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INTRODUCTION

The intent of this paper is to formulate a meaningful
conceptual framework for the inquiry into farm loan repay-
ment policy needs in Rlo Grande do Sul, Brazil. This
framework for investligatlion includes a brief discussion
of the nature and setting of the problem, some provisional

objectlves and a possible procedure for investigation all
in Part One.

Part Two of the paper constitutes a background study
for the type of investigetion discussed in Part One. An
understanding of capital, farm credit and potential loan
repayment policles seems essential if a meaningful ap-
proach is to be taken to the problem of loan repayment
policy needs in a specific area. It 1s the intent of
Part Two of this paper to develop such an understanding.

The author’s interest in farm loan repayment policy
needs as a meaningful and researchable problem in BRio
Grande do Sul, Brazil, stems primarily from discussions
with Professor Glen Pulver. Professor Pulver was asso-
clated for approximately 18 months with the University
of Rlo Grande do Sul, Porto Alegre, Brazil as a
researcher and professor of agricultural economlcs.
Professor Pulver's suggestions concerning farm loan re-
payment policles as an area of research were substanti-
ated by research recently completed by Normen Rask which
dealt in part with the capital accumulation and organi-
zatlon of a selected group of Rio Grande do Sul farms.t/

l'-/Norman Rask, Farm Size and Income: An FEconomic Study
of Small Farm Agriculture in Southern Brazil, Unpublished
Ph.D. Thesis, University of Wisconsin, Madison, 1964,



CHAPTER I

FARM LOAN REPAYMENT POLICY NEEDS IN RIO GRANDE DO SUL,
- BRAZIL -- A FRAMEWORK FOR INVESTIGATION

Background

Farmers of Rio Grande do Sul, the southern-most state
in Brazil, are faced with a problem of acquiring the use
of a group of capital resources which complements their
labor, management and equity capital. These farmers may
be divided into three groups on the basis of the nature
of thelr capital situation. The first group includes
farm operators in the early stages of becoming established
who may have little if any capitsl accumulated. For
example, with an agrarian reform program which includes
land distribution, the new land owners may not only be
faced with a need to borrow 100 per cent of the purchase
drice of the land but also to borrow for the purchase of
machinery, equipment and supplies to operate the farm.
Even if an agrarian reform program includes preferential
treatment of beginning farmers through grants, reduced
purchase price or other subsidies in the form of techni-
cal advice, for example, this group of farmers has
unique capital acquisition problems.

A second group of farmers can be characterized as
having an established or "going' operation. But these
farmers need to expand the volume of their operations
to maintain or improve their level of living. Purchase
of additional land is one of the basic ways of increas-
ing the volume of the business. The capltal acquisition
problem of this group is one of using the existing re-
source situation as a basis of business expansion.

A third group of farmers may be portrayed as having
an adequate resource base in terms of fixed inputs but
be lacking in variable inputs. This group of farmers is
faced with a fundamentsl problem of insufficient volume
Just as the second group described above but the nature
of the scarce resources is different. The additional
inputs may, in a short period of time, bring about re-
turns amounting to several times the added capital in-
vestment. But if the additional funds for investment
are not avallable, the income opportunity must be
foregone.
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Bach of these groups of Rio Grande do Sul farmers
is experiencing repid and dramatic changes in agricul-
tural technology. Evidence of these changes exists in
many parts of the area. Relatively large, mechanized
family farms with utilization of up-to-date fertilizers
and insecticides are not uncommon in some localities.
Where size of farm and topography prohibit mechaniza-
tion, changes in technology are occuring, for example,
in the form of better crop verieties, fertilizers and
better livestock breeding. These changes in technology
tend to complicate rather than alleviate the problem of
resource acqulsition,

The problem

With changing technology and increasing capital
requirements, a basic question arlises concerning means
by which these capital needs can be met. When the need
for capital exceeds the equity supply, farmers may use
non-equity capltal to complement their equity cspital.
Various alternatives may be avaellable to fermers for
complementing their equity capital, for example,
borrowing money, joint ownership of mechinery and co-
operative purchese of supplies.

Historically, borrowing money has been an impor-
tant means of complementing eguity capital. It remains
as a major means by which Rio Grande do Sul farmers may
increase thelr capital supply.

When farmers borrow money, time and form of re-
payment are variables which may be adjusted to fit the
circumstances of the borrowers and lenders. Whether
or not a farmer borrows money and the consequences if
he should borrow are greatly influenced by the repay-
ment policies of the credit institution. If Brazilian
farmers are to malte effective use of credit in meeting
raplidly increasing capital requirements, the repeyment
policies must be compatible with their repayment capa-
cities. To meet this requirement, the repayment policies
need to allow the farmers to have sufficient increases
in their disposable income to motivate the borrowing
and at the same time be oble to repay the loan and
interest due within a period of time which is in keep-
ing with the income flow of the farm businesses.
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A basic research question is suggested by the above
discussion: what farm loan repayment policies specifically
fit the needs (or repayment capacities) of selected groups
of Rio Grande do Sul farmers?

This basic research question in turn suggests an
inquiry .into (a) the productivity capacities of selected
Brazilian farms with the use of additional capital and
(b) the flow of income resulting from the use of addi=-
tional capital. This specific description of the exist-
ing productivity and caplital flow situation should pro-
vide a basis of evaluating various existing or proposed
farm loan repayment policles. .

Procedure

A suggested procedure for investigating the
type of problem outlined above followus.

(1) Review the available literature which is
relevant to the problem under consideration. The avail-
able literature should be examined with three central
points in mind: (a) the existing theory and techniques
of loan repayment policies, (b) the methodology used
by other researchers in dealing with similar problems
and (c) conclusions concerning debt repayment policies
reached by other researchers.

(2) Describe and analyze various debt repayment
policies that are potentially applicable tc the Rio
Grande do Sul situation. This process of description
and analysis entaills clarification of terminology used
in farm credit discussions as well as the development
of working concepts of various debt repayment policies.

(3) Select the specific groups of Rio Grande do
Sul farmers for study. Considerable detailed and des-
criptive data concerning farm orgenization, financial
structure, use of credit and farm income has already
been collected. Additlonally, relatively accurate
census data is available. Consultation with economic
researchers and others familiar with the Rio Grande do
Sul situation should faclilitate the selection of
specific groups of farmers for study.
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(4) Gather additional dsta needed for analysis ‘of
productivity, income flow and debt repayment capacities.

(5) From the assembled data, synthesize detailed
farm situations representative of the groups of farmers
being studied.

(6) Analyse the representative farm situations to
determine debt repayment capacities.

(7) Determine what loan repayment policies are

being used in Rio Grande do Sul or are adaptable to the
area.

(8) Evaluate the existing or adaptable loan repay-
ment policies in terms of the repayment capacities of
the selected groups of farmers.

(9) Explore possibilities for modifications to
exlsting loan repayment policies or propose new policiles
that are compatible with the repayment capacities of the
selected groups of farmers.



CHAPTER II
CAPITAL AS A FACTOR OF PRODUCTION

The farmer may be a minifundista cf Rio Grande do
Sul, Brazil, with less than three hectares, a Midwest
"rain farmer with a $150,000 investment, a nomad of the
Middle East who is faced with an 1ncessant search for
inew pastures,® a Nigerian who functions as a part of
a large tribel agricultural operatlon or a shepard of
Australia with a ranch of thousands of acres but for _
each capital and credit are crucial factors in’the pro- .
cess of agricultural production. Each of these’ fTarmers
has one basic problem in common -- the acquisition of )
or right to use sufficient resources which will allow
him to have an acceptable standard of living. In each <
case, farm credit may be an essentlial means for approach-
ing the problem in a realistic manner.

Capital as a factor of production

Adam Smith defined caepital as that part of a per-
son’s stock from which he intends to derive his income. .
Smith identified four types of ¥fixed" or productive
capitaly (1) capital invested in machinery which
facilitates and/or curtails the use of labor; (2)
capital invested in profitable buildings such as shops
and warehouses; (3) money required for improving land,
clearing and draining, for example, is used for pro-
ductive purposes and thus qualifies as capital, accord- ..
ing to Smith; (4) capital used to improve the "deerrity
of a workman may be considered in the same light® as®
machinery which facilitates and reduces the labor re= ¢
quired. This type of capital investment is quite similar'”
to the contemporary concept of "investment in human
capital.’

lMarshall®s definition of capital took Smith’s _
definition as .2 starting point, "only wording it a little
differently, and saying, ‘a person's capital 1is that
portion of his wealth by which he wins his livelihood. 103/

g/Nealth of Nations, Pook II, Chapter I.

Z/Marshall, Principles, Chapter IV,
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Marshall concluded that two hasic concepts were in-
volved in capital. Cepital has a productive capaclty
first of all. The productive aspects of capital give
rise to returns that may be consumed immediately or at
some future date. Such deferment of consumption leads
to Marshall®s second concept of capital -- “perspective-
ness.” Clearly the two concepts are quite similar but
the second concept introduces savings. Capital then is
sald to result from saving which involves %a sacrifice
of present enjoyments for the sske of the future.®

A strict definition of capital which precludes any
source other than savings is not in keeping with the
concept of capital now 1idely held by economists as
well as non-economists. Capitel in its pure economic
sense does not include the free "gifts of nature” not
made by man. To exclude the Fgifts of nature,” a
capital good may be thought of as any material economic
good other than land which is used for the production
of wealth. A more general definition and one that will
be used in the succeeding discussion is that capital
encompasses all resources except labor and management
used for the production of goods and services.

The problem of capital supply for farmers entalls
assembling the material goods such as land, buildings,
machinery and equipment needed for production. These
material goods are of three general types and three cor-
responding types of capital are required: (1) real es-

tate capital, (2) equipping cepital and (3) operating
capital.

Investment in land and permanent improvements to
the land constitute real estate capital. With extensive
agriculture, real estate capital usually represents the
largest portion of the total cepital investment. With
operations that are very intensive in terms of labor,
buildings or mechanization, real estate capital 1is
usually relatively less important. Permanent improve-
ments increase the basic productive capacity of land
over an extended period of time. Such improvements in-
- clude land clearing, drainasge, terracing, irrigation

ditches, fences and buildings intended for more than a
very few production cycles.

Equipping capital is characterized by investments
"that are not of a2 permanent nature such as land, but
extend over more than one production cycle. Machinery,
equipment, temporary storage faclilities, temporary
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housing facilities for livestock and livestock kept on
the farm for breeding purposes represent this type of
capital. ’ o

Operating capital is used to cover the variable
costs encountered within a production cycle. Operating
capltal is generally %consumed® within a production
cycle and does not carry over into a succeeding produc-
tion cycle. Erzamples of purchases made with operating
capital are seed, feed, fertilizer, fceder cattle, broil-
er chicks, hired labor, marketing services and miscel-
laneous supplics. Increased investment in the form of..
operating capital is a means of increasing the returns
to the farm business relatively quicker than additionsl
‘investments made in equipping or real estate capital.
For example, increased returns from the use of improved
seed or use of additional fertilizer will be availsble
at the end of one production cycle. Added returns from
improved buildings or mechinery on.the other hand, are
spread over more than one production cycle. SRR

As pointed out above, the problem of canital sup-
ply for the farm business is one of assembling the
material goods needed for production.: There is nothing
in the production function that says that ownership of:
the material goods directly influences physical output.
Control or use of materiazl goods is the critical aspect
of the problem of capital supply. The right to use a
resource can be transferred and it is this attribute
of productive resources that mekes it possible for
credit (transfer of the right to use a capital resource)
to potentially play an important role in farm finance
and in a broader view, farm menagement. :



CHAPTER III

. 'FARM CREDIT

7ﬂ.Farm;gred1t Defihed 1'

ASAa'tganéfer of}pdwéz“

‘Credit may be saild to be simply the transfer -of
power -to use a c¢apital asset from one person to another.
In this sense, a careful distinction 1s made between use
of a capltal asset and ownership of a.capltal asset.
Gaining control of capital through credit is quite simlilar
as a concept to gaining control of a speciflc resource
by renting. Renting generally involves acquliring the
power or right to use a capltal asset embodled in a
particular type of resource such as land whlle credit
‘involves galning the use of a more versatlle capital -
‘asset -- money. In both renting and credit, a transfer
is made of the right to use as distinguished from owner-
ship rights. In essence the farmer that borrows 1is in-
creasing his economic power to undertake a partiecular
course of action in farm production. : :

As g mutual agreement between a borrower and_lender

Since credit involves a transfer from a “have” to
a Yhave-not,” it is a joint venture. The transfer does
not take place unless both parties explicitly agree to
the provisions of the loan. Security requlrements,
interest (cost of the right to use) and time end form
of repayment are negotiable aspects of the agreement
between the two parties involved.

The agreement is no better than the confldence the
two partles have in each other. In fact, the word
credit comes from the Latin word "credo" which means "I
believe.” To borrow money, a farmer needs to exhibit
evidence of continued solvency and pnositive prospects
of being able to repay the loan according to the agreed-
upon terms. Furthermore, in most cases the farmer must
have adequate security to pledge as a guarsntee that he

will be able to fulfill his obligations to the credit
source.
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As a flow of capital or as a measns of redistributing
capital :

Credlt, as an institution in any economy, exists
dependént jon a two-fold situation. One aspect of the
sltuation is the existence of a group of people that
- have accumulated sufficient wealth that they are willing

% to temporarily transfer the power to use a part of this

‘wealth to other people. The willingness to make the
temporary transfer is dependent on the assurance that
the power of use will be returned at some future date
plus a payment for the returns foregone and risk en-
countered in making the transfer. The .amount of such
bayment for use, or in other words, the interest rate,
is a function of the risk of non-payment encountered by
the lender and the alternative uses for the loaned funds
avallable to the lender. As a holder of wealth makes
additional investments, his returns from the marginal
investments will generally decrease. UWhen the expected
marginal return from an additional investment is less
than the return from loaning the capital to another
person, the wealth holder will maximize his returns by
loaning. ‘

The second aspect of credit as a flow of capital
is that the marginal returns to the borrower from using
the capital must be greater than the marginal cost of
borrowing. The marginal cost of using borrowed funds
Includes the additional risk and uncertainty involved
in borrowing and increasing the size of the farm .
business. A transfer of capital can be profitable to
both the borrower and lender if they are at different
points on their investment functions. The lender will
have reduced his marginal returns by continuing to ex-
ploit investment alternatives, But unlike the lender,
the borrower will not have taken advantage of some of
the relatively high return investment possibilities
open to him. By his borrowing money to do this, both
he and lender benefit.

The inducement for capital to flow from individual
to individual or group to group comes primarily from an
expectation of added profits to both parties of the agree-
ment. There can be other inducements, however, for -
capltal to flow through the institution of credit.
Governmental agencies may also ‘influence the flow of
capital through credit by loaning government revenue
resulting from taxation or other revenue sources. In
essence, capital may flow from the relatively wealthy
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to the non-wealthy or from the Fhaves" to the Yhave-nots¥®
without the profit motivation being a key factor. 1In
fact, having to pay taxes to the government may reduce
the amount of funds invested by a firm and thus reduce
its profits. From the standpoint of the governmental
agency such a transfer of capital may be a means of in-
creasing the income of "ecapital-hungry% farm firms in
the economy. :

Types of Ferm Credit

The literature contains several classifications
of farm credit. Some of the classifications are
relatively standard and denote specific concepts while
others are still largely subject to interpretation and
further development.

Influence classification

Murray has developed a thrce-way classification of
credit based on the credit’s influence on the farm
business. His three types of credit are: (1) positive
or productive, (2) neutral or maintenance and (3) nega-
tive or unproductive. Positive or productive credit
“enables the farmer to produce a net surplus above the
cost of production; the credit must produce enough to
pay the principal of the loan, the interest and provide
a surplus besides for the farmer."4/ The distinctive
quality of positive or productive credit is that it im-
proves in real terms the position of the farmer and his
family relative to what it would have been without the
use of credit.

Neutral or maintenance credit enables the borrower
to stay in business but there is no surplus from the
use of credit. Principal and interest payments annuslly
take all or nearly all the added returns. However, this

&/Uilliam G. Murray, "“Principles and Practices Used
in lMaking Farm Productlon Loans," Proceedings of the

International Conference on Agricultural and Cooperative
Credit, Berkeley, California, 1952, p. 387.
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type of credit may be essential to keep farmers in busi-
ness in the event of disaster, low prices or other unex-~
pected situations that reduce farm income to a critically
low level temporarily. Neutral credit serves to perpe-
tuate the status quo and thus inhibits adjustments in
farm businesses that would otherwise occur., The advis-
ability of such inhibition of adjustment is a complex
issue with ramifications that go far beyond farm credit.

Negatlive or unproductive credit results in farmers
having to use income other than that generated by the
credit to cover repaymsnt of principal and interest.

In essence, a farmer is worse off for having used nega-
tive or unproductive credit. A farmer does not borrow
if he knows that he is goling to be worse off as a result.
But loans intended to be productive or positive can

turn out to be unproductive because of crop failures -

or disasters, for example. However, in some cases a
loan is unproductive or negative because the farmer and
the lender have simply misjudged the outcome of the loan
because of an inability to effectively evaluate the
farmer’s situation. Lenders who look for and find the
factors which cause loans to be unproductive will not
often make loans that disadvantage the farmer, the lender
and society. :

Belshaw has classified credit according to two
categories: (1) static credit and (2) dynamic credit.
He characterizes static credit as leaving the farmer,
after payment of interest and principal, with an asset
situation and 2 capacity to produce no different than
when he undertool: the use of credit. Static credit helps
the farmer maintaig/his position but does not lead to an
improvement of it Murray'’s concept of neutral or
maintenance credit and Belshaw's static credit are not
significantly different.

Belshaw definés dynamic credlt as leading to =a
cumulative increase in output. This 1s the same con-
cept that Hurray has for productive or positive credit.

5/Horace Belshaw, Agricultural Credit in Economicelly
Underdeveloped Countries, FAO Agricultural Series No. 46,

Rome, 1959,
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Although Belshaw has no term corresponding directly
to Murray’s negative credit he is of the opinion that
very often the purposes for which credit is used, the
manner in which it is appllied, and the conditions under
which it is givg s lead to a deterioration® in the far-
mer’s position.

Agency glassificatidg

Butz has distinguished ¥sound credit® from "soft
credit® primarily on the basis of the objectives of the
lending agency. He suggests that the term sound credit
be reserved “for the loaning of money where the interest
rate and other charges were sufficient to cover all
costs, including a calculated risk of loss.”

"Soft credit® characterizes loans which are not
designed to be self-supporting, even if the borrower
should meet all his contractual obligations. Govern-
mental agencles established to provide farmers with funds
through grants or partial grants should not be criticlzed
by applying the standards of %"sound credit® agencies. A
partial grant of a "soft credit® agency 1s quite different
from 2 "loan gone bad® for a ¥sound credit® agency.

Balanced credit

In the above discussion of different types of farm
credit, it is generally assumed that a farmer will have
speciflic needs for capital and will need the capital for
a specific period of time. In recent years there has been
increased attention glven to treating the farm business as
a single operating unit having a credit need. This is
contrasted to a farmer’s plecemeal credit program under
which he borrows from uncoordinated sources for unco-
ordinated purposes. Thls concent of coordinated complete
financing through one agency with the total farm operation
and its capital needs as paramount has been called several

&/1p1d., p. L.

Z/Earl L. Butz, “Postwar Agricultural Credit Prob-
lems and Suggested Adjustments,® Journal of Farm
Zconomics, XAVII, May, 1945, p. 283.
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different things. The terms ¥package credit,” a "bal-
anced credit program,“ ®comprehensive credit service®
and "farm management loans" are included in discussions
concerning farm credit. These terms can be taken to be
quite similar in connotation although specifically they
have been used to mean different things to different
people.

If farm credit is viewed as a short-run or tempo-
rary but necessary evil and a debt-free farm business
ls the farmer's goal, then the piecemeal approach to
farm finance will be firmly embedded. But if credit is
assumed to be a continuing requirement if the farmer is
to maximize his returns, a “balanced credit® approach
appears to best serve the purpose. The exlistence of
credit as a continuing, as contrasted to o temporary,
requirement is not limited to farmers of one type, of
one age or Jjust farmers of underdeveloped or relatively
more developed countries.

There are several basic advantages to a balanced
credit program or package credit. First, with only one
credit agency to deal with the farmer can borrow in
terms of his total operation. This means that the
security he has to pledge and the productivity of addi-
tlonal capital willl allow one lender to establish the
total amount of credit that he may borrow. The farmer
can have one »nledge of security to cover his entire
operation and all subsequent loans are covered by this
one pledge. This should materially reduce.the cost of
any new loans through elimination of a new appraisal,
title search and new loan fees.

Second, the arbitrary rule that the productive life
of the machine, animal, etc. determines the maximum
length of the loan need not be used. This is an arbi-
trary determination in that the length of productive
life may or may not coincide with the opportune time
for repayment. Uith conventional security requirements,
the length of loan can not exceed the productive life
of the item but with a pledge of security based on the
entire operation, this would not be necessary or even
desirable. As long as the net worth of the farmer is
increasing 2t a rate sufficient to cover the security
requirements of all the outstanding debt, the lender
is in a2 sound vosition.

Third, a lender is in o better position‘to counsel
a farmer on the use of credit if he is aware of the
total farm business situation. Credit decisions are



- 15 -

made best in terms of the entire operation and not just
for one segment or for the production of one commodity.

Farm Credit--A Panacea?

Much has been said to point out the importance of
caplital as a factor of production. Farm credit is a
recognized means of complementing the equity supply of
capital., But the hazards of using credit also need to

"~ be recognized. T.N. Carver has emphatically pointed

out that credit is not 2 panacea in the following words:

There is no magic about credit. It is a
powerful agency for good in the hands of those
who know how to use it., So 1s a buzz saw.
They are about equally dangerous in gye hands
of those who do not understand them.

Although Carver was reflecting on the United States,
simllar observations have been made relative to other
countries. In India, it has been observed that %cheap
and easy credit has often enough been the ruin of the
thriftless individual farmer, who has used this doublt-
edged sword (credit) to his owm undoing."ﬁ/ An extreme
view is expressed in an old French proverb which says
“credit supports the farmer as the hangman's rope sup-

. ports the hanged."

If low farm incomes were merely a result of inade-
quate farm credit, the low-income farm problem probably
would be much easier solved than is the case in reality.
Several background conditions needed to male farm credit
an instrument of real progress can be identified. The
following conditions are not necessarily ordered ac-
cording to importance, nor is the assumption made that
the abscnce of one or more is necessarily justification
for not extending loans to farmers., Some of the con-

Q/Quoted in: William G. lMurray and Aaron G. Nelson,
Agricultural Finance, Fourth Edition, The Iowa State
University Press, Ames, Iowa, 1961.

2/Edusrd Nevin, Capital Funds in Underdevelobed
Countries, Macllillan and Co., Ltd., London, 1961, ». 83.
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ditions are:

1. A recognition by both lenders and borrowers of
the lmportance of business character as a basis for
credit. Such recognition is evidenced by a legel basis
for using credit, the prompt payment of interest and
installments and ample notice of any delays in such pay-
ments by the borrowers.

2. A system of land tenure which provides for
stabllity of occupancy and a fair division of return
that enables farm operators to benefit directly from
improvements made in their farming operations.

3. A set of farm credit agencies which faciiitates
the flow of capital into agriculture and between its
parts and minimizes the risks involved.

L. A marleting system which facilitates trade and
permlts desirable specialization. Such a system is
characterized by suitable storage facilities, regulation
of the issuance of warehouse receipts as bases for
credit, standard grades along with a related inspection
system, market news services and an improved transpor-
tation systen.

5. An educational system which aims first at the
development of technically trained people who so into
the fields to instruct farmers in new methods; second,
at the elimination of illiteracy by widespread. elemen-
tary education; and third, educattn to provide skills
in trades and professions. .

6. Governmental services to aid in the control of
plant and animal pests and diseases.

7. Conditions favorable to good health such as
village sanitation, safe water supply, mediczal and
clinical services.i

‘ In short, credit is not a panaces or a cure-all
for the farmer with an “unacceptable® farm income, much
less for all economic and political ills. Recognition
of this 1s essential if farm credit is to be put into
proper perspective when analyzing farm firm finance
management problems,

ig/International Conference on Agricultural and
Cooperative Credit, Farm Credit in Underdeveloped Areas,
Berkeley, 1952, p. 121.
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CHAPTER IV
PRINCIPLES OF FARM LOAN REPAYMENT TERNMS

One of the most important matters in the use of
credlt is the emergence of debt repayment terms that
relate debt repayment capacity to increased output.
Loan repayment terms are easily given a minimum amount
of attention. Attention seems most often devoted to
simply getting the money into the hands of farmers.
Thus repayment terms are often not planned in terms of
the speclific characteristics of the farm business but
instead on what secems to be conventional.

Principles of sound repayment terms

"Ideal” loan repayment terms maximize the credit
utility for the borrowers and provide good prospects of
recovery for the lender. Repayment terms directly in-
fluence the amount of debt that a farmer can safely carry.
But also, the specific characteristics of = farm business
influence directly the repayment terms which are most
desirable for it. There are certain principles which
serve as broad gulde lines in determining debt repay-
ment terms for specific situations.

‘Once the specific characteristics of o farm busi-
ness are known and an understanding exists of how loan
repayment terms can be varied to meet the needs of a
farmer, it is possible to determine specific loan repay-
ment terms that are in line with the needs of the farm
operator.

Capital available to farmers and capital actually
used by farmers are quite different. In some cases, it
1s not possible for farmers to borrow under any terms.
This is a true case of capital not being available to
farmers. In other cases, farmers can borrow money but
they do not for one of several possible reasons.

There may be a reluctance to borrow just because
being in debt is an evil to be avoided if at all pos=-
sible. In such a case, a farmer will borrow when ab-
solutely necessary and repay the loan as soon as pos-
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Sible. Modifying the repayment terms will do little, at
least in the short run, to change his attitude towards
farm credit.

There 1s another group of farmers that is not
presently borrowing but would be willing to do so if the
repayment terms were adapted to the specific character-
istics of thelr farm businesses. The debt repayment terms
influence not only the likelihood of a farmer using credit
but the expense of his using credit. Interest and loan
fees are directly influenced by loan repayment terms.
Investment opportunities foregone may represent a higher
"cost® to the farm business as a result of repayment terms
which are not compatible with his operation. For example,
if a farmer has a sound investment opportunity that will
not have a return for five years and the only money he
can borrow must be paid back in less than five years, the
investment and thus an income opportunity must be foregone.

Loan repayment terms not only influence the profita-
bility of a farmer’s using credit but more basically they
influence his attitude toward credit and the likelihood
that he will use credit as a means of maximizing his
returns. :

The major variables in debt repayment terms are:
(1) length of the repayment period, (2) dates of princi-
pal and interest payments, (3) flexibility of payment
schedule, (4) interest rate, (5) service charges, (6)
form of principal and interest payment, (7) security
offered as pledge of repayment and (8) extent of amorti-
zation. A discussion of each of these variables follows.

Length of the repayment period

In the case of short-term loans the repayment period
is one year by definition. The principal is ordinarily
repaild in a lump sum at the end of the year. The inter-
est may be deducted at the time the loan is made or at
the time of the principal payment.

Critical aspects of the loan repayment period be-
come apparent when consideration is given to loans extend-
ing beyond one year or one production cycle. The question
arises as to how long the repayment period should be ex-
tended.
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The loan repayment period directly affects the amount
of debt which a farmer can safely carry. If the repayment
schedule 1s too rapid, the farmer will not be able to mske
the payments without serious curtailment of his level of
living or ability to take advantage of additional invest-
ment opportunities. '

Principal and interest payments are given less
priority than some other financial obligations of the
farm family. Family living expenses have the highest
priority. Living eipenses can be reduced to facilitate
the payment of debt and accumulation of capital provided
the farm famlly is not at a subsistance level of livins.
Production bills, taxes,; interest, insurance, maintenance
and repalr costs must also be paid from the gross farm
income. After all these other expenses are net the a-
mount left for debt retirement may be limited.

However, the problems in determination of the loan
repayment period length are not confined to avoidance
of too short a period. As the repayment period is ex-
tended, an increase occurs in the probability of signifi-
cant price changes, inclement weather, major changes in
technology, decline in health of the farm operator and
changes in other factors which affect the ablility to re-
pay. Consequently, a greater margin of safety is needed
. as the repayment period is extended. Part of the poten-
- tial increase in the sofe debt load resulting from ex-
tending the repayment period is lost due to the need
for an increased margin of safety.

A logical question follows concerning the mazimum
length of the repayment period. A possible worling
principle for determining the maximum length of the re-
payment perlod is that the period of loan should not ex-
ceed the life of_the improvement, equipment, or the live-
stock pUrchased.ll} It is argued that if the repayment
period is extended beyond the life of the improvement,
the farmer is paying for something which he is no longer

l!'-/See Bernard O. Binns, Agricultural Credit for
Small Farmers, FAO Development Peper No. 16, Rome, 1952,
r. 16 and James L. Robinson, Credit in Use 2nd Conser-
vation of Agricultural Resources, USDA Agricultural In-
formation Bulletin No. 122, Washington D.C., 1957, p. 8.
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recelving. It 1s proported that this is an unjustified
cost to be borne by current income. From the lenders?’
standpoint, settling for a %dead horse® is an undesirable
situation.

If this principle is used in determining the lencth
of the renayment period, the lender is not financing the
ferm as a unit but is financing on an enterprise or
individual loan basis. If the farm business 1s finan-
ced as a unit with an open-end mortgage or with some other
guarantee of repayment, the length of life of an improve-
ment becomes an unrealistic means of determining the max-
imum repayment period. If a farmer is making progress in
capital accumulation and improving his level of living,
it may be to his advantage to limit debt repayment to make
further capital investments. This approach to incréasing
capital investments and improving the level of living is
not compatible with the proposed principle.

As indicated above, extending the repayment period
reduces the annual principal payment. Such an extension
also increases the total interest payments over the life
of the loan. As illustrated in Table 1, increasing the
period of a $1000 loan fron 5 to 10 years results in g
marked decrease in annual principsl and interest pay-
ments. As the repayment period is lengthened the advan-
tage of any further extension is decreased. It is appar-
ent that a repayment period can be extended to such a
degree that a farmer makes very little progress in debt
reduction. Such a situation is not serious if the long-
run prospects for returns on the borrowed funds ezceed
the cost of using the funds.
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TABLE 1: Full Amortization of a 1000 Loan, at
47 Interest, for Selected Repayment

Periods.

Repayment ' ' Reduction Total Total
Period Annual1 in Annual Principal Interest -
In Years Payment Payment Payment?2 Payment

5 $225 ——— $1000 - § 125
10 123 $102 1000 230
15 90 33 1000 350
20 74 16 1000 L80
25 6L 10 1000 600
30 58 6 , 1000 740
35 Sk b 1000 890
Lo 51 3 1000 1040
50 L7 L 1000 1350

100 L1 6 1000 3100

lIncludes principal and interest

2Total over the life of the loan

Dates of vrincipel and interest payments

The sale of farm produce is not generally dlistrib-
uted evenly throughout the year. The income pattern
varles with the nature of the farming operation. A
producer that has as a major source of income only one
crop that is marketed at one time during the year is
faced with the problem of adjusting his bill payments
accordingly. A delry farmer on the other hand with no
other major source of income will have an income pattern
that presents considerably less difficulty in erranging
blll payments.,
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The due dates for nrincipal and interest nayments
should coincide with the time or times that the farmer
normelly receives payment for his products. If pos-
sible, due dates should not fall within periods of heavy
production expenses.

Flexibility of payment schedules

There are three basic aspects of flexible revayment
schedules: (1) deferment of principal peyments to ser-
vice "problem® loans, (2) adjustment of payments to se-
lected varisbles such as prices of farm products, crop
yields, farm income, etc., and (3) provision of ontion
to make advanced payment.

No matter how carefully the repayment period and
meturity dates are planned, there will be justifiable
reasons in some cases for later modifications. The
flexibility in this case is actually postponement of
payment due to unforseen circumstances. Crop fallure,
for exemple, may leave a farmer with no alternative to
postponement other than surrender of part of his equity
capital, This alternative may well spell ruin for the
fermer. If postponement is mede, it is usually best to
recalculate the future pesyments so as to spread the ef-
fect of the nostponement over as many years as possible.

Variable payment loans embody a particular type of
flexibility. Such loans are designed to have principal
and interest payments which fluctuate with one or more
selected variables that directly and immediately affect
the repayment capacity of the farmer. This concept of
ad justing repayment to the fermer’s needs is theoreti-
cally sound. However, its major and significeant »rec-
tical limitation is the difficulty of establishing an
acceptable variable that reslisticelly represents 2
basis for the adjustment of payments.

Murray has suggested four possible variables to
which peyments might be adjusted: (1) prices of farm
products, (2{ ?rop vields, (3) rental sheres end (4)
farm income,:2 The major difficulty with using the
prices of farm products is that when yields are below
normal, prices are above normal. Consequently, when

lg/Murray and Nelson, on. git., p. 184,
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Prices are higher, the farmer 1s expected to male an
above normel »rincinal and interest payment hbut this is
the very time when he 1s not in a position to do so be-
cause of the low yields.

The “crop yields plan® is somewhat better than the
“nrices of products plan¥ because higher payments are
expected with above normsl yields. But this plan does
not work well if the higher ylelds are off-set by low
prices. The “rental share plan® is suggested to overcome
some of the objections of the first two plans. With
thls plan, the lender receives a2 proportion of the farm-
er’s physical output. The lender applies the proceeds
of this outh»ut to the interest and »rincipal due.

The “farm income plan® is also theoretically sound
in that payments are adjusted to the farmer's net in-
come. Practical limitations arise however, in computing
net farm income, determinins reasonable living ervenses
and allowing for variatlons in the quality of menagement.

Provision of an option to make advanced nayment is
an additlonal form of flexibllity. If such an option
exlsts, a farmer can »nay off his loan at a faster rate
than originelly plenned. An unexpected incresse in
repayment cepacity might result from increased yields
- or prlices or technological changes that increased the
efficiency of production. Such an option may also ellow
a farmer to refinance if interest rates decreased after
his loan was made, The option payment »nrivilege is
less desirable for the lender than the farmer. Conse-
quently, lenders may insist on certain restrictions to
protect themselves even if they are willing to allow
the option.

Interest rate

To the farm operator, interest is an operating
cost assoclated with using non-equity capital just as
rent 1s an operating cost associated with using someone
else’s land or equipnment., The importent consideration
is the relationship between the cost of using the non- _
equity capital and the increzsed returns that mey result
from such use., Interest rates which are too high can be
an impediment to the develonment of a farm business.
But interest rates need to be high enough to induce the
lender to temporarily part with some of his funds.
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The interest rate is a percentage of the principal
to be pald, for each unit of time. The unit of time,
unless specified otherwise, is one year. However, the
quoted or nominal interest rate is not always a satis-
factory basis for analysis of credit costs. Analysis
is best made on the basis of the actual or true inter-
est rate.,

There are three common procedures for determining
the total interest charge:

) annual interest on the unpaid balance
) annual interest on the oriﬁinel or face amoun
) interest rald in advance -- discounted loan_z/

A~~~
W

The differences in these nrocedures can be illus-
trated with = hypotheticalloqn of 5120 for one year
with a nominal interest rate of 5p. If the loan was
repald at the end of one year in a lump sum the inter-
est charge would be 56. In this case the nominal and
actual rates of interest are identical. If the loan
was repaid in 12 equal monthly installments of 510 with
interest computed on the unpaid balance, the interest
charges would decrease monthly as shown in Table 2.

With a payment plan calling for equal and evenly
spaced payments, the actual or true annusl rate of in-,,,
terest may be computed by using the following formula:=—/

, Actuel

Total of finance Number of annual
charpes wpayments . 1 = rate of
1/2 original loen  No. of Years * To. of .pay- 1interest

ments + 1
Substituting into the formula from Table 2:

2.26 . 12 . 1 _ e
60 1 * 13 5%

ljjAaron G. Nelson, Credit as a Tool for the
Agricultural Producer, North Central Regionel Extension
Publtcation No. 4, University of Nebraska, Feb., 1957,
p. 14.

1%/ 1p14., p. 15.
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TABLE 2; Example of Interest Computed on the
Unpald Balance. Prinecipal, 120,
Interest Rate 57, 1 Year MNonthly
Paynents of :.10.

Number'of Total Principal Unpaid
Installment Installment Interest Payment Balance

1 $10.50 $0.50 $10 $110

3 10.L2 A2 10 90

b 10.38 .38 10 80

5 10.33 .33 10 70

6 10.29 .29 10 60

7 10.25 .25 10 go

8 10.21 .21 10 0

9 10.17 .17 10 30

10 10.13 .13 10 20

11 10.08 .08 10 10

12 10,04 .ol 10 )

Total $123.26 $3.26 %120 -

With 12 equal annual payments and the interest
flgured on the unpaild balance, the nominal and actual
rates of interest are identical. From this it is ap-
parent that making monthly payments does not alter the
fact that the real and nominal rates are identical when
interest 1s figured on the unpaid balance.

With the same loan as used in the above erample
but interest computed on the original or face amount,
+%0.50 in interest would be paid each month. The total
interest charge for the 12 months would be $6.00 ({;0.50
X 12 months). Substituting into the above formula:

ég%g x l% x T% = 9.237%
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In this case, the real or actual rate of intercst
is nearly double the nominal rate.

When a loan is discounted, it is most common to
deduct the interest from the principal. Thus the bor-
rower does not have the use of the face value of the
loan, With the above loan as an example, 56.00 (120
'x 5%) would be deducted from the principal. If the

loan was repaid in a lump sum the actual rate of inter-
est would be:

£r = 5.3%

If 12 monthly payments of $10 each were made, the
interest charge would be (;6.00 as above. Substituting
in the formulas

2 .. L

3"'7' X 1 < 13 = 9.72%

The variation in actual interest rates with the
procedure used in computation is illustrated in Table 3.

TABLZ 3: Variation in Actual Interest Rate with
Selected Computation Procedures and
Payment Plans. Principal, 120, Nom-
inal Interest Rate 5%, 1 Year Term.

Actual

Interest Paid On: Payments Interest Rate
Unpaid balance . Lump sum 5 7
Unpald balance 12 monthly 5 %
Original amount - 12 monthly 2.23%
Original amount in advance Lump sum 5.3 %

Original amount in advance 12 monthly 9.72%




Service charses

In addition to interest charges, borrowers may also
have to pay some service charges. Some examples of :
service .charges are carrying charges, “time differen-
tial® payments, credit or finance charges, application
fees, .inspection fees and loan closing fees.

Regardless of the nature of the service charges,
they represent an additional cost of borrowing. If
service charges are involved in a loan, they must be
included in the total cost of borrowing to compute a
meaningful actual or true interest rate.

Form of principal and interest nayment

Farm loans are ordinarily repeid with money received
for the sale of farm products. The Frental share plan®
discussed above represents an alternative form of repay-
ment. Instead of selling the total production, receiv-
ing cash and then givings a part of this to the lender,
the farmer may simply give the lender a share of his
output., If the lender is a marketing agent for the
farmer, this form of payment is quite efficient. It
1s advantageous to the farmer because it is compatible
with variations in yields and prices. Furthermore, it
is ﬂdvantageous to the lender because he has a first
claim on farm income.

Security

A credit institution encounters risk when it loans
funds. A nearly riskless operation can be conducted by
loaning only to large farmers who have substantial
assets and earning power. A credit institution cen con-
duct a very risky operation by grenting too meny loans
to farmers who have little if any repayment capacity,
tangible assets, prospects for increased productivity or
Intanglible assets such as moral character. The security
which a credit institution requires is one way it ha
to economically nrotect itself against the risls vnich
it 1is bearing in lending money. From the standpoint
of the lendcr9 the critical aspect of the security it
requires 1s not the form of the securlty per se but
whether or not the pledged security adequately covers
the risk which 1s encountered in making the loan.
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The nature of the assets which a farmer can pledge
as securlty vary considerably. Land is a common security
for farm loans. It is tangible and has a continuing
value in farm production, But to some extent these very
characteristics are limitations of land as security.
Farm credit institutions which depend on land as securlty
will sooner or later be faced with the problems involved
in foreclosing on land. Land values fluctuate over time
- and 1n a period of widespread default on farm loans, the
land prices may be relatively low. The credit institution
is then faced with the choice of becoming the owner of
large areas of land or selling the Tand at low prices.
+ A credit institution is not equipped to operate farms.
The land forced to be sold mey be purchased by a very
few people which leads to land aggregation and an increese
in tenancy1 Belshaw has reported this situation in India
and Burma,d/ Assessing the value of land as security
can present complications. Not only does the price of
land fluctuate but the quality varies conslderably.

The social implications of owning land must also
be considered. The importance which a.farmer attaches
to owning land may meke him very reluctant to pledge it
as securlty. Land to g farmer may represent his only
hope for the future. To risk losing this hope may be
out of the question. ' .

A farmer must have clear title to any asset which
he pledges. W. Don Micheel, in a study of Ceylon, is
quoted by Belshaw as follows: ¥Credit transactions over
land, therefore, involve long and tedious delays in in-
vestigation and clarification of title, aTg not infre-
quently have to be abandoned in the end."——/

However, the most serious limitation of land as
securlty 1s that often the farmers most in need of
additional funds simply do not have land to pledge.
Use of other immoveable assets such as farm buildings
present difficulties similar to land when used as
security.

lﬁ/Belshaw, op. cit., p. 31,
16/ 1piq.
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Livestock, machinery, stored produce, standing
crops and other production materiasls may also be used
as security. All of these are subject to relatively
short productive lives and thus have decreasing value
over time as security. Problems of accurate determina-
tion of value, positive identification and perishability
are encountered with this type of security.

Personal security as a pledge 1is a way of overcoming
at least some of the limitations of tangible assets as
security. When personal security 1is used, the primary
criterion in making a loan is repayment capacity. Repay-
ment capacity is measured in terms of ability to maintain
assets and output, meet loan charges and repay the prin-
cipal without reducing the level of 1iving of the farm
operator end his family.l

For a farmer with limited tangible assets, family
labor is the most abundant asset. Using repayment ca-
pacity as a basis for loaning allows a farmer to use his
most abundant resource, labor, to secure funds.

Tangible assets still have a role when farm credit
1s based on repayment capacity. Thelr primary value is
that the pledging of property and the public humiliation
of subsequent foreclosure exercise a_§7straining influ-
ence on the actions of the borrower. This, to the
lender, 1s of more value than the possibility of re-
covering the loan through taking possession of the pledged,
tangible assets.

Collective personal security may also be used to
secure a loan. Belshaw and Binns have identified three
approaches to collective security:

l. by using others to act as sureties for loans,
2. Dby the issue of a joint bond by a group
of borrowers under which each borrower
recelves a separate loan for the repay-
ment of which members of the group are
Jointly and severally responsible,
3. Dby collective liability through co-
operative credit societies.l2§

2'--'Z/Belshaw,, op. cit., p. 32.
lg/Binns,, op. cit., p. 18.
19/Belshaw, op. eit., p. 109 and Binns, op. cit., p. 18.
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In the case of cooperative credit socleties liability
may be unlimited or limited to a multiple of the capital
share which each member is required to hold.

Extent of amortization

There are three basic methods of distributing pay-
ment of principal and interest over the period of the
loan: (1) lump sum payment, (2) partisl payment or par-
tial amortization and (3) complete amortization. Lump
sum payment is commonly used for short-term loans. Par-
tial and complete amortization are commonly used for
intermediate and long-term loans. Amortization will be

defined more precisely and discussed in detail in the
following chapter.
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CHAPTER V
PLANS OF AMORTIZATION

Amortization is a means of systematically spreading
the payment of principal and interest over the life of
the loan. This procedure is an alternative to a straight
end or lump sum payment which entails payment of the en-
tire loan on the expiration of the term. The straight
end payment can be used on a loan of any term but is
generally used for short-term and intermediete loans.
Amortization is adaptable to intermediate and long-term
loans.

A modification of the lump sum payment plen is par-
tlal payment. With a partial payment plan, periodic in-
terest and principal payments are made but there is still
a lump sum (somewhat less than the original principal)
due at the end of the repayment period. A loan of this
type, for example, would be a 200 loan for a 10 year
term with interest at 5 per cent on the outstanding bal-
ance, and with Erincipal payments of 9 per year. As is
shown in Table 4, at the end of the first year the bor-
rower would pay %10 interest and $9 principal or 319.“
The second year the principal payment would still be §9
but the interest payment would decrease by $.45 because
of a decrease in the unpaid balance of {9. The interest
payment would continue to decrease by .45 each year
until the loan was paid. The principal payments would be
«9 each year until the tenth year, the year in which the
loan comes due. The final principal payment would be
w119 or the amount of unpaid principal after 9 annual
payments of ;9 each. This type of repayment is some-
times called a "balloon" plan because of the last prin-
cipal payment being the largest.

There are numerous varieties of this partial pay-
ment or *balloon® plan., If the terminal principal pay-
ment is equal to each of the annual payments, the plan
is no longer a partial payment plan but a more exten-
sive application of it commonly called an amortization
plan.
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TABLE 4: Exemple of Partial Payment Loan With
Terminal Balloon Payment. Principal,
#200, Interest Rate, 5%, 10 Years,
Annual Principal Payment, %9 plus
Balloon Payment.

Number of Total Principal Unpaid
Installment Installment Interest Payment Balance

1 $19.00 £10.00 $9 $191

2 18.55 9.55 9 182

3. 18.10 9.10 9 173

y 17.65 8.65 9 16L

5 17.20 8.20 9 155

'6 16.75 7.75 9 146

? 16.30 7.30 9 137

8 15.8, 6.85 - 9 128

9 15.40 6.40 9 119

10 124,75 5.95 119 0

Total  $279.75 $79.75  $200 -

Amortization loans

Amortizetion means paying a loan by 2 number of
installments. Each installment includes an interest
and principal payment. The percentages of the install-
ments for interest and principal depends on the specific
terms of the loan. The size of installments, proportion
for interest, proportion for principal payment and fre-
quency of installments are the major variables to be
agreed upon by lender and borrower when an amortization
plan is used. :

Installments are commonly paid annually, semi-
annually, quarterly or monthly. Any period can be used,
as an amortization plan functions the same regardless of
the length of time between installments. The above dis-
cussion concerning length of the repayment perlod, due
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dates and flexibility are directly applicable in deter-
mining the time period for installments.

The size of the installments depends upon the plan
of amortization or repayment used, the number of years
required to repay the loan, the interest rate, and the
amount of the loan., There are many amortization plans
that may be used. Most, however, are modifications of
two® basic plans: (1) even payment plan and (2) de-
-creasing payment plan.

With the even payment plan, installments are equal.
Part of each installment is for interest and the remain-
der is applied on the principal. The amount of interest
payment gradually decreases as the principal decreases.
A high percentage of the early payments is for interest
while towards the end of the loan, interest charges
decrease and practically the entire payment is applied
to the princival. The even payment plan of amortization
1s 1llustrated in Table 5.

TABLE 5. Example of Loan Amortization Table -
Evey Payment Plan, Principal j:2Q0,
Interest Rate 5%, 10 Years, Annual

Installments

Number of Total Principal Unpaid
Installment Installment Interest Payment Balance
1 $25.90 $10.00 $15.90 $184.10
3 25.90 8.37 17.53 149.88
L 25.90 7.L9 18.41 131.47
5 25.90 €.57 19.33 112.14
6 25.90 5.61 20.29 91.85
7 25.90 L, 59 21.31 70. 54
8 25.90 3.53 22.37 48,17
9 25.90 2.41 23.49 2L 68
10 25.90 1.22 24,68 0

Total $259.00 459,00  $200.00 -
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The annual payments are %$25.90 on a 3200 loan with
5% interest. The loen is completely paild at the end of
10 years, On the first payment, {,10.00 is for interest
($200 x 5%) and the remainder of the $25.90 payment
($15.90) is for principel. But as the proportion of
the total fixed installment for interest decreases, the
principal peyment increases. Only $1.22 of the final
payment of 25,90 is used for interest and the remain-
der or 24,68 reduces the unpaild balance to zero.

With the decreasing payment plan the installments
decrease throughout the loan period. The principal
payment 1s fixed and the interest decreases with each
installment because of a decreasing unpaid balance.

A decreasing payment plan is the same as the partial
payment plan illustrated in Table 4 except that the
principal payments are equal for all installments in-
stead of all but the last installment. A decreasing
payment plan is illustrated in Table 6.

TABLE 6: Example of Loan Amortization Teble -
Decreasing Payment Plan. Principal (5200,
Interest Rate 5%, 10 Years, Annual

Installments.

Number of Total Principal Unpaid
Installment Installment Interest Payment Balence

1 $30 $10 %20 $180

2 29 9 20 160

3 28 8 20 140

4 27 7 20 120

5 26 6 20 100

6 25 5 20 80

7 24 L 20 60

8 23 3 20 Lo

9 22 2 20 20

10 21 1 20 0

Total 8255 %55 $200 -
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CHAPTER VI
EPILOGUE

The intent of this paper is to discuss the role of
caplital as a factor of production in agriculture, the
nature of credit as a facilitating agent in this process
of production and the relevance of farm loan repayment
terms to a farm credit program.

Established credit institutions have generally
evolved through the demand and supply of capital funds.
They have acquired their current characteristics after
a period of development and experiment. Farm loan re-
payment terms which are mutually acceptable to lender
and borrower are an essential part of "desirable” credit
institutions, A %desirable" institution is here taken
to be one which facilitates the credit needs of the group
of farmers for which it 1s intended.

A critical evaluation of private money lenders
should serve well to summarize and to emphasize the
Importance of farm loan repayment terms. Private money
lenders play a very important role in farm finance in
many countries. Yet, they are often criticized for
thelir exploitive practices. For example, quoting the
Indian Agricultural Finance Subcommittee, the All-India
Rural Credit Survey states:

The money lender is certainly no philanthropist.
lils object is to make money, and he is not al-
ways particular regarding the means by which -
he does it. He will debit hils client with 21l
incidental expenses. HKe will cause an 11llit-
erate borrower to put his thumb impression on
a blank form, and subsequently fill it up with
a sum in excess of the amount actually lent.
He charges a rate of interest that is always
high and often extortionate ,and compounds

it at frequent intervals.gg/

29/ )11 -India Rural Credit Survey Volume IT -
The General Report. Bombay, 1954, pp. 174-175.
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Incorporated in this statement is seemingly just
cause for assuming that private money lenders in Indis
are insignificant sources of farm finance. But the
contrary is quite true -- they are 2 major source of
farm finance. :

Two logical questions follow. First, why are the
private money lenders such important sources of funds?
Second, how can they exnloit borrowers in this meanner
and still continue to operate profitably year after
year? The answer to these questions lies in the con-
tinuation of the above quote: '

Nevertheless, when occaslon arises the mecney

- lender can and does show leniency. He will
not for instance, use his fraudulent bond un-
less the client by his contumacy forces him
to go to law. Again, if his debtor is prompt
and punctual in repayment, he will allow him
rebate of interest when the account is finally
closed. DMeantime, it is to him that the needy
peasants turn for help in every trouble. He
does not keep the borrower walting for his
moniey till the time for its profitable svend-
ing has passed. He does not press for repay-
ment at due date if he knows such repayment
is inconvenient. He does not conduct em-
barassing inquiries into his client’s finan-
cial condition; for what it is worth, he
‘knows 1t already and the element in it to
which he attaches most importance is the
client’s reputation for prompt snd regular
payment.

The key point 1s that the money lender’s chief
attribute is his ability to serve the borrowers®
flnancial needs. The loans are mede in terms of the
specific characteristics of the borrowers. If farm
credit is to be a positive factor in improving the
status of farmers, some of the positive attributes of
the private money lenders may well serve as guides in
designing repayment policies that help in persuading
farmers that 1t is to their distinct adventage to
borrov.
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