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ABSTRACT

H ig h e r  d e fa u lt  r a te  o f  a g r ic u l tu r a l  c r e d i t  is a  m a jo r  p ro b le m  in  r u r a l  f in a n c ia l  s e c to r . In  th is  s tu d y , a n  a t te m p t  
w a s  m a d e  to  id e n tify  th e  m a jo r  fa c to rs  th a t  a r e  a s so c ia te d  w ith  d e fa u lt  o f  a g r ic u l tu r a l  c r e d i t .  A  q u e s t io n n a ire  su rv e y  
w as c o n d u c ted  w ith  c re d i to r s  in  R a ja n g a n a y a  c u ltiv a tio n  a re a .  R e su lt o f  C h i- s q u ire  a n a ly s is  te c h n iq u e  sh o w ed  th a t  th e  
d e fa u lt o f  a g r ic u l tu ra l  c r e d i t  w a s  a s so c ia te d  w ith  e x te n t o f  c u ltiv a tio n , lo an  a m o u n t  a n d  in c o m e  o f  p ro d u c tio n . 
D esc rip tiv e  a n a ly s is  re v e le d  t h a t  th e  f a r m e r s ’ n eg lig en ce  w a s  th e  m a jo r  re a so n  f o r  d e fa u l t  o f  a g r ic u l tu r a l  c r e d i t  (4 6 % ). 
P o o r m a rk e tin g  sy stem  w a s  a  m a jo r  p ro b le m  fo r  f a rm e rs .  By p ro v id in g  c lose  s u p e rv is io n  a n d  in tro d u c in g  a system  
su ch  as  c o n tra c t  fa rm in g , d e fa u l t  r a te  c a n  b e  re d u c e d .

K E Y  W O R D S  -A g r ic u ltu ra l  C re d i t ,  R u ra l  F in a n c ia l  M a rk e t ,  R u ra l  C re d i t

INTRODUCTION

Sri Lanka is an Agricultural based economic 
country. The agriculture sector of Sri Lanka plays a 
significant role by contributing 17.9 percent to the
G.D.P. and generating 32% o f  employment 
opportunities (Anon, 2004).Around 78 percent of the 
total population of Sri Lanka lives in rural areas 
(Bandarathilaka, 2002). Almost 90% of this portion is 
considered poor in which most of them are farmers 
(Anon, 2004).

The cost of production of agricultural 
commodities has increased in Sri Lanka (Anon, 2004). 
The shortage of capital has been a major problem in 
the sector. Agricultural credit in Sri Lanka is a major 
input in cultivation. With the introduction of the credit 
facilities for the agriculture sector in 1947, the 
government has been trying to develop and expand its 
availability.

The term credit is defined as “a sum of money 
in favor of person to whom control over it is 
transferred” (Frank Ellis, 1996). Government has 
imposed polices to promote agricultural credit and a 
large share (66 million for 2003) is spent to supply 
50% of credit subsidy for default of agricultural credit 
There are two types of rural financial markets in Sri 
Lanka namely Well organized rural financial market 
and unorganized rural financial market (Sanderatne,
2002). Only 10% of credit requirement of farmers is 
fulfilled by organized financial market while 
unorganized rural financial market contributes to the 
rest (Sampath and Sanderathna, 2001).The interest rate 
of agricultural credits (8%) is identified to be lower 
than the other trade credits resulting a lower profit 
margin for organized rural financial institutes. 
Moreover, the average recovery rate reads only 82% 
in 2004, which implies the higher risk in agricultural 
credits (Table 01). Consequently, the organized 
financial institutes have granted credit for identified, 
guaranteed, customers, to get rid of risk (Dasanayake,

' 2004).

This creates an unequal credit distribution. 
Therefore the farmers with low income have been 
aided by unorganized rural financial market, where 
higher interest rates are prevailing.

As long as the farmers depend on the so-called 
unorganized financial market, a higher portion of their 
income will be exploited for paying interest. This 
affects adversely for the living standard of farmers and 
will result a continuous “Viscous” cycle in rural areas 
(Lipse and Harybory, 1992).

The objectives of this study were to identify the 
Socio-economic factors associated with default of 
agricultural credit and to promote granting more 
credits for the agriculture sector via financial 
organizations. Further it was necessary to identify 
strategies to increase the recovery of agricultural credit 
and to provide with guidance to establish new 
productive loan scheme in Sri Lanka.

T a b le  0 1 -A g r ic u ltu ra l  c r e d i t  re c o v e ry  p e rc e n ta g e  
(p a d d y ) :

C u lt iv a tio n  y e a r  R e c o v e ry  p e rc e n ta g e

1999/2000 Maha 88.44
2000 Yala 88.19
2000/2001 Maha 93.96
2001 Yala 93.15
2001/2001 Maha 94.50
2002 Yala 97.59
2002/2003 Maha 93.73
2003 Yala 92.68
2003/2004 Maha 81.23
2004 Yala 81.37
2004/2005 Maha 18.29

Source- Central bank annual report 2004 in Sri Lanka

METHODOLOGY

This study was conducted at Rajanganaya 
cultivation project from December 2004 to June 2005. 
The area is demarcated by Puttlam, Anuradhapura, and 
Kurunegala districts. Rajanganaya is an area with 
higher production in paddy cultivation and it is a place
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where different farmer settlements have been taken 
place.

The sample consisted of 61 farmers who 
obtained loans and registered in farmer 
organization. Cluster sampling method was 
practiced to select farmers in each region (track 1 
to7).Structured questionnaires were used to collect 
data through direct interview method.

Chi-squire Technique was used to identify 
association between selected factors and default of 
loan.

y l =the Pearsons Chi-square statistic value 
X =Stands for observed cell count 
Mjj= expected cell count in iA and j* column 
P =.000* Significant Probability value at 95% 
confident level
Selected factors were categorized.as fallows.

1) Extent o f Cultivated Land
According to the land size two groups were 

identified, High = >2ac, Low = <=2ac
. t

2) Loan Amount
Two groups were identified According to the 

amount of loan, High = >Rs 10000, Low = <= Rs 10000

3) Experience in Farming
Farmers were divided into another three groups 

in terms of farming experience.
Group 1=0-10 years, Group 2=1 l-20years,

Group 3=more than 20years
4) Number o f family members
The number of family members was used as the base 

for identifying another three groups.
Group 1= 3 members in family,
Group 2= 4 members in family
Group 3= Number of family members equal
to 5 or more than 5.

5) Product income
Two groups were identified according to the 

product income.
High = > Rs50000,Low = <= Rs50000

6) Educational Level
Education was divided into three groups. 

Primary = < grade 5,
Secondary = 5grade<, > O/L, Tertiary= > O/L

M arketing, Insurance were analyzed by using 
descriptive methods.

RESULTS AND DISCUSSION

Table 02. Extent of Cultivation.

Pay______________Not Pay
Low 40% 60% ”
High________ 79%_______________ 21%

Significant association at P< 0.05*

Extent of cultivation was associated with 
default of agricultural credit. Sixty percent of farmers 
in low extent land category had not paid loan back, 
whereas, it was only 21% of farmers, in high land 
category (Table 02) with the increase of cultivated 
land extent the production and the income gained had 
increased.

Table 03. Loan amount

Pay Not Pay

Low 30 % 70%
High 71 % 29%

Significant association at P< 0.05*

Default of agriculture credit was associated 
with the amount of loan. In the low amount category 
70% of farmers had not paid loan while if was 29% in 
higher amount category (Table 03). When farmers 
were granted with small amount of dredit, the 
objectives of granting the credit were rarely achieved 
as most ,the credit were used for day-to-day household 
consumption.

Major reason for loan default can be identified 
as negligence of farmers in repayments where 46% of 
farmers showed it. Nineteen percent of farmers have 
failed repaying due to misuse of their credit on other 
purposes. The higher portion of credit was used for 
cultivation when farmers obtained lar£d amount of 
loans and they had higher mental cbfrimitment for 
repayment of loan after selling their products. 
However, both categories had ' not: used total loan 
amount for cultivation. . : • : ■ . • t* ■ • ■ • - f  ' • . ,> . i .

‘ : ; ; I , ■
Table 04. Experience in farming.

Pay Not pays
Group 1 39% 61%
Group 2 47% 53%
Group3 65% 35%

X2 =3.26696 P=0.1950

Farming experience was not associated with 
default of loan, whereas group 2 had the greatest 
default rate.

Table 05. Number of family members

Pay Not pays
- Group 1 56% 44%  .
Group 2 35% 65%
Group 3 61 % 39%

X2=2.8657 P= 0.2386

There was no association between Number of 
family members and default of agriculture credit at 
95% confident level. Group 2 had the highest default 
rate of agricultural credit (Table 05).

In general, with the increase qf. family members 
repayment ability could be reduced, .because of the 
higher cost o f living. However, the study proved that

r * .
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there was no effect of the number of family members 
on default of agricultural credit.

* (,♦'l

Table 06. Income of production

i .'* < ' • Pay Not pay
■ ti ■

Low 38 % 62 %
High 85 % 15%

Significant association at P< 0.05*

•Product income was associated with the 
default of agricultural credit. In low product income 
category, 62 % of farmers had not paid loan, while in 
higher income group 15 % of farmers did not pay 
loans (Table 06). Default percentage in low income 
group was significantly higher than that of high 
income group.

Generally with the increase of the income 
from production, the repayment ability had increased. 
It affected positively to increase recovery rate of 
agricultural credit.

Table 07. Educational levels

-•'rr • Pay Not pays
Primary 58% 42%
Secondary 45% ■ 55%
Thesauri 67% 33 %

X2-1.44841 P= 0.4847

Educational level was not associated with 
default of agricultural credit. Default percentage in 
secondary educational level was higher than that of 
primary and tertiary education levels.

M arketing

Percentage of 
farmers

Out Village .:. Government Contract 
Side Collectors scheme Tradirig
Collectors " ' " ■

Types
of
market

Fig. 1 Distribution of paddy market
Sources -  Authors

Sixty seven percent of farmers had sold their 
. products to village collectors while 2.5% of farmers 

had sold products to out side collectors and 5% of 
farmers had sold products to Government scheme 
while, only 3% of farmers performed according to 

■ contract farming system.
Most of the farmers were compelled to Sell 

(67%) their product to village collectors at low prices 
than the market price because they had borrowed

inputs such as fertilizer, pesticides and other agro 
chemicals under credit facilities of village traders.

Further they had borrowed money to fulfill 
their daily need with the promise of selling the 
products to village collectors after harvesting.

As a result, they were unable to .sell , their 
products to others though the price offer was higher. It 
directly affected on the income reduction of farmers. 
In addition, farmers could not get other benefits, such 
as discounts for pesticides and fertilizers when they 
received it under credit scheme.

It was further revealed that, only 8% of farmers 
(contract and government scheme) got efficient market 
price to sell their products and rest of the farmers 
(92%) were unable to access the effective market to 
sell their products. Ineffective traditional marketing 
system directly affected to reduce income of the 
farmers. It caused an increase in default of agricultural 
credit. To change the prevailing condition of market, 
government had introduced several programmes such 
as purchasing products at guaranteed price. However, 
it has not sufficient enough to solve this market failure. 
As a development, a new concept, contract farming 
system had also been introduced

Insurance

Percentage of farmers

Fig. 2 Insurance activity of farmers
Sources- Authors

It is revealed that 92% of farmers had not 
followed crop insurance polices. While only '8% 'of
farmers follow the crop insurance policies.

Crop insurance policies had been introduced 
to reduce risk of agriculture However, it had not been 
used properly .Most of the farmers do not have clear 
idea about the importance of insurance policies. 
Hence farmers consider an unnecessary expehditure.

CONCLUSIONS AND RECOMMENDATIONS

The results of the study revealed that, the extent 
of land, amount of loan and income of production were 
associated with default of agricultural credit. However, 
experience in farming, number of family members and 
educational levels were not associated with default of 
agricultural credits.

106



SOCIO ECONOMIC FACTORS AFFECTING NON RECOVERY OF AGRICULTURAL CREDITS IN SRI LANKA

The use of high yielding varieties and effective 
methods of cultivation could be recommended to 
increase the productivity because there are limitations 
to increase the extent of cultivation. The study further 
revealed that negligence of farmers who borrowed 
small amounts of agricultural credit was the major 
reason for default of agricultural credits (46%). Misuse 
and unproductive application of the credits granted 
were other reasons for default of credit (20%).

To reduce rates of default agricultural credits, 
closer supervision on farmers by financial 
organizations from the time of granting to full 
recovery is necessary. Ineffective marketing system 
was another major reason to reduce farmer income. 
Interference of financial organizations to promote 
effective marketing system is essential to recover this. 
Financial organizations can help farmers in 
establishing a trade agreement between farmers and 
traders. Introducing a credit card system for farmers is 
important to increase relationship between financial 
organizations and farmers. It helps to expand and 
strengthen the business in financial organizations.

Farmers should be encouraged to obtain crop 
insurance, and insurance institutions should increase 
their efficiency and effectiveness further to increase 
stability in the agriculture sector.

ACKNOWLEDGEMENTS

The authors wish to thank Mr.W.M.U.B. Wasala 
Mahagirilla, Agricultural Officer in Hatton National Bank, 
and Mrs. R.C.S. Dassanayake, Senor Manager (Development 
banking) Bank of Ceylon.

Authors gratefully acknowledge the support of 
prof S.J.B.A. Jayasekera, Dean, Faculty of Agriculture and 
Plantation Management, Mis. N.R Abeynayake Lecturer, 
Department of Agribusiness Management, Mr.J.C. 
Edirisinghe RRI Economist for their guidance. Sincere 
thanks also go to Dr. W.J.S.K. Weerakkody, The Director, 
Computer Unit, Wayamba University of Sri Lanka, 
Makadura, for providing facilities, for statistical analysis and 
preparation of this paper.

REFERENCES
Anon (2003-2004). Annual Reports,Colombo:Central Bank 

of Sri Lanka.
Anon (1998) .Economic Progress of Independent Sri 

Lanka,Colombo Central Bank of Sri Lanka.
Anon (2003). Annual Report .Hattan National Bank, 

Colombo: Sri Lanta.
Bandaratilaka, H.M (2000). Use of Non-Wood Forest 

Products by Village Communities in Sri Lanka, 
Social Economic and Cultural Dimantion,
pp291-293.

Dassanayake, R.C.S .(2004),Personal Communication 
Sampath, D.A.S. and Sanderatne, N (2001). Evaluation of 

Credit Default of Paddy cultivation in Kurunagala 
Distric.Research paper.

Sanderathne, N .(2002). Lending Issues In Rural Finance, 1st 
Edition: post graduate institute of Agriculture 
Peradeniya University press,pp64-70. 

Wigearathna,W.P.D. and Sanderathne, N(2000).Evaluation 
of a Loan Scheme for Small Scale Paddy 
Farmers.Research paper.

Lips ,R.G .and Harybory,(1992).First Principal of 
Economics, 2ed.. Oxford university press,pp 413

107


