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i necessary aad iwportuant ingredient in ine development process of
subsistence agriculture is tne introduction of improved technology and land
managewent practices. Lut these are related to the availability of suitable
agricultural credit facilities. although several agricultural credit policies
aund prograumes nave pcen introduced in wsthiopia very few peasant farmers
nave peen litegraied iuto these prograimese. Moreover, the proportion of
private peasants using agricultural credit has remained unsatisfactory.
Lxcept for some short-term credit from the Ministry of Agriculture for input
procurenent, agricultural credit services available to the peasant farmers

are still of a rudimentary mature.

In light or these facts, it would be desirable to find concrete explan-
ations for the low level of credit use by subsistence farmers. Consequently,
the central objective of the thesis has been the determinations of both
institutional and non-institutional factors which influence subsistence
farmers credit use. OSince the detailed information base necessary to
forward a solution to the problem is not readily available, the case study
method has been considered to find such details. Towards this end, two
districts were purpoéively selected on the basis of their response to the
introduction of improved technology. A random sample of two peasant
associations was drawn from each district and from each peasant association
selected, a simple random sample of farm household heads was taken. Data:

were collected in the months of March and April 1986.

Both wualitative and guantitative techniques were used to analyse
the stated objectives. In particular, the techniques of discriminant

analysis and multiple linear regression analysis have been applied to



identify the impnrrtant socio~economic factors that characterize credit
users and non-users and those which determine the volume of loan absorbed

by a farm household.

The result of the study has shown that subsistence farmers credit
use has been limited by institutional factors both before the Kevolution
and after the Revolution. The findings alec show that peasant farmers'
credit use is also influenced by a set of social and economic factors.
The level of education, the use of improved technology, the size of opera-
tional area, inadequate market arrangements together with extension service
availability and two of the hypothesised production limitations (need for
more land and product price security) have been observed to be the main
factors which distinguish borrowers from non-bcrrowers. The age of the
farm household head and investment expenses are also important to classify

farmers as borrowers or non-borrowerss

The results of the multiple linear regression analysis have also
indicated that the variations in loan size are explained by a set of
socio-economic variables. In this regard, income, credit experience, and

value of livestock were found to be the main determinants of loan sizea.

The study reflects that the formulation of an appropriate agricultural
credit policy together with other complementary services is important in
order to raise agricultural productivity of subsistence farmers in rural

Kthiopia,
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1.1 Introduction

Agricultufal credit can make an important contribution to a
solution of the problem of rural poverty. In order to increase
agricultural productivity so as to satisfy the growing demani for
food and raw materials  farmers must increase their capital invest-
ments on modern and improved methods of agricultural production.

The use of improved inputs (fertilizer, seeds, pesticides, etc)
provision of irrigation . fwcilitiess, mechanization and other farm
activities may demand far larger financial outlays than the farmer

can afford. Thus agricultural eredit facilitdes should be extended to
the farmers so as to enable them adopt improved cultivation methods
and increase their productivity. The al 'cace of credit facilities
could become a consequential bottleneck to the use of modern techno-
logy. In this regard, the problem of peasant farmers deserves special

consideration.

Subsistence farmers have the least capacity to finance invest-
meats in needed inputs. Lack of capital is a crucial factor for them.
Their agricultural prrduction is limited because their real income is
low and hence they do not have the capacity to save. Increase? farm
credit is, therefore, a vital instrument particularly for the subsis-

B AR

tence farmers since it is a key to improved outr .. +
However, peasant farmers' credit use is very rudimentary in Ethiopia.
Thus, the extent to which agricultural credit has been used and the

factors which influence credit use must be studied in order to design

appropriate agricultural credit policies and to allocate scarce resources

to their best usea.
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1.2 botatement of the problem

Agriculture comtribu - i . lrerims g 3 e v e 6 the
domestic food and raw matzrial supply, GUP, employment and to exports
from kthiopia. The needs to increase national levels of food product-
ion and foreign exchange earnings would call upnn the policy makers te
emphasize the development of the sector. However, the rats of growth
in agriculture cannot be pushed up unless there is a significant imp-
rovement in the economic corditions of the small farmers. A focus »n
peasant farmers is essential since they are the largest body of producers

in the rural areas.

A necessary and important ingredient in the development process of
subsistence apriculture will be the in* nduction of improvei technology
and land wanagement practices. But these are related to the availability
of cepital., More specifically the availability of suitable agricultural
credii= to peasant farwmers, who are using traditional methods of culti-
vation and have limited access to capital, deter:” the extent of
agricultural modernization possible. However, it must be understood that
the availability of suitable agricultural credits by itself does not solve
all the problems of subsistence agriculture. VWhat is needed is a holistic
approach involving properly synchronized input-output framework where

credits come as an important component.

s number of credit programmes have been introduced in Lthiopia with
the objective ~r raising egricnltural productivity and income of the rural
population. Unfortunately, few peasant farmers were integrated into these
programmes. while there is a large demand for agricultural leans to be

advanced to the rural econony, it wmay be said that such lnans are not
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avallable for peasant farmers in sufficient amounts to have any mate-
rial impact upon the rural development.1 More recently a survey
undertaken by the Ministry of Agriculture estimated that private
peasants using agricultural credit did not exeeed 13.6 percent »f the
whole peasants at any one time in the past,2 There is nA rural credit
programme covering all areas of the country and different oagments #f the
farming population. The agricultural and Industrial Development Bank,
which is the main source of agricultural credit in Ethiepia, has not
been able to meet the credit needs of the peasantry. Because of its
limited capacity, high collateral and other security sequirements,over
80 percent of the farming population in the nation has not been eligible
for credit from the Bank,5 riore recently, out of 212 million Birr, which
was disbursed by the Bank during 1979/80, only one-fifth went to peasant
associations and ct:u::per'ai',j.ves..L+ In general the amount provided by the

Bank is far from adeguate relative to the needs of the sector.

In addition to the inadequacy of credit facilities for the rural
population, consumption needs usually appropriate the largest proportion
of the credit flow. For instance, the average credit flow to the rural
households for the 1983/84 crop season was estimated to be less than 20
Birr of which 80 percent came from non-institutional sources (friends,
relatives and local traders) and consumption and social needs absorbed

5

more than 70 percent of the credit flow.” The volume of credit usec for
productive purposes, i.e geared towards the procurement of agricultural

inputs such as seeds, implement, fertilizers, etc., is negligible.

In general, except for some short-term credit from the Ministry

of agriculture for input procurement agricultural credit services

swafl



available to the subsistence farmers are still of a rudimentary nature,
There is an absolute shortage of farm credit. Hence, the peasantry is
unable to use improved technology and raise-tne levy:1l of agricultural
productivity. In the light of *his fact thé‘main problem would be to
explore the factors that are responsible for the low level of credit
use by subsistence farmers. &Since the detailed information base
necessary to forward a solution to the problem is not readily available,
it is assumed that the case study method will help to provide such
details« 1n the process of investigating the factors responsible for
the low level of credit use a number of related issums and questions
arise. 1t would be necessary, for example, to examine the develop-
ment of agricultural credit policy, review past studies to highlight
some of the information gaps;measure the volume of credit, identify the
sources and determine the uses and types of credit. It is not possible
to provide a solution to the problem raised without giving some thought
to these considerations Accordingly this study attempts to identify the
social, economic and political factors that influence credit use by

subsistence farmers by integrating the ideas posed above.

1.3 Objectives of the study

Lhe study has the follawing main objectives.

Te To examine critically agricultural credit policies and pro-
graumes introduced in tthiopia both before the land reform and after
the reform.

2e To investigate the level, type, sources and uses of rural
credit and identify which form of credit is most preferred by farmers

in the context in which it is to be deployed.
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3. To determine the set of social and economic factors that
influence agricultural credit use by farm households, and
4o 1o find out what actually determine the volume of credit

taken by a farm household.

1.4 Significance of the study

In countries such as Ethiopia, where agriculture is the dominant
sector of the economy, the level and speed of economic development is o
determined by the growth of the agricultural sector. agricultural
growth on the other hand implies the increase of agricultural productivity
resulting from land augmenting technological change and appropriate economic
incentives and assistances. Assistance is particularly needed by peasant
farmers whe have tne least capacity to buy and use improved technologies.
The availability of farm credit therefore, becomes an essential component
of the modernization of agriculture., The adoption of both mechanical and
biolegical technology , has required the infusion ef a large amount of
capital which many subsistence farwers can not afford. It is, therefore,
necessary te extend credit facilities to the rural populatien in order to

raise agricultural productivity.

Farm credit is often sgid to be the life bleed of agriculture and
plays a crucial role in oiling the wheels of agricultural production.
But, little is known about the level and nature of the need for agri-
cultural credit beth from institutional and non-institutional sources
or about the best means of providing it. Information is lacking about
the impact of various social and economic factors on rural credit use.
Many factors (amount disbursed, cost, repayment and default rates) may
well be dependent functions of other socio-economic factors. Therefore,
studies are reguired on these and other aspects of agricultural credit

USE o
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An analysis of factors influencing agricultural credit use would
help policy makers to formulate successful rural development prog-
rammes. The formulation of successful credit policies and pregraumes
is of paramount importance for it enables the policy makers to allocate
scarce resources for the development of the basic sector of the econonmy.
In order te formulate successful strategies, tne social, economic and
other variables influencing the demand schedule for funds must be
studied. &n accurate knowledge of the existing condition of peasant
farmers is an important precondition not only to the overall agricul-

tural planning process but also to the flow of funds into this sectore.

In breif, no matter what the final objectives of the government or
the credit institutions may be, it is basically the generation of
concrete benefits to the borrower which makes for the success or failure
of any credit programme. The designing of appropriate agricultural
credit policy that motivate farmers to increase their adoption rate of
improved methods of cultivation based upon the ultimate needs of the
farmers must be taken seriously. As Horace Belshaw emphasized the
provision of farm credit based upon the intimate knowledge about the
socio-ecomomic conditions among the peasant societies which present
obstacles to ecomomic development and more specifically, credit diffi-
culties in the establishment of effective system of agricultural credit,
will assure the progress of the agricultural sector.6 The basis or the
foundations for any decision on credit programmes must, therefore, be the
users' interests and viewpoints. Lhis study can help to narrow the gap
in knowledge which is pertinent to the forgwlation of appropriate agri-

cultural credit policy.

-
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1.5 Limitations of the study.

The case study utilizes the responses of farm household heads
selected from two districts of Shoa administrative region. Farmer's
reluctance to answer questions and give correct information on faotors
like income, farm size, family size, age, etc., are often considered
as limitations of farm level studies. The problem was also anticipated
in this study and hence extended discussions with the farmers and
peasant association leaders were conducted. A meeting with all the
members of the relevant peasant associations was called and clarifica-
tions were made on the purpose of the study. On top of this, the
enumerators were employed from the farmers localities and were giyen
adequate training on the purpose and content of the study. However,
there is room for refinement through repeated studies in the future

inspite of the precautions taken.
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NOTwS

1hany studies have confirmed that the proportion of small
farmers using agricultural credit particularly from institutional
sources is very low. oee for example, Johan Holmberg, ' Small
Farmer Credit in wmthiopia", all bpring Keview of bmall Farmer Credit,
Vol. VIII, 1973: Lakew Birke," 4 Farm Credit Study in ada District',
H5IU, Department of Agricultural bconomics, Unpublished material,
February 1974: ‘leshome Mulat," Credit and lndebtedness in kural Ada
woreda", Kkesearch Document, Addis ababa University, IDR, 1974:
Mamo Bahta and Harr J.Kobinson, sn agricultural Credit Programme for
sthiopia, stanford Research Institute, California, Menlo Park, 1969.
vee also Tesfaye leclu, The bvolution of slternative Rural Development
Strategies in wthiopia Implications for bmployment and Incone
Distribution, (Michigan bState University in Co-operation with IDK,
addis ababa, 1975).

2Ministry of agriculture, General agricultural survey:
Preliminary seport 1983/84, Vol.I, addis ababa Planning and programming
departuent, October 1984, P.102.

3Uma Lele, The Design of Rural Development: an analysis of
Programmes and Projects in africa, (Washington, IBRD, 1974), P.59.

4

Fa0, Delivery oystems of agricultural bervices to bmall
Farmcrs in africa: Case studies rrom sthiopia, Kenya and Nigeria,
(Kome, 1983), P.16.

5Ministry of Agriculture; Loc. Cit.

6Horace Belshaw, sagricultural Credit in hkconomically
Underdeveloped Countries, (Kome, Food and sgriculture Organization,

1959), P.35.
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Lhapter 2

2. A Critical Review of Agricultural Credit Policies and Programmes in

EthioEia

Agricultural de;elopment strategies in general and credit policies
and programmes in particular could have important implications over the
use of Agricultural Credit. In fact it is the national credit policy
which determines to a large extent the success or failure of credit
programmes. Farmers could be motivated to use more preoductive technology
if institutional credit is made available to them at reasonable prices.
While the demand for agricultural credit is high in Ethiopia, such loans
have not been avzilable in sufficient numbers or amounts to have any
significant impact upon rural davelopment.l The purpose of this chapter
is to examine critically the agricultural credit policies and Programmes
adopted by different institutions both before The Land Reform and after
The Reform and their implications over peasant farmers' Agricultural
Credit use.

2.1 Agricultural Development Strategies and Small Farmers' Credit Use

Before the 1974 Revolution.

2,1.1 Ethiopia's five-year development plans as related to agricultural

credit use

Ethiopia had adopted three successive five year economic development
plans. The first five-year Development plan (FFYP) covered the period
from 1957 to 1961, The second five-year plan was formulated based upon
the experiences and results gained from the FFYP and it covered the period
from 1862-19€7, Following the termination of the second five-year develop-
ment plan (SFYP) the third five-yecar development plan (TFYP) was approved
for the period from 1963-1273. However, in view of implementation

difficulties and failure to effect the timely development of the next
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plan, the plen period for the TFYP for the TFYP was staggered up te 1974,
Therefore, the pericd of reference for this analysis is essentially the
period from 1957-1974. Fowever, Ethiopia had several economic and sccial
development programmes even before 1957. To makce the discussion complete
it would alsc become important te have an insight over the situatioen
before development plans were drafted.

Immediately after the Italian war the conditions did not allow the
co-ordination of activities by means of an economic plan. An economic
policy was nevertheless initiated and was carried out by various depart-
ments. Separate programmes were worked out in each department which served
as a basis for govermment policy. It was also recognized that the
Ethiopian economy primarily depended upon the davelopment of the agri-
cultural sector. The Ministry of Agriculture was astablished and was
given the responsibilities of taking measures to promote the develorment
of agriculture.2 Several measures were taken by the ministry. Towards
this end, a five year programme of agriculture was developed.3 The main
cbstacle to expand production was recognized to be the low productivity
of land and labour, largely due to the inefficiency of tools and im-
plements employad. Therefore, it was necessary to implement measures
such as improving the taxation system, extension of agricultural credits
and improving the marketing and transportation facilities. To augument
these efforts, an agricultural bank was established under the name of
Agricultural Bank of Ethicpia in April 19t1‘5.L'L The Agricultural Bank of
Ethiopia (ABE) was controlled and supervised by the Ministry of Agri-
culture (MOA).

The mein purpose of the ABE was "to assist small landholders who
had suffered devastation of their farms during the Italian occupation by

making loans to purchase seeds,; livestock and implements and to repair or
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"
. o 5
reconstruct their homes and farm buildings". It was empowered to grant

loans and mortgages on the security of lands, buildings, chattels and
crops growing or harvested, on cattle and other farm animals, and to lend
meney and grant mortgages on industrial and commercial enterprises related
to agriculture.

Loans were made to small landholders in Shewa administrative regions
on the basis of land-tax receipts for the preceding three years. A certi-
ficate from the district governor was alsc required tc make sure that
the applicant owned the land. Interest on the loans varied from 33 per-
cent to 5 percent and were repayable on a staggered basis:20 percent the
first year, 30 percent the second year and 50 percent the third and final
yeare. In 1949 another proclamation was issued to extend the powers of
the Bank sc as tc include general hanking. Its name was changed to the
Agricultural and Commercial Bank of Ethiopia (ACBE). The ACBE operated
on a meodest scale until it was further reconstructed and absorbed by the
Development Bank of Ethiopia (DBE) in 1951.

The programmes that have been directed towards granting small loans
te the farming cemmunity were generally unsuccessful. During the history
of the ABE (1945-1949) and its successcr the ACEE (1949-1951) only 740
small agricultural lcans were made amcunting teo 781,150 Birr7‘ Morecver
these loans were restricted to the administrative region of Shewa. The
size of these loans varied frem 500 te 2000 Birr. The lending policies
that demand a property pledpge had automatically discriminated against the
small farmers. Moreover, it was not easy to produce a certificate of
ownership cf the land because of the landlord-tenant relationship and
because cf the communal ownership of land. On top of these, lcans were
generally granted without an inspectiocn of the undertakings of the funds

and many of such loans tzken by the borrcwers were diverted to non-agri-



cultural purpocses. All in all small farmers were not able to mortgage
the land tec secure bank loans and hence their need for credit remained
unsatisfied.

As pointed out previously, there were a series of sector plans for
agriculture, industry, education, etc., of varying duration and with
different characteristics. Though these sector plans served, at least
on a modest scale, the useful purpose of focusing attention on planning
and development, they were in no real sense integrated. In recognition
of this shortcoming ccupled with the realization that eccneomic planning
in some countries had been introduced as an efficient tecel for pelicy
formulation,the government showed inclination to formulate an overall
plan for accelerating econcmic growth., Thus the First Five-Year Develop-
ment Plan (FFYP) was launched for the pericd 1957-61. This plan marked
the first step in the systematic determination eof the country's objectives
and the integration of the various proprammes. The FFYP gave priority
to the development of infrastructures manufacturing industries and related
services as shcwn by the allocation of total investment. The emphasis

on infrastructure is clearly

Table 1

Allocation of Tetal Investment during the

First Five - Year Flan (1957-61) in million Birr

Investment 1987-61
Monetary Investment 534.6
agriculture 40.3
forestry 2.8
mining 37.6
electricity - 13,3
manufacturing industry 57.1
building 2.1
Transport and communicaticn 240,0
Trade 4,0
Other services 107.C
Rural investment in kind 139.0

Total Investments 673.6
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shown by the allocation of 35.6 percent of the total tc transport and
communication as compared tc 27.03 percent to agriculture and forestry
(including farmer's investment in kind).

Agricultural policy during the FFYP had primarily two main objectives.
The first cbjective was to create the basis for a more dynamic long-term
development of agriculture and the second to take measures that would
achieve a sizeable increase in agricultural production and particularly
in marketable crops and raw materials for industry during the planned
perioda.

According to the plan, 40 miliicn, i.e., 8 percent of the total
monetary investments was allccated to the agricultural sector. This was
in addition to the rural investment in kind, estimeted to figure 139
millicn Birr. Funds for the promcticn of agriculture were devoted mainly
to the strengthening of the administrztive apparatus of the MCA and for
broadening the scope of its activities. The percent of planned expenditure
on agriculture was the lowest amcng several African countriesg. The plan
had mentioned that investments in agriculture would be encouraged parti-
cularly by extending long-term agricultural credit to modern agricultural
establishments such as coffee estates, cotton and vegetable farms. Only
10 million Birr was available for bank loans for the abeove purpeselo.
Hocwever, the plan had made nc specific and articulated statements concern-
ing the means and ways cf previding agricultural credit to small farmers,
In fact, this was a time when small farmers were ccnsidered unprecductive.
The rate of growth of the agricultural sectcr was, therefore, unsatisfactery.
Moreover, the agricultural sector of the plan was not implemented and very
little progress was madell. The FFYP was plagued by the absence and
insufficiency of statistical data and the incomplete and unsystematic

nature of previous studies. This plan, however, initiated the sovernment



to undertake a more peneral twenty year development programme Torm
which the seccnd five-year development plan was fermulated.

The results achieved and the experiences gained frem the FFYP enabled
tho policy formulators to identify new opportunities with better and
improved data base while at the same time clarifying existing problems,

The SFYP was a logical continuation of the first but with stronger emphasis
laid this time on productive activities desiznmed to providc increasing
quantities of consumer goods and on the creation of new job opportunitis
for the country's growing pcpulationlg.

Realizing that apriculture was the most favourable base for stimulating
the country's cconomic grcwth, the SFYP stressed the following objectives:
To extend the cultivable areas, to improve cattle raising, to erect modern
large scale agricultural undertakings, and to esteblish processing in-
dustries based on available raw materials of agricultural oripgin. The
plan also underscored the need for resezrch, experimentation, training,
establishment of marketing facilities and establishment of clear title
to the land which were essential facteors for desigring a rural credit
programme for the development cof agriculture,

Total investments for the S5FYP were substantially larger than for
the previous plan. Agriculture was tc receive 24Z million Birr cr 14
percent cf the total 13. However, the pattarn of investment in agriculture
during the SFYP emphasized large scale commercial farms and co-operatives.
Of the total investment in agriculture during the plan period about 128
million Birr or more than half was planned tec be invested in medern large
scale farmslu. Bzsides, it was clearly stated in the plan document that
"the government will help and stimulate, by 211 convenient economic and
other measures, the establishment and develcpment of big private commercial

15 . i . ’ : : ;
farms" ", All these show that commercialization was the main objective in
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agriculture cf the SFYP. To help the plan fulfil the targets some insti-
tutions were established. These include the Ethicpian Grain Corporation;
The Ethicnian Investment Corporation;The Livestock and Meat Beard and
others. The conly articulated statment concerning the assistance that
should be rendered tc the farmers was that it was intended to provice
tools and implements to the peasant farmers through the Development Bank
of Ethiopia's Credit extended to the Grain Corporation or farmers' co-
operativesle.

An analysis of the accomplishments of the SFYP indicates that the
specific production targets were not met. One of the impertant reasons
for not attaining the targets was the lack of cchercnce between the
structural investiment and the plan., Less was invested in apriculture
than the plen had called fer. The actual expenditure amcunted to cnly
42.2 percent of the planned expenditure as table 2 illustrates. In
addition, the amount budgeved for the Ministry of Agriculture was the
lowest of all the Ministries fer many years. Fcr instance, the MOA re-
ceived 5.2 millicn Birr (2.0 percent) in 1956-66 and only 6.2 millicn
(1.9 percent) in 1966'67.17 This share. cught to have been increased if

agriculture was to advance at mere rapid rate.

Table 2

Ethiopia's Capital Expenditure in Agriculture in the Second Five-

Year Plan (in millicn Birr)

Agricultural Ccompcnent lanned fLctual Actual as
Expenditure Expenditure % of planned

Services 11.8 8.5 72.0

Surveys and studies 36.7 48,7 28,2

Marketing orranizaticns 327 T 57.4

Commercial farms and peasant's

monetary investment 180.6 75,3 41,7
Total 241.8 101.8 42.2%

Source: Mamc Behata and Harry Roebinscon, P.40



All in all the SFYF did not pay attention tc the nceds and welfeare
of the peasant farmers. No concrete mcasures were initiated regarding
Agricultural Credit Programmes for small farmers. Peasants werc left at
the mercy of private meney lenders, and the function of agricultural credit
as a promoter of agricultural production remained unutilized. During the
SFYP the DBE, the only institution that was respensible for extending
credit, stopped lending tc small fermers.

The degree of accomplishments of the SFYP werc important foundations
for the preparation of The Third Five-Year Development Plan (TFYP). The
conclusions reached during the preparaticn of the TFYP were that the grewth
of agricultural producticn during the SFYP pericd was unable to cope up
with the growth in population. Hence the TFYP had two pelicies on agri-
cultural develcopment.

he plan were:
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The twoc approaches that were
1. The establishment of large scale commercial farms tc meet the growing
demand for focd, raw materials ané exportable commedities.

2. To concentrate material and human rescurces in strategically selected
areas in crder to promote the economic welfare of the subsistence farmerslg.
The first pelicy was considered as a short-run soluticn te get the
relatively quick increase needed in agricultural experts and supply of food

stuffs for the rapidly expanding urban centres. This peclicy was made
effective by such measures as credit pcssibilities from the DBE and decree
of duty free tractor fucl for those whe wanted tc undertake ccmmercial
apriculture. The expansion of mechanized farms in the country in the
late sixties was the result of this pclicy.

Regarding the peasant farmers it was stated in the plan that extra
efforts were needed to promot: the economic welfare of the peasant farmers.

The concrete policy efforts consist of measures to increase the productivity
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of the small farmers in order to mzke surplus prcducticn. Because improve-
ments cannot be done simultanecusly in all regions of the country emphasis
was placed on selected arcas and "package programmes' were initiated. The
comprehensive package projects and the minimum package projects are to be
viewed as components of this pelicy. These package projects had credit
programmes directed tc the subsistence farmers which will be discussed in
detail later con in this analysis.

The TFYP had recognized the impertance of racrganizing financial
instituticns to preomcte the utilization of agricultural credit. The
Development Bank of Ethiopia and the Ethicpian Investment Corporation, which
was established during the SFYP pericd were merped together tc form the
Agricultural and Industrial Development Bank. This was an impertant
measure that showed the receognition of the importance of agricultural
credit tc the economy. The fellowing section will, therefore, attempt to
describe the historical development of agricultural credit institutions
together with their achievements and failures in meeting the needs of
subsistence farmers.

2,1.2 The Develcopment of Agricultural Credit Ipstitutions

Agricultural credit can be used to assure higher productivity or
income ameng the rural pecple especially when complemented with inputs
and services and well managed credit institutions. Agricultural credit
institutions can increase the rate of economic develepment by facilitat-
ing the injuction of capital into agriculture which otherwise would not
have been generated within the sector. To undertake such broad respo-
nsibilities in an efficient way these instituticns shculd have adequate
informaticn about the envircnment in which they coperate ané should be

provided with well cdefined national credit pclicies.



In Ethicpia, the coripin of the first agricultural credit institution
goes back to the Agricultural Bank of Ethiopia that was establishecd in 1945,
The name of this bank was changed to the Agricultural and Commercial Bank
of Ethiopia in 1948, Hecwever, this credit instituticn did not succeed
in producing an effective agricultural credit prcgramme directed towards
the need of small farmers. The growth of agriculture and industry brousght
with it the evolutions of specialized credit institutions such as the
Development Bank, Ethicpian Investment Corporation and later on the Agpri-
cultural and Industrial Development Bank.

2,1.2.1 The Development Bank of Ethicpia (DBE)

The Develcpmznt Bank of Ethiopia (DBE] was established in HMay 1851

by gevernment preclamaticn by absorbing the former Agricultural and Commer-
cial Bank of Ethiopia. The primary cbjective of the Bank was tc assist
the development of industrial and ogricultural production and encourage
private capital investment. Mcre precisely the twin functicns of the
Bank were:

1. To assist in the develcpument of industrial and agricultural
production.,«...., and,

2. To foster investment of private capital for productive purposeslg.

In summary, the bank had the power to provide loans, make gurantee,
and buy shares of new enterprises, It also provided technical guidance
tc investors both in the planning and implementaticn of projects.

The DBE constituted the first attempt at combining the functions of
industrial and agricultural banking in Ethicpia. The Bank was exempted

frem all taxes and custems duties for its own use, including the imperta-

tion anéd supply of equipment and materizls,
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The DBE required a first mertrzase on real preperty and machinery
as ccllateral., In certz2in cases, assets belenging te third parties were
pledged as security. The Bank generally required 200 percent cf the
value of the lecans as security. In cases where the security offered
was less than 200 percent the signature of a guranatcr was essential.

The Bank used to charge seven percent interest on agricultural and
fishery lcans, and eight percent on other lcans plus a 1.5 percent
commitment charge on any undrawn pertion of a lcanzo. In additieon, fees
were also charged for the precessing of loan applicaticns. Such dis-
criminatory interest charges were deliberately established in order to
induce farmers teo used credit and improve their farming metheds, How-
ever, a high collateral reguirement, zs high as 200 percent of the value
of the lcan, in the form of veal property and mechinery had discouraged
potential berrewers, sspecially small farmers, from using the Bank's
credit services.

An analysis of the tctal lecans advanced by the DBE cver its twenty
years cperaticn reveals that most of the loeans were made fer the indus-
trial sector (Table 3). Between 1951-63, the Bank extended 3840 agri-
cultural and industrial loans valued at 47,190,500 Birr. Of the tectal
amcunt of loans granted during the same period, industrial loans alcne
abscrbed 27,278,200 Birr (58 percent) while agriculturel lcans made up

the balance of 19,912,300 Birr (42 percent cf the total).
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Table 3

Loans Granted by the Development Eank (1951-69)
('000 Birr)

Year Agricultural Industrial Others
No. Amount No. Amount No. Amount
1951~1960 2760 g,487.8 24 13,528.5 182 915,
1961 95 1,2689,1 7 143.2 = N
1962 70 656.0 29 1,410.0 19 24,0
1963 g7 851.0 17 2,763,0 Zu 39.0
1964 62 1,335.8 16 2,334%.4 37 80.5
1965 50 1,353.5 16 2,657.4% 47 189,10
1966 36 7258 .0 7 4o5.7 X2 7545
1967 134 1,645.0 12 4672.0 7 60.0
1968 68 47,0 il 1,657.0 19 172.0
1969 57 1,748.0 12 1,910.0 6 7.0

Total 3469 19,912 .3 371 27.278.2 3

(54
L

1,562.2

Source: Development Bank of Ethicpia, Annuzl Reports.

In the agriculturael sectcr, loans wers made available for a variety

of purposes such as, coffec plantaticns, field crops, dairy farming,

‘I
fruits and vegetables, etc. Out of the total 19.9 millien Birr of loans
made to the agricultural sector, 10.8 million Birr went for ceneral
agriculture, 7.6 millicn Birr for coffee plontaticns and the remain-

ing 1.5 millicn Biry for small farmers. In terms of the number of

loans extencded to the agricultural sector between 1851-69, 657 were

absorbed by general agriculture, 1527 by coffse plantations and 1285by

small farmers out of the total 34€3 agricultural loans.
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Table i

Breakdown of fgricultural Loans for the Period 1951-69

(000 Birr)

Vear General Agriculture Coffeae Small agri-
culture
Nc. Amount Ne. Amcunt No. Amount

1951-60 185 3,182.7 1,290 4,891.8 1,285 1,474,0

1961 24 363.C 71 B86.1

1962 27 498.90 43 1588.0

1963 77 TEi.0 20 90.0

1964 43 902.9 19 433.0

1965 29 931.5 21 422.0

1966 33 653.0 3 300

1967 110 1,295,0 24 350.0

1965 53 788.0 15 538.0

1869 76 1,441.0 21 307,
Total 657 10,811.4 1,527 7.626.% 1.285 1.474,0

Scurce: Development Bank of Ethicpia, Annual Reports

As table 4 shows conly 1285 small agricultural loans were made by
the DBE. Ia value terms 1,474,000 Birr was zlloted to small farmers.
The value of the small agricultural lozns ranged from 50C Birr to
1500 Birr. A breakdcwn of these small agricultural loans disbursed

between 1951 and 1960 is given in table 5,

Table 5
Small Agricultural Leans for the Period 1951-60C ('C00 Birr)

Year Yumber Value
1951 88 83
1952 69 86
1953 106 101
1554 108 130
1855 116 135
1956 142 168
1957 134 178
1958 312 34
1952 156 190
1360 54 69
Total 15285 1,474

Seirer: Develorment Bank of Ethicpila, Annual Reports



Loans to small scale farmers were basically discontinued in 1961,
mainly because of problems arising through the collecticn of principal

and interest. However, it was felt by the inztitution that small farmers

~

i 2
should not be kept without such help ‘. But no tangeble measures were

taken to cverccomz the problems of small farmers.

Thecugh peasant agriculture is the mainstay of Ethiopia, finance for
peasant farming (both for farm improvement and annual crop finance) has
been in shert supply. The DBE had stopped small agricultural leans since
1960. The management of the DBE had considered that such loans were not
development oriented. Hence the Bank had been reluctant to grant such

: 22
credit tc farmers™ ., The real cost of such small finance, was naturally
higbibut the unavaibility of credit to peasant farmers can be generally
harmful.

Land was considered tc he the principal security that farmers were
suppesed te offer to receive leans, But many farmers were unable to
offer the lanc¢ as ccllateral for varicus reascns. Tenants did net
have land to offer as security. One of the important pre-requisites for
a viable agricultural credit programme, a2 healthy land tenure system
vas missing. Another problem asscciated with the use of land as a
security was the lack of a clear titie over the land. It was usually
difficult tc produce a certificate of ownership to get bank loan. Since
land was communally owned in many parts of the country, it was nct
possible to mortgare the land to secure bank loans.

Most of the agricultural lcans made during the 1951-60 period were
misused for ncn-agricultural purposes. Leans were made te absentee land-
lords, merchants, town dewellers povernment officials and cther non-
agriculturalists, Many cf ths loans advanced tc such people were used

tc buiid heuses, cpen shens, purchass cars and finance marriages and other



festivalsgs. Thus, even the limited agricultural lcans were unpro-
ductively used.

With regard to larpe scale agricultural development loans and
co-cperative leans, there was little success. The DBE had particular
interest in the financing of large scale agricultural development pro-
jects. Hcwever, there were very few competent farm managers whe were
able to undertake such large scale investments in agriculture. In the
case of co-cperatives, the DBE was able to make only five loans valued
at 636,000 Birr bv the end of lBGSQu. This shows that the DBE was alsc
unsuccessful in the finapncing of larre scale agricultural projects.,

On tep of these, the pre-requisites for a sound agricultural credit
programm:  were not met. Rural credit is only cne cof the essential
factors tc accelerate rural development. In corder for credit tc be an
effective instrument in the transformatien of the agrarian ecconomy, it
shculd be co-ordinated with other important services. Farmers must
be taught the impcrtance of credit as a tocl for development, the
desirability of using improved seed varieties, fertilizers, and improved-
methods of farming. An efficient distributicn system that makes the
necessary inputs available and a marketing programme to provide an out-
let for the increased farm produce are neeced. But the DIE was trying
te finance agricultural development in the absence of all such important
services. Hence the contributicn of the Bank in financing small agri-
cultural lcans was scanty.

2.1.2.2 The Ethiopian Investment Cerporaticn (EIC)

The requirements for long-term agricultural as well as industrial
finance were increasing in the mid-sixties. Thus it was decided by the
government to create an organization that will mobilize funds bhoth from

domestic and foreign scurces te be directed te preductive investments.



The Investment Bank of Ethiopia (IRE) was established as a government
sponsered and financed corporation to supplement the activities of the
DBE in September 196325. The main objective of this organization was
te “finance projects through investment loans and by share participation,
cell shares from its own portfolio, and furnish managerial, technical and
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administrative assistance to public and private enterprises'" . The IEE
changed its name to the Ethiopian Investment Corporation (EIC) in 1965
to comply with the monetary and banking nsroclamation issued in December
1963. The proclamation forbids any person to use the word "Bank" or its
derivatives as part of the name of a business without securing a license
from the National Bank. Since general banking services were not included
in the scope of activities of the IEE, it was necessary to change the
name to LIC,

The primary cobjcctive of the I'thiopian Investment Corporation was

to invest funds in profitable development projects by way of equity parti
cipation and medium and long-term loans complying with the development

plan of the govermment. More specifically the corporation was empowered

to:

1. Make and participate in loans and sell stocks or other evidence
of ownership of any industrial and apgricultural business enterprises.

2. Borrow ﬁoney, locally or from abroad and issue bonds or other
evidence of indebtedness.

3. Underwrite, purchasz., hold and sell stock or other evidence of
ownership of any industrial and agricultural business enterprise527.

The EIC used to require loans to be secured Ly a mortgage on the
borrower's fixed assets such as land, buildings. machinery and equipment.

In some cases gaurantees of third parties, whose assets can be pledged as

security for the finmancial assistance provided was accepted. In addition,
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emphasis was also placed on the competence of the management, economic
and technical feasibility and financial strength of the projects to be
financed.

The corporation had attempted to provide medium and long~term loans
to new and already established enterprises. Loans were extended to agri-
cultural and industrial projects, transportatior and other areas. Out
of the total loans approved by the corporation for the period 1963/6u~
1969/70 only 10,970,700 Birr (18.2 percent) want to agricultural develop-

ment as shown in Table 6.

Table ©

Loans Grantod by the Ethioplan Investment

Corporation (in million Birr)

Year Agriculture Industry Transpertation Others Total
1963/64 1.147 0,178 0. 304 0.u72 2,105
1964/65 3.032 5.546 0.01G6 0.036 8.630
1965/66 2.521 2.658 0273 0.296 5.748
1966/67 0.611 3,960 17.292 2.002 23.8865
1967/68 1.404 1,861 0.017 0.348 3331
1368/69 1,239 9.853 0.512 0.625 12.229
1969/70 1.016 2.993 0.14¢ _____6.310 U 470
Total 10.970 26. 754 12.564 4.090 60.378
Percent 18.2 44.3 30.7 6.8 100

Source: Ethiocpian Investment Corporation, Annual Reports for

1966 and 1970.

The emphasis on industrial orojects and other services is clearly
seen from the amount of money allocated to the industrial and transport
sector. Close to 80 percent of the loans granted by the EIC went for

the expansion of industry and transportation services.



The Ethicpian Investment Corncration had zlsc its due share in
initiating and stimulating investments through medium and long-term credits.
However, becauss it tried to cover the zntire economy, it was also unable
to satisfy the demand for agricultural lecans. The corporaticn had been
faced with skilled manpwer end capital shortages. In addition, like its
counterpart, the DBE, it required mortgage on real property rather than
relying on the paying capacity of borrowers. This was again very embarass-
ing for many farmers.

The preceeding discussions have made it clear that the principal
institutions furnishing asricultural credit have not been effective in
financing small agricultural loans. Lecauzse of problems associated with
agricultural loans, it was more tempting for the institutions to make
industrial loans sinecc there was greater security. Agriculture had
for long continued to be small scale, scattered »nd unorganized. These
and other factors inherent in Ethiopia's agricultural activity has
retarded the expansion of agricultural credit particularly for the sub-
sistence farmers.

2.1.2 The Reorganization of the Developmant Bank of Ethiopia and the

Ethiopian Investment Corporation

An examination of the functions entrusted to the DBE and EIC does
not reveal any seriocus justification for the existence of two separate
institutions. In a developing country like Lthiopia where experiencad
personnsl are scarce and domestic savings are limited, the running of
sepsrate institutions which have had parallel fields of work was surely
a waste of resources. both institutions were established for the purpose
of investing in profitakle projects in the field of agriculture, industry

and other sectors of the eccnomy. It was, therefore, essential to merge

those twe institutions.
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In fact, the International Bank Ffor Reconstruction and Development
had suggested the amalgamation of the DBE with the EIC early in 1964. No
action was taken to merge the institutions at that moment. Later on,
however, the government appointed a high level commission to study the
gsituation and find ways and means to carry-cut the merger of these
financial intermediaries. The commission recommended "The reorganization
and the merger of the DBE and EIC which were basically similar in their
functicons after it recognirzed the inefficiencies of running separate
financial institutions“za.

In compliance with the advice of the commission the government decided
to merge the two financial bodies. Consequently, the Agricultural and
Industrial Development Rank Share Company was established by decree number
55 of 1870 by taking over the assets and liabilities of the Ex-Development
Bank of Ethiopia and E£x-Fthiopian Investment Corporationzg. In view of
the felt need of using the scarce resources of the country effectively
and tc promote sectoral growth of the ecconomy on priority basis, the
merger of the institutions was a step in the right direction.

2.1.3.1 The Establishment of the Agricultural and Industrial Development

Bank and its objectives.

The Agricultural and Industrial Development Eank (AIDB) which was
established in November 1270 as a wholly government owned financial insti-
tution took over most of the equity end loan portfolio of the former DBE
and EIC. This newly formed development bank was also provided with
additional funds by the allocation of "50 parcent of the amount due to
be distributed to the Ministry of Finance by the National Bank of l~"ﬁchia‘1_)ia\i

for a peried of five years starting from 1?7030,
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The AID Bank became the govermment's principal instrument for mobi-
lizing and extending medium and long-term investment funds into economi-
cally viable projects mainly in the agricultural and industrial sectors.
It provided finmancial and technical assistance to state, cocoperative and
private enterprises.

The purposes for which the AID Bank was established have been
enumerated in the general statement of policy that was adopted in 1970.
The principal objectives include:

1. To assist in the development of the country by mobilizing and
investing all available funds in economically and financially viable
projects.

2. To act as the government's principal instrument for extending
long and medium-term credits and equity investment in agricultural,
industrial and other projects.

3. To augment its activities wheraver appropriate and necessary with
advisory or other services in planning, management, accounting, etc.

4. To foster the growth of share ownershiy in the country and to
encourage Ethiopian investors to participate in the capital of projects
in which it has interest.

5. To select projects, subject to sound investment criteria, on as
broad a geographical and sectoral basis as far as possibleal.

A closc examination of these objectives indicates that the basis
of evaluation of projects to be financed was their financial viability.
Sound management practices, adequate accounting records, and the like
were lacking in Ethiopia at that time. Hewever, such factors were con-
sidered as basic requirements for financingz investments by the AID Bank.
The Bank gave prefercnce to those farmers with managerial skills and re-
sident farmers. Thus, very little attention was given to the welfare

of thr "society and peasant farmers were not zligible for loan.



2,1.3.2 The Agricultural Credit Policy Adopted by the AID Bank

The agricultural credit policy adopted by the Bank emphasized that
agricultural development should be given rriority to make the sector's
contribution as effective as possible. In order to help in the develop-
ment of the agricultural sector, the agricultural credit pelicy aimed at
increasing domestic food production, export diversification, establishing
a basis for industrial raw materials, increasing the purchasing power of
the population, and popularizing the spread of new technology32.

The Bank had attempted to grant long and medium term agricultural loans
to large and medium state farms, package prcjects and co-operatives. How-
ever, it had made restrictions on the use of such loans. The purpose for
which medium and long-term loans were made include:

1. Purchase of agricultural and agro-industrial machinery, equip-
ment, implements and spare parts.

2. Land development, improvement and preparation.

3. Construction of farm buildings, storage facilities and barns.

4. Purchase of livestock for dairy and beef production.

5. Provide storage, marketing and credit service to assist farmers
and assure the collecticn of its loans.

6. For fencing, well drilling, and related water supply equipmentes.

In the case of short-term loans to cover working capital requirements
for fuel, lubrication, insecticides, etc., borrowers were compeleted to
cover such expenses from commercial banks or from their own savings. The
AID Bank censidered such loans only if "there were farm development plans
and financial projections which were satisfactory to the Bank'au.

Loan applications from large scale farms and co-operatives were
normally accepted and approved irrespective of their locations. On the

other hand, loan applications from small farmers were accepted only.
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1. When the project to be finmarced lies within a reascnable dis-
tance from a branch office.

2. Where the Bank had sufficiently large number of other borrowers
in the area or

3. VWhere the Bank had made adequate arrangement with other govern-
ment agencies Ffor the supervision of such borrowersss.

Because the Bank considered that it was too costly it emphasized
the development of co-operatives to mect the credit needs of the small
farmers. It was claimed that co-operative societies provide a channel

through which credit could reach small farmers.

Collateral Requirements and Interest Rates

It is a common practice to examine an applicant's repayment capacity
for a loan. Collateral reguirements have te be fulfilled sc that the
bank can redeem its resources in cases of defaulting borrowers. Such
requirements may also help to ensure the effvctive utilization of credit.
A very high standard of collateral requirement would, however, exclude
some viable projects from receiving loans.

Prior to the land reform, the AID Bank's agricultural credit policy
demanded high security requirements from farmers. These requirements
made the bank's credit service inaccessible to th- _easants. The Bank
sought, as collateral, mortgages on real estate. Preference was given
to mortgages on property with Town Title Deeds. In the case of farmers
who used to take crop loans which were repayable in less than one year

and were mostly taken in kind, personal guarantees were accepted.
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The value of the property offered as collateral was determined based
on the free market price decreased by 25 percent. The following table

gives the collateral needed as percent of the advanced loans.

Table 7

Collateral Requirements

Collateral needed as

Type of Borrower percent of advanced loan

Special resident farmers and (100 - 125) percent
share companies
Resident farmers (125 - 150) percent

Non-resident farmers (175 - 200) percent

Source: AID Bank, "Statement of Policy of AID Bank', P.1lu

In addition to the above resquirements farmers were also obliged to
sell their produce at fixed prices to the subsidiary of the Bank to
enforce repayment. This had definitely prohibited farmers from benefiting
from any price increase.

The AID Bank also required that all preperty put up as collateral
including machinery and equipment purchased from the proceeds of the loan
to be adequately insured. All expenses incurred in this case were co-
vered by the borrower himself.

The AID Bank used to charge an interest rate of 91 percent for
both working capital and investment capital. Although the interest rate
collected can serve as a source of funds there is always danger that the
number of participating farmers may diminish from time to time if they
feel that the rate is high. Interest payments on agricultural loans

: : r— o 5 . . 36
were generally high in Ethiopia as compared with some African countries .



The AID Bank ought to have at least charged lower rates than Commercial
Bank. However, the interestvrates on agricultural loans were higher

than consumption loans, for instance, while the lending rates for
fertilizer loans were 10} percent, Commercial Bank of Ethiopia was
charging 10 percent on personal 1oansa7. All these show that the interest
rate policy of AID Bank was inconsistent with its basic objectives.

The preceeding discussions have attempted to review the agricultural
credit policy adopted by the AID Bank prior to the Revolution in terms
of the general objectives of the policy, collateral requirements, interest
charges, etc. It can be concluded that the policy had not been in general
directed tc benefit small farmers. It failed to achieve the stated ob-
jectives,

Although the policy aimed at increasing the domestic food produc-
tion, loanc were made to big commercial enterprises and landlords who
were engaged in cash crop or export crop producticn. Subsistence farmers
were unable to buy new technologies and improve their productivity.

Hence, the idea of increasing the domestic food production continued to
be an illusion. In addition, tenants were reluctant to request loans
and improve their farming occupation since the increased production was
appropriated by the landlords.

Many small farmers who were seeking assistance were also unable to
secure bank loans because of the high collateral requirements. The credit
policy of AID Bank was not concerned with the welfare of the rural masses.
The Bank's service was only accessible to the landlords and big commercial

farmers who at that time were able to offer the collateral requirements

needed.
The AID Bank credit policy had also disqualified the subsistence
farmers who were living in remote rural areas. According to the policy

the Bank was only concerned with farmers who were living within reasonable
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distance from its branch offices or with those farmers who were inside
the operations of package projects. But the number of farmers who were
within reasonable distance from the AID Bank branch offices or inside

the operation of package programmes was very small. Hence, the credit
policy had a built in bias, against small farmers. The problem of small
farmers' credit need was recognized only in 1974, when the board of
directors of AID Bank recommended that financial and technical assistance

should be provided to the large percentage of peasant farmers not served

by the package programmesss.

On top of these stringent conditions, the Bank had also worsened
the problem of the subsistence farmers by demanding that all property
offered as collateral should be adequately insured at the expense of
the borrower. The cost of adequately insuring the property was, however,
too much. Farmers were also deprived off any temporary price increase
since they were compelled tc sale their produce to the Bank's subsidiary.

2.1.3.3 The Loan Operations of the AID Bank

Inspite of the stated limitations of the policy, the AID Bank has
made a marked effort to finance development activities. The establishment
of the AID Bank had created a favourable expanding investment condition.
For instance, the DBE and the EIC together made only a total of 81.706
million Birr from 1963 to 1970 while tha AID Bank was able to approve a

total of 215.063 million Birr in five years time.
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. Table 8

Summary of Loans Approved to Different Sectors by the

ATID Bank Before the Revolution (in million Birr)

Year Agriculture Industry Others Total

1970/71 13.166 1.836 1.041 16,043
1971/72 19,152 R 3.306 28.169
1972/73 17.132 28.959 1.021 47,112
1973/7u 26,183 18527 2,164 L7.874
1974%/75 64,766 11.099 na 75.865
Total 140.399 67,132 7.532 215.063
Percent 65.28 31.22 3.50 100

na = not available

Source: AID Bank Annual reports

As the above table indicates the agricultural sector received the
largest single proportion of the total credit disbursed by the Bank over
the five years. Only a little more than one-third of the total loan was

advanced to the industrial sector.

The breakdown of the agricultural loans advanced to the different
credit takers shows that multi-purpose cooperatives, privately owned
modern farms, dairy development projects and later on the Agricultural
Inputs Marketing Service Share Company were the main recipients of the

AID Bank's agricultural loans.
Table 9

Breakdown of Agricultural Loans to Different Loan Groups

(in million Birr)

Voas Individuals Cooperatives Others” Total
No. Amount No Amount  No Amount No. Amount
1970/71 132 5.803 b 7.363 - - 136 13,166
1971/72 106 8.448 10 10,703 - - 116  19.152
1972/73 117 5,039 12 3.561 25 8,522 154  17.132
1973/74 149 5.5u41 17 10.389 18 10,254 184 26,184
1978/75 3C 2857 1 7.166 10 54,643 54 64,766
Total 534 27 .799 57 39.182 53 73.429 644 140.400
Percent 82.92 19,79 B.B5 —27.91 8,23 52.30 100 100

Source: AID Bank Annual Reports




? Includes diary devclopment projects and the Agricultural Inputs
Marketing Share Company in 1974/75.

Those labelled as co-operatives were not co-operatives of small
scale subsistence farmers. They were co-operatives of relatively smaller
commercial farmers engaged in the production of cash crops such as cctton,
coffee and sesame3g. In addition people who were not farmers (for in-
stance merchants) by occupation were also members of the co-operatives.
This implies that the assistance rendered by the AID Rank for Co-operatives
was not directed to the benefits of the subsistence farmers. Moreover,
the number of co-operatives was very small. Those grouped as individual
farmers were mainly farmers who own large farms and mostly engaged in
the production of cash crops. Therefore, the credit needs of the sub-
sistence farmers were not met by the AID Bank.

In general, the Bank excluded mere than 80 percent of the farming
population from its credit programme due to its inflexible requirements
of ccllateral and other security measures. In order to alleviate the
credit the credit problem of the small farmers, the Bank conceived the
small farmers credit programme (SFC) in 1974. A pilot programme was
expected to be launched during the next year "to study the special needs
of small farmers in regard to credit needs for farm inputs, operating
expenses, and post harvest and per-marksting requirements"qo. The next
year, however, saw the outbreak of the revolution and the state's attention’
was shifted to the socialized sector. Therefore the SFC was not implemented.

2.1.4 The Development of Package Projects and their Credit Programmes

As pointed out earlier, Ethiopia was compalled to adopt an integrated
rural development strategy in order to accelerate the sconomic growth and
development of agriculture. This idea was particularly necessary because
of capital and manpower shortage, and was emphasizsd during the third
five-year development plan period (1967-1973). As a result several

comprehensive, and minimum package projects have been initizted and



implemented. The Chilalo Agriculture Development Unit (CADU) and the
Walame Agriculture Development Unit (WADU) were the first two comprehensive
projects established in Arssi and Sidamo administration regions respec-—
tively. In addition to these comprehensive projects minimum package
programmes were also launched.

Lack of credit institutions to serve small farmers prompted the
package projects to include credit as a major component of their packages
and organize farmers in such a way that it would be easier and less costly
fer AID BANK to provide credit to small farmers, Thus, it would alsc be
important to evaluate the performances of these credit programmes. The
following sections will attempt to examine the evolution of the compre-
hensive and minimum package projects, and the effectiveness of their
credit programmes.

2,1.4.1 The Evoluticn of CADU and Its Credit Programme.

In view of developing peasant's agriculture the covernment deemed
it necessary to establish a comprehensive project in Chilalo Awraja
based upon preliminary investigation and recommendation of the Swedish
International Cevelopment Authority (SIDA). Chilalo was selected on the
basis of its natural conditions, marketing and ownership conditicns and
the possibilities for expansion. Hence CADU was started in September
1967 with the following cbjectives.

1. To raise the real income of farmers mainly with holdings of
20 hectares or less.

2. Tec elicit participation of small farmers and local government
autherities for the development work.

3. To contrel adverse employment effects and, cenerate new
additional employment opportunities.

4., To narrow income disparities by directing efferts mainly

towards farmers in the lower income brackets.



5. To search for suitable methods to further rural development, and
6. To train staff and create possibilities of applying the experience

gained at CADU in other areasql.

The integrated activities of the CADU pregrammes considered both
soccial and ecconomic develcpment in that it included, adaptive research
on crops and livestock production, development of improved farm implements,
dissemination of tested technological packages through extension programmes,
provision of agricultursl credit and marketing services, building of in-
frastructure, promcting scil conservation measures and the like.

The credit pregramme of CADU was lsunched in 1968, the purpose of
which was to promeote the intreduction ¢f inncvations, by giving farmers
the possibilities to buy the new inputs in credit at reasonable prices,
and partly tc impreve the econcmic situztion of the farmersuz. As a
result farm credit was:

1. Provide only in kind and for production purposes, and

2, Only of shert and medium-term nature with the maximum payable

period being five years”a.

The minimum amount cof credit an individual farmer can borrow was
laid down teo be 50 birr with down payments ranging from 25 percent to
75 percent, In additien twe guaranters of reputable character were
stipulated necessary as security fer the lean, cne of whom was required
to be the landleord if the borrower was a tenant. A signed lease agree-

ment between the tenant and the landlerd was also needed. Such stringent

security requirements by CADU had excluded the pocrest segement of the
target pcpulation from the credit preogramme. Many small farmers were
unable tc affcrd the required downpayment. Scme landlords were not
T ' L
willing to sign the lease agreement .
Initially all classes of farmers were eligible to participate in

the credit programme. Heowever, since big landlords benefited mere from

such a policy it was compelled to restrict participation only to
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landowners cultivating less than 20 hectarss and tenants cultivating

less than 30 hectares.

The AID Bank made credit available to CADU in the form of inputs
at an interest rate of 10 percent per annum. CADU, on the cther hand,
disbursed the credits at an interest rate of 12 percent, the extra 2
percent being intended to cover the risk and supervision costs.

A breakdown of the total amount of credit distributed by the pro-
ject shows that both the volume of credit and the number of participants
have increased substantially. The total amcunt of loan distributed had
increased from 15,700 Birr in 1968 to 1,437,517 Birr in 1971. The
number cof participants had alsc increased significently. This marked
increase after 1970 is believed to be the result of the revised policy
of the prcject that favoured small farmers.

Table 10
Credit Disbursement by CADU (1968-~1973)

Year Number of Borrcwers Amount (Birr)  Average Lean (Birr)
1968 : 189 15,700 83

1969 868 158,461 180

1970 4769 502,875 106

1971 14164 1,437,517 102

1972 12624 1,108,632 88

1973 i3302 961,938 72 !

Source: Tesfaye Tecle, an eccnomic evaluation of agricultural

programmes in Ethiopia, 1974, P. 89

The participaticn rates and the loan size declined after 1971
probably because of the fall in the price of wheat in 1972 which may
have contributed to their decision of not using farm inputsus. Another
prebable reascn could be the fact thet large number of farmers had

2 ” P ko
begun buying the farm inputs in cash .
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An analysis of the loans advanced to different inccme classes
(land size is used as a proxy for income) shews that farmers with
higher heldings acccunted for larger amount of credit (see table 11).
Tenants constituted only 8.5 percent of all credit users in 1968 and
15.4 percent in 1968 in the CADU project area. But the number of
tenants and small landowners increased as of 1970 in respense to the

restriction made on credit takers.

Table 11

Breakdown of CALU Credit Among Different Groups of Farmers

Year Total number of Borrowers Percent tenants Percent owner
cultivators
1968 189 845 9145
1969 868 15.4 84.6
1970 4765 27.6 72.4
1971 1416L 38.7 1.3
1872 12624 30.4 69.6
1973 13302 Z1:9 78.1

Source: l. Henock Kifle, An Analysis of CADU Credit Programme
1871772 ~ 19T72/73.

An appraisal of the operation of CADU credit programme reveals that
the package programme had not been successful in narrcwing income dis-
parities althcugh it had helped tc bring about economic growth. The
aristocratic land tenure system helped large owners tc benefit mcre
than small holders from the aredit programme. Moreover, many tenants
were displaced from their holdings by landlords who realized the benefits
generated by the credit programme and mechanized their farms. This
income disparity had accentuated even after the revised peolicy was

adopted by the project.
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2.1.4.2 WADU and its Credit Programme

The Walame (now Walayita) awraja was alsc high in the priority
list of areas selected for package programmes as envisaged in the
third plan. The area was cne cf the mest densely populated regions
in the country. The awraja was primarily selected because inhabitants
(the walayitas) were socially cchesive and traditicnally familiar with
group activities and organizaticnsuv. The regicn was ccnsidered to be
an area where rural research and develcpment programme cculd have a
maximum impact. Therefore, the Walamo agricultural Develcpment unit
(WADU) was established in November 1969 with a world Bank credit
assistance to accomplish scme mzjor tasks which included:

1. To raise the incomes of small highland farmers and settlers

2. To help in bringing abcut a shift from subsistence to
monetized agrieuwlture in the district.

3. To increase the government's tax revenues, and

4, To demonstrate the impact of the development effort and provide
data for the formulaticn of other development projects in Ethiapiaug.

The above cbjectives were to be achievad through ar intensive and
integrated approach which included the provision of advices, rcad con-
struction, land clearing and soil conservation, extension services,
livestock inncculaticn campaign, construction of marketing and coffee
processing centers and an agricultural cradit programme for improved
seeds, fertilizers and improved farm implements.

Like CADU, this project alsc used tc get funds fer the credit
programme from the AID Bank at an interest rate of 10 percent per annum,

and used to lend it to farmers in the form of farm inputs at an interest
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rate of 12 percent. But WADU prcvided cash loans for consumption pur-
poses in additien teo the production credit. This was dene deliberately
tc help the farmers stop borrowing from local money landers for holiday
celebraticns.

Unlike the case of CADU, all classes of farmers owner-cultivators
as well as tenants, small scale as wall as large scale farmers were
eligible for credit from WADU as long as they were fulltime farmers
within the project area.

With regard to security requirements, WADU has more liberal security
requirement than CADU because all it required was that each berrower
presents two guarantors that were acceptable to the screening committec,
There were, hcwever, indicaticns that poor tenants scmetimes found it
difficult to find puarantors whe were acceptable by the committee.

The credit activities of WADU had expandsd both in terms of the
number of participants as well as in terms of the total value of credit
advanced. Moreover, as table 12 illustrates the average loan size has
been constantly increasing cver the years. This was mainly due to the

introduction cf cash advances (or consumption lcans) since 1971.

Table 12

Credit Extended by WADU (1970/71 - 1972/73)

Year Number of Tarmers Amount (Birr)  Average loan (Birr)
1970/71 3,923 80,169 20
1971/72 4,791 159,339 33
1972/73 7.040 303,960 41
1973/74 10,000 na -

Scurce: Tesfaye Tecle, (1975), cp. cit, P.31



Althocugh the above table shows that the participaticn rate of
farmers expanded significantly, the number of particinating tenant
farmers was not up tec the expected level., Like the case of CADU credit
programme, bigger cultivators tock larger quantities of inputs distri-
buted by WADU on credit. The proportion of tenants whe took credit
from WADU was 11.2 percent in 1970/71 and 12.1 percent of all credit
takers in 1971/72 (see table 13) even though about 40 percent of the

5 49
farmers in the area were pure tenants .,

Table 13

Breakdown cf Loan Between Different (Classes of

Borrcwers in WADU

Total Number of Percent Percent owner
Year sales Tenants Cultivators
1970/71 3,923 11.24 86.76
1971/72 4,791 12,14 87.86
1972/73 7,040 na na
1973/74 10,000 na na

Spurce: Tesfaye Tecle 1975, op,.cit,, p.31
Inspite of WADU's Liberal Credit eligibility and collareteral re-
quirements tenants did not find it worth taking the risk of purchasing
yield increasing inputs on credit under the prevailing share cropping
arrangements.

2.1.4.3 The Credit Programme of Minimum Package Projects

Even though "comprehensive" packages such as CADU and WADU were
essential compenents of the develorment process they were found to be
toc cestly beth in terms of manpower and financial resources to be
expanded cn a large scale. The plan to reach 90 percent of the farming
population within fifteen tec twenty years through large scale expansicn of

intensive package projects became doubtful as early as 1870. For this

reasrn the strateoy of "minimum rackaca! whicrh wae hazed An the concent
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of concentrating efforts only on few proven innovations (such as ferti-
lizers and improved seeds) was developed to reach a large number of farmers
by employing methods and innovations developed and tested in the Compre-
hensive Packages. Thus the first phase of the Minimum Packapge Project
(MPP-I) was launched in 1371 with technical assistance from SIDA. The
second phase was planned for 1975-80 but due te the land reform and other
problems it was delayed until 1980. The official terminal date of the
project was in May 1985,

In order to administer the MPT and to Co-ordinate and supervise the
Comprehensive Packapge Projects, the Extension and Froject Implementation
Department (EPID) was established in 1971 as an autonomous department
within the Ministry of Agriculture. With the establishment of EPID, all
previous extension programmes of the Ministry terminated. MP arcas were
selected from all parts of the country on the basis of availability of
tested innovations adapted to the area, importance of small scale farm-
ing in the area, past experience with respect to farmers' response to
innovations and their attitude towards chanpe. Usually model MPP areas
were located along the main road encompassing an area of 3-5 kms on
either side of the road. The launching of MPP had made it possible to
demonstrate to the farmers improved agricultural practices and necessary
farm inputs on credit basis.

Lending policies and procedures of MPFP were generally similar to
that of the compreﬁensive projects. EPID was appeointed as one of the
agents of AID Bank in pranting credit. An estimate of the inputs required
for a piven season by the MPP was provided by EPID to the AID Bank, which
was responsible for procuring inputs. The distribution of credit, the
making of follow-ups and the collection of repayments were the respon-

sibilities of EPID.
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The MPP adopted CADU's modified credit policy by limiting parti-
cipation to farmers who were cultivating 20 hectares or less. All loans
were given in kind, Short-term loans in the form of seeds, fertilizer,
herbicides and insecticides were offered. Credit in the first year was
limited to a meximum of 200 Birr but was possible to increase it to 400
Birr in the second and subsequent years. No minimum credit limit was
stipulated. Even then loans were provided only to those farmers who
had settled all their previous loans with EPID. In addition, if 90
percent of the borrowers in a piven extension arez had not repaid their
loans in full with in two months after the duc date, no further credit
programmes was to be undertakense.

The collateral reqguirements of the MFF wers also similar to the
security requirements adopted by CADU with slight differences. The MPF
required a signed Lease Agreement between tenants and landlords and two
guaranters one cof whor was to be the landlord if the borrower was a
tenant. Tha project required a 25 percent down payment for all loans while
CADU required downpayment ranpging from 25 percent to 75 percent.

It was stated earlier that the provision of agricultural credit to
the farmers was an integral component of the MNPP in o ier to enable
farmers to buy new innovations on credit basis. In response to this
objective there were 9 MPP areas in seven administrative regions which
distributed 6722.5 quintals of DAP and 103% quintals of urea to 4691
participants. As time went on, the credit programme expanded and it

covered all but Arssi administrative region by 1873,
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Tzble 14

Distribution of EPID Loans tc MPF Areas

Credit Participants

Amount of Amount. of Number of Percent Percent
Year Fertilizer Szed (Qt.) Sales Tenant Owner culti-
(Qt.) vator
1971 9460.3 222 4691 11.2 88.8
1972 2017u.0 200 12706 £ g0 ) 87.9
1973 35160.0 860 25424 15.4 84.6
1974 T8475.0 2000 55000 na na

Source: EFID, EPID Phase II-Proposals for the Fxpansion of EPID
During 1875/7€ - 1$79/80, August 1974

Inspite of the marked increase in the number of participants of the
credit programme of the MPP, the number of participating tenants was again
unsatisfactory. Tenants censtitute at least 50 percent of the farming
population of all MPP areasSI. But not more than 15 percent of all
beneficiaries of the credit programme were tenants (see table 14). Be-
sides, the percent of pure tenants was very unsetisfactory. For example,
for 1973 alone, 4.9 percent were pure tenants with the remaining 10.5
percent being farmers who both own and rent landS".

The main reasons for such a low tenant participation were basically
twc. The first was the disincentive that the feudalistic land tenure system
created on the tenant's decision to adopt new inputs that involve risks
associated with credit. The second reason was the unwillingness on tha
part of the landlords tc participats in the cost of credit but took over
half of the output. On top of this some landlords were not willing to
sign a lease agreement to their tenants to participate in the credit
programme.

In addition tc the land-tenure system, there were other weaknesses
also. The marketing structure for agricultural commodities did not favour

small farmers. The price offered for agricultural products was low. As a



result farmers were less inclined to use improved inputs. For instance,
the producer's price for grain was so low in 1972 that farmers were un-

: that the
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able to repay their debts. It is, however, astcenishing teo se
price of fertilizer was rising constantly at the same time. The operation
of the MPP was also discriminatory. Trade centers through which credit
was distributed were established along the main road. Credit services
were extended only 3-5 kms. On either side of the road. Hence farmers
who dwell away from the major road were not able to benefit from ths
credit services provided by the programme.

2.2, Agricultural Dcvelopment Strategies and Agricultural Credit

Use After the Land Reform.

2.2.1 Agricultural Development Strategies and Irstitutional Reforms:

Befora 1974, the mzjority of Ethionians in rural areas had poor
access to the major productive resource, land, and a very tenuous security
of its use. Tenants, which in Ethiopia amounted tc at least 50 percent
of the farming population, could not feel secured since their welfare was
dependent safely on the judgement and good will of landlords. The in-
equitable distribution of land wealth acted as a bottleneck to economic
growth and development by depriving the poor of sufficient incentive to
work for higher productivity. Therefore, it was necessary to dismanatle
the land holding system in order to accelerate rural development and
increase the incomes cf the rural masses. This was the first task of
the new government which came into power following the 1974 Revolution.

The proclamation to provide for the public ownership of rural land
was issued on March 44,1975, The basic aim ¢f the reform was to change
the apgrarian relations sc that the peasant maases could be liberated
from age old feudal opression and injustice., The proclamation has

stressed the need for instituticnal chanwes which are fundamentals for
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the realization of the aims of the land reform. Conseguent to the
land reform several institutions have been established in rurzl Ethicpia.
The rural peopulation of Ethiopia was organized intc peasant asso-
ciations. These asscciations are the basic units through which the
government and other institutions mobilize the rural people to achieve
given objectives. They have become strong links between the state and
the peasantry in political, social and economic matters. In particular
they have played an active role in the distribution of land among thsa
rural population. By the end of 1983 there were about 19,771 peasant
associations with an sstimated total membership of over 5.3 million

3
53
peasants .

Along with the development of peasant associations the Fformation
and expansion of scrvice Co-oporatives was intensified in rural Ethicpia.
The main functions of the serwvice Co-oneratives include the marketing
of produces, providing storages and supplying inputs and consumer goods.
According tc the proeclamation of Decembar 1975, service co-operatives
were to be formed each with not less than three and not more than ten
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peasant associations . An estimete of the Ministry of Apriculture
showed that about 3,913 service co-cperatives renrssenting over 4.6
million peasants have been formed by the end of 198477, Most of the
service co-operatives have given priority to the establishment of co-
operatives shops, and have not yet beer in a position to fulfill their
other econcmic functicns adeguately.

In addition to peasant associatiocn and service co-operatives,
producers’ co-operatives have beecn promoted to socialize the rural
economy. The main objective of establishing the producers co-operatives
was to organize the rural people inte effective production units operatd
and managaed by thimselves. To effectivelwy discharge their duty they

-

have been accorded priority in the distribution of inputs and credit.
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Despite considerable assistances, the promotion of produceré‘co—operatives
has been slow. There were only 1,489 prcducers co-opsratives with a
total membership of 94,368 peasants by the end of lBBHSB. The member-
ship cf producers co-operatives constitute abeut 0.3 percent of the
rural populaticn. In the sphere of preduction the centribution of
producers' co-operatives is meager, less than 2 percent. Agricultural

output is still dominatod by the private peasant sector which accounts

for over 90 percent of the cultivated land and crop production (see table

15).
Table 15
Total Area Cultivated and Total Production (1978/75-1984/85)

- Area ('000 Hectares) . Production ('000 Quantals)
State Ccops & Private Percent State Coops & Private  Percent
farms settle- peasants to priv. Ffarms settle~ peasants to priv.

ment peasants ment peasants
1978/79 158.6 ni 5927.3 97.4 1600.5 na 47482.9 96.7
1979/80 148.9 na 6187.3 2 [ g 2370 .1 na TLT726.4 96.9
1980/81 234.3 5L.2 5004.9 as5.4 3555.2 389.3 65254.6 94.3
1981./82 2u47.7 T72.4 5918.9 34,9 3788.1  783.1  B62094%.0 93.9
1982/83 258.1 83.4 60U, 1 9y .7 3425,1 1125.9 63531.8 93.3
1983/84 178.1 118.2 5137.0 95.4 2789.2 1088.2 61535.9 4,1
1984/85 193.9 122.3 5781:5 94.7 3615.1 859.6 45102.2 90.9

h

+
Source: ONCCP, 57 and Bth Develcooment Campaign Programmes and ten

Years Indjcstive Plan (Lmharic)

Following the land reform of 1975, privote commercial farms establish-
ed before the revelution were transformed into state farms. The most
important cbjectives of the state farms are to promote import substi-
tution, to preduce export commodities and industrial raw materials and to

7

5
bring additional land under cultivatien™ . Inspite of thase ocbjectives,
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state farms have been rroducing cereals and cther domestic food staples.
On the average state farms comprise less than five percent of the total
cultivated land and produce not more than five percent of the total
agricultural production.

State farms have been most of the time handicapped by financial
and economic problems. Although they are mechanized and consume about
80 percent of the fertilizer supply and over 70 percent of the improved
seeds distributed, their yield are reported to be no higher than the
peasant sectorsa. They have been mostly engaged in horizontal expansicn.
More recently, however, they have attempted toc improve existing farms
rather than increasing the size of their farms beczuse of inefficiencies
resulted from such expansions.

The Ministry of Agriculture was also reorganized in line with the
new development path. HNew denartments were established to take over
the functicns of EPID. Agricultural Development Department, Animal
Resource Development Department, peasant associations and co-operative
Development Department, soil and Water Conssrvation Department, Fisheries
Development Department, Training and Engineering Service Department were
established. To reduce work lcad, and administrative difficulties the
extension services of the Ministry were more concentrated at the Woreda
level. Hence phase II of the MPP covered over 440 Woredas through the
provision of imputs and technical adviece to raise agricultural preduc-
tion. In any case, the service rendercd to the peasant sector have not
been adequate relative to the demand. The Ministry of Agriculture,
therefore,developed and launched a new programme called the Peasant
Agricultural Development prosgramme (PADEP) in an effort to improve

the performance of earlier pregrammes.
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This programme focuses on improving extension services and re-
directing agricultural research towards easant sector requirements.
Hence, farming systems research has become an integral component of the
programme. The programme is designed to be operational in 8 zones de-
signed as PADEP zones. From the 8 zones 250 high potential Woredas
have been selected as reas of emphasis. This approach is believed to
be more productive than the approach followed by the MPT, where limited

resources have been thinly spread over B40 Woredas.

2.2.2 Agricultural Credit Use After the Revoluticn

Agricultural credit in pre-Revolution Ethivpia was not as productive
as it ought tc have been primarily bscause of the existing feudal land-
tenure system. As a result of the Rural Land Proclamation of March 1975
a revision of the old agricultural craedit policy was necessary and sub-
sequent institutional re-orrangements were made. [ new agricultural
credit policy was drafted and implemented in 1976. The follewing sections
will try to examine the fundamental objectives of the ATD Bank and the
basic features of the revised credit policy tcgether with the achievements
of the Eank.

2.2.2.1 The Aims of AID Bank in Post-Revolution Ethiopia.

The Board of directors of AID Bank adonted & revised policy statement
on August 30,1976 in accordance with the declaration of the "Ethiopian
Socialism” and in line with the declaration of Economic policy of socialist
Ethicpiasg. Unlike the previous policies of AID Bank which emphasized the
development of private enterprises, the credit facilities of the Bank
after the land reform are to be used to encourage the creation and ex-
pansion of the socialized sector. This is in accordance with the credit
directives of the National Bank of Ethiopia which states that "....
financial institutions will uss their cradit facility as a factor of

strengthening and expanding the socialized sector.... Therefore, under
i | 3
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this criterion barks will accord preferential treatment to the socizl-

. c0 : .
ized sector i.e. state farms and Co-operatives" ~. The AID Bank which
is entrusted with the duty of extending credit to the agricultural,
industrial and service giving sectorsz of the econemy has the following
specific duties:

1. To extend medium and long-term loans for economically feasible
projects thereby ensuring a balanced regional distribution of projects;

2. To extend short-term agricultural production credits.

3. To participate in the wmobilization of financial resources frcm
domestic as well as foreign sources by designing appropriate financial
instruments; and

4. To co-operate with other develonment agencies ir project identi-
fication by taking a part in or by vroviding support tc promote an efficient
use of financial rescurces in accordance with the national objectivesﬁl.
In order to effectively discharge these and other responsibilities and
promote the nation's agricultural development, the Bank had adopted new
lending policies which emphasized the development of state and co-
operative farms.

2.2.2.2 Basic Features of the Revised Credit Policy

The Revised credit pclicy of the AID Bank emphasized more on
financially, economically and socially viable projects in the extension
of credit. Accordingly it is stated in the credit policy that invest-
ment credit should be extended only to those projects that have received
a thorough appraisal. The appraisal of a project’s cconomic and social
viability is assessed on the basis of its contribution tc accelerated
eccnomic growth and employment, the extent to which it contributes to
foreign exchange earnings and savings, its impact on regional develop-

ment, its potential for encouragine structural change and its impact

: 62
on the environment ~.



he new credit policy has relaxed collateral requirements required
by the Bank. In fact, the Bank has given prime importance to the via-
bility of a project rather than to security requirements. In this re-
gard, the revised pelicy of the Bank stated "the Bank ... will rely
primarily upon the financial strength of the project itself, the po-
tential preductivity of the prcject, and upon the management capability
and reliability of the borrower...."ﬁs. Loan applications will not be
prevented from being considered if cther requirements for the project's
viability and social centributicon are satisfied. Furthermcre, the re-
vised pelicy indicates that govermment guarantee, fixed assets, chattel
mortgage, work in progress, crcp in progress and farm animals could be

6L

accepted as ccllateral '. The Bank requires the keeping of adequate
records and encourages the use of cost accounting procedures. It is
also authorized to make periodic inspection and audits.

The project evaluaticn criteria and the requirements are usually
applicable only to private farmers and industrial establishments. Con-
sequentl&, small farmers which are required to put up a fixed asset in
the form of buildings and machinery &@s colleteral are being discouraged
from using credit., The Banks emphasis on high standards cf management
capabilities has alsc prohibited peasants frem using its credit facilities.

On the cother hand the Bank does not require collateral from co-
operatives and state farms for lcans. The only requirement for co-operatives
to receive bank loans is to be reszistered under the co-operative law and
provide a certificate of registration from the Ministry of Agriculture.
It does not mean, however, that viability of the co-cperatives is not
considered. The Bank examines and evaluates the managerial cepability,
record keeping, market prospect for the produce and other factors before
extending a line of credit. Credit request cf state farms is a govern-

ment decision and are granted loans without zny collateral.



The AID Bank's activities were limited to the big cities and their
surroundings before the Revolution. Attempts were made to expand the
scope of its activities after the Revolution., It has cpened 9 branch
and 11 sub-branch offices in nine administrative regions. The princi-
pal criteria used for establishing branch cffices is the general economic
development prospects of a region. Te this cifeclt branch offices are
concentrated in cash-crop producing regions and in regions wherce state
farms exist. Scme regions do not have, therefore, access to the Bank's
services. Although that emphasis should bhe given to these areas with
higher development potential, cther regicns should zlso receive their
due share of the Bank's services. There is no reaseon why the Benk
cannot have branch offices in regicns like Gamcrefa and Bale.

2,2,2.3 Loan Operaticns of AID Bank After the Reviscd Policy of 1976

It has been stated earlier that the expansien of production to meet
the basic neesds cof life is an important cbjective of develcpment insti-
tutions. Financial institutions such as AID DRank could play a vital
role in achieving development chjectives by participating in credit
granting to fulfill the needs of preductive enterprises. Because
agriculture is the back-becne of the E%hiopian cconomy most of the AID
Bank's lcan activities are directed towards this sector.

A breakdown of agricultural lcans approved to the scocialized sector
for the last few years reveals that state farms have absorbed most of
the agricultural credit disbursed by the Bank, The credit share of co-
operatives is insignificant 'as compared to the share of state farms =as

the fcllowing table discerns.
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Table 16

Loans Approved to the Socialized Sector and the Share of

Agricultural cc—cperatives and state farms (000' Birr)

Amt, approved  Amt.approved  Percent to Amount tc Percent

to to co~cperatives state farms to state
Year the sccialized co-cperatives farms

sector

1976/77 93,100.6 2,136.9 2.3 90,963.7 ST
1977/78 164,134 ,7 11,823.2 5 152,308.7 92.8
1978/79 111,537.9 11,9u48.6 10.7 99,589.3 89.3
1978/80 279,258.9 23,405.4 G4 255,893.5 91...6
1980/81 481,072.8 19,157.8 4.0 461.%15.0 96.0
1981/82 32C,038.9 23,600.2 7.4 296,438.,6 92.6
1982/83 433,106.0 57,383.4 13.2 375,722.,5 6.8
1983/84 199,267.9 26,367.92 14.2 170,900.0 85.8

Scource: AID Bank, loan positicn of State farms, unpublished.

Although the vclume of total credit advanced by the Bank showed a
drastic change particularly in the late seventys, the magnitude of
assistance rendered tc cocperatives has not been significant as shewn
by the above table. The volume of credit has been simply increasing
because of the increased borrowings by the state farms. The main reascn
for the inadequate participation of cooperatives in the credit programmes
of the Bank is the small number of ccoperatives eligible for bank loans.
Inspite of the bank's stated policy which declared that preferrential
treatment wculd be given to ccoperatives to help in their rapid expansion,
it required them to be duly registered with the Ministry of Apriculture
in order tc receive its assistance. The number of registered ccoperatives
up teo 1984 was only lHlBS. Censequently, the expansion of cocperatives

is greatly retarded for lack of cupporting services such as credit.



State farms together with cooperatives are given preferrential
treatment in obtaining financial assistance from the AID Bank . 1In
accordance with this policy the state farms have appropriated over 80
percent of the total agricultural loans (see table 16). However, the
contribution of state farms to the tctal agricultural production has
always been less than 10 percent. This conditicn therefore, needs to
be changed if agricultural credit is to be used tc improve agricultural
preductivity.

State farms are not required to put up collateral in crder to
obtain leans from the bank. The bank only makes appraisals of the pro-
jects for which credit is requested. The making of project appraisal
is, however, cnly a matter of formality. The AID Bank as a2 financial
intermediary of the state, cannot reject the loan application of state
farms since the implementaticn of a project is most often a pelitical
decision. Even if a project turns out to be not viable as evaluated
by the bank's project evaluation criteria, the assistance should be
provided., The Bank can only scale down scme loans by reducing some of
the proposed costs.

"An analysis cf the type of credit advanced tc cooperatives would
alsc shew that most of the lean advances are short-term credits that
help in crep production and that are payable in one year. These include
the provisicn of seeds, fertilizers, pesticides, fuel, lubricants, etc.,
in credit. The rationale behind ccncentrating on short-term credits to
cooperatives is the belief that the cocperatives are still premature in
their organizational capacities and in their managerial capabilities.,
In addition, it is believed that the members have better exposure and
are well acquianted with production credits that cculd remunerate them

within a short pericd of time.
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Table 17

Leans Approved for Cocperatives by Type of Credit ('0QO Birr)®?

Medium and Tetal Percent of short-
Year Short-term Long'term Credit term to Total Credit
1975 7,166.0 = 7,166,0 100.0
1976 3.2482.7 = 3,242.7 100.0C
1977 8,262,1 5,077.9 13,340.0 61.9
1978 10,8441 3,194.1 14,038,2 T3
1980b 58,561.1 2,467.5 56,025.0 95.6
1581 50,7°75..5 5,641.7 56,417.2 90.0
1582 56,585.9 2..726.5 59,312.4 95.4

Source: AID Bank, Annual Reports.

“Includes EPID fertilizer loans
bPOP 18 months (i.e. July 1,1979 tc December 31,1980).

The provision of sheort-term credit would only help to alleviate
the immediate short-term preblems. £ lerge proportion of short-term
lecans to long-term investment loans means that a signifieant pertiecn
cf credits granted is not used for long-term prcductive investment but
for short-term operating expenses. Medium and Long-term credits
facilittate basic structural change of the process of agricultural pro-
duction. Heowever, the magnitude of assistance to cooperatives in terms
of medium and long-term credit is inadequate.

The credit facilities extended to state farms by the Bank is alsc
mostly to finance short-term working expenses. As table 18 demonstrates,
most of the lcans approved tc state farms are used to finance short-
term expenses. Like the case of cooperatives, the proportion of long-

term investment capital is low.
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Table 18

Loans Approved to State Farms by Type of Credit

('0CO Birr)
Short-term Long-term Percent of
Year Working Capital Investment Capital Working Capital
1976/77 69,911.9 21,051.8 76. 06
1977/78 118,824.3 33,485.4 78.02
1978/79 78,741, 2 20,848, 1 79.07
1879/80 111,045.8 lyu, 864.,7 43,40
1980/81 261,322.5 200,592.5 56.57
1981/82 266,784.7 29,643.9 89,99
1982/33 265,065.1 110,657.4 70.55
1983/84 162,135,.2 8,76L4.8 S4.87

Source: AID Bank, "Loan position of State farms" Unpublished.

Even though the Naticnal Bank has declared that pricrity should be
given to the public sector in the provision of credits, consideration
has also been given to the credit needs of private establishments. The
new credit policy guidelines issued by the National Bank in May 1976
stated that;The new credit policy will accelerate further the process
of transformaticn (of cocoperatives) in particular and the degree of
socialization in general without denying the required credit facility
to private individual enterprises engaged in socially desirable acti-
vitiesss. The AID Bank has refrained from establishing a lender -
borrower relationship directly with peasant associaticns. However,
the bank had continued to extend credit for productive purposes to
MPP areas through the Ministry of Agriculture as well as tc other

development organizations. The Benk has adopted such a measure

because the formation of cooperatives is delayed.
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The supply of institutional credit in the form of inputs to sub-
sistencerfarmers dates back to June 1968, when FAC-FTHC (Foed and Agri-
cultural organizations, - food for hunger Campaign) and the Ethicpian
Government raised a revolving fund for the purpose of distributing ferti-
lizer to small farmersGT. The precgramme was divided intc two phases.
Phase one which was started in 1967, was related to the use of fertilizers
on 450 selected farms in Shashemene, Nazreth a2nd Debre Zeit areas. The
second phase which started in 1568 dealt with the selecticn of farmers
who saw the results cf the fertilizer demonstration and expressed the
desire to use fertilizer for their crops. Since then small farmer
fertilizer loans were granted to farmers not only to farmers in the
three areas but alsc to other areas. FAC advanced the fund, equivalent
to 4500 US dellars to the Ministry of Apriculture for this purposese.
However, this programme was terminated when EPID was established.

After the establishment of EPID, apricultural credit in the form
of inputs has been distributed te Lodies other than the cocperatives
within the area covered by the MPP thrcugh this department. Preduction
inputs have been imported and channeled tc the Ministry of Agriculture
by the AID Bank from 1971-1973. Later on the Agricultural Inputs and
Marketing Service (AIMS) was established as a subsidiary company cf the
AID Bank. It was responsible for Imperting and distributing the Inputs
from 1874-1976, Between 1877-1883, The Agricultural Marketing Corpora-
tion (AMC) was responsible for the input procurement and distribution
task. More recently the Agricultural Input supply cerporation (AISCO)
was established and given a legal entity in September 13884 to under-
take the functicen of input procurement and distributicn activitiesﬁg.
This corperation is administered by the Ministry of Agriculture.

The main objective of this new corporations is the supply of

agricultural inputs tc the peasantry in order te¢ increase the quantity



and quality of agricultural products. This corporation assumes the re-
sponsibility of extending modern technology to the farming population
more effectively and efficiently. At present the activities of AISCO

are only extended up to the delivery of inputs to the Ministry of Agri-
culture centers only. However, it is envisaged that it will be in a
better position to effectively discharge its duties when it is staffed
with adequate personnel and when its structure goes up to the peasant
association level. The AID Bank has an agreement with AISCO on importing,
distribution and collection of fertilizer credit.

Inspite of these institutional reforms the demand for credit by the
subsistence farmers has remained unsatisfied. The contribution of private
peasants to the total agricultural output is vast as demonstrated by
table 15. However, the proportion of agricultural credit alloted to
them is very small. The following table shows the magnitude of assist-

ance extended to the private peasants over the last few years.
Table 19

Loans Approved to Socialized Sector and to Privated Peasants

('000 Birr)

Amount to Socialized Amount to Percent to
Year Sector Private Peasants Private Peasants
1978/79 111,537.9 18,026.9 16,16
1979/80 279,298.9 29,025,2 10.:39
1980/81 481,072.8 33,808.9 7.03
1981/82 320,038.9 32,610.4 10.18
1982/83 433,106.0 27,633.0 6.38
1983/84 189,267.9 34,308.9 17.22

Source: Ministry of Agriculture, Unpublished data.



Overall the agricultural credit policy adopted after the land re-
form proclamation has been primarily used as an instrument to encourage
and strengthen the socialized sector. Accordingly the AID Bank has
given preferential treatm:nt to co-operatives and state farms. Special
assistances and monetary incentives have been mainly directed to such
establishments. Nevertheless, the number of eligible co-operatives for
bank loan is unsatisfactory and hence the major beneficieries of AID
Bank's credit are state farms. On the other hand, efforts were made
and are still being made to extend credit assistance to the peasantry.
But the magnitude of such assistance is very negligible and insufficient
when compared with the contribution that the private peasants are making
towards the national agricultural production. Thus the distribution of
agricultural credit is not based on economic raticnality but entirely

on government preference even after the land reform.
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HaPTex 3

Heview of %®ae Literature

Many rural development efforts have now centered on the wider
adoption of improved technology. Farmers must spend additional sum of
money on improved seeds, fertilizers, and farm implements to inerease
their agricultural productivity. But because of the low level of real
income which is a reflection of lew productivity, peasant farmers in
particular can not undertake such investments without external eredit
.Esuppor’c.c.‘r 1herefore, credit has become one of the essential factors to
accelerate the rate of adoption of modern technology sgricultural credit
is a mighty weapon for increasing productivity and improving the living

g¢onditions of the farmersa

However, credit does not by itself promote productivity increases
unless it is accompanied by other complementary services. I# is only
one of the many factors in the complicated prosess of agricultural
production. As an FAO publication clearly stated " the expansion of
agricultural eredit without the provision of adequate amount of
extension education is a medicine which may be worse than the.disease.”2
It should be tied operationally with other services provided to modernize
agriculture. There should be agricultural education programme, technical
advice and adequate infrastructure including institutional infrastructure.
A system for the timely supply of inputs at a reasonable price and an
outlet for agricultural products must also exist. On top of these

institations willing to lend to small farmers on terms the farmers

cot.sider attractive nust existn5

S
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In response to the problem of capital shortage of the rural
population numerous credit programmea have been established in deve-
loping countries. Yet inspite of such programmes few small farmers
have been integrated into these programmes. Lhe Fa0 study had indi-
cated that in many developing countries less than 10 percent of the
institutional credit is available to rural areas, and even more
important only a small fraction of this creait is available to small
farmers.quﬁzg-Lele's study had shown that very little of the available
institutional credit has been directed towards the development of
small holder subsistence farmers in Africa.5 A study' in Nigeria had
also revealed that wany small farmers were unable to satisfy their
demand for loanable funds from formal institutions,6 In general
although financial rescvurces provide opportunitiea for productive

employment, small farmers have been far more limited in their access

to these opportunities than other segments of societye.
—-——

Thus, many small farmers had no choice but to rely on non-insti-
tutional credit sources (friends, relatives, local traders, etc.) to
satisfy their credit neeés. Heidhues has demonstrated tnat the pro-
portion of non-institutional credit was estimated to be over 2/}R9§
the total agricultural credit in Africa,7ﬁf61dwasanmi and slao have
also found that middle men and merchants were the most important sources
for both productive and non-productive rural credit in Nigeria for
small farmers.8 The popularity of non-institutional credit is exp-
lained not only by its availability but also by its simple procedures.

Inspite of its popularity, tne non-institutional credit has not been

able to provide the amount of credit needed for a broadly based
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innovation process nor has it been generated in sufficent amounts
necessary to meet long-term funds for investments. It is mainly

used to meet immediate consumption needs.

beveral researches have been conducted in developing countries in
order to examine small farmers' use of agricultural credit. Keasons
are advanced by these studies why small farmers do not use credit. Some
of theireasons offered are (a) farmers have sufficient liquidity to
cover their planned expenditures, (b) they do not consider the expected
returns high enough to warrent borrowing and (c) they are discouraged
from borrowing because of high transaction costs involved.9 Therefore,
in order to increase small farmers' use of credit some studies have
attempted to priuarily foucs on determining the factors that would

increase tne demand for funds among small farumers. &

Miller and Xadman have developed a model that incorporates both
the productivity and transaction cost factors and explains the quantity
of credit demanded by a farm household, where the household uses funds
to satisfy both production and consumption requirements.qo The farm
household's demand for credit is the excess demand of the farm hous-
hold's demand for funds over the supply of internal funds that are
available in the household. The excess demand together with the costs

of borrowing deterwmine the quantity of credit demanded.

o 4
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“he model has three components, the farmar's demand schedule, the supply

schedule and the costs of credit curves. The marginal value product (HVP)
schedule is tne farm household's demand for funds and reflects diminishing
marginal utility for funds (see figure ",. Ine demend for funds is the
portion of the schedule to tne rigrt of the supply schedule (s). The costs
of credit are represeuted by the aversge cost curve (al) which is composed
of fixed transaction ccsis such as filling out application and other forms,
obtaining the necessary informaiion; paying required fees, trips to lender's
office, etc., and the margiral cost schedule (MC) which is composed of

interest rate, marginal transact.on cosis aud marginal risk costse

A farmer will not waat to borrow if the expected average costs are
greater tnan tre expected avera, e returns, QA is tne borrowing threshold

and tne farmer will be williag to borrow up to § where the BC eguals iVP.



as 69a0

Lhe supply schedule is determined by the asset level of the farm house-
hold and UQS fonde would be supplied from the farmer's internal funds
while Yy would be borrowed from external sources. Because the fixed
transaction costs are high inftially the AC is also relatively high,

but decline as more funds are borrowede.

The demand séhedule for funds, the supply of internal funds and
the borrowing and the costs associated with the use of external funds
are each affected by a set of social, economic and political factors.
Characteristics associated with a higher deriand schedule for funds, a
lower equity funds supply and lower borrowing costs each contribute
toward raising the quantity of credit demanded by a farm household
studies have attempted to determine the various socio-economic charac-

teristics associated with the excess demand for funds model.

Lhe scale of operations of the farm as determined by the amount of
land owned by the farm household (farm size) is one of the important
factors that determine the position of the demand schedule that has
received attention in the literature. The factor is believed to have an
important bearing on the farmer's decision to use or not to use external
funds. Heffernan and Pnllard showed that farmers with more land and
income are agricultural credit users than other farmers in Jamaica.

A similar study in Bolivia also indicated that those farmers who exceeded
the borrowing threshold were those with relatively higher operational
area.12 Farm size was also observed to be a significant determinant of

credit demand in I\ligex'ia.."3
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another important variable that will have impact on the productivity
and resources acquired with credit is the level of education attained by
the farmer. The denand schedule could be affected by the level of educa-
tion, which will have an impact on the farmer's ability to understand
and exeoute sophisticated changes and practices. It is from this pers-
pective that Baum emphasized that education and capital should be
considered as technical complgments in agricultural production.
Several empirical studies have shown that farmers who used agricultural
credit are normally those with higher levels of education as compared to
those who did not use external funds.15 In contrast to this assertion
borrowers were observed to have lower levels of education than non-borro-
wers in Jamaica.16 This finding which was inconsistent with what was
anticipated was explained by the unavailability of improved technology

in the countrya

The number of years a farmer has operated a farm may be indicative
of his managerial ability and the willingness to utilize economic oppor-
tunities credit may provide and raise the demand for funds. 4ccording
to Heffernan and Pollard's study the likelihood of a farmer being a
borrower increases as the nuuber of years ba has managed a farnm

17

increasese. Uhe Nigerian case, however, showed that farming experience
: . 1 - :

was negatively related with the demand for credit. 8 This was explained

by the availability of accumulated wealth which helped farmers to become

economically wmore independenta.

The use of improved technology is another variable highly related
with agricultural credit use. s higher level of the use of improved

technology is expected to raise the demand schedule. Moreover,
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agricultural credit is wostly provided to farmers i.. terms of inputs
and hence, higher level of the use of improved techmslogy implies

more use of credit. sSarma and Prasad obtained a positive and signi-
ficant relationship between the demand for credit and the use of
improved technology,19 In Bolivia borrowers were differentiated from
other groups by their greater use of improved technology,ao Pandey
et al have also attempted to quantify the increase in credit demand
due to the adoption of new farm practices.21 They arrived at the
conclusion that there was & significant increase in demand for credit
as a result of the adoption of new technology. Parkash Mehta's study
has also indicated that the non-availability of capital appeared to be
the most important constraint affecting the decision process of adopters
in the Punjab.22 all these studies reveal that the use of improved

technology is associated with the use of credit.

Farmers who had undertaken some kind of investment activity are
wore likely to be users of credit. On farm investment expenses could
serve as proxies of the level of sophistication and the degree of committ-
ment to farmings =« higher level of investment expenses is anticipated to
raise the demand schedule. Farmers who exceeded the borrowing threshold
and used credit were found to have higher investment expenses than

23

non-borrowers in Bolivia . The above proposition was also empirically
supﬁorted by the study conducted in Jamaicana

The supply of internal funds is expected to be affected primarily by
the farmer's liquidity position as determined by the cash flows and asset

level available in the houschold. Greater liyuidity allows for a larger

supply of equity funds, 1he supply of internal funds is expected to
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increase with the farmer's age since assets are accunulated over time.
Hence it is anticipated that older farmers demand less external funds
than younger ones. In addition older farmers may have less desire to
improve their agricultural production, particularly if their childern
are grown and moved away from the farme Several empirical studies have
shown that the requirement for credit declined as the farmer advances

in age and his ability to farm diminishes.25

The degree of commitment to agricultural pursuits to maintain a
livelihood is another important variable influencing the decision of the
farwer to innovate and demand more external funds. Miracle stressed
that farmers who have a reliable stregm of income from off-farm emp-
loyuent i.e,: farmers whe do not have to rely solely on farming to
subsist, way be under less pressure to increase farm production and
hence to demand more fundsoa6 Income from off-farm employment increases
the farm household's internal liquidity providing more capital with
which to undertake farm level activities or innovations. This proposition

has been asserted by the study undertaken in Jamaicao2

The level of wealth a farmer enjoys would also influence the
borrowing behavior of faruers. Those farmers with more income and
livestock are usually categorized as borrowers., In addition farmers
with more land and income were found to be credit users,28 Araujo's
study has also showed that borrowers had higher income and assets
than non-borrowers in Brazil.29 a study in Bolivia also indicated

30

that borrowers had more cattle than other groups.

s greater digtamc~ from the farm to the lender would also raise

costs due to greater expense in travel and in time coumitment for
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visits to the lender. Hence distance from district extension office,
which is the closest site or source of formal credit is expected to
influence the borrowing bhehaviour of farmers. Farmers living far away
from the offices also luack murket imformation and the communication

gap is wide. a5 a result farmers living closer to extension offices
and market centers are =nticipated to be borrowers. 4 study in Bolivia,
however, showed that non-borrowers lived closer to the market and the

31

extension office, contrary to the expectations. This was explained
by the relatively easier access to off-farm employient in the area.
With alternative income generating opportunities available, these
farmers could become less eager to expand production or improve the

level of their technologies and hence have less desire to borrow for

agricultural production.

The degree of expected variation in product prices, tiie arrange-—
ments and efficiency of marketing and extension services may also
add the risk costs for the farmer and hence affect the demand schedule
for funds. A price risk can be an important reason for not using
credit. bimilarly accessibility to uwrkets and extension services umay
also restrict the borrowing potentivl of farmers. Borrowers were found
to be highly concerned about product price variation and accessibility

5

to narketse

although farmers may have greater ambition to expand production
they can encounter certain limitations. bSome important factors which
are used as proxies of production limitations may also have certain
influence on the decision of the farmer to use or not to use agricul-

tural credit. UThe need for more lund, labour, oxen and the like are
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usually important vuriables characterizing borrowerse The study of Miller
and Ladman has showed that borrowers were significantly characterized by
their neced for more workers.gl the other hand since both borrowers and
non-horrowers had strong desire to increase their land holdings it did

55

not serve to differentiate borrowers from non-borrowers.

1he survey made so far has attempted to highlight some of the
important determinants of credit use both from theoretical considerations
and from empirical studies. It is also essential to examine the studies
made in sthiopia on the subjeet of agricultural credit use. Hence, the
following pafﬂgraphs would review the studies nmade on agricultural credit

in mthiopias.

Chronologically, the earliest study on agricultural credit in
wthiopia was undertaken by Mamo Bahta and Harry Robinsqa.zq This study,
showed that credit for small farmers was not provided in sufficient number
or amount. The report further mentioned that small farmers were unable
to use agricultural credit because of high interest rate charged by
credit institutions. Hence in order to promote small farmers' credit
use it was recommended to lower interest rates and establish a co-ordinated

agricultural credit system consisting of an educational extension and

distribution programme for agricultural inputs.

attempts were also made later on, to evaluate the creditlprogrammes
of the package r:r ject. The participation rates of different classes
of farmers, repayment performances, and effect of credit programmes on
income distribution are seme of the factors examined. The evaluation
of tne CuDU and WaDU cre¢dit programmes have shown that both the volume
of credit disbursed by the programmes and the participation rates of

farmers, especially subsistence faruers, were limitedojj This was the
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outcome of the land tenure system which drenicd many small farmers the
right to own the land they tilled. after scrutinizing the credit
programmes many of the studies recommended tnat an integrated approach.
which includes the construction of roads, improving marketing systems,
getting land reforim, expansion of extension activities together with
education, reorganization of financial institutions and the intro-

duction of new policies, must be undertaken.

Other studies have also showed that agricultural credit use was
not wide spread particularly awong peasant farmers. For instance,
Teshome Mulat (1974) indicated that institutional credit did not reach
small farmers in ada ﬂg£g§§,36 This was also confirmed by another study
undertaken in the area.j? These studies recommended that the banking
system and other related government organizations must be reorganized

and the level of education of the farmers must be raised if agricultural

credit use was to be promoteda

The s gricultural credit policies adopted by lending institutions
before the land reform did not favour suzll furmers. Teshome amanuel
who attempted to examine the agricultural credit policy found out that
the policy had neglected the credit needs of small farmers and had
actually accentuated incoume disparities.58 Other studies have also
shown thut the credit policy of 4lD Bank had failed to consider the
credit needs of small farmers even after the land reform.39 although
there was much evidence that peasant farmers were willing to invest in
fertilizers, pesticides, improved seeds, and better farm implements the

Bank was unsuccessful in its effort to reach these farmers. In seeking

remedial measures tc these and other problews an integrated approach

was again recommended.
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All these studies underscored the fact that subsistence-farmers
in Ethiopia have not been well acquainted with credit use and they were
not served well by credit institutions. In addition the studies did
not attempt to characterize credit users and non-users. On top of
this, most of thesc studies were underiaken before the land reform
within a different socio-political formation and hence their relevance
to the present conditions is limited. Although the social, economic
and political conditions may vary greatly between countries and between
regions, there could be present within many countries, common condi-
tions and needs that must be met before establishing a rural credit
system. Hence, this study is undertaken from such perspectives and

can serve as a basis for future studies.
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Design and Conduct of the Study and Some

aspects of Credit Use in the otudy Areas

L1 Introduction:

The preceding chapters have attempted to examine briefly the
agrieultural credit policies ahd programmes introduced in #thiopia and
tried to review past studies on the subject to provide the necessary
background to the study. The evaluation of the policies and programmes
has shown that the use of agricultural credit is not wide spread in
Hthiopia. Both the number of loans and the quantity of credit used is
low. This low level of agricultural credit use could partly be attributed
to inappropriate strategies and policies adopted. However, small
farmers' credit use can also be influenced by a host of social, political
and economic factors. To this end, the central objective of this study
has become the identification of facggys that determine credit use among
peasant faruers. The case study method is, therefore, considered in
order to find out and characterize the most important faetors influencing

credit use at the farm level.

Chapter 4 and 5 will be concerned with the identification of
factors influespeing credit use as weli as the determination of the
magnitude of the loankkaken by private peasant farmers. To this effest
several aspects of rural credit use such as the sourees, the forms, |
the reasons for borrowing and other similar features in the study areas

will be described at first. lhen the variables that are hypothesised to

affect agricultural credit use and loan size will be investigated and
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gquantified using statistical techniques. 5But o brief description of the
sample areas and some Tarm and family characteristics along with the
method of selecting the study areas is necessary before embarking on the

determination of the factors affecting credit use.

L,2 Location of the Study areas:

The data for this study were obtained from a small scale field
survey conducted in the months of March and april 1986 in two districts
of Shoa administrative Region. The districts were selected according to
a set criteria which will be discussed in the next section. Shoa
ndministralive ltegion ic one of tne 14 administrative Regions or wthiopia
and is located at tue ceuter of the country. It has 11 awrajas and 107
Woredas. Lhe Kegion has the largest population of the Nation out of
which over 91 percent live in the rural areass.‘I For the purpose of this
study Lume woreda from Yerer Kereyu awraja and Kewet woreda from Yifat

and Timuga awraja were purposively chosene.

Lume Woreda is one of the 10 Woredas of Yerer Kereyu province.

It is located at about 65 kilometers boutheast of addis Ababa along the
main road to Hararghe, sidamo, Bale and Arssi administrative Regionse.

In addition the addis sbaba Djibouti railway line passes through this
woreda. The total surface area of the woreda is about 787.37 square
ﬂilometurs.z Lume Worela is adjacent to ada Woreda where much develop=
mental activities have been taking place, The average elevation of the
Woreda ranges from 1500 meters to 2500 meters above sea level. It has
fertile soil which is generally good for crop production. The main

crops grown in the Woreda include Teff, wheat, Maize, sorghum,Barely, etc.,
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which are typical cereals grown by the traditional Ethiopian highland
peasants. In addition pulses such as field peas, lentils and chick
peas are also grown in the area in some cases. lhere were 65 peasant
associations, 2 producers co-operatives and 10 service cooperatives in

the woreda when this survey was conducted.

On the other hand, Kewet Woreda is located at about 220 Kis.
Noretheast of addis ababa along the main road to Psssie. It covers a
total area of 626,00 square Kms according to a recent Sentral Statistical
Office estimate.3 The average elevation of the Woreda also ranges from
1500 meters to 2500 meters above sez level. This Woreda grows the crops
that are typical of highland peasant agriculture in Ethiopié)primarily
cereals. aot the time of this survey there were 43 peasant associations
and 13 service cooperatives in the whole Worede, The formation of
producers cooperatives and the villagization programme were just started

when the sample survey was undertakena

Lho,% Sample Design:

as mentioned earlier, the necessary data for this particular study
was ebtained from a field survey. A two stage simple random sampling
procedure was used to generate the required information. This sampling
method was preferred after considering many factors. Usually the cost,
the method of analysis and the degree of precision required are the main
factors that will influence the choice of the sauple design to be used in
a study..“+ The siwple random sampling method is preferred when small-scale
surveys are conducted because the estimation of sampling errors and
significance tests ttat are in common use are based upon the simple

random sampling procedure. The chance of making mistukes in simple
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random sampling could also be less than it is in the case of other
sevpling designs. Llhis sampling procedure is also preferred by many
investigators because of i1ts silumplicity und accessibility. However,
when it isbﬁlisvéd.that the popul tion is hetrogenous, other sampling
designs such as stratified sawpling technique can be used to improve
results. But there will not be any gain in precision from stratifying
the population if the characteristics of the different strata do not

differ significantly.

In view of all these factors, the simple random sampling precedure
was preferred and used for this study. although the purpose of the
study was the basis for determining the specific study areas, factors

like cost, time and logistics constraints were also given weights. as

3
“

mentioned earlier the main issue dealt in this study is the use of
agricultural credit by private peasant farmers. agricultural credit use
is often closely associated with the availahility and use of output-
increasing or cost-saving tichnologies appropriate for small farmers.
aAlthough the availability of profitable technology is not a sufficient
condition for credit programmes to be successful it is, nevertheless, an
essential ingredi_ent° Moreover, improved technologies have been mostly
provided to farmers in credit in the form of agricultural inputs.
Therefore, the level of modern‘technology use is an indicator of the
extent of agricultural credit use. On the other hand if credit is not
readily available once mew technology becomes available, farmers will

be less likely to share the benefits resulting from its use.
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the level of agricultural development did not permit farmers in
Ethiopia to use modern technology extensively in general. None-
theless, some regions have relatively greater experience in the use of
improved technology than others. agricultural inputs, mostly fertilizers
and improved seeds, have been distributed to farmers for quite a long
time in some areas particularly in shoa administrative region by the
governuent. Farmers in ada, ﬁazereth and around Shashemene have been
using fertilizer since the early 1970's. In these areas the farmers
have reached a stage where they think that it is not possible to raise
their crop production without using modern inputs. In other areas of
the country, however, many furmers either do not have access to
agricultural inputs or are reluctant to adopt the technologies because of
the risk factors or because they are unfamiliar with the improved

technologiesa.

Hence, tine criterion used to select one of the study areas was the
availlability and extent of modern technology use. iased upon this
subjective evaluation Lume Woreda from Yerer Kereyu awraja was
purposively selected as a fair representative o? areas with wider and
greater use of improved technology. Discussions with experts in the
Ministry of agriculture huve shown that farmers in Lume Woreda have
been highly responsive to the introduction of improved technology and
have been using fertilizers and improved seeds for over a decade-since
the woreda is adjacent to ada Woredajwhare several fertilizer trails éqd
demonstrations have been taking pluce  faruers in the Woreda were easily
convinced of the use of improved technology. The information barrier

was greatly reduced to those farmers and hence, they have adopted

improved technology for a long timea.
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In contrast to Lume woreda, the other study area was intended to
be an area in which the rate of adoption of modern technology is
relatively slow. Because improved technology does not exist in suffi-
cient amount and when it is available/it is not rapidly adopted the
importance of institutional credit is limited. However, farmers also
recieve considerable amounts of credit from informal sources,such as
relatives, friends and traders to meet their consuzption needs. Thus,
when studing credit use aumong peasant farmers}it also becomes essential
to examine some aspects of the non-institutional credit including the
magnitude, the important sources, und the uses of credit. Kewet Woreda
was, thercfore, chosen from Yifat and Timuga awraja as a representative
of technologically backward and traditional areas. There is a very
limited use of improved technology in the woreda. Very few farmers have
been using only agricultural chemicals. according to the information
obtained from the Ministry of agriculture, farmers in Kewet Woreda are
not responsive to modern imputs such as fertilizers and improved seeds.
Despite repeated efforts by extension agents, they nave preferred to
use a traditional farming techniyue known as "Gay'", where the soil will
be burnt rather than to use fertilizer and/or improved seeds. Hence,
Kewet Woreda was chosen as tne second study area after considering all

these factors.

In addition to difference in the use of improved technology, the
two Woredas show some degree of variation in the level of cooperativiza-
tion. Producer's cooperatives have been formed and well organized in
Lume Woreda. ''here were two producer's cooperatives in the Woreda and

preparations were also underway to form more producer's cooperatives
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dn the Woreda at the time of the survey. On the other hand the level
of cooperative development was relatively low in kewet Woreda. Attempts
were being made to establish producer's cooperatives at the time of the

sample survey in the district.

The study areas are both in shoa administrative Kegion simply to
keep some degree of uniformity in culturazl,ecological, institutional
and infrastructural patterns. bSimilarities are also assumed in terms
of cropping pattern, climate, altitude, rainfall and in other similar
elements. From each Woreda two peasant associations were randomly
selected as the firset stage sawpling units and then a random sample of
farm household heads was drawn from cach peasant association. 7Two
peasant associations were considered to be adequate since it was
assumed that there is homogenity on types of crops, management, cultural
practices and on other elements between peasant associations within one
district. This assumption enables us to reduce the total cost without

altering much the efficiency of the estimators.

L.,4 Sample size.

after deciding the sample design and the study areas are chosen,
the sauple size should also be determined. Usually the sample size is

determined after due consideration is made on inter-farm variability,

. S

the complexity and coverage of the questionnaire and the funds that are
feasible.5 When inter-farw variability of the population characteristics
is missing like our case, the experience of other data generating
institutions and previous researchs could provide good approximations
on the required sample size. In this regard, usually 2.5 percent to 5

\

percent of the total farm households from the relevant peasapt assooia—

tions can be considered to be fair representatives of the population for
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a micro-level study.6 #n alternative approach to determine the sample
size in the absence of estimates of standard errors is to use the
non-centrality parameter method.? according to this method, the F-tests
of variance, which is given by the ratio of mean squares,each based

upon a given number of degrees of freedom can be expressed as:

2

2 R
s 2

1-R

lhe non-centrality parameter (A) is a simple function of F2 and

the error (denominater) degrees of freedom (V).

A - By

On the other hand the error degrees of freedom (V) is given by

V=N=-1U-=1
Where, U is the degrees of freedom for the numerator, which is
simultaneously equal to the number of independent variables. It is then
a simple matter to rewrite the above relationship as follows to get the

required sample size (N).

V =
F2
N-U-=1= ,ﬁ
FZ
2
N AL =-B) +04%7
R2

Now, in order to determine the sample size (N), a2 standard table
that gives different values of A for a specified level of significance,
number of independent variables and a desired power of a test is used.
HZ, the percent of explained variation is to be estimated from similar
types of mwsearchses undertaken earlier in Ethiopia or in other developing

countries. Unfortunately, we do not have similar researchs undertaken
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in sthiopia previously.ftudies on the subject in other developing
countries have,however, estimated the values of Re. according to the
studies the values of R2 ranged from as high as 48 percent to as low as
25 percent.9 Generally, a low value of Ra implies that larger sample
size is required while a high value of Ha suggests that a.small sample 1
size is adequate. Thus, for this study a value of Ra = 0.25 was
considered which suggested that a random sample of 5@ household heads
must be drawn from each peasant association. Overall more than 200
farm household heads were interviewed from both Woredas, 102 from Lume
Woreda and 103 from Kewet Woreda. according to some studies a peasant
association has on the average from 200 to 300 farm household:heads.qo
Hence a sample of 50 household heads from each peasant association
means that over 20 percent of the household heads from each peasant
association are included in the sample.

~ socio-economic questionnaire was prepared and enumerators who have
completed grade twelve and who are able to speak thle local languages were
euployed. They were given sufficient training on various @spects of the
survey for over three days. DMoreover, in an attempt to get honest
responses from the farmers, a meeting was called in which all farmers
took part and explanations and briefings were given to them about the
objectives of the survey. The following table shows the number of farm

households in each peasant association and the number of sampled farmers

from each.,
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Laplé 200

PonabalT aosCC.TIUNS sSkLeCli) anND ‘THe NCkssx OF

wallPLED Foghuwgs FRUM 84CH A5300T..T10N.

Woreds Peasant associations Number of  Number of
belected households sampled farmers.

Lume Kurma peasant association 112 L2

Woreda | Momo peasant association 187 60

Kewet Balch peasant association 171 Le

Woreda Jubamba peasant association 221 57

Total 691 205

4,5 Selected farm and family characteristics.

veveral farm and family characteristics were surveyed in the two

woredas. Data were collected on many characteristics of farm households
including resource use, production, income, age, level of education
and the likes. The results of the survey on these socio-economic
characteristics are described in this section.

fhe sampled Woredas encompass private peasant farmers, most of
whota utilize(traditional production techniques. The average farm size
alloted to individual households is small. Most of the sampled farmers
occupy less than 2 hectares of land. Farms of more than 3 hectares
constituted only a little more than 10 percent of all farms in both
study areas (see table 21). Teff, Maize, Wheat, Sorghum and Rarely
are the dominant crops grown in the Woredas occupying more than 80

percent of the cultivated land in Lume and over 95 percent of the total

land cultivated during the crop year under study by the sampled farmers

in Kewet 5oreﬁan
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Taoulk 21

DISUALBULION OF Faklh oIZE (PuRCENT)

Hectares
Woreda.
Less than 1 1-1,99 2-2.99 3 & above
all farms - 26,27 L2,16 21.57
Lome BOrrowers - 32.79 45.90 21.31
non-borrowers = 43,90 3415  21.95
all farms 5e85 66402 22.33 5.82
Kewet  Borrowers - 6L 4l 22,22 13,33
Non~borrowers | 10434 65652 2k, 14 -

although the average farm size is small in the Woredas, the

farmers derive their livelihood mainly from the land they cultivate and

from livestock production like other subsistence Kthiopian farmers. More

than 95 percent of the total income was derived from the farm and from .1

livestock production in the districts for the agrisaltural year
considered (table 22). In addition to on-farm income the peasants also
abtained some income from other sources. <The major sources of off-farm
income identified in the Woredas include gifts from relatives and
friends, weaving, trading and similar activities, as well as the sale
of own labour, fire wood and grass. 'he mean household income for the

farmers for the agricultural year considered was about 984 Birr and

575 for farmers in Lume and Kewet woredas respectively. However, off-farm

income constituted less than five percent of the total household income

in the two districts.
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LapLls 22

ON=r..il alND OeF=FarM INCOmm O SarbPLisD fiadisks (IN BIRR)

Lome Kewet
Income BORrQS N Mean Percent No Mean Percent
% value of Tot value of Tot
Crop 102 888.17 94,00 103 409,19 75487
On=-farm Livestock and
Income Livestock products 37 156,28 6.00 58 231.16 2h.13
Total 100.00 100,00
Gifts 12 91.67 27.78 11 71.82 21.43
Off-farm| trading,weaving,etc. 13 110,38  36.24 5 102.00 13.83
selling labour 8 91.25 18.43 9 50.22 12.26
fire wood sales 13 5346 1755 28 69,11 52,48
Potal 48 53

as mentioned above most of the farmers utilize traditional agri-
cultural production techniques and consequently their farm income has
remained low. One possible explanation for the backwardness of their
implements is their low level of education. The level of education in
both Woredas is rather low. The level and guality of education that farmers
have attained is an iwportant determinant of how resources are efficiently
put into their best use. & furmer with little or no educational back-
ground does not know how wisely to use his resources, cannot wisely use
loans and cannot protect his interests in his dealings with lenders.
Hence{the extent of credit use could be influenced by the level of

education of the farmer. sccording to the sample survey only four percent
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of the household heads has more than four years of formal education

(see table 23).

Over 30 pergent of the household heads are illidaerate.

Lven those who can read and write, can hardly understand and evaluate

the costs and benefits of using agricultural credita

Thanli 23,

LiVel OF ouUCalTON D FulING PG

Lome Kewet
Characterstic

No  Percent | No Percent
Illiterate 23 22,55 | 46 Lk ,66
mducational kead and write 55 53.92 | 1 38,81
Level 1=4 yrs. of schooling 16 15.68 | 15 14,56
Over 4 yrs of schooling 8 784 1 0,97

Total 102 100 103 100
Less than 20 years L3 La.16 | 34 33,01
Years 20 - 24 13 12.75 | 22 21,36
of 25 - 29 9 8.82 | 14 13.59
Farming 30 - 34 9 8,821 12 1765
35 - 39 8 7.841 11 10.68
4O -~ and over 20 19.61| 10 9.71

Total 102 100 103 100

The number of years the farmer has managed the farm can be an indi-

cation of the farmer's committment to the farming occupation and farm

management ability as mentioned earlier.

also anticipated to have some influence on agricultural credit use. More

Henoa, farming experience is

than 50 percent of the sampled farmers have had more than 20 years of

farming experience,

while they are still young and remain farmers for the whole of their lives.

In Kthiopia farmers enter into the farming occupation




It would be very difficult for them to chunge this occupation. This can
be deduced from the age distribution of the farm household heads (see
table 24}, More than half of the farmers interviewed were found to be 40
years or over in both Woredas. Age is also thought to be an important
factor in the furmer's decision to use or not to use credit. Rogers
indicated that earlier adopters of new innovations and improved methods
of cultuvation are younger in age than late adopters.11 A farmer who is
relatively advanced in age will be less likely to require external assis-

tance particularly in areas where accumulation is possible,

Lavly 24

HOUSEHULD HEnD's aGs DIstRISUTLQNS

ey Lome Kewet
3% s Number of  Percent of Number of  Percent of
farmers tot.farmers farmers tot.farmers

Less than 20 1 0,98 2 1,94

20 - 2k 13 v 275 2. 1.9%
25 - 29 11 10.78 11 10.68
30 - 34 14 1374 22 21436
3-8 9 8.82 16 15.53
Lo - L& 12 1176 15 14,56
45 « k9 13 T2.75 11 10,68
50 - 5k 6 5.88 15 14456 '
55 - 59 12 11.76 5 4.85 |
60 and over 11 10.78 N 3,88
total 102 100 T 103 100
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obome A spects of Agricultural Credit Use in the §tudy ireas.

kob

bo far we have examined sowme personal and farm characteristics of

the sampled farmers. But we have not yet investigated the significance

of agricultural credit use in the areas. Llherefore, in this section we

shall attempt to scrutinize the situation of agricultural credit use in

the study areas interms of the magnitude, the sources, the types of and

uses of credit. Detailed data were obtained on these factors. In the

case of those farmers presently not using credit, data about the possible

reasons for non-use were obtaiged. In addition the desired form of credit

to be deployed in the future was also investigated.
Out of the total fursers, which are 2Q5jinterviewed 108_or 53 percent
have used agricultural credit during the 1984/85 crop year as illustrated

by table 25. The rest have refrained from taking loans either from

. ?
formel sources or from informal sourcesa.

Pndll 25

NObphi OF dOUssHOLDS EEaDs wHU TOOK CwrDIT.

Classification of Lume L Kewet F
£ Total
armers woreda woreda
Borrowers 61 L5 108
Non-borrowers 4 58 97
Total 102 103 205

L.641 bources and I sxme of swedite

For these farmers who had taken loans, the sources from which they -

obtained the loans and the forms in which they received the loans were

investigated. Lhe major sources of credit identified in the study areas
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are the limistry of agriculture, relatives and friends. The Ministry

of agriculture provides a significant proportion of the credit for
farmers in Lume woreda through the service co-operatives whereas .
relatives and friends were found to be the only sources of credit
available to farmers in Kewet Woreda. In the pre-revolution reriod
landlords and merchants were the main sources of credit for farmers,
Since the 1974 kevolution in general and the rural land proclamation

of dMarch 1975 in particular, the role of these traditional sources of
credit has:‘become negligible. Kelatives and friends have now become the

main source of credit, particularly consumption creditsa.

Over 60 percent of the total credit disbursed to farmers during the
agricultural year unaer study in Lume Woreda was in the farm of fertilizers,
improved seeds, pesticides and the like. bSuch production credits are
usually offered to farmers who have settled all their previous debts and
those who can provide 15 percent downpayment. he Ministry of Agriculture
survey for the 1983/84 crop scason also indicated that over 47 percent of
the farmers in lume Woreda were borrowers and 73.5 percent got loans
from formal sources while less than 25 percent recdeved loans in kind from
informal sources.12 Generally if farmers are aware of the benefits that
production credit can generate, they will be inclined to use more the
formal credit sources. Un the other hand, although the informal sector
is alsco an important source of credit for farmers,in many places it can

hardly be used for production purposes. It is insufficient for a sustained

agricultural development.
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Tl 26

HOTRCED WD Flrio CF Chulils

&atount Percent of Percent of

woreda Sources and forns Number Edcrs  smeand PR .
Ministry of Agriculture 60 6075 624671 67.42
Lume Relatives 13 1503 15.47 14,61
sources Friends 16 2125 2190 17.98
Total 89 9703 100 100
K Relatives 39 4868 72479 7091
ewet
Friends 16 1820 27,21 29.09
Total 55 6688 100 100
. Cash 24 3113 32,08 23.76
Lume
Kind 77 6590 57.92 76 o2k
Forms :
Total 101 9703 160 100
' Cash Lg 5615 83.96 313
howet | kiwa 18 1073 16 .0l 26.87
Total 67 6688 100 100

Credit assistance is being provided to farmers in the districts in the

form of cash and/or im kind, the two conventional forms of credit. Over 70

percent of the borrowers received improved seeds and fertilizer credits in

Lume Woreda during the 1983/84 crop year. On the other hand most of the

borrowers in Kewet wWoreda took cash loans. In this Woreda less than 20

percent of the total credit obtained was in kind (see table 26).

determination of tae farms in which credit has to be deployed to

depends upon the state of development. Usually if it is thought

of development is so low and the disbursment of cash funds could

The
the users
that the state

be used for

purposes other than those intended, then it would be desirable to deplqy

credit in kind.

Un the other hand if it is assumed that the beneficiary is
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Ccapable of making goods use of funds placed at his disposal, then credit

»

can be disbursed in cash. Such controls can be successful in preventing
state funds from going unproductively into consumption. However, it

would be difficult to prevent farmers from using their own funds which
would otherwise have been used for the purpose for which the loan was
taxen?for other purposes including consumption. The fungib%lity of finan-
cial resources is often oyerlooked in many agricultural credit policiess
It is also questionable whether financing consumption is necessarily

13

The subsistence of the farmer and his family is, infact,

* it gt

unproductive.

essential to wmaintain production.

kegardless of which form of credit is received and irrespective of the
sources of credit, the farmers have specific reasons for borrowings The
case study has, therefore, attempted to investigate how the loans were

useda

4o6a.2 Heasons for borrowing

The purposes for which loans were taken by the farm households in the
study areas are summarized in table E?Q uver 70 percent of the total credit
advanced to farmers in Lum%_wofeda was used for productive purpﬁses.
Improved fceds and fertilifff_%gggs accounted the highest proportion of
this credit. However, most of the furmers in Kewet Woreda used the loans
to meet immediate consumption needs. The low level of agricultural
production in this WOreQa , a8 illustrated by the low level of real incom%
has compelled the fuarmers to allocate a significant portion of the credits

they obtained from their relatives and friends for the purchase of food.
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U.uil.-ol (.J:F I.!Uu.l‘b. .]J‘J :i.'iiil—x D:U;J‘I nm“é‘:_

woredgf? Uses Number ?ﬂg;ﬁ? éilzit %;:;}»
Purchase of food 16 1728 17.31 15.81
Purchase of seeds 20 948 9.77  19.80
Lume Purchase of fertilizer 57 5642 58.15 56 o 4
Purchase of oxen 3 1160 11.96 2.97
Clothings 2 80 0,82 1.98
Medical expenses 2 95 0.98 1.98
Others 1 50 0a52 0,99

Total 101 9703
Purchase of food 4o 4558 68.15 51,28
Purchase of seeds 12 523 7.82 15.328
Kewet Purchase of oxen 2 560 8.37 2.56
Clothings 8 295 Lt 10.26
Medical expenses 6 277 5.6k 7.69

Purchase of impliments &

Herbicides 7 250 3. 74 8.97
Others 3 125 1,87 3.85

fotal 78 6688

4,6.3 Impediments to ¢cedit Use.

as shown in table 25, some 47 percent or 97 farmers did. not use agri-
cultural credit during the crop year under study. The reason for not using
credit have becen explored. In the responses to the multiple choice questionsﬁ
of which factors inkibited them frém using creditlthe farmers had some
predominant responses. Over 30 percent of the sampled farmer§ i@entified

Jear of repayment ability as the major impediments to credit use in Lume

woredalwhile a little more than 10 percent of the sampled farmers in
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kewet Woreda were impeded from using credit because they thought they
would be refused the loans. The corresponding figure for Lume Woreda
is relatively small, showing that the presence of credit facilities from
formal institutions has facilitated the problem of refusal by the lenders.
A significant number of farmers in Kewet Woreda.also mentioned that
credit has not been available either from public institutions or from
private sources. Most of the responses imply that risk costs relative to
expected returns are high. '

TABLE 28

IMPEDIMENI'S TO CREDIT UskE IN THE STUDY AREAS.

Impediments ; Lagte Rewed.
, Number; Percent : Number | Percent
Fear of repayment 18 ; 33,96 ; 9 i 11.69
Fear of refusal 9 | 16.98 % 35 b b5.46
Lack of information 5 ; 9.43 | 7 9.09 |
No need for credit o 26.43 | k4 5.19
Unavailability of credit ; - j - i 21 2727
High interest rate % 5 : 9.43% é - -
Others i 2 i 3771 1 1430
Total i 53 | 100 E 77 100

b.6.4 Desired Forms of Credit in the Future.

To formulate any meaningful agricultural credit policy in the future
it is essential to take into account the users' interest. The viewpoints
and the desire of those who are expected to use credit must be documented
before a credit programme is launched. The sampled farmers were, therefore,

asked if they would want to use credit in the future or nct. For those

-
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who responded in the affermative the desired form of credit was also
investigated. 1he responses are summarized in table 29. Most of the
farmers indicated that they would want to use credit if it is available.
In fact, some of them pointed out that it is not possible to maintain
the existing levels of production)let alone to increase,if they do
not receive credit assistance in the form of inputs. A&fter the Land
Reform, which abolished the land lord-tenant relaticnship, the demand
for input credit has increased.

Taple 29

PrROJECLnD CowDIT NREZDS.

Lume Kewet
Responses
Number Percent Number Percent

Want to borrow 77 7549 - 83 80458
Do not want to borrow 25 2451 20 19.42
Total 102 [ 103 Jesg

Desired forms
Kind only 6 59.74 16 19,28
Cash only 6 779 b 53,01
Mixed 25 32647 23 2
Total 77 [ 83 [

With regard to the preferred form of credit, production credit is most
preferred in Lume Woreda, while cash is perferred in Kewet Woreda to satisfy
immediate consumption neceds. Because farmers are acguainted with the use of
improved technology, they wanted improved sceds and fertilizer loans to be

continued and increased in magnitude. They are aware of the benefits
& T
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gensrated by using new technology. Un the other hand, farmers in Kewet
Woreda are unfamiliar with modern production inputs they did not have the
desire for production credit. It is, therefore, important to acguaint
farmers in technologically backward areas with the use of improved tech-
nology before credit facilities are extended. Through the increase in
tne usage of new technology!the demand. for credit would be raised and
hence production can be increased and the short-term problem of consump;

tion would be alleviateda
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CHAPTLR 5

Factors affecting Credit yse and Volume of Credit

among Private Peasant Farwmers

5.1 Method of snalysis

as stated earlier the main thrust of the paper is to identify and
study the factors that determine farm - household credit use among
peasant farmers. lhe require& data were collected from a field survey and
the analysis was made using a computer package known as P-STaT. 8 that
is available at the University. UThe statistical technique that is used
in the analysis is known as Discriminant analysis. Discriminant Aialysis
is a multivariate statistical techrioue that helps to study differences
between mutually exclusive groups with respect to several variables
simultaneously. DBased upon a vector ofuwgﬂugemenwa'observed on an
individual, it would be possible to assign the individual into one of

several mutually exclusive groups.

In many prediction studies the dependent variable may be nominal
rather than continuous, that is, it may involve group membership rather
than a score along a continuum. Under such case discriminant function
analysis must be used instead of the standard regression analysis,
because the standard regression analysis requires the dependent variable
to be a continuous variable. Moreover, in regression analysis the
weights or the coefficients are selected so as to minimize the difference
between a pearson's predicted and actual criterion score whereas-in

discriminant analysis the coefficients are selected so as to waximize

correct classification. Discriminant analysis is useful to classify

-+/105
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an object into one of several alternative populations given certain

characteristics and for determining the relative importance of differert

variables in predicting group membershipl. The Linear Discriminant
Function (LDF), which is the most widely used method in classification
problems, relates the independent variables (discriminating variables)
to the dependent variables (groups) to determine a linear function and
hence, establish an_optimal classification rulesg.

In order to assign an individual into one of two known normal
populations with means Hy and H, respectively and with the same
covariance matrix, I , we need to devise some rule such that after
observing a vector of attributes, we can decide to what population we
shall assign the individual associated with those attributes. To
accomplish this task the Bay's classification rule can be used against

the prior probabilities P. and P2. This rule is given by:

L
Assign the individual to group 1 if:

R " | T =1 -
Gl'l} ﬁ(“1“"2)] o7 u PK (1)

Assign the individual to group 2 if;

" l _ 1 T_l (]‘j -u )<K R R (2)
G,* [ X -1 (ul+p2)] 5 (-
where,
N B (€. /2)
K-Loge—-—z——-—-—]—-—.——-_-. ® & 2 08 8580 s 80008 s (3)
F (C,/1)

and Cl/Z = The cost of classifying the individual from

group 2 to group 1.

(E]

C./1 = The cost of classifying the individual from

group 1 to group 2.
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Tl
(ul+u?) z ﬂil ug) of the components

Poj—

The linear function |X -
of the observation vector X, is called the discriminant function, and
the components of Z_l(ul-ug) are called the discriminant function
coefficients. It should be noted that if Pl = P2 and Cl/Q = C2/l, then
K = 0 and the optimal rule reduces to the.classical Tisher's linear

discriminant function which is given as:

B 1 i
Gl : X op> 2 (ul+u2) P o orin? TR A e 5 TR
s 1 T
G, : X" p< 3 (ul+u2) p A TN §
where:
_ o=l
D"Z (ulllg) ® o % a8 e st B0 esansesse e (6)

The optimal rule developed above assumes that the population means

Hy and U, and the covariance ! are known together with the form of the

density function. However, such assumptions will not be always valid
in practice. Hence, the distribution is assumed to be normal and

the parameters ul, u2 and I are estimated.

The maximum likelihood estimators of ul and u2 are il and ?2,

respectively. The pooled sample dispersion S, will be the estimator
of L. Using these sample estimators the classification rules given
under equation 4 and equation 5 become:

Assign to G, if XTd>

1

Assign to G2 if XTd<

Nj=

1

(X, + RQ)Td.................. (7)
s T
(Xl +

2) s s mmaaa s s aaias T

>

nf=

where:

R -
g =8 (x1 x2) Y T ORI &

i . P . ;
and ¥ d now becomes the linear discriminant function.
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the discriminant score, based on which an individual will be assigned
to group one (Gq) or to group two (GZ) can now be computed from the follow-

ing linear mathematical relation that is derived from the above equations.

4, = b+ beXis + b, + b3X3i * esoeese * b AL PP & 1
where,
o o  JRE th .
Aji = The i individual's value of the J variable.
bj = [he discriminant function coefficients.
hi = The ith individual's discriminant score.

Thus, a person will be assigned to group one if his discriminant score

is greater than Vz()'i,I + Xa)ld, to group two otherwise.

lhe technique of discriminant analysis has been used gquite extensively
since 1936, when Ken. Fisher first used it, by many researchers. slthough
Fisher developed ‘the method to solve problems in physical anthropology and
biology, several social scientists have made extensive use of the technique
later on to study and solve social problems. WMsychologists, political
scientists, geographers aconomists have used discriminant analysis to

examine whether two or more groups differ significantly or not.

One of the first successful business applications of discriminant
analysis was in credit operations.3 Good credit risks can be separated
from poor credit risks on the basis of demographic and socioecomouiic

variables that can be obtained from credit application forms. For instance,

David Durand applied discriminant function analysis to differentiate between

consuner installment loans which prove good risks and those which do not

by means of a Set{bharacteristics of both the loans and borrowers. For

a. sample of L84 good and 485 bad loans for purchases of used cars, he
obtained a Linear combination of four characteristics (down payment, price,

monthly income, and length of contract) which discriminate between good and

- /108




ase 108 soe

bad loans aprreciably better than a variety of indices based upon single
variates., Pandey and Muralidharam also used the method to identify the
socio-economic factors that characterized defaultors and non-defaultors in
agricultural finance in India.5 The utilization of loans and operated size

of holdings were found to be the major characteristics that classified the

borrowers into defaultors and non-defaultorse.

Bromley had alsc shown thnat discriminant analysis can be used to
identify the most feasible strategy out of a range of possible strategies
tnat rural areas might adopt to promote their ecomomic development.
aAdelman and Morris have also utilized the methodology to devise an objective
criteria for selecting underdeveloped countries with immediate development

potential.? lhe result of their analysis showed that a single discriminant

function of only four variables accounted for 97 percent of the discriminable

variance between ke various groups. ‘'The technique has also been extensively

used. by several cother researchers,

The classification rules given under equation 7 and equation 8 based

upon the LDF are derived on the basis of certain assumptions. There are

some arguments on the relative efficiency of discriminant analyses parti-

cularly when one or more of these assumptions hold. bome have argued that

tne logistic discriminant must be used it the assumptions arsviolated.
Lachenbruch suwmmarized tne results of a number of studies on discrete

data and concluded that the gemeral indications seem to be that the linear
discriminant function performs fairly well on discrete data of various types.1o

Press and Wilson, presented two studies involving nonnormal data and

found that the apparent error rates were smaller for the logistic discri-

minant than the linear discriminant function. The differences were not
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great and the authors felt that the two methods would not generally give
markedly different Jr'esultst,'H Krzanowski also found that both methods
yielded almost identical results for several sets of mixed binary-continuous
data.12 On the other hand moore demenstrated that for binary data the
linear discriminant function gives poor results when compared to the
logistic discriminant i‘unction.13 In a simulation study Crawley oconcluded
that the logistic discriminant function is preferred when the distributions
are clearly nonnormal or the dispersion matrices are clearly unequals.
However, the time required for compilation and exgpution of the programmes
are shown to be higher for the logistic discrimination than it is for the

15

Linear discriminant function.

all tnese studies iuply that the linear discriminant function method
can be used as a classification procedure if the data are not clearly
nonnormal and if the dispersion matrices for the groups are not too different. |
However, it is not clear what differences in the sample dispersion matrices
can be tolerated.s In this particular study we have a mixture of binary and
continuous data which dem nstrates a moderate departure from normality.
But as shown by several studies above moderate departures can be tolerated.

In addition, the dispersion matrice 1re assumed to be not markedly different.

In light of these considerations the linear discriminant function approach
has been used to identify the important socio-economic variables that

characterize credit users and non-users.

Lo identify the important factors that determine tae variation {p
loan size, the standard regression analysis is used. & linear regression
analysis is anticipated and the model is estimated using the ordinary

least square methode
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5.2 Sdfinition of Variables affecting Credit Usea.

The variables hypothesised to affect credit use and considiered by

this study include the following:

16

Dependent Variable, is the observed status of the household head, =~ and

I

1 if the household head was a borrower during the 1984/85
agricultural year
O if he was a non-borrower during the agricultural year

considered.

Independent Variable.

1-

2e

3.

Se

age of the household head measured in years.

Farming experience of the household head again measured by

the number of years the farmer has operated the farm.
Bducation, the level of education attained by the farm

household head, Duminies are used in this casee

]

1 if the farmer has completed grades 1-l4.

]

2 if he has completed any grade between 5-8

1"

% if he hes completed above grade 8.
Farm size refers to the total area owned by the farm household
and is measured in Hectares.

On-farm Income: Pertains to the total earnings of the farm

household from the land, livestock and Aivestock products
measured in Birr.

Off-farm Income: This refers to all income generated either

fram off-farm euployment or from transfer payments measured
in Birr.

ssa 11l
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Distance from District kxtension Office: It is measured by

the time it will tzke the farmer to reach the extension office
from his dewelling.

Investment rxpenses: These are expenses for the purchase of

livestock, tcols and machinery, and capital investments such
as wells, irrigation and other constructions measured in Birr.
Livestock: refers to the estimated value of livestock owned by
the household measured in Birr.

The use of Improved Technology: this is a dummy variable, and

1 if the household bought fertilizer or agricultural
cheumicals or used improved seeds during the crop year
considereda.

0O otherwise.

Production Limitations: This is a set of dummy variables measur-

ing the household's stated impediments to producing more. The
limitations considered are:
(i) Land

1 if insufficient land was stated as an impediment

]

= O otherwise.
(ii) Labour
= 1 if lack of labour is stated as an impediment

= 0 otherwise.

(iii) Oxen

= 1 if shortage of oxen is stated as an obstacle

= 0O otherwise.
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(iv) Price:

1 if product price security is stated as an
impedinient

0 otherwise.

]

(v) Market and services

1 if accessibility to market and services at
reasonable price is stated as an impediment

0O otherwise.

so far it has been attempted to describe the method used in this
analysis and define the hypothesised variables. It is now possible to

present the empirical findings of the analysise

5.3 limpi rical Kesultse

a8 pointed out earlier, the sampled farmers were classified into two
groups, borrowers and non-borrowers. Information on tne predetermined
characteristics influencing credit use were collected. Data on hypothesised
variables related to credit use were assembled,Some proxy measures were used

as necessary and tnis section briefly presents the results of the analysis.

The t - values presented in table 30 and table 371 indicate *he
significant variables of the predetermired variables. There exist signi-
ficant differences among group means for six of the 15 variables hypo-
thesised to affect the behavior of credit users and non-users for Lume
woreda. sgain 6 variables had significant mean differences for the other
study area. lhese significant mean differences show that the two group
means are far enough apart for these variables. In particulsr age, level

of education, the use of improved technology, two of the hypothesised
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production limitations (need for more land and need for more workers) as

well as investment expenses are tne most iumportant factors for which

there exist significant mean differences between the two groups for Lume

woreda.

LaBLE 30

GrOUP Moo

DIFFnrNT Lot ING CHaRACTarlol IO BulweniN SBURROWLRS

AlND NON=-BORKOWERS alND 4000Claluh % -R0Tws FOR LUME WORLDA

Variable Borrowers Non-borrowers t-Values,.
age (X1) L4005 L& .5k ’l°99Xx
Farming experience (ﬂa) 23,41 28,42 1.55
sducation (X,) 2.23 1.91 BET
Farm size (X,) 2,48 2.26 1022
Distance from extension office (k5) 58.03 6756 1.59
On-farm income (16) 958.60 897.20 0.66
Off-farm income (X_.) L3.30 28,90 0.96
Investment expense (h8) 122.85 52451 2515xx
Livestock (x9) 879.85 929.76 0,49
lmproved technology (XTOQ 0,98 039 8.97°%
Need for more land (X11) 0.56 0.29 2°?1xxx
Need for wore labour (£,,) 0438 0.29 1.83"
Need for more oxen (X13) 0.48 042 0.60
Price security (X14) 013 0,09 1.23
Market and services (x15) 0.28 0.22 0.93
Number of Observations 61 41

significance level: 1 percent (xxx), 5 percent (xx) and

10 percent (x).
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un the other hand the t-ratios for Kewet Woreda show that significant
differences exist between tne means for furming experiance, farm size,
education, the need for more oxen, age and investment expenses. The other
variables were not significant because of their large standard deviations

from the means within each groupe.
TaBLE 31

GRUUP Muallo OF DIFFarBNITTIATING VaRLaBLis BaTWesN BORROWERS sND

NON-BORROWESS aD aos0CLaTiD B-VaLUGS FUR KBWET WOREDs

Variables Borrowers Non-borrowers t-values
nge (X.) ' 35.38 43.07 3.68%
Farming experience(xz) 21,09 26 .86 2.6
fducation (XBJ 0.87 0061 B
Farm size (14) 1.83 1038 AP
Distance from extension office.(Xs) 101.56 105.69 0.54
Un-farm income (Ab) 497,59 526.71 0.74
Off-farm income (x?) 43.64 36.00 0.59
Investment expenses (Xa) 110.89 38 .54 T
Livestock (Xg) 56302 560438 0.02
Improved technology (xm) 0.22 0.12 1.38
Need for more lane (X11) 0.38 0.31 0.71
Need for uore workers (X12) 0.04 0.07 0.52
Need for more oxen (X13) 9.80 0.6k 1.81%
Price security (&14) 0.12 0.10 0.39
Market and services (115) 0.36 0.24 1.33
Number of observations Ls 58

bignificance level of 1 percent (xxx), 5 percent (xx) and

10 percent (X).
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The above two tables siumply indicate tne potential power of each
individual variable in discriminating among groups. The relative impor-
tance of each variable is, however, deterwmined by the discriminant
function by simultanecusly entering all variables into the aiscriminant
analysis. when the variables are standardized, the absolute size of the _
coefficients indicate the relative importance or the contribution of the

17

associated variable, The direction of association is shown by the sign

of the standardized coefficients, which are normally the same with the sign
of the unstandardized coefficients.I8 The value in each unstandardized
coefficient is highly analogus to the regression coefficients in a multiple

regression prediction equation, while the values in the corresponding

standardized coefficient can be thought of as similar to Beta weights.

The set of 15 variables was entered simultaneously in obtaining a
single discriminant function for each study area separately. The coeffi-
cients obtained by considering all the hypothesised socio-econoinic
factors for Lume and Kewet woredas are presented in table 32 and table

34 respectively.

The discriwinant function for Lume Woreda is significant at the 0.001
level as seen from the high Aa value., <Lhe implication of this is that
there are distinct differences in farm household characteristics among
borrowers and non-borrowers in the district. Inaddition, the low value
of Lambda also indicates that the variables have a fairly good discrimi-
nating power. <This fact is reinforced by the high cannonical correlation
value (0.7531). “his correlation is analogus to the squared product moment
correlation and when sguared, it gives the percent of variation explained

between groups by the set of variables. In the case of Lume Woreda, the

P
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function explains 56.71 percent of the variations between the groups
considered. oome variation remains unexplained, suggesting that soume

factors are not included in the model.

The extent of usefulness of a given discriminant function depends,
not only upon the reasonableness of the variables selected and upon the
percentage of discriminable variance ror which this function accounts,
but also upon the extent of separation among the groups for which its
use gives rise. With respect to this criterion, the group means in the
discriminant space are relatively far apart. The mean discriminant score
of the borrower's group is 5.95 and for the non-borrower's group 14.25.

Thus the groups are relatively distinct from each other.

In the discriminant function coefficients with positive sign indicate
variables that contribute to credit use whereas those with negative signs
correspond to variables that affect credit use negatively. The loadings
of the function indicate that higher level of education, the use of
improved technology, faru size, the need for more land inedejuste market
and extension services as well as product price security make the main
contribution to discriminating between the two groups. Infact, wducation,
the use of improved technology, farm size, inadequate services and product
price security contribute over 50 percent of the total discriminating
power. an additional 25 percent is provided by age, the need for more
oxen and workers. Uther factors contribute considerably less and
consequently are much less important in differentizating the credit

users from non-users. ‘
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Y BLE 32

DIoCxLvINANT aNaL¥sTlo kubULLS FUs B0sRUWzno (LUk)

Variables

Standardized discriminant

function coefficients,.

nge
farming experience
nducation

Farm size

Distance from extension office

Un-farm income
Off-farm income
lnvestment expenses
Livestock

Improved technology
Need for wore land
Need for more workers
Need for niore oxen
Price security
Market and service

Constant term

statistical results
Group centroids
Borrowers
Non-borrowers

rigen value

Cannanpical correlation

wilk's Lambda

XZ

-0,1954
0.0070
0.4295
0.3598
0.0459

~0.0545

-0.1059
040504k

- 0,0806
0.3907
03366
0.1339
0.2537
0.3124
0.3421

-3.1619

5.9513
14.2528
1.3100
0.7531
0.4329
771455

oignificant at 0.007 level with 15 degrees of freedome.
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The negutive coeftficient for the variable age indicates that older
farmers are associated with the non-borrowers group as expected. Theore-
tically it looks that older farwmers have accumulated wmore asset and wealth
relative to their operational requirements and thus have less need for
financing outside the household. However, table 30 and table 31 have
demonstrated that farwers with more useable land and higher income tend
to use credit. Thus, older farmers have become non-borrowers not because
of their accumulated wealth but perhaps, because their ability to undertake
farm level activities must have diminished as they get older. This is parti-
cularly true for the ithiopian farmer who is mostly near or at the subsistence
level and, therefore, has the least capacity for accumulation. Moreover,
if the farmers have less number of dependants, which is normally the case
for older peasants, their credit demand would reduce as a result of the
decrease in their consumption requirements. On the other hand farming
experience is directly related to credit use. Those farmers who have
managed their farms for a longer period of time are more likely to be
borrowers. Lt suggests that more experienced farmers have realized the
benefits frow using agricultural credit and are willing to use credit,
However, this variable is the least important of all the variables

considereds

Higher level of education is related to credit use as seen from
the high absolute size of the coefficient for this variable. Farmers
with higher levels of education fall into the bofrower's group as expectede
the algebraic sign of the coefficient clearly suggests this. The finding
is comsistent with what was anticipated, namely, that education would

enable farmers to recognize more readily opportunities to seoure external
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financing to implement new and more profituble technology. Lhis was
confirmed by tne highly significant difference in group means.

although borrowers and non-borrowers did not show statistically
significant difference in group means for the variable farn size, it
was found thut borrowers had more useable land than nén—borrowers as
indicated by the relatively high value of the coefficient. Farmers with
higher farm size may be more inclined to borrow because of relatively

higher production costs needed to operate the farms.

Distance from district extension office was entered into the analysis

to capture borrowing costs,

It was found to be one of the least important variables in different-
iating between the two groups considered. The positive coefficient simply
suggests tnat borrowers live closer to the office than non-borrowers..
Factors that could impede farwers from borrowing, which include the time
and transportation costs of visiting the office,which is the source of
institutional credit, are expected to be less for those who live closer to
the office. 1n addition those who live closer to the office have relatively

better access to information.

The use of improved technology is an important factor that discri-
uinates between the two groups. a5 expected borrowers had showed considere
ably higher level of tahis variable when compared to the non-borrowers groupe.
This result is substa®fiated by the fact tnat in BEthiopia agricultural
credit is being channelled to farmers from formal institutions in the
form of improved technology and hence credit users have obviously used

improved technologye.
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Lhe variables designated as proxies for production limitations are
found to be important in differentiating credit users from non-users.
Borrowers are characterized as being highly concerned about product price
security and adequacy and availability of market and extension services.
‘he group also showed a strong desire for more land, oxen and workers.
although borrowers had higher level of investment expenses as indicated
by the significant difference in group neans it was not a powerful dis-
criminating variable. Investment activities have been undertaken by

both groups and hence it did not serve as a good discriminator,

The negative coefficients for gyz-farw income and Hvestock income

sugpest that farmers with higher levels of shese variables have nok% used. agri-

cultural credit. 'I'he need for external assistance did not arise for

such farmers. Both the t-ratios and the standardized coefficients

showed that those variables have very little effect on credit use. The
other variable, un farm income which ie ccxsidered ase an additional wmeasure
of wealth is also found to be less important in assigning farmers to the

Broupse

In the discriminant analysis we have considered 15 potential
discriminating variables but we are not definitely sure whether all of
them are valuable and necessary. bome of the variables may contribute
little to the discriminant function, as is the case in multiple regression.
This situation is the result of theoretical considerations which are not
strong enough to specify the precise list of discriminating variables. -
Consequently, it becomes necessary to eliminate variables which are weak
or poor discriminators frow the analysis, Their presence only complicates

the analysis and they may even increase the pumber of misclassifications.
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Une way to eliminate unnecessary variables is to use a stepwise
procedure to select the most useful discriminating variables. The
stepwise procedure could work in the forward direction, which begins by
selecting the varismble wnich provides the greatest univariate discrimination
and then pzirs this first variable with each of the remaining variables,
one at a time, to locate the combination which produces . the greatest
discrimination. The procedure can also work in the backward direction in
which all the variable are initially considered to be "in'" and the worst
one is casted out at each step. In this way an optimal list of discri-
minating variables can be produced. Lhe computer prograumme used to
analyse this particular case study uses the backward procedure. The
stepwise procedure must empley some measure of discrimination as the
critarion for selection. oeveral alternative measures that maximizes
group differences while minimizing variation within the groups are
available,

wilk's Lambda ( ) is used as a criterion to produce the optimal
set of discriminating variables in tais study.19 This statistic takes
into consideration both the differences between groups and the cohesiveness
or houmogeneity within groupse Lambda can be converted into an overall
multivariate ' - statistic for the test of group differences. It can also
be transforined into a chi-square value. ‘the larger the value of Lambda,
the greater the within groups variations as a proportion of the total
and the less successful is the discriminant function at separating the
groups.

the results of this analysis indicated that a single discriminant
function of only three variables, accounted for over 60 percent of tne
discriiminable variance between tune groups out of the initial list of 15

variables. lhe variables selected by the programme were - education, farm
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size and the use of improved technology. To identify the most impor-
tant variable out of the three variables selected the discriminant

welghts were standardized and the following discriminant function was

produced.
D = -2.2643 + 0.7588 Xg + 0.8104X, ) + 0.3775X,
where:
X5 = education, X1O = Improved technology, and Xq = farm size,

The discriminant function shows thzt in terms of overall contri-
bution to the discriminating power of the function, the relative order of
importance of the variables is the use of improved technology, Education
and farm size. The complete list of the variables included in the analysis

and the relative decrease in Wilk's Lambda is given in the appendix tablel.

The implication of tnis result is that in order to induce farmers to
use agricultural credit their levels of education must be raised. although
it would be hard to increase the size of the farmers holdings, improved
technology must exist so as to increase the demand for agricultural credit
by peasant furmers. Hence policy makers should also be concerned about

the availability of improved technologye

Like a standard regression analysis can be used for prediction purpeses,

the discriminant function was also used to assign each of the sampled
farmers into the most likely group according to the set of characteristics

associated with that household. The result is given in the following tablew
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LaBLb 3

CLAOSIFICATION TaBLE FOR Fameusrs IN LUMe DISTRLICT .

1
assigned
group Borrowers Non=Borrowers Total
Actual _
group -
S 4
Borrowers 59 2 61
Non~Borrowers 13 28 L4
LTotal e 30 102

The actual proportion of farmers correctly classified to the borro-
wers group was 9e.72 percent. 68.29 percent of the non-borrowers were
also correctly classifieds 'This resulted in an overall correct classi-
fication of 85.3 percent of the farmers in the Woreda which is fairly
a good result. The factors can, therefore, be employed with reasonable

sucaess to identify credit users from non-users.

The discriminant function fitted for Kewet Woreda is also significant.
The 12 value incicate that there ¢xist a distinct difference in farm
household characteristics between borrowers and non-borrowers. However,
the relatively high value of Wilk's Lambda and the low value of cannonical
correlation suggest that the variables did not have high discriminating
power., The degree of separation of the two groups as shown by the
group means is also small. The group mean for the borrower's group is
1.5188 while it is 0.3530 for the other group. 1he proportion of the
explained variation was only 3%7.22 percent suggesting that thepe could be
some other factors cnaracterizing borrowers .nd non-borrowers not included

in the model.
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TaBLE 34

DISCHIMINANT ANALYOLILS FOK BORROWmES IN Kenwll wWOREDA

Standardized Discriminant

bavialkies Function Coefficients.
Age -0.4459
Farming experience 0.0813
mducation 0.3209
Farm size 0,5590
Distance from extension officc 042422
On-farm income -0.2021 1V
Off-farm income 0.0596
Investment expenses 0.4008
Livestock -0.1633
Improved technology 03060
Need for more land 0.1383
Need for more workers 0.1929
Need for more oxen 0.2496
Price security 0.2501
Market and services 0.2663
Constant term 1.0170
statistical results
Group centroids:
Borrowers 1.51876
Non-Borrowers 0.353%02
Bigen Value 0.5926
Cannonical correlation 0.6101
Wilk's Lambda 06279
= 43,5125

oignificant at 0.001 level with 15 degrees of freedom.

I'ne magnitude of the discriminant function coefficients show that

seven variables contribute most of the discriminating power of the

function.

¥arm size, ape, level of education, investment expenses,
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the use of improved technology, price security and the availability and
adequacy of market and extension services contribute over 65 percent of

the total discriminating power. Some 20 peresent is contributed by

variables like need for more oxen, distance from district extension office,

on~-farm income, and the need for more workers. l'he contribution of

other factors is relatively small.

Farm size is the most important characteristic that differentiate
borrowers from non-borrowers in Kewet wWoreda. It explains nearly 15
percent of the discriminable variance. Borrowers have larger useable
land than non-borrowers. Both the coefficient and the significant
mean difference show the importance of this variable in discriminating
between the groups. Farmers with larger operational area require
relatively nore production inputs and hence they need external fund to

finance the cost of production.

The next important variable in terms of its contribution to the
total discriminating power of the function is age. The result of the
analysis suggest that older farmers are characterized as non-users
(non-borrowers) of credit. The probable reason for the reduction in
the demand for external funds by farmers as they advance in age is the
decrease in the ability to farm. saAs the farmers advance in age their
willingness to undertake intensive agricultural activities would
deteriorate and hence they may not be compelled to borrow. In addition,
risk factors like death and illness may prevent them from borrowing and

prevent also lenders from lendinge.
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Farmers who took loans during the agricultural year considered are
also differentiated from those who did not take loans by their higher
level of investment expenses. Peasant who undertook such investment
activities like the purchase of livestock and machinery or capital
investments like the construction of roads, irrigation, wells, etc., are
classified as borrowers. buch farmers have committed themselves to the
farming operation to maintain a livelihood and, therefore, are ambitiops
to expand their agricultural production. CUonsequently they have become
credit users since it is usually not possible to finance such expenditures

from internal sources because of the low level of real income.

The use of improved technology, higher level of education, higher
need for niore oxen and better access to off-farm employment alsc characterize
the borrowerse. bsome peasants indicated that they have purchased insecticide
from the Noredagﬁinistry of agriculture office for the agricultural season
considered. Hence the use of improved technology has become one of the
variables used to differentiate borrowers from non-borrowers. Farmers
who used credit have been also concerned about product pricejthe avail-
ability of market and extension services. They also live closer to the

market and extension office.

The discriminant function fitted was also used to come up with a
classification function for the groups considered. The classification
table produced by the programme was less reliable this time. The actual
proportion of farmers who are correctly assigned to the borrower's group
and to the non-borrowers group are 73.33 and 75.86 percent respectively.
As the variation between the groups that remained unexplained by the
function is relatively high the overall correct ®lassification produced

by the discriminant function is only 74.8 percent.
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TuBLi 35

CLassIELCATION Tasli FOR FaRMixs LN KuWET WORSDA »

Assigned
Group . o
At Borrowers Non=borrowers Total
GI‘O up \
Borrowers 33 i) s
Non-Borrowers 14 Ly 58
_ Total L 56 103
i i)

The stepwise procedure was also used to come up with a list of
the most important discriminating variables for the Woreda. The results of
this stepwise analysis indicated that out of the 15 variables considered
only age, farm size and investment expense are the main contributors to the
discriminable variance. ‘he discriminant function produced using these

variables is given as:

D = 0,5269 - 0.}2?8X1 + 0.11»490)'(1+ + 0.2?95X8

where: 11 = age, xu = farm size, and X8 = investment expensese

In terms of the total contribution to the discriminating power
of the function, farm size is relatively more important than the other
two variables. The order of importance of the other two variables is
age and investment expenses. Nearly 30 percent of the total discriminating
power of the function is accounted by those three variables. The result
suggests that unless assistance is provided to farmers who wish to
undertake construction works or other investment activities and who have
relatively larger operational area, it would be difficult for them to

increase their production.
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S5e4s 'L'he Factors that Determine the Variations in loan Size, "

One of the objectives of this study is to _examine the factors that

affect the volume of credit takep per farmer for the borrowers' group

alone and see if there is difference,with regard to some selected Socio-..

economic characteristics explaining the variation in loan size,between
the two woredas. woome variables are hypothesised to determine the loan

s ze and multiple linear regression analysis is used to examine the

effect of these variables on loan size., The basic model that is antici-q

pated and that is estimated using ordinary least squares method is

given as:

Ci

bo RR b1A1 + bzxa + pae F bnxn + Ui
Where:

Ci = the amount of loan taken in kind or in cash for the
1984/85 crop season by each borrower.

Ty oy was I

b 5 Bygmen B,

The explanatory variablesa.

il

The regression coefficients.

Ui The stochastic disturbance or error term,

S5elts1. The wxplanatory Variables Included and the Expected Signs of the

Regression Coefficients:

(1) Age of the Farmer (Kj)

As the household head advances in age, his ability to farm would
diminish and hence his credit requimment is expected to decline. Thus
a: negative sign is anticipated from the regression coefficient for this

variable.

.../129




aee 129 ees

(2) Number of Family hembers Helping on the Farm. (Xa)

The expected relationship between loan size and this variable is
negative., 1f a farm household hts more members of his family helping on
the farm, the demand for external funds would decline. One possible
reason for this can be the fact that the household would not face shortage
of labour. 1f the household has such problems either je would use hired
labour or try to solve the shortage of labour by organizing mutual aid
teams both of which would require money. &nother msogsible reason is that
the farm household may be less inclined to use improved technology
(pesticides and herbicides) because he can solve such problems through the
use of family labour. In addition, the household's demand for consumption

credit may decline i

(3) Farming usxwerience (X.)

3

Another variable hypothesised to affect lcan size is farming experience
measured in years. A negative sign is expected on the regression cofficient

primarily because of the assumption that the farmer has accumulated wealth

over the years so that he become economically more independent.

(4) Llevel of fiducation (Xq)

4 direct relationship between education and loan size is anticipated.
farmers with higher level of education are thought to have realized the,
advantages gained from credit use than those who are illitrate and unable
to bear the risk of borrowing. |

(5) Farm size. (X5)

The larger the farwm size of a household the larger would be the

demand for external funds because more production costs are incurred

~

and more inputs are required. Llhe expected relationship between farm size l

and loan size is, therefore, positive. |
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(6) Dlistance From ixtension Office. (16)

This variable is included to capture the borrowing costs incurred
by the farmers to get loans. I1f the farmers' dewelling is fazr away from
the office the contact with extension agents will be limited and hence
farmers may not be aware of new production technologies offered in credit.
Hence the demand for funds would decline and comsequently an inverse

relationship is expected.

(7) 1nvestment mxpense. (K?)

If a farmer has undertaken some kind of investment activity, the

demand for assistance would increase and so a positive relationship is again

anticipated.

(8) OUn-farm Income., (AS)

This variable refers to the total earnibes of the farm household
from farming activities i.e., from the sale of crops and livestocks plus
monetary value of stored or consumed products cobtained from the fmrm. as
more income is generated from the farm the likelihood of a farmer to

borrow more decreases. lTherefore a negative relationship is expected.

(9) Off-farm Income., (hg)

lhe variable refers to all income generpted from either off-farm
employment or from transfer payments. Income from off-farm emplayment
would increase the farm household's internal liquidity providing more
capital with which to undertake farm level activities. Because of
alternative income generating opportunities available, farmers will be

less eager to borrow. Hence the relationship is expected to be negative.
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(10) Credit sxperience. (x10) -

The number of years a farmer has been using credit is anticipated to
have a positive relationship with the amount of loan taken. Through
longer credit experiences the farmer has accumulated good-will and more

confidence. moreover, lenders may also have bias towards such a person.

(11) Value of Livestock. (A11)

this is another proxy of accumulated wealth of a farm household.
The amount of loan required by a farmer may be negatively related with the
estimated value of livestock for the reason that the farmer can meet his
financial obligations from internal sources., Livestock is am important

source of finance in kthiopia.

S5.4.2 lmpirical Resultse.

I'he results of the multiple linear regression analysis are swmmari-
zed and are given in table 36. Separate regression equations were fitted
for the two woredas. Llhe overall regression for Lume woreda wuas found
to be significant at 5 percent level. dowever, *Ye regression eguation
fitted for Kewet Woreda was less reliable as observed from the low value
of the coefficient of determination (Ra). It was only significant at the
10 percent levels A comparison of the results of the regression analysis
for the two Woredas indicate that the variation in loan size is explained
by ditfferent sets of variables. lncome (Un-farm income and off-farm income),
credit experience and value of livestock owned are significant deter-
minants of loan size in Lume Woreda. Un the other hand age and farm size
together with off-farm income attempted to explain the variation in the

amount of loan taken by the farmers in Kewet woreda..
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Taslis 36

RuGRBooLUN ANalLYols KEsULLS

DrPENDENT VaRIaBLi: LuaN SIZE (BIRK)

Lume Kewet
Variable R
Coefficient|btandard errori Coefficient|standard err.

- age 22012 28475 { 4, 8784 3%.1968
- Family members helping

on the farm ~10,5946 17.2630 -0.5279 11+5615
- Farming experience 0.3873 2.7799 -2.1516 3.1969
- wmducation 13,1844 18.5485 04317 125477
- Farm size 15.3940 20,9289 42,.852"* | 18.9224
-Distance from extension

office 0.5968 0.6483 001701 0.5003
- lnvestment expenses 0.09%2 0.0836 040604 0.1206
- Un-farm income 0.0638™ 0.0439 0.0360 0.0789
- Uff-farm incowe 0460 0.1728 0.3817% 0.2416
- Credit experience 7. 8227F 35,7253 9,066 13,1697
-~ Value of Livestock -0,0884 00360 -0.0340 | 0.0377

Constant -102.853%0 i -145,9%16 I

- ratio 2.800 1.841

K 04365 ! 03624

§e 0.2806 | 0.0666

bample size (61) ; ! (45)

bignificance level of 1 percent (xxx), 5 percent (xx) and 10 percent (x).

vome of the independent variables have unexpected algebraic

signse.

Lhe results of the regression unalysis for Lume Woreda show that only

six of the hypothesised variables have the expected sign.

On the other

hand seven regression coefficients have the anticipated sign in Kewet

woredae.
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variation could be a result of the unexpected relationships between loan

size and the anticipated variables.

The analysis shows that loan size and the variable age are directly
related inspite of our expectation of an inverse relationship. This
variable was entered into the analysis on the assumption that the farmers
have accumulated wealth and hence have lower demand for funds. "he
result, however, suggest that if farmers borrow, they borrow more as they
get older. The wsthiopian peusants are mainly subsistence farmers and have
very little chance for accumulation. Farmers who have never been
economically independant throughout their farming carrier tend to borrow
more to meet their consumption needs. Ulder farmers are also socially
respected in the traditional athiopian society ~»nd, therefore, have better
reputubility in the villages. Because of these and other factors older

farmers tend to borrow nmoree

another variable, that was hypothesised to affect loan size negatively
is farming experience. But a direct relationship between loan size and this
variable was realized for Lume woreda. The iwplication of this result is
that farmers with better farming experience have realized the merits of
using agricultural credit and, hence, have demanded higher gquentity of
credit. as farmers in this Woreda have been exposed to the use of improved
technology, which is provided in credit, for a long time they took higher
amounts of loan. However, it had the anticipated sign for the relatively
niore traditional Kewet Woreda. MNevertheless, Both variables are not
significant determinants of the loan size.

Income was also anticipated to influence the volume of loan

inversely. Unfortunately it turned out to have a positive and significant
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impact upon loan size. bome explanations could be forwarded for this
divergence. In tne case of Lume Woreda, peasant farmers have been
using improved technology for a long time. Hemce, they are familiar with
modern agricultural inputs. 1t is believed that the proper application of
modern inputs will increase productivity. Therefore, the farmers have
been tempted to absorb a larger quantity of credit anticipating increased
production from the use of modern agricultural inputs, which are provided
in credit. OUn the other hand, higher income must have motivated farmers
in kewet woreda to become risk takers. Usually poor farmers are risk
averters because they cannot withstand the variation in output as a result
of natural and other factors. Hence, as their income increase, farmers
in Kewet district tend to borrow more. In addition to these possibilities,
farmers may also be in a better position to settle previous debts and to
pay downpayuments if their income increascs. woettling previous loans will
definately expand the potentiazl credit sources for the borrower. Off-farm
employment, which is an important source of off-farm income is also
likely to broaden the scope of borrowing, as a result of wider experience
and increased contact with credit agentse.

Other variables such as number of fumily members helping on the
farm, education, farm size, investment expenses, credit experience and
value of livestock all had the expected relationship in both Woredas.
However, as shown by table 36 and mentioned earlier farm size is the
only significant determinant of loan size that has the anticipated
relationship in Kewet Woreda. wureater credit experience and lower value
of livestock have encouraged farmers in Lume voreda to demand more

external funde.
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although it was specified that the volume of loan is Jjointly
determined by the hypothesised independent variables not all the coeffi-
cients of these variables can be estimated with reasonable precision.
the result of the analysis has, in fact, shown that explanatory power
of the factors considered is not high as revelead by the low values of
R_a. A possible explanation for this low value of the corrected coeffi-
cient of determination could be specification error. Thus, a step-wise
regression was also attempted to see if the model can be improved by
dropping-out some regressors whose coefficients are not significantly
different from zerc. An increase in E—E can be an indicator of the
"goodness of fit" of the equation. Lhe programme selected only four

variables for Lume woreda and oily three variables for Kewet Woreda.

tor Lume Woreda

Y = 60,078 + o.o%x8 + o.469x9 + 9,069A1O - 0,078x11
(0.0366)  (0.1507) (3.2131)  (0.0325)

Ra = 0.3672 I = 8,125

R-a

n

0.3220
where: Y = Loan size in Birr.

Xa = On~farm income

A9 = Off-farm income
X1O = Credit experience
111 = Value of livestock

For Kewet woreda

Y= -55.016 + 2.329%, + 59.552x5 + oo278x9.
(1.3882) (12.9812) (0,1963)
K% = 0.2745 F = 3.783
ﬁ_z = 0,2019
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where: Y = Loan size

l1 = Ape
X_ = Farm size
5
59 = Off-farm income.

Figures in parenthesis are standard errors of soefficientse.

Income, credit experience and estimated value of livestock are impor-
tant determinants of loan size in Lume Woreda. However, the main factors
explaining the variation in loan size in Kewet woreda are age, farm size
and off-farm income. The reduction in the value of RZ as a result of the
exclusion of several independent variables from the model is very low.
this means that the contribution of the remaining independent variables
towards explaining the variation in loan is very little. 1n addition,
the improvement in the model is observed from the significant increase in

-2 S : s
the values of R ~, the corrected coecfficient of determinationa.

In summary, the results of this analysis show that the hywothesised
variables contribute to the determination of loan size both in traditional
and in technologically advanced regionse. although these results can not
be conclusive ythe main determinants of the volume of loan in a backward
area are, age, farm size and off-farm income. OUn the other hand Income,
credit experience and livestock are important determinants of loan size in
areas where institutional credit facilities exist. However, to be more

conclusive in this regard further research undertakings are essential.
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NOTLS

1Marion Gross bobol and M.K. Star, Statistics For Business and
ticonomics; (New York: Mcgraw-Hill Inc., 1983), P.4kh3.

au.linear Classification r.oocedure is optimal if the spread
(variance) of the Independemt Variables (theX' ) in group one are the
same as the spreads in group two ad if “he IntSrrelations (correlations)
among the lIndependent Variablee in grouwp one are the same as the
interrelations in group two.

3Donald Ge Morrisom, " on the interpretation of Discriminant analysis,"
Journal of marketing research,Vol. 6, May 1969, PP. 156-163.

huévid Durand, "xisk wlements in Consumer Installment Financing,"
Cited in Journal of Development wtudies, Vol.8(1),1971.

5U,Ko Pandey and M.h4. Muralidharan, "' an application of Discriminant
Function in agricultural Finance,' Indian Journal of agricultural Economics,
Vols 1, 1977, PP. W1-51,

6D.wo bBromley, " The use of Discriminant analysis in Selecting Rural
vevelopument sStrategies,'" aumerican Journal of sagricultural kconomics, Vol.53
1971 PP.319-322,

?Irma adleman and C.Y.Morris, " Performance Criteria For kvaluating
mconomic Development Potential: sn Uperational spproach," guarterly
Journal of wmconomics, Vol.82(2), 1968, pP.260-280.

gbce for instance, Peter J. Heffernan and 8tephen K. Pollard, OP., Cit.
and Calvin Miller and Jerry Ka.ladman, UP.Cit.

9The basic assumptions that the data should satisfy include:

a) 'l'he data cases should be members of two or more mutually
exclusive groupse.

b) Lhe covariance matrices for each group must be approximately equal.

c) kach group has been drawn from a population with a multivariate
normal distribution on the discriminating variables. For more details see
william R.Klecka, Discriminant analysis, baGd publications, London, 198k4.
PP, 8-11 and Peter a. Lachenbruch, Discriminant analysis, London, Hafner
Press, 1975a.

1CPeter ne Lachenbrach, OF.Cit.

1'James Press and Sandra wWilson, " Choosing Between Logistic
Regression and Discriminant analysis," Journal of american bStatistical
association, Vol. 73(3%64), 1978, FP. 699-705.
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12U.R. Krzanowski, " Discrimination and Clussification Using Both

dipary and Continuous Variables," Journal of smerican statistical Aassociation,

Vole 70, 1975, PP. 782-790.

1 , - e oot .
51) Hoe Moore, " svaluation of Five Discrimination Procedured For
Binary Variables," Journal of american btatistical sassociation, Vol.

68, 1973, PP,.399-404.

1 , S : . ] .

MU.h. Crawley, " Logistic Discrimination as an slternative to
Fisher's linear Discriminant function," Cited in G.a.f'. Geber,
Multivariate Observations, (New York: John wiley and sons Inc., 1984),

P.318,

15
See for lnstance, Press and Wilson, OP.Cit. and Bradley sfronm,
" The wfficiency of Logistic Regression Compared to normal Discriminant
analysis," Journal of american btatistical association, Vol.70, 1975,

PP. 892-898,
16

A Farmer who had taken credit from any source, foruwal or informal
and in any foruw, kind or cash for the 1984/85 crop season is regarded as
a borrower; and if he had not taken loans he is considered as a non-borrower.

17y Lhe Variables are standardized if the original data all had standard
deviation of 1.0 which could be obtained by converting the raw data into
standard form which could be achieved from:

4% N M
< .
Loy
18If the discriminant analysis is run with Unstandardized Variables

it is easy to obtain the standardized coefficients (b*) from the
Unstandardized coefficients (b ):

b* = b, | W.. =%, 3,
J Jy i 3~
L~ g

where: W,. = The sum of square of the Jth variable. for more details see
Donald G ﬁﬂrrlson, OpsCit. and William K.Klecka, Up.Cit.

19wilk's Lambda (A ) is the ratio of within groups cross-products to
the total cross-products along the discriminant function.

/\ = Within groups cross product
Total cross product.
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Chapter 6

Conclusions and Kecommendationse.

agriculture contributes the largest single proportion to the bthiopian
uross lomestic Product, employment and to exports from mthiopia. The

needs to increase the national levels of food production and raw material

supply are some additional factors pointing to the importance of developing .-

wthiopia's agriculture, which requires an iafusion of capital that can

hardly be met by peasant faruers without soie external assistance.

——

The focus of this study has been on agricultural credit use by sub-
sistence farmers in two districts of mthiopia. UThe case study undertaken
in two das of Shoa administrative Regilon encompasses the responses of

205 private peasant faruwers selected randomly from members of Peasant

asscclations. ''he main objectives of the study include the assessment of
the level of agricultural credit use by peasant households; the identifica-
tion of the main fectors characterizing credit users (borrowers) and

non-weers (non-borrowers) and the determination of the factors that

influence the volume of loan taken by the farmers.

an examination of the agricultural credit policies and programmes
showed that agricultural credit has not been widely and efficiently used
by peasant farmers. [he agricultural credit polic§ adopted before the.
popular Hural Land Froclamation of March 1975, excluded peasant farmers
from using credit facilities by putting several stringent conditionfon
them.\ ouwall farmers were unable to receive credit assistance from
banks and other institutions because of the high collateral requirements i

demanded! fdence, they were not able to buy new technologies and improve

their agricultural production. Lhe policy served largely ithe interests
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of the landlords and commercial enterprises, who at that time were able to
offer the collaterals needed to secure bank loans. In addition to the
high collateral requirements neceded, the practice of strict project
appraisal methodology that requires capable managemeft, the keeping of
records and the like has obviously debared peasapt farmers from using
insfitutional credit facilities. /bubsistence farmers were also disqua-
lified from using credit facilities if they were not within a reasonable

a % T A
MALT
distance from banks' branch offices.%.

rhe feudalistic land tenure system also created a disincentive on the
decision to adopt new technologies. The landlords were unwilling to
participate in thne cost of credit but took over the highest proportion of

the outputa

nlthough the »lD Bank adopted a new credit policy in 1976, the
majority of the suall farmers have not been integrated into the agricultural
credit prograummes of the nation. oince the Peasant associations Oréanization
and Consolidation Proclamation number 71 of 1975, agricultural credit policy

has been primarily used as an instruument to encourage and strengthen the

socialized sector. Towards this end, agricultural credit institu£ions have
given preferential treatment to state farms and cooperatives. While the
contribution of state farms and cooperatives to the overall agricultural
production has never been more than 10 percent and while the private
peasants cultivate over 90 percent of the total cultivated land, over

90 percent of the institutional credit goes to state farms and cooperatives.
The magnitude of assistance extended to private peasant faryers is
negligible and insufficient as compared to the contribution of the sector
to the overall agricultural production.’ The total amount of lending to

this sector is completely inadequate both in absolute terms as well as
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in relation to the awounts approved for sute farms and cooperatives.
Lhe same applies to the distribution of inputs in credit. Tote.
availability and proportionats distxibuiion for.theipeasants necd to be,
therefore reconsidereds

Lhe credit advanced to the rural people is mostly short-term production
credit used wainly for input procurement that is payable in one crop year.
Uver 90 percent of the loans approved for cooperatives and state farms over
the last few years are mostly short-term working capitals and inputs;
fertilizer and improved seceds being the main production credits extended,
Private peasants have also limited accesses . only to short-term
agricultural credits that help in crop production from the Ministry of
agriculture, However, if furmers are to escape the vicious circle of
poverty, they will need to make larger and longer term investments in
their properties. Investments of this magnitude and duration are necessary
if peasants are to reorganize their production units and achieve higher and
dynamic levels of productiona

The results of the case study demonstrated that agricultural credit
has been used as an important ingredienf in the agricultural production
process in Lume Woreda. rost of the sampled farmers in this district
have used fertilizer and iumproved seeds that were provided by the Ministry
of agriculture in credit. Consequently the Ministry of agriculture has
become the most iumportant source of credit for farmers in this Woreda,
by providing over 70 percent of the total agricultural loans in the
form of production imputs. On the other hand the use of credit in the
overall agricultural production process by peasant farmers is limited in ¢

the district of Kewet. For the agricultural year under study, relatives
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and friends were found to be tne only sourceskgf gredit;_“ns a result
credit nas not been used to overcome problems of ugricultural productione
Rather, the loans obtained from relatives and friends were mainly used for
the purchase of food, clothings and in some cases for the purchase of oxen.
One of the reasons for the intensive use of agricultural credit by
farmers in Lume Woreda is their greater credit experience. Lume Woreda
is adjacent to ada District, which has been the site of many developmental
activities. Therefore, farmers in Lume Woreda have been using fertilizer
and improved seeds. Production credits (fertilizer, improved seeds and
other loans) have been extended to those farmers for over a decade.
Consequently the farmers in Lume district have greater credit experience
and, thus,; have understood the benefit of using agricultural credit.
These farmers would also like such practices to continue in the future.
Meanwhile, the financing of immediate consumption is the major reason for
borrowing and hence borrowing is not, on the average, a continued and
prolonged process for farmers in Kewet Woreda. The farmers, therefore,
have less credit experience. In respouse to this fact, the farmers

preferred cash from production credits.

Une of the possible reasons for the low credit experience of the
sampled farmers in Kewet woreda could be the unavailability of cred}t.
Many farmers stated that even 1f they wanted to borrow and improve their
agricultural production credit was not available in their locality. This
result support the proposition that the traditional credit sources cannot
provide the necessary fund in sufficient amount for an extended production
process. lnaddition to the lack of credit facilities, fear of refusal is
also a major impediment to credit use in the district. On the other hand,

those farmers in Lume Woreda, who did not take agricultural loans during
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the agricifitural year studied , indicated that fear of repayment ability
was the most important constraint to credit use. Lhey were unable to
withstand the variations in output as a result of the use of credit.

The conclusion is, therefore, that there is soume degree of variation
between the two woredas with regard to agricultural credit use. The
sources from which farumners obtain lcuns, the magnitude of the loans, the
forms in which loans were received, and the purposes for which the logns
have been used are in general different for the study areas. Because the
farmers in Lume Woreda have realized the adveatages of using improved

A

technology agd because they have relatively better acezss to the
technology theyrhave been using agricultural credit for production
purposes. <Lhe implication of this is that if farwers are exposed to the
positive returns from tne use of improved technology, the demand for
production credit will increase. But, the traditional or informal credit
pources cannot provide the necessary funds in sufficient amount to enable

: 3 ,
peasants to purchase modern inputs. Therefore, institutional credit
must be made available in adequate amount to accelerate the adoption of
modern technology in traditional rural areas of the country..

The results of the discriminant analysis illustrate that borrowers
(credit users) are strongly differenti;téd from non-borrowers (non-users
of credit) by a set of characteristics. The variables enployed in the
analysis generally make the expected contributioﬁ to the discriminant
function. Borrowers in Lume Woreda are significantly chara;;erized by having
higher educationzl level and farm size. They use more improved technology
and are highly concerned about product price security as well as market

and extension service availability. On the other end, non-borrowers are

older in age and have more internal liguidity in their households to
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cover planned expenditures. Lhe group of farmers who exceeded the borrowing
threshold in Kewet woreda have larger operational area and investment
expenses. JLhey use improved technology to some extent andare.relatiVely more
worried about product prices. Shortage of oxen is a serious impediment to
increase production for the group. Non-borrowers are, however, characteri-
zed by being older in age and less educated. They live farther from
extension offices and market centers. Their faru revenue is relatively

high and have more livestock.

X The empirical evidence of these results support ke proposition that
agricultural credit use is influenced by a set of economic and demographic
characteristics. lhe proposition that the more educated and energetic
farmers with larger operational area require external assistance to buy
improved technology is asserted by the results. In addition,the results
of the study demonstrate that in & region where the use of improved
technology is not widely spread, farmers with higher income and wealth
should have more internal liquidity to finance their expenditures. Thus,
the deimand for external assistance becomes limited. Unfortunately few
farm-households are shown to be fortunate enough to have these characteristics
in sthiopiaa

N:‘fne results of the regression analysis illustrate that the determinaqts
of loan size in lLume woreda are generally different from those in Kewet
Woreda. although the hqufhgsi§ed_vqr;ables are jointly important in .

explaining the variation in loan size, only income, credit experience and
; = —

livestock are significant variables in Lume Woreda. The most important

determinants of loan size in Kewet Woreda are, however, age of the

household head, farm size and to some extent off-farm income. The,

implications of this result is that greater credit experience and larger
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farm size together with higher faru revenue can influence the magnitude of
loan thnat farmers demand. The introduction and use of non-traditional
farming technigues will result in an increased demand for loanable funds
which most peasants will be unable to provide from internal sources.

The technological change with the associated increase in production
expenditures will increase the demand for credit, and farmers who normally
use credit will need larger loans while others will have to go into
borrowing. Unly those farmers who are uneducated; have less operational
area and who are older in age will not feel the necessity to use agricul-
tural credit,

i In conclusion, it is self-evident thaﬁ in order to make the most of
investment opportunities in peasant agriculture, it is necessary to have a
concerted agricultural policy of advi§P;y services, provision of inputs
and approgriate credit facilities. “Lherefore, the agricultural credit
system can be strengthened if a number of preconditions in the economic,
social and politicél fields are not overlooked. The analysis has helped
to show that a proper understanding of the factors contributing to the
levels of credit demand is essential before launching agricultural credit
prograumes' There is no pretense that this is a definitive work in tﬁg
effort to study agricultural credit use in bthiopias Nevertheless, it can
serve as a modest begining in the area. lloreover, although the results.
can be generalized only to the populations of the two woredas, simil%rities
do exist between tne two woredas andbther regions of the country.
Therefore, the implication of this study holds some relevance for a
wider range of settings than simply the regions under study. It is
therefore, possible to furward soue policy recommendations, which can be

substantiated through further research undertakings in the future.
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Recommendations.

1} The prospect of increasing production in the peasant sector.
depends, to a large extent, on raising the consumption of modern agri-
cultural inputs, which in turn calls for an increased investment outlay.
However, a traditional peasant society cannot generate the necessary
capital for such an increased investment outlay. <The results of this
study have shown that the use of agricultural credit in the agricultural
production process is unsatisfactory. The distribution of credit facilities
(institutional credit facilities) has been skewed., while some regions
have been provided with production credits for a long time, others have
been excluded from credit programmes. 4all these imply that a good
number of the rural population is unable to use modern agricultural
inputs. It becomes, therefore, essential to extend credit facilities and
increase the accessibility of credit to regions that did not so far
receive such assistances in order to motivate farmers to use more
non-traditional inputs and modern farming tec¢hnigues. Increased accessi-
bility of institutional credit would be obtained by either establishing
local oifices or by mandating others to serve these remote areas. It
should, however, be noted that such new inputs must in themselves be
sufficiently productive and profitable on the farmer's plots for them to
be convinced of their use. The cost of prcduction added must be offsetted
by the value of the additional product obtained. |

2) Preferential treatment is being ;iven to the socialized sector in
the supply of agricultural credit to encourage the expansion of this sector.
1t is quite understandable that the government wishes to strengthen the
socialized sector and is acceptable from the long-term stratggy of the

government - that of socialist transformation of agriculture. But efforts
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to enforce such a prlicy may simply consume the limited resources of the
country and inhibit the flow of resources to their most produstive use.
Purely from economic point of view, priority criteria should mainly
emphasize on efficient utilization of agricultural credite. Thus,
policies should be directed towards encouraging and fostering the
development of the most efficient and productive sector. Unfortunately,
the agricultural credit policy pursued does not seem to acknowledge this
fact. ‘Lherefore, in light of the private peasant% contribution to the
overall agricultural production, credit policies which ensure that the
sector receives its due share of the credit resources available are
urgently needed. Intermediate measures to supply agricultural credit

to private peasants should be explored to help them to increase their

agricultural production.

3) agricultural credit has been used only to promote thduse of
modern imputs and new technologies to raise labour and land productivity.
The credit granted to small faruers and even to state farms by the Ministry
of Agriculture and the all Bank annually is for short-term production
purposes. This financing is, in fact, a necessary component of an agricul-
tural development programme. The argument, however, is that euphasis is
also necessary on long-term credit, on the ground that it can change the
structure of production at the farm level as well as the economic
environment in which the peasants operate. It gets at the cause of
problems which keep the peasants tied to the vicious circle of poverty.
Construction of irrigation and water systems, livestock purchases,
construction of storage facilities and farm bﬁildings, purchase of

mechanical inputs, etc., cannot be financed out of one year's earningsa

900/11‘-8
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4) A policy that aims at strengthening the agricultural credit
systew cannot overlook a number of econocmic, social and political
factors which would affect the level of credit use. The productivity of
credit can be significantly increased if a host of social, economic
and political preconditions are met. Bmphasis should, therefore, be
placed on raising the level of education of the farmers: the timely
provision of inputs; the establishment of an efficient system of pricing
of agricultural products; and wn effective arrangements for marketing of
inputs and outputs. asabove all, a well organized and satisfactorily
operated agricultural extension service is essential. For an agricultural
credit programme to be successful the provision of sdequate production incn-
tives, either in the form of enhanced producers prices or reduced input

prices, is of fundamental importance.

5) Llivestock production is one of the useful means of financing farm
production in usthiopia. The result of the study has, however, shown that
shortage of oxen is a critical problem in the study areas that needs some
considerations. Consequently, loans for the purchase of oxen must be made
avail:cble in order to alleviate farmers from such limitations.

6) The demznd for agricultural credit is indeed great, OUwing to the
limited resources we have, agriculture cannot continually and indefinitely
receive outside funds. 1t is, therefore, unavoidable to provide for its
own growth by mobilizing its own capitale Indeed, there is a dearth of
information on farm level saving rendering it difficult to arrive at a
precise conclusion. DNevertheless, the saving potential of farmers cannot
be totally denied if their productivity is improved. Hence, emphasis
must also be given to methods and mechanisms to mobilize that capital

within the agrarian sector itself,
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7) Although building large agricultural credit institutions cannot
be expected to be a panacea for increasing the supplies of funds to the
levels needed for increasing agricultural output and productivity,
improvement in the existing institutions must,however, be taken seriously.
The expansicn of the all Bank in terms of resources and skilled manpower,
s0 as to enable it to administer effectively the expanding credit
programmes is necessary. In addition, the management of cooperatives
and peasant associations will have to Le trained in the principles of
credit, conditions of credit provisions, supervisions of lozns and in the

mobilization of savings.

8) On top of these policy issues, more research undertakings are
needed on rural credit use. The available information on farm credit is
very scarce. JInformation om the productivity of credit, information om
the adequacy of credit as well 2s on the effectiveness of existing credit
programmes is missing. Thus more information is required on these and

other 1ipects of agricultural credit use.
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APPENDIX 1

oTPWIok SELSCTION OF VARLABLE FUR LOME WUREDA.

STEP VAKLABLEL INCLUDWD WILK'S LAMBDA.
1 X‘l ,xz, Xz, X.q, X5, X6' X7, X8' Kg, X’IO’ X‘l’l’ X’la‘ XB’ K’l‘+’ X15 eoo  0.43298
2 X1, XE' X4, X5, X6, X?, XB’ x9, X1O’ X11, an, X15, X14, K15 ssscss  0.43299
3 X1, XB' Xq, X5, X6’ x7, Kg’ X1O, X11, X12, X13, X1“, X15, seseanses  Ouht3326
4 %’XTJ%’&VXW}%’yo'%1'%2’%3‘%4'%5'"°”“°""' 0.43358
5 %,X,.QJXT)%,%O,&1,%2,%3,%4,&5n“n”“n””.”“ 0.43381
6 Xq, X3' Xq, X7, qu, qu, qu, X13, qu, X15 T —— T ¢ Y
7 X1, X3' Xq, x1o, K11, X12, xﬂ}‘ qu, x15 ...................... soos 043648
s Xqs x3, Xq, X1O’ x11, X13, qu, x15 ,,,,,,,,,,,, o e e cose 043798
9 XB' Xq, qu, X11, X15, qu! qu ,,,,,,,,,,,, o8 B savvesasRssaan D128
10 xB, XQ, qu, X13, qu, X15 ,,,,,,,,,,,,,,,,, T T ———— Y PSS 0.45197
11 13, ) o qu, X14, X15 R veensevaase ase e ane sesEne usmasan SO0
e XB' Xq, qu, qu, dieise e s B T e e A P S Sy 0~ -
13 XB’ Xq, qu B B & e e RS S SO ST EE s pa R EeE s Een sueepony  DedBD S
where: X1 = age, Xa = farming experience, X3 = farm size, X5 = distance,
Xé = on~-farm income, X? = off-farm income, X8 = invostment expenses,
Xg = Livestock, X1O = improved technology, X11 = land,
X12 = Workers, 113 = Oxen, qu = price and X15 = market and

extension services,
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STEPWILE SwleCTIUN OF VaRILaBLis FOR KEWET WORKDA.

SLwp VARIABL&S INCLUDED WILK'S LAMBDA.
1 Xq, X2, Kj, Ay Xs, k6’ x?, XB’ Xg, X1O’ 111, X12, 113, X15’ 315 - 062785
2 xq, XZ, xj, Xk, Xs, X6‘ XB’ xg, Xﬁo’ X11, X12, K13, x14‘ X15 vevnns Gy629TY
3 Xy x3, X x5, Yoy Xgs xg, Xigr X410 X400 XB, X x,ls csacoscenes Deb3044
L Koy Xy Koy Xpy Xg, xg, X100 X141 Xq00 X,B, X0 115 sesEisensaanse DebD 166
5 k1, X#’ - A X6’ XS’ Xg’ X1O' X12, X13, qu, X15 areietaiaire aieie 56 siEBG o 063572
6 X-’l, XL*-‘ X , X6’ Xé, x‘io‘ xqz' X13, X1L+! X15 foo0O00O0Oa2enDDORNODBSOOOO0O0O0CO0CSE Ol64152
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Where: X1 = age, Xa = farming experience, XB = education, )(‘I$ = farm size.

X5 = distance, X6 = on farm income, X7 = off-farm income.

X8 = investment expenses Xg = livestock, qu = improved technology,

111 = land, an = workers, qu = oxen , qu = price,

X,_ = market and extension services.
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