informal commereial
or other means c¢f channelling the excess savings into
agriculture not developed? Is there any point in encouraging
the development of appropriate institutions? Is there a
need for additional encouragement at the margin because
agriculture is not guite ¢ompetitive enough, or innovations
are too risky from the smallholders' point of wview? Is
there a more fundamental reason why the excess savings are
not available for agricultural investment? And is there
any reason to channel more of these savings into agricultural
investment?

This lecads into some serious questions for the
national economy: (1) do we want to mobilise the excess
savings in the rural areas and if so what would the
implications of doing so be? (2) does it matter if the
savings are used to make investments outside agriculture?
(3) is there still a case for channelling these or other
savings back into agricultural investments?
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The question of whether or not we should

-mobilise-the excess savings is not as straightforward

« as it might sound. The savings represent a decision
not to use resources: they free resources for use elsewhere,

.. 4The resources that are freed are available for use

elsewhere whether the savings that freed them are channelled
into the financial institutions or not. If these savings
are put into savings accounts in the banking system the
banking system is likely ®o use them as a basis-for a
multiple expansiom of credit., If the savings are kept
under floors or beds instead; there are other ways of
ereating an expansion of credit if this is desirable, but
the expansion is no longer so automatic, It can still be
done on the basis of the fact that savings are known to
be stored under flouors or beds, but it requires dcliberate
intervention by the monetary authorities to create the
expansion of credit. In fact, it 1is possible that this
expansion of credit would not be desirable and that a
sudden injection into the banking system of savings that
'have hitherto been kept under floors would lead to an
excess expansion of credif) one that could not be matched
by the resources available. In this case positive
intervention by the monetayy authorities to prevent . the
excess expansion.of credit would be called for., There is
thus no particular merit in channelling these savings
into the banking system rather than leaving them under the
floor as far as the monetary variables are concerned.
However, there may be some merit from other points of view.
The fact that returns can be earned on smallholder savings
may lead to an increase in smallholder incomes; it may also
encourage smallholders to save rather than use more of their
surpluses. It is certainly important to consider the
influences both on the monetary situgtion, and on the
generation of savings in rural areas.

The second question is whether these savings should
be channelled into smallholder agriculture or in
activities in the economy. The only merits of



these particular savings into smallholder agriculture are
(a) that it may be cheapcr and easier to keep the funds
sirculating within the rural areas rather than allowing
them to flow out and then back againj and (b) that it
may act as an encouragenent to further savings if
smallholders know that their savings are directly
benefitting ¥heir own local community.

The gquestron of whether these savings (or indeed
any other savings) should be channelled into smallholder
agriculture at all is a more difficult one. The immediate
answer 1is that the savings should be used to finance
investments on which the marginal social return is highest.
They should enly go to smallholder agriculture if it is
felt that the return there would be high, The faet that
there is said to be a strong demand for erecdit among
smallholders does not necessarily mean that the return
on investments that it might finance are high. In the
first place, the demand voiced so often by politicians
and farmers mey not be a serious demand that would be
followed up if the funds were made available., In the
second place; it may only be a demand -for subsidised or
free eredit, 2 demand that does not neesessarily imply a
high return on investments so financed.

As mentioned at the beginning of the paper, the
market may not provide a good measure at all of the
relevant ¢osts and returns. OSmallholders are likely %o,
underestimate the refurns to thelr potential investments,
and the commereizl rates at which credit might be provided
may well not refleet the opportunity cost tc the esonomy
of the resources involved, But unless the social
evaluation of returns is high enough to justify using
these scaree devezlopment resources for smallholder credit
rather than anything else, there is nc reason why the savings
should go into smallholder agriculture. It is not by
any means obvious from the evidence available that social
returns to investments in smallholder agriculture are high

enough to justify efforts to increase the flow cf eredit
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into that sector. This is something that needs further
investigation, and it is a point to which we return in
the next sections.,

v Thus, as far as %he macro-cconomic varisbles are
concerned, it is important to bear in #@ind both the
influence ¢f sma2llholder credit programmes on the
generation of savings, and the influence of the programmes
on the productivity of investment in the economy as a whole,
There is 2 possibility that a2 smallholder credit programme
might divert funds from more profitable to less profitable
uses in the economy 2nd this possibility should not be
ignored, Smallholder credit programmes are alsc likely

to influence the savings rate. If smaliholders dc not

have access to credit this might ra%se the saviugs_rate

as. they deny th:smselves consumer goods to release funds
for investments, If savings earn higher returns financial

institubions this might also encourage more savings.

The Market for Credit on Commercial Terms

There is a strong vias against providing credit
t0 smallholders on cormereial terms based on the assumption
that it is agginst the interests of smallhelders tvo do so,
and that it is nct in the national interest to do so either.
In this section, it 1s argued that it is not against the
interestg of smallholders to vrovide credit to them on
commercial terms - some smallholders stand to gain from
sueh provision; and that the provision of smallholder
¢redit on commercizl terms does not conflict with national
development - rathier it can contributé towards it.

- . ] -

If financial resources are scarce, there is a
strong case for providing them on terms that reflect their
opportunity. cost, If this is done, the financizal resources
will be used where the returns are greater than the eost,
and where returns to their use are highest, ignoring for
the moment possible differences between private and social
returns, If, credit is provided at less then cost, there

is a danger what it will be pyt to uses in which the



returnndoes not justify its use: that it will be
difficult for lenders to get funds for credit; that
alternative sources of fimance will not be exploited

to the full; and that in thce process of rationing avail-
able supplies scme potentizl users with ilnvestment
proposals involving high returns will be denied access

to the funds. It is these potential users denied access
to funds through the present rationing process tha

stand to gain from the provision of credit on commerdal
terms, ©Smallholders who have good investment propositions
but do not meet the acceptea criteria for selection,would
benefit from access to funds =2t present denied them even
if the cost of these funda were high, Their aecess might
well represent a gain to the national economy in that
their highly productive investments would no longer be
ruled out,

The other advantages of providing smallholder qredit
on terms that reflecet its opportunity emst are also worth

econsidering a little more fully.:  If smallholder Qredit

is offered on opportunity ecost terms, i1t should become
easier to attract funds into the provision of such Qredit:
more would be available for this purposes Although this
may not seem very imoortant in Kenya at present because
ample funds seem o ke forthcoming from the international
aid’ agencies for smallholder credit, it does open up the
possibility of using funds frem commercial sourees for the
provision of smallholder credit. Savings may be encouraged
if this enables commercial insitutions to ofifer more
attractive returns on savings depogi%s, although 1t is
unlikely that this effect would @g'significant in practiee.
Smallholders would 2lso be encoufaged to make fuller use

of alterrnative sources of finance, some of which may be
cheaper from 2 naftional roint of view,; their social cost
being less. For example, smuallhiolders may be encouraged

to finance more of their investnents throusgh their own
abstentions from consumption thus raising the savings rate

marginally,



Providing credit on terms that reflect its
oprortunity cost eliminates some of the ccstly process
of rationing. It is no longer necessary to apply such
careful selection criteria or to scrutinise such large
numbers of applications. This can reprecent a real saving
wich is quite significant, although in some parts of .
Kenya there zre not even large numbers of apnlications for s
subsidised credit.

. Finally; the wmrovision of credit at opportunity
cost excludes its use for low return investments that
are no longer worth while if the full opportunity coest
of credit is taken into account.

The provision of credit on opportunity cost terms
is not hecescarily the same as the provision of credit
at commercial rates. Commercial rates may not adequately
reflect social opportunity costs for a nunber of reasons.,
But they are likely <o be closer to social opportunity
cost rates than the cthzr rates currently in use; and
they» may not be a bad sprroximation in practice.

At present there is very little credit provided
to smallhqldgrs at fully commercizl rates, the exception
being credit’ provided informelly by rural traders and
others, Ih some such cases it appears that the arrangements
are such ab to involve full commercial fefms.3o The
commercial banks, for example, only provihe smallholder
creait under'pressureg ana they do not charge commercial
rates, The ratcs they charge, 9% on loans up to 3 years,
almost certainly fall short of covering the administrative
costs as'well as the cost of the funds, The cost of the
funds is’of coursc difficult to define, but by most
definitfons 9% is very low leaving out any costs of
adminigtration., The other major sources of credit, the
official smallholder credit 'schemes, are subsidised as
2 moittgy of policy. ‘ {



There may he insdequate opportunities for small-
holders to borrow st commercial raves. The cost of supply-
ing credit to snallholders is undoubtedly high: the
administrative costs are high, the rate of default is
high, and the cost of funds is high in Kenya at present.
But if there really is a =trong demand for credit, the
cost would not be a deterrent to everycne. MNany small-
holders who are able to get returns substantially above
the cost of the credit would demand it at commercial
rates if they could not get it elsewhere., The large
numbers of applications for subsidised eredit, suggest
that many smallholders are not able to get credit
elsewhere, and among these there may be substantial
numbers who would be prepared to pzay for more expensive
eredit that was available to anyone., There may well be
room for the provisicn of eredit on commercial terms,
in addition to the subsidised eredift already available,

It has been suggested thet there are problems
on both sides of the commercial credit market in Kenya
at present. Commercial institutions are inexperienced
in evaluating smallholder credit applications,; they have
not been sufficiently imaginative in devising new methods
of securing loans, and they have nct felt able to charge
the very high insterest rates that are associated with
a properly administered smallholder credit scheme that
justifies itself oommereially. A guess is that the
appropriate interest rate would be between 20 and 30
per eent per annum.

Smallholders in turn are inexperienced in the
use of credit, and they do not have enough good investment
opportunities justifying its use. There is certainly a
problem of education in relation to credit for smallholders.,
This credit is often given to people with very little
experience of financial dealings, There 1s little attempt
to explain the procedures, the terms and the obligations
involved, and smallholders are often genuinely bewildered
by the demands thot are made when repayment falls due,
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and the restrictions on the use of the credit they are
given. There is a reed for more careful explanation
and education in the use of credit, cven though this raises

the cost of its provision.

The morc Tundamental question,; however, is whether
smallholder investments can bring the returns that make
the credit worth while, both individually and from the
natiosnzal point of view. With the present state of
technology, the skills and other regources of smallholders,
and the level of provision of infrastructure and services,
it mey not often be possible to get a return that justifies
the investments, To get 2 high return on smallholder
investments the technology has to be adequate and within
reach of the smallholder; the smallholder has to hgve
the skill and other resources required to earry cut the
investment at 2 satisfactory level; the moarkets, the”
inputs and the other services also have to be available
at an adequate level. It is often not suffieiently strongly
wnderstood that successful investment depends on all of
these things. It often reguires new skills that take
time to acquire. It oftern requires  technologicsl
solutions that are not available., It often puts a strain
on resources like farm labour and land, cnd on the
infrastructure and other farm production services. In
Kenya, at present, there are some areas and some smalle
holdings on wiich conditions for successful investments
are favourable., But there are many areas and many smalle
holdings for which too many of the basic requirements are
missing. An example of 2 high return investment that
has attracted a great deal of credit in many areas of the
country 1is grede cattle, as we saw earlier. The
technology has becn dcveloped, the inputs are available,
the markets are good, the veterinary services are adequate,
the skillg and resources required are available on many
smallholdings, and on many smallholdings it has been
possible to get very high returns to investments in grade
catt}é. This does not, however, mean that all smallholders
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in the appropriate areas can get very hiigh returns,
There are many smallholdings on which the nessary skils
ana cther rescurces are insufiilcient and on these holdings
grade cattle imvestments fail, There are some areas
where corditions ere less favourable than others. In
many areas more extension advice, more training in
cattle managenent, more services, and better access to
sarkets are required before more than a small minority
can get high returns $to investments in grade eaitle.
The suecess of the investment depends eritically eon
the whole range of factors mentioned, many of which are

(@]
~h

beyond the control the smallholders eoncerned.
; :

a much less successful investment

h

An example o
is cotton. Cotton does not often give high enough
returns on smallholdings in Kenya to justifv the use
of credit on commercial terms. The technology is
deficient, the infrastrudiure and secrvices in many

cotton—-growing areas are weak, and the farm resources

are inadequate. «hat 18 needed is more research to
produce higher yielding;varieties of cotton; more

agronomic researct; more farm skills in th

D

produetion

-

of cotton; the availability of inputs at the right time;

i
amd sp on, Until all of these aspects of cotton growing

el
are improved, it is difficult to justify the use of

S -

credit to financs its production. The cotton examwle

underlines the need for 2 nackage approach and raises

o]

the more gesneral question of whether it is credit or other
smallholder development programmes that are really regquired.

In summery, 1f there really is a strong demand,
credit on commercial terms should be encouraged. To
concentrate entirely on subsidised credit introduces
elements of selection that are almosy certain to exelude
some smallholders who could benefit frpm credit on
commercial terms because they have suﬁ%ﬁciently good
investment opportunities to justify the high-—cost credit
and they canrnot get access to the limited supplies of



subsidised credit. The cncouragement of the provision

of credit on commercial terms wbuld also encourage the
supply of funds to smallholder agriculture, where the
returns to invesiments were demenstrably high. It might
also help to divert some cf the excess demand for subsidised
credit to which everyone has tc turn in the absence of

sthe commercial altermative, The method by which one

might encourgge the prcvision of credit on strictly
commercial terms is discussed further after a discussion

of subsidised credit,

Subsidised Credit

The case for providing credit on subsidised
terms is more generally accented. It rests on the
difference between private and social evaluations of
expected costs andreturns. It is also said to rest on
such arguments as that one might want to favour small-
holder investment for income distribution reasons; or
that one might want to encourage more capital formation
in smallholder agriculture for output reasons.

It is very likely that smallholder perceptions

of the value of investmente will differ substanti=lly
from soe¢ial evaluations of the relevant costs and returns.
Smallholders are likely %c¢ perceive risk differently,

for example, the smallholder's subjective evaluation of
the risk attached to an investment usually being very
much higher then any objective measure of risk., Small-
holders who have been to0ld by extension officizls or
others that inputs will arrive on time this year, that
markets will be found for them, that the product will
respond to recormended treatments in a predictsble - way,
“have to take 2 lot on trust, They may justifiably
perceive of the risks atstached to the innovation being
much higher than they really ars., They gy alzo rate

the costs of failure higher than society would. These
smallholder. views of risk and its conseguences that are
inflated from society's point of view may justify a
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gubsidy for eredit to encourage smallholders to under—
take investments that are only marginally worth while
according to their pereeptions but very worth while from
a social point of view. But other ways (such as insurance
or auarantees) of encouraging the investments may be

more effestive.

Similar arguments apply to 'education' factors
involved in innovaticns. Smallholders may be relactant
to take ap innovations they dc¢ not know, and until they
have experien«e of the innovations they may remain
unconvinced. Buft once they have experience the
innovations will be attraetive. The purpose of subsidising
the credit to finance the innovative investments would
be to enable. them to gain the experiense %0 convince
themselves thot the investments were warth while., Whether
subsidised ¢redit is the bvest way of encouraging such
innovations is a debatable point.

There are .other sorial versus private considerations
that could justify the subsidisation of credit, making
a scelally justified investment attractive from an
individual smallholéder®s point of view, These considerations
include externalities; ths fact that a few have to be indueed
to innovate before many will adopt; the fact that there
are diffieulties for the first inncvators over input
supplies, market outlets, etc. These might all be used
as argunments in favour of sunplying subsidised credit

in particular eirsumstances.

The other set of argumenits in favour of subsidised
eredit is quite different and relates to the underprivileged
position of smallholder agriculture in production or income
terms. For income distribution reasons or hecause small-
holder agriculture does not get suificient encouragecment
to make its rightful contribution to national output, one
might argue in Tavour of subsidised credit. Such arguments
are indeed frequently put forward., These arguments have
to be considered in relation to the alternative methods
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-of promoting & more equitable income distribution or

of promoting smallholder production. If one wants %o
increase the incones cf smallholders, or to increase
output or even capital formation on smallholdings, one
has a variety of alternative ways of achieving this.s

Only one of the possibilities is subsidised-wredit, and
it may not be the most effective way of achieving the
aim, Alternatives incliude the raising of agricultural.
productiyrices, the subsidising of agricultural inputs,
the proviesion of more rcsearch, extension, education

and other services to smallhclders, the improvement of
marketing channels, the jimprovement of infrastruesture,
and so on. One has to consider seriously whether the same
funds used in one :>f these other ways would bring greater
increases in incomee or output than subsidised credit.
There is much to suggest that subsidised credit is a
relatively inefficient alternative cut of all those
possible. More direct programmes influencing larger
numbers of smellhalders cre likely to be more efficient,

The decision as to whether to put funds into
subsidising credit rather than cne of these other alternatives .
rests on wnether credit i1s a real bottleneck to small-
holder development or whether other parts of the package,
are morc important. Is it meinly, or even significantly,
lack of credit that is holding smallholders back? Or
would they benefit more from a similar expenditure on
such things as effective extension aévice, research
marketing facilties, or educaticn? One usuzlly has this
choicea31 Munds and other resources not used to subsidisse

credit can ususlly be put into these sorts of alternatives.,

o
s

There is some eviderice that in many cases it is
not the lack of credit but the lack of other elements that
is holding smallholders hack, Once the other elements
are provided, smallholders can usually find funds to
finance asscclated investment expenditures. Evidence from
Vihigs suggests that both those with and those without
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credit adopted the hybrid maize package once the
information and input supplies were made accessible.
Evidence from the FAO fertiliser demonstration programme
suggests that once farmers accept the value of fertilisers
they do not need credit and indeed they often reject
credit to finance its use. Smallholder coffee production
was developed with very little access to credit. There

is evidence from many parts of Kenya of the successful
and widespread adoption of new practices, some of which
involve substantial investment expenditures, without

the provision of credit, and there 1s evidence already
guoted of plentiful supplies of rural savings. It is
certainly possible that the more important requirements
are the technical information, the extension advice; the
fafmer educatiocn, the availzbility of inéuts, and other
elements making for high returns to investments mentioned
above. It may well be that alternative measures to aid
smallholders would represent more effective uses of scarce
developmen% resourses than proegrammes of subsidised sredit.

If the case for =ubsidising erecdit for income
distribution reasons or to counter the existing bias
against smallholder production is not strong, the case.
for subsidising credit on the grounds that social costs and
returns differ substantially from private <costs and
returns still stands. It is for thig reason, rather than
for income distribution cr resource .allocation reasons
that one might consider the provisicn of subsidised credit,
although as mentioned even in these cases there may be
more efficient ways of achieving the desired result.

The reasons for providing subsidised credit have
an important bearing on the selection criteria that should
be used. Once subsidies enter into the provision of credit,
one 1is no longer using the merket to ration available
supplies, and alternative rationing procedures have to be
devised. Many people want subsidised credit in preference
to other credit because it is cheaper. liany of those who
normally finonce thelr expenditures from alternative sources



prefer to get subsidised credit 1f they can. In addition,
many whose-investment opporfunities cculd not justify credit
on cemmercial terms join the queue for subsidised credit
which makes the relatively low return investments attractive.
There are large numbers of smallholders who think they

'‘need' credit if it is offered on subsidised terms, A
subsidised credit opvortunity discourages other sources

of credit from being usegd to the full, and it can create
difficulties in selecting from large numbers of applicants
who would like their credit cheap.

The selection criteria used to ration the available
supplies of crecdit should be devised to ensure as far as
possible that the subsidised credit goes to those for whom
it was intended, If the eredit is to encourage those whose
private evaluations of costs and returns make 2 socially
worth while investment only marginally attractive, care
should be token to devise selection criteria thet will
distinguish those cases, Some attemnt might be made to
find out if the appliecants have alternative soureces of
finance: what they would do if fthey did not get the
subsidised eredit. If they weuld simplyfinance the
investment from ozher sources there would be a strong case
for denying then access 1o the limited supplies of subsidised

credit. They will undertaks:

Y

the investment anyway, and

(

they should be eneouraged to a2xploit the alternative

&)

sources of finance. This is not to say that subsidised
eredit should not go to people who obviously have
alternustive ways of financing investmentss off-farm income,
bank accounts, etc., because cnz would still want to
encourage then to/%%%%ally valuable investments that to
them are only marginally werth while. These people

would be eliginhle for investments on socinl versus private
returns grounds, but hot on income distribution grounds
which we have rejected as imvortant grounds for giving
subsidised credit,



Subsidised credit should be used where differences
between private and sccial evaluations of costs-and returns
are likely to be greatest- where the subjective evaluation
of risk is obviously much higher than the cbjective
evaluation, where first inncvators obviously face
difficulties, where first innovators neced to be convinced,
and where people need be educated through experience in
the management of credit$. This means favouring new
innovations generally, first innovators particularly
peeple near subsistence levels of living for whom the
risk of failure is very significant, and people who need
educating through experience in the use and menagement
of credit.

Much of the subsidised credit is being given in
Kenya at present without any very clear purpose in mind.
The selection criteria that have evolved to try to achieve
satisfactory repayment levels, have only incidentally
-served the purposes for which the subsidised credit might
be justified. Selection criteria like the availability
of reguliaor sources of off«farm income, the availability
of sufficient lend, skille and other rescurcees to follow
through the investment, and 2 good reputation in the losal
community, do not neccessarily identify those who need and
would meke gcod use of the credit. But as it happens there
is probably not as much of a conflict between these criteria
and the purpose of providing subsidiseé credit that is
supperted here, 2s is usually assumed. The smallholders
identified by the above selection critera mey often be
the first innovators; they may often be the people who
face subjective risks associated with new innovations
that are much higher than objective risks. But they are
not people who are likely to rate the consequences of
failure unduly highly, or people who particularly need
to learn through experience how to manage credit.

Thus, the case for subsidised credit (if there
is a case at 211) rests more on divergences between social
and private costs and returns than on groundas such as
income distribution in Kenya at present, and selection
criteria should bear this in mind.
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The Institutional Structure

In this seeticn, alternztive institutional
arrangements for financing smallholder investments are
described And compared, building up from one extreme
in which there is no credit provision at all. -Providing
no credit facilities at all means accepting a natural
process of selection in the finance of smallholder
investments; In the extrxeme situation in which all
smallholder investment ig financed from past savings
on the smallholding, a-built—iﬁ selection criterion is
implied. Smallholders who have built up surpluses
from lucretive activities in the past have proved in
some sense that they ¢an mz2ke a success of farming (or
cther) activities, and this is not a bad critericn
for deciding that they are the ones who should have the
funds for further investments. The trouble with this
criterion is that it hiasses the selection against the
younger, newer farmers who may be as good at investing
as the older-established, and it biasses the selecticn
against farmers who have large commitments on behalf
of their dependents or otherwise, whose past successes
do not generate much in the way af savings. If there
is no market in credit, this als¢ means that funds can
be kept in inférior uses, as there is no incentive for
those with funfis to allow them to be used by cthers
without who may be able to make better use of them,
Thus, the built-4in process of selection that is involved
in the absenceg of any credit facilities has =2 crude

ratiqnale wit? mzjor deficiencies,
Py ' !
The next possibility is to lecve it to the market

to perform the role of chennelling funds from those who
have them to those who can make best use c¢f them. Those
who want credit badiy enough becguse they think they can
get high returns from the use of the credit can try to
borrow from relatives, friends, fraders and others who

have funds, Those who have funds but no particularly good
use for them may be encouraged td lend for a reasonable
return., If there were\a sufficiently strcng demand for



sredit from those who do a0t have funds, and if there
were sufficient funds in the hands of people who could

not mnke good use of them, one wculd expect & slow devel-
opment of local praciices and local institutions. resulting
in & markst for funds. This tzkes time, particularly in
an economy in which even the use of money is relatively
recent, and when it does develop it does not always
develop satisfactorily as the experience of many Asian
countries suggests. There is an understandable reluctance
to encourage any development of this kind thot might
result in the heavy indebtedness of smallholders to
individual moneylenders who can then exploit the
situwetion., But once this possibility is recognised,

one might question whether it would not be possible to
control development of local markets for funds in sush

a way as to 2avoid the exmloitation of smallholders. There
is certainly no reason why the operntions of moneylenders
sould not be regulzted in sueh 2 way as 0 prevent gross
exploitation from oecurring,

There is scnme evidence to suggest that sredit
faeilities are clrecady quite extensive in the rural areas,
shannelling funds from those whc havs to those who need
them. The existing sourses =2re undoubtedly facilitating
a great dezl of smallhclder investment already. However,
until some established practices evolve; including some
recognition of the concept of an interest rate, it is
difficult to see how these informal flows of funds can
be channelled very efficiently. The possibility of
Ziving some sncouragement to existing informal channels
with a view to regularising their practices in =
recognisable way might be considered as one of the means
of encouraging the provision of credit to smallkolders
on ccmmercial terms.

The cooperative marketing societies migh+t be

considered here as instiftutions which were providing eredit
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in a very informal way until recentlv, and which are

now being uszsd more gystematically as part of the

cfficial cooperative credit scheme, The gquotation from

the Development Plan which was given earlier in the paper,
nade it quite clecr that many coopergtive scocieties had
been giving credit haphazardly, "without specific conditions
concerning repoyment periods and interest rates, etc.,

being specified®, and that the amount of such credit outs-
tanding in 1968 was thought to be very substantial., The
position is now being regularised, slowly, and cooperatives

are now being used as part of a national credit strueture.

The advantages of using the locally based
institutions like traders and cocperative societies
ore that they have easy access to local views on the
integrity of the applicants, and the potential of the
investments, which should help them to make efficient
selections. They have good informel supervision’
possibilities, it being relatively easy to keep informed
on the use tc¢ which funds are being put; tne success
of the enterprise, and the case for leniency in repayment
-difficulties. They have access to strong sanctions in
the event of default: they can insist on loeal guaraators,
or they czn rely on the normal saneticns of a well developed
credit structure in which defaultasrs are exeluded from
future credit provision. In the case of ccoperatives,
the element of Jjoint responsibility for loan repayments
can be used to bring fellow cooperators intc the enforcement
process, All of these zdvantages are substantial, but
there are disadvantages that also need to be considered,
The disadvantages of using locally based institutions
for credis prcvision is that they are vulnerable to
local opolitical influence, that they may find it unwise
or impossible tc refuse loans to influential members of
theé community, and to insist on repayment from these
influential members when repayment falls due, They may



also be open tc bribery from those who can afford the
bribes., It is also argued, that the providers of credit
may in turn exert undue influence over their debtors,
particularly their less influential debtors. These fears
have been uscd as very powerful counter arguments to

any increased reliance on loca2lly based institutions for
the proviaion of smallholder credit. Yet, there are ways
of guarding against the worst excesses, like regulating
the size of individual loans to avoid a major proportion
of the funds being used for one or two influential people,
as in the cooperative production credit scheme. Political
incfuence is used at the centre as much as at the local
level. ILocal institutions have to be allowed to develop
their own methods of containing the stronger pressures.Bg
It is difficult to see why local eredit institutions
should not be developred successfully with some of the
supervision and safeguards that arc possible; and it
would be a pity to deny all the obvious advantages that
these institutions have over the more bureaucratie

alternatives that operate in a less deecentralised fashion.

A% fthe national level, there is also ecase for
some speeialised agricultural eredit institutions. In
many countries, as in Kenya, it has been deosided thasv
specialised agricultural credit institutions are neozssary
because of the expertise required and the special nature
of agricultural credit. The risks involved in agricultural
production, the relative isclation of farmers, the
technieal aspects of farm businesses that give rise to
special problems of evaluation, 211 make agricuyltural
credit very different from other forms of credit. There
is thus a case for specialisation in the provision of
agricultural credit. Whether this is through a statutory
gorporation or a commercicl enterprise that is given
special encouragement, and whether through a specialised
institution or = more general institution is a different

matter. In Xenya, the statutory corporation has been
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chosen as the major instisusion in this field, but the
Cooperative Bank is 2lsc being used in a similar capacity,
end the commercial banks are being encouraged to move

in this direction combining more expertise with respect
to agricultural credit with their cther cperations.

The mejor problem with the official credit

corporation, and to a similar extent with the commercial
anks' smallholder credit operations, is the degree of
centralisation of decision-making, the relatvive weakness
of the district offices, and the total lack of integration
with the local comnunity orgenisations., There is a
top~heavy headquarters operation combined with a field
staff very thinly spread over wide areas, unable to
exploit the local knowledge that would be valuable, amd
vnable to exploit loc¢al sanctions and supervision.
possibilities. The national ccrporation is said to be
reliable, less open to local political influence,

lessopen to eorruption. But it looses out in not knowing
its clientele, not being able tc evaluate well the viability
of investment propositione in specific local conditions,
not being able to follow up loans that have been disbursed,
and not being able to enforce repayments except through
the cumberscme mochinery of legal sancticns. AFC is
intending to desentralise its machinery giving more

rower to branch officers, but this still misses the
advantages of operating through local institutions below
the district level,

What should be explored is the possibility of
csombining the n2tional specialised corporaticn with a
hierarchy, a credit structure that gzoes right down to
the local commun1tJ leVOl. This is something that the
cooperative credit sobeme/iggﬁé gﬁgmfggperatlvo gredit scheme
respect, It is something totolly =2lien to the present
AFC organisation, however, and something that would
require very pradical departures in thinking, in organisation
and 1n the development of the local institutions that could
form the base of 2 national credit structure.
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Summary and Conclusions

In this paper the smzllhcolder credit position
in Kenya has been reviewed and some major issues have
been discussed. It has been argued that smallholder
credit progroammes should be considered in their
macro-economic sontext; that there is a strong case
for encouraging the provision of credit on commercial
terms alongside subsidised credit; that the provision
of subsidised credit should be with specific purposes
in mind, and that it should be provided on o limited
scale for those purposes only; that aiternative
measuvres should be used for redisfributing income
to smaliholders and for encouraging smellholder
production; and that thought should be given to the
possibility of develcring a national smallholder
sredit structure that goes right down to the local
community and uses the substantial comparative
advantages of local insitutions in performing some
of the funcetions necessary,



Footnotes:

1. "Commercial rates™ are defined as rates that are
economic from the point of view of a commercial
institution for the purposes of this paper. They
should not be confused with the rztes that are
currently charged by commercial institutions mos®t
of which are not economic as is argued later.

2. lMarris and Somerset P, 153-1£61 and seminar and
informal discussions with reople werking in rural
areas confirm that smollholders borrow from these
different channels and that the terms of borrowing
are not yet institutionalised.

3. The ALDEV 1945-62 report (p.288} states that the
smallholder loans started in 1955, This appears to
be an error as the ALDEV 1946-55 report (p.213)
says thev started in 1948, as does the Development
Plan 1966=T70 describing ALDEV loans.

4, Vasthoff, p.36

5. ALDEV 1946-55, =7,291;ALDEV 1946-62, p.213.

6, Development Plan 1966-TC, p. 354

7. Vasthoff; p. 30-31

8. Von Pischke.

9, Development Plan 1970=74, p.280

10, Von Pischke, p. 5, p.18

11, XTDA, Annual Reports. Planiing matcrial loans may
have been started again recently by the KTDA, but
this remains to ve confirmed.

12, Pyrethrum Board, Annual Reports and material supplied
by Von Pischke.

13. Cotton Lint and Seed Marketing Board, Annual Reports.
14, Vasthoff, p. 22

15, Wilson, p. 13

16, Wiison, p. 12

17. Vasthoff, p. 22

18. Wilson, pn. 13

19, AFPC, Annual Report 1970/71

20, It would be interesting to discuss what this opportunity
Qost is.



Footnotes cont'ad

21. AFC, Annual Renorts
22, Wilson, p. 17

23. Wilson, p. 17. This information comes from Kisii,
It is not clemr whether the relative positions of
the differcent banks arce the same in other parts of
the country.

24, Information on the Vihiga maize /credit nackage
was collected by the author ana F., Haoy as nart of
ar ad hoc evaluation of the SRDP undertzken by the
IDS in 1972, The report which eoull serve as &
reference has not yvet been. released. Unfortunately
it has not be:n nossible to include 1973 information
in this version of this paper,

25, o. Ascrcft, ¥. Roling, J. Kariuki, F. Chege, T
Tetu Extension Project:s First Hencrt on a Fiel
Experiment, ID3,; August 1972.

- 3

26, Information on the ibere and [iizcri schemes was provided
by G. Gwyer and ¥W. Gyugi as »nart of the ad hoc
evaluotion of SHEDP referred to above,

27. Buthenberss llbithi; statistical Abstract Survey of
Non-Agricultural Enterprises; rress; etce.

28, Von Pischke, p. 12

29. Contrast with Indian agriculture in which lond
inprovenents, woater developnent, small-seale eguipnent
ete, 2dds up to subkstantizl ecopital formation in many
areas,

30, Verbal communication from I. Inukai who found some
cases of seasonal eredit from traders and among kin
involving very high implicit interest rates,

31, It is only if foreign 2id is available for smallholder
credit and no other purpose that this ik not srue,

32, lMarris and Somerset gives a good account of the ways
in which entrepreneurs in different fields have done
this. |

{
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