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Credit Market

• Functioning of a credit market (Milgrom
and Roberts, 1992)
– Not a instant market
– The balance between demand and supply 

does not necessarily take place through the 
adjustment in the price of credit (interest rate)

Credit Market

• Pre-contractual problems
– Problems of adverse 

selection
– Credit worthiness have 

to signed by the 
borrowers

– Lender must screen 
borrowers

• Post-contractual 
problems
– Problem of moral hazard 

due to willful default
– Problems of hold-up to 

unforeseen 
contingencies and 
consequent safety 
clauses should be built 
into the contract 

Point credit is given Point credit is repaid

Samar K.Datta and M.S. Sriram.2002. “Flow of credit to small and marginal Farmers in india”
Oxford & IBH publishing Co. PVT. LTD
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Samar K. Datta. 2003. “An Institutional Economics Approach to the problem of small farmers credit n 
india.” IIMA Working paper series.

Credit Market

• Collateral: tangible or intangible
• Because of moral hazard and adverse selection 

problem, the lender may charge less amount to 
attract good borrowers and use good screening 
device. 

• Other complimentary activities are also 
important for sustainability of credit market

• Transaction cost in getting loan
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Samar K. Datta. 2003. “An Institutional Economics Approach to the problem of small farmers credit n 
india.” IIMA Working papers.

Credit Market in India-Issues

The formal rural financial system in India
– trapped in a vicious circle of stagnant or even 

declining credit-deposit ratio 
– abnormally high cost of credit and default rate. 
– the borrowers are confronting high interest rates, high 

transaction costs and other impediments to access 
credit, 

– the banks and other formal lending institutions are 
complaining of low

– credit through self-help groups (SHGs) constitutes a 
small and insignificant part of the total credit system.
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Credit Market in India

Hierarchies Of Credit Need And 
Credit Availability 

Consumption credit

Consumption credit

Productivity effectivisation loan (working 
capital loan

Productivity enhancement  loan (expansion 
and technology improvement)

Diversification need (new enterprises, non 
traditional purposes

Hierarchy in 
availability of 
formal sector 

credit

Samar K.Datta and M.S. Sriram.2002. “Flow of credit to small and marginal Farmers in India”
Oxford & IBH publishing Co. PVT. LTD
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Problem Of Credit In India

• Severe for small farmers (inclusive of marginal farmers) 
and other vulnerable sections (especially, the landless 
people)
– lack marketable collateral
– credit-worthy projects 
– political clout to access formal sources of credit.

• Formal lenders are often not too keen to lend to the large 
number of borrowers belonging to the landless and small 
farming communities. 

• Small and Marginal farmers approach to informal 
sources for meeting their credit needs.

Model

• In frame work of agricultural household 
model Iqbal (1986) 
– Two period model
– Utility function
– Two period constrained
– Formal and informal borrowings
– Modeling of informal as well as informal 

borrowing behavior
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• Utility function

• Two period constrained systems are as follows:        
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• Formal and informal borrowings

Stylized Facts About The Formal 
And Informal Sector Lending 

• High interest rate (Bhaduri 1973) 

• Credit rationing because of high transaction cost (Datta, 
2003). 

• Probability of default (Basu,1983; Hoff and Stiglitz 1990) 

• Less collateral required (small and marginal farmers)

• Rationing in the supply of formal sector but not so for 
informal sector (Pal,2002)
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Demand For Formal And Informal 
Loans
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Methodology
• Multinomial logit model

– The probability of particular sector choice
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Y = 0 is taken as the 
benchmark case.
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Sample Selection Models 
• The standard Heckman selection model 
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Selection is based on single variable

Selection is based on several variable

Natures and Features of Dataset 
Used 

118Only informal 
sector

262Only Formal sector

74No Loan

246Both formal and 
informal sector

FrequencySource of credit

24ALL

82Band  and 
Cooperative Only

89Bank Only

15Band and SHG 
Only

202Cooperative Only

18Cooperative and 
SHG Only

76SHG Only

Frequency
Formal sector 
loan (source)
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Modeling Informal Interest Rate
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Maximum Likelihood Logit Estimates
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Log-Likelihood = -1744.93
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Effective Demand Of Formal Sector Loan
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Conclusions 

• Methodologically, more supplicated or 
sophisticated models (multinomial as well as 
switching regression) 

• Endogeneity of interest rate
• informal suppliers play a big role
• As a further extension of this work, 

– a generalized agricultural household model 
approach with much better understanding of 
demand and supply side 

– In analysis side more simultaneity of endogenous 
variables and inclusion of purpose of loan in the 
model.
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THANK YOU

Questions!!!!


