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                                                                           Abstract 

The paper explores the possibility of government intervention in improving access to 

institutional credit to borrowers in the rural credit market. It argues that a multipronged 

approach by the government, including allowing the poor to have zero balance accounts in 

banks, making it mandatory for banks to open branches in rural areas, reducing the 

paperwork to get a bank loan, providing insurance against crop failure and engaging 

volunteers, self-help groups and microfinance institutions in rural areas will go a long way in 

reducing capital market imperfections in the rural market. It analyses two such policy 

interventions by the Government of India, one in the 1970s and the other as recently as 

2014, and argues for a need to implement both the policies concurrently to ensure success. 

Finally, it presents a model that provides a more rigorous mathematical foundation to these 

claims, and shows that a Pareto improvement can be made if the government nudges both 

the bank and the borrower in the right direction through the multipronged policies.   
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Introduction 

Developing countries are faced with the problem of ensuring greater access to formal sector credit 

for the rural poor. This is essential not just for poverty alleviation, but also for the small and marginal 

farmers to take up more productive, yet risky, investments in agriculture that serves the added 

objective of ensuring food security for the country. Given the uncertain nature of agricultural 

activities, a high interest rate (typical of the informal credit market) makes the poor even more 

vulnerable. At the same time, it discourages them from taking up more risky investments with higher 

expected returns. As a consequence, the poor are trapped in a low income equilibrium that 

perpetuates the vicious cycle of poverty. Models that try to explain lack of access to formal sector 

credit for the rural poor typically focus on the problems of information asymmetry (moral hazard 

and adverse selection) that discourage formal lenders from lending to them. The argument is that 

since the poor are engaged in activities that are difficult to monitor and the legal system to ensure 

the enforcement of contracts in the rural setup is weak, lenders face a high risk that their loans will 

be defaulted upon by borrowers. However, default rates in rural areas are indeed very low (e.g. see 

Aleem (1990) for an example from Pakistan) and banks that have lent to the rural poor (as part of 

some government programme) have typically ensured that loans are repaid. However, this requires 

the banks to undertake strict monitoring and demand collateral against loans- tasks that involve 

significant costs, some or most of which are passed on to borrowers, thereby discouraging access to 

formal sector credit (Ray, 1995). As Mosley & Verschoor (2005) note, based on their studies in 

Uganda and India, the poor display greater attitude towards risk aversion, because of the lack of 

adequate risk management instruments, such as formal sector credit or insurance. Newman & 

Banerjee (1993) develop a model to demonstrate how capital market imperfections, together with 

wealth distributions determine whether the poor work for a wage or self employment. With low to 

moderate levels of rural inequality (as opposed to urban inequality which is quite high) in most 

developing countries, their model suggests either subsistence or self employment as against 

employment contracts. Thus, there are both theoretical and empirical literature on capital market 

imperfections in developing countries (especially in their rural credit markets) and how these 

imperfections add to the vulnerability of the poor, trapping them in the all too vicious cycle of 

poverty.  In recent years, development economics has also incorporated the fact that individuals are 

not as rational as presumed by the profession to be. Instead, humans are prone to biases arising 

from sociological, psychological and evolutionary factors that predispose individuals to not act in 

rational, self-interested ways, maximizing expected utility (Wilkinson, 2008)2. For instance, individual 

preferences display myopic loss aversion- the tendency to be more affected by a loss than a gain of 

equal magnitude relative to the reference point. As a result, the individual is likely to prefer to stick 

to the status quo than to take any risks- leading to the status quo bias (Kahneman, Knetsch, & 

Thaler, 1991). What is important to understand is that the poor and the rich alike suffer from such 

biases or anomalies. However, in the context of the poor, many of these behavioural anomalies are 

manifested in more pronounced ways and lead to far worse outcomes, due to the smaller margins of 

error that poverty permits (Bertrand, Mullainathan, & Shafir, 2004). As a result, the poor usually fail 

to take up risky but productive investments simply because they pay greater attention to the 

potential loss than the gain. Thus, loss aversion, together with the large costs of obtaining formal 

sector credit discourages the poor from taking loans from this sector. Consequently, they end up 
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taking loans from the informal markets which, by virtue of their high interest rates, impose 

additional vulnerability, trapping them in poverty. 

Governments across the developing world have enacted a number of schemes to expand access to 

formal sector credit among the rural poor and reduce the capital market imperfections that plague 

rural economies. Many of them have been successful, and many have failed. In this paper, I talk 

about the massive state led formal credit expansion programme undertaken by the Government of 

India between 1970 and 1990. The programme, which was indeed very ambitious, produced mixed 

results with authors varying over its degree of success and failure. I then talk about why the branch 

expansion programme did not succeed fully in increasing access to institutional lenders, and why 

there is a need to initiate a similar programme, not just in India but also in other developing 

countries. I go on to talk about the present scheme of allowing zero savings bank accounts for the 

poor (the Jan Dhan Yojana) and how it is complementary to the bank expansion scheme to ensure 

the success of formal sector credit expansion in the country. Finally, I present a mathematical model 

to provide a more rigorous justification of the claims I make in this paper.  

The Indian Banking Experiment of 1970-1990: Strategies for Future Replication 

Fourteen of the major commercial banks in India were nationalised in 1969, and were brought under 

the direct control of the country’s central bank, the Reserve Bank of India (RBI). Following 

nationalisation, the government embarked on a branch expansion programme that added some 

30000 branches in previously unbanked locations in rural districts with higher concentrations of 

poverty (Burgess, 2004). In 1977, the RBI introduced a policy in which a bank had to open branches 

in four unbanked rural locations for every branch that it opened in a city. Furthermore, the Indian 

Government required the banks to keep a certain proportion of their funds for lending to priority 

sectors, such as agriculture. These policies were continued till 1990, but were abandoned thereafter, 

following the liberalisation of the economy and the steady move away from state led growth. 

Burgess et.al (2004) argue that the state led branch expansion between 1970-1990 had significantly 

reduced poverty, mediated mainly through increased credit disbursement to the rural poor. Besley 

(1995) argues that the scheme played an important role in India’s poverty alleviation programme, 

and that there is a need to replicate it elsewhere. However, there is also an evidence of the bank 

expansion scheme failing in a number of states and districts, due to significantly low participation 

rates among the poor. As a result, the rural elite captured much of the subsidized formal credit and 

worsened terms in the informal markets on which the poor depend (Adams, Douglas, & Von Pischke, 

1984) (Burgess, 2004) (Panagariya, 2006). The problem of targeting the right kind of borrower was 

also highlighted in the RBI’s draft paper on priority sector lending in 2005. At the same time, the 

paper acknowledged that although asset quality of banks did not deteriorate as a result of the policy, 

a number of these rural branches were failing to generate profits.  

Why did the experiment not yield highly successful results? No wonder it had a positive impact on 

rural poverty. But why was its scale limited, especially in terms of expanding formal sector credit to 

the rural economy?  The principal reason why this happened is not because this policy was flawed, 

but that it was inadequate. It should have been complemented by other policies that would have 

nudged the rural peasant or the artisan to switch from informal to formal credit sources. One of the 

most important shortfalls of the branch expansion scheme was the lack of a concurrent policy of 

making it easier for the poor to have bank accounts. This required the removal of mandatory 



minimum balances to open an account (since most poor peasants or landless workers simply do not 

have that much of the required cash), making the paper work less cumbersome (for the largely 

illiterate and semiliterate rural folk), encouraging the setting up of cooperatives, microfinance 

institutions (which can be subsidized with formal credit), providing for low-cost insurance against 

crop failure and so on. Two important things are at work here when such concurrent policies are 

adopted along with the branch expansion scheme. It makes it less cumbersome for the loss averse 

borrower to borrow from the bank (in other words, it brings down his transactions cost). Not just 

this, the fact that he is insured against crop failure and is also earning interest from his savings 

account reduces his potential loss, and makes him more willing to take up risky activities that have a 

higher probability of taking him out of poverty. From the perspective of the bank, two things are 

happening. One, it is easier for the bank to disburse the loan to the borrower through his savings 

account and also monitor his activities, through the local branch and/or microfinance institutions 

(through which the loan might have been indirectly disbursed), thus bringing down operating costs 

per borrower for the bank. Secondly, as more and more of the rural poor approach the bank for 

savings and loans, the fixed cost per borrower is likely to go down to a point such that the bank 

actually makes some profit per borrower. Do note that one of the reasons that the bank branches in 

the 1970s and 80s did not have much of a profitable venture in the rural hinterland simply was 

because of low participation of the poor. The complementary strategies that I have mentioned here 

will ensure a higher participation rate for the poor and thereby encourage banks to lend to them, 

even after taking into consideration the costs imposed by information asymmetry. 

Recent Initiatives and the Need to do More 

Although the bank licensing policy was discontinued in 1990, the Government of India has 

implemented a number of schemes thereafter to expand financial inclusion of the masses and 

correct for capital market imperfections. Recently, the government launched two major schemes. 

One is the Prime Minister’s Jan Dhan Yojana (PMJDY) that allows the poor to open bank accounts 

with the most minimal of requirements, and second, the Pradhan Mantri Jeevan Jyoti Beema Yojana 

(PMJJBY), which is a government backed insurance scheme that requires the policy holder to pay 

only a nominal amount as premium.  

The PMJDY 3enables individuals to open bank accounts with zero balance. Any individual with an 

Aadhar Card4 or a Voter ID Card is eligible to open an account under the scheme. Thus, the scheme is 

designed to make it absolutely easy for any individual to open an account. Not just this, once an 

account is opened, the government will make all the transfers as part of the numerous welfare 

schemes directly to these accounts, minimizing leakage. Furthermore, account holders will be 

eligible for insurance cover under the PMJJBY. At the same time, the PMJJBY requires policy holders 

to pay only Rs. 12 per annum as premium for an accident cover of Rs. 2 lakh. Such policy 

interventions are not only going to reduce the costs of obtaining loans from banks but also 

encourage risk taking among the poor that will help them come out of the vicious cycle of poverty.  
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However, caution must be exercised in predicting the success of these schemes. Thanks to the 

PMJDY, it might now appear that getting a loan from the bank is a very easy affair. That will be true if 

a poor farmer in a remote village does not have to travel hundreds of miles to a nearby town to 

reach the nearest bank branch. In other words, we still need the branch expansion policy of the 

1970s. Even if the branch concentration is high enough in the countryside to make access to a 

branch hassle free for the rural folk, there is still the issue of availability of funds, in small amounts 

for short term. Thus, there is still a need for banks to demarcate a certain fraction of their funds for 

priority lending, especially to the agriculture sector. Last but not the least, in order to overcome the 

issues of information asymmetry, banks will need people on the ground who will be trained to 

monitor the borrower’s activities, to engage with villagers and encourage more and more among 

them to take loans from the bank instead of going to the local lender for recourse. What this clearly 

suggests is that the two schemes (PMJDY and PMJJBY) are necessary for loosening credit constraints 

in the informal sector, but not sufficient. Unless there are concurrent policies that complement 

them, it is likely that these two policies will be only partly successful in the objective of financial 

inclusion and are likely to meet the same fate as the banking policy of 1970-90. 

In the final section that follows, I now present a model of a rural economy where the poor suffer 

from loss aversion, and therefore take less risk than expected from the theory of expected utility 

maximization. There I illustrate how the government’s intervention to reduce the costs of acquiring 

a loan from the bank (instead of the moneylender) leads to increase in welfare not just for the poor 

but also for the bank, as the number of poor who start opting for formal credit becomes significantly 

large. 

The Model 

I develop here a model of the rural economy, that takes into account the trade-offs faced by a poor 

farmer and the bank while deciding on how much credit to borrow or lend and from whom. Consider 

a rural district, or a group of villages, with a large concentration of poor peasants, who have identical 

preferences, and identical wealth  5, which are in the form of small plots of land. Preferences of the 

individual suffer from myopic loss aversion, and following the exposition in Thaler, Tversky, 

Kahneman, & Schwartz (1997), the following is the utility function corresponding to the peasant’s 

preferences over changes in wealth or income: 

(1)                                                                
     

          
  

                                                                  

where    is the change in the wealth or income of the person relative to the status quo, and     is 

a measure of how strongly the individual feels about losses, relative to the status quo. As the above 

utility function shows, the individual feels more strongly about losses than gains, relative to his/her 

reference point. Such an individual might therefore not take up productive but risky investments, 

such as applying modern fertilizers, heavy machinery and so on, and may therefore be trapped in a 

low income equilibrium. 

                                                           
5
 The assumption of identical preferences and wealth is not necessary for this model at all. It has only been 

used to make the exposition simpler. Any set of preferences (not necessarily identical) represented by utility 
functions that capture loss aversion in the form of (1) will do equally well. 



The individual peasant has two choices to make. He must decide on the amount of capital   to 

borrow, which will be used to produce an output     6 on his agricultural plot, and the amount to 

consume, c. Let the rate at which   can be borrowed be   . Furthermore, there is a probability   that 

his investment will be a success, and probability     of his investment turning into nothing. As the 

individual gives a higher weight to losses, he feels that he has lost   units of capital whenever his 

investment fails. Thus, with probability  ,   takes the value      and with probability    ,   takes 

the value –  . Another assumption I make is that the individual cannot renege on his loan.7 

Furthermore, the loan needs to be repaid irrespective of whether there is success or failure in the 

investments8. This ensures that the borrower is not cushioned on the downside, and thereby does 

not have the incentive to take excessive risks. Taking all these assumptions into consideration, the 

peasant’s constrained utility maximization problem is as follows: 

(2)                                                                                                                                                         

subject to9 

(3)                                                     

 

By replacing   in (2) by its expression in (3), the problem is simplified to that of an unconstrained 

problem in   as shown below: 

(4)                                                                

Since the agricultural activity (summarized by   ) is over a fixed plot of land,   is likely to exhibit 

diminishing returns in  . Hence,                    Moreover,   satisfies the Inada conditions10. 

These conditions further ensure that the optimization problem exhibits a unique solution and that 

the solution is always in the interior.  
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 Here, capital might be required to purchase fertilizers, irrigation pumps or implements to carry out 

agricultural activity on his small plot of land.  
7
 The ability to renege on loan repayment, although a theoretical possibility, is not supported empirically. See 

Aleem (1990) and Ray (1995). Default rates are as low as 5% in most rural credit markets. In most cases, poor 
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neighboring city. Even if they have family members in the city, they are equally likely to be daily wage laborers 
or petty shopkeepers in the urban informal sector, and hence, very unlikely to provide adequate refuge to a 
fugitive. At the same time, if the peasants borrow from the local moneylender, the moneylender will take 
adequate measures to ensure that the loan is repaid.  
8
 In most rural informal credit markets, moneylenders and borrowers usually agree on interlinked contracts. 

For example, a contract might come with the obligation by the borrower to work on the fields of the 
moneylender at zero wage, in case he defaults on his investment. This involves a hidden interest that may not 
be explicitly visible in the contract. The rate   captures this hidden interest.  
If the peasant borrows from the bank, the bank will demand collateral as a security against the loan. In this 
case, the collateral is most likely to be the borrower’s plot of land. The interest rate   in this case captures the 
rental rate from the land that goes to the bank, which otherwise would have gone to the peasant, if he hadn’t 
defaulted. Thus, we can very well assume that the borrower has to pay an interest rate  , implicitly or 
otherwise, irrespective of whether his investment   is successful or not.  
9
 Nonnegativity of     are assumed, and not written explicitly since the presence of the Inada conditions 

ensures that these constraints do not ‘bite’ at the optimum.  
10

The Inada conditions are as follows:  
                           



Differentiating       with respect to  , the first order necessary conditions for a local optimum are as 

follows: 

(5)                                                                 

Let       satisfy (5). Taking the second derivative of   with respect to  , and substituting       into 

it,  we get: 

(6)                                                                            

Thus,        satisfies the second order sufficient condition for a local optimum. Indeed, the Inada 

conditions guarantee that       is also the solution to the maximization problem (4), and is a 

function of the parameter  . Let                denote the maximized value of the utility 

function, which is also now a function of the parameter  . Differentiating with respect to   and 

making use of the Envelope Theorem, we get: 

(7)                                      
      

  
 

         

  
          

As expected, higher the costs of borrowing, lower is the utility received from undertaking an 

investment      . In fact, the higher cost of borrowing reduces the amount of investment and 

consequently output. To be precise, differentiating (5) with respect to  , the following is obtained: 

(8)                                       
   

  
  

 

                                  
   

Thus, the peasant is willing to take up larger investments provided the costs of borrowing are low, 

which in a way means that he bears less risk. These results are in conformity with textbook 

microeconomic theory.  What is of significance here is how the peasant now makes decisions from 

here onwards. And this is where the government comes in and enables the peasant to borrow more 

at a lower rate, and hence enables him to come out of the low income trap. Let us see how. 

The peasant while deciding how much capital to borrow has to decide from whom to borrow. His 

local moneylender is ever willing to provide him any amount he desires, but at a hefty price   . The 

bank, which does not have a branch in his village, will provide him the same amount at a much lower 

rate   . Indeed       . Yet, getting a loan from the bank is not easy at all. First, our peasant needs 

to go all the way to the city, where the branch is located. As if getting to the city was not enough, the 

bank asks for a lot of paper work, which our illiterate or semi-literate peasant can hardly complete 

without someone’s help. And finally, there is the issue of how the loan is to be disbursed. Our 

peasant does not have a bank account. Opening a bank account requires a minimum amount of 

deposit (the so-called “minimum balance accounts”), which our peasant does not have. Hence, 

getting a loan from the bank is a big hassle for the poor peasant. Or to put it in more precise 

language, there is a huge transaction cost    that the peasant has to incur to obtain a loan from the 

bank. In the absence of this cost, it is surely the case that              . But the fact that we do 

not observe impoverished peasants obtaining loans from the bank clearly indicates that    is not 

trivial. In fact,                  , which explains why we observe peasants usually taking credit 

from moneylenders, and not banks.  



Suppose now that the government steps in. The government makes it mandatory for the banks to 

open four branches in unbanked rural areas for every branch that it opens in a city (similar to the 

policy followed by the Government of India between 1970 and 1990). Also, suppose the banks are 

required to accept the opening of accounts even in the absence of a minimum balance (such as the 

Prime Minister’s Jan Dhan Yojana presently followed). Not just this, suppose the central bank 

requires banks to lend more in certain priority sectors, such as agriculture. On a more long term 

perspective, the government can encourage microfinance organizations, or send volunteers from the 

cities to educate farmers on how to complete the paperwork for acquiring a bank loan and so on. All 

these steps will significantly bring down the costs of acquiring a loan from the bank for the poor 

peasant. In such a scenario, one can very well imagine that    will be brought down significantly, 

even maybe to zero11.  Hence, the peasant will obtain a loan from the bank at an interest rate   . 

The net gain in utility for the peasant in this case is given by: 

(9)                                                                            

Thus, there is indeed a rise in welfare for the peasant when the government nudges banks to 

change/prioritise their lending towards the rural poor, and in this way indirectly nudges the peasant 

to obtain credit from the bank, at a much lower interest rate, increasing welfare and production. 

All this is fine from the peasant’s perspective. However, there is another stakeholder in this 

economy, and that is the bank. The bank is faced with two choices- to lend or not to lend to the 

peasant at the going rate of   12. Let the total number of peasants from a rural district or village who 

borrow from the bank be  . In order to effectively carry out its lending activities in the village, the 

bank must set up a branch within the vicinity of the village. At the same time, banks must also 

monitor the activities of the borrowers and ensure loan repayment. Thus, there is a large fixed cost 

   and a small cost per borrower    associated with lending to the poor peasants in a rural district. 

The profit, per borrower, for the bank in this case is: 

(10)                                                 
                

Initially, without government intervention, the number   of peasants borrowing from the bank will 

be small, as    is still very large.13 With a small  , the fixed cost per borrower 
  

 
 is not likely to be 

small enough to generate a profit per borrower to the bank14. Thus, the bank will have no incentive 
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 Transaction costs will always be positive. However, there are transaction costs in obtaining a loan from a 
moneylender too. By saying that     , all we are claiming is that transaction costs are now of the same 
order of magnitude across the two sources of credit, and that they can be ignored for our comparison here.  
12

 The bank cannot charge a rate different from    in different regions, as mandated by law.  
13

 Although the cost of travelling to the bank branch has gone down (once a branch is set up in the village), 
most small peasants do not have bank accounts, as they do not have the minimum balance necessary to open 
a savings account. This presents serious difficulties in loan disbursements through banks. Furthermore, in the 
absence of government policy, most banks do not take agriculture as a priority sector, and hence limited funds 
might be earmarked for this sector, which might make it even more difficult for a poor peasant to get funds 
(probably due to long delays in disbursement of funds). Thus, in the absence of government intervention, we 
can still expect    to be large enough to prohibit a large section of poor peasants from going to the bank for 
funds. 
14

 In fact, with identical preferences and wealth, if one peasant does not find it affordable to borrow from the 
bank, then none of the peasants will find it affordable to borrow from the bank. The bank will actually make a 
large loss of    in this case. However, as I said in footnote 5, the assumption of identical preferences is a very 



to set up a branch in the village, and most of the peasants will have no incentive to obtain a loan 

from the bank. This setup explains the inferior equilibrium we find most rural credit markets to be 

trapped in.  

Now, let the government step in with the measures I mentioned above (such as allowing for zero 

balance accounts, mandatory branches in rural areas, prioritising agriculture, organizing workshops 

and sending volunteers to help farmers complete their paperwork, and so on). As already pointed 

out, this will bring down the transaction costs    and encourage more peasants to obtain a bank 

loan. As more people flock to the rural branch,   (the number of borrowers from the village) will go 

up. Since this is a village with a heavy concentration of poverty, and hence, with a heavy 

concentration of small and marginal farmers, we can expect all these farmers (a large  ) to switch 

from borrowing from the local moneylender (informal credit) to borrowing from the bank (formal 

credit). Indeed, as   gets very large, 
  

 
 becomes small enough, such that the profit per borrower for 

the bank (that is, the expression in (10)) will become positive. It becomes profitable for the bank to 

lend to these poor peasants, that is15: 

(11)                                              
                                               

The outcome after the government policy change is, not surprisingly, Pareto superior to the initial 

status quo. Both the borrower and the bank are better off as a result of this policy shift. What 

initially appeared as a loss making venture for the bank actually turned out to be profitable, simply 

because a large number of impoverished peasants found it in their interest to borrow from the bank 

instead of their local credit source. This model clearly illustrates the significance of government 

intervention in the rural credit markets in developing countries to bring about Pareto improvements. 

Most small and marginal farmers, in developing countries, borrow from informal lenders with 

exorbitantly high rates of interest. This high rate of interest (which many a times is hidden in the 

form of interlinked contracts (Ray, 1995)) together with the hurdles of obtaining a formal sector loan 

prevents these farmers from taking more risky yet highly productive investments (such as applying 

modern fertilizers and machinery).  As a result, they end up in a low income equilibrium, unable to 

move out of the vicious cycle of poverty. Once the government steps in and changes policy in favour 

of the poor, it nudges the poor to take up loans from the sector they were hitherto uncomfortable 

with. The government, in a way, makes this discomfort disappear, and it is this that provides the 

necessary incentive to the peasants to switch to a formal credit source. What is remarkable is that 

the formal sector (bank) also gains as a result, simply because a large number of poor are now 

availing its loans.  

Conclusion 

To conclude, there is a huge scope for the government to intervene in the formal credit and financial 

markets to remove capital market imperfections in the rural economy. What is important for 

policymakers to realise is that the poor, being more loss averse than others because of their poverty, 

need to be nudged into switching their sources of credit. Any policy must incorporate this fact. Thus, 

                                                                                                                                                                                     
strong assumption indeed, and is not necessary for our exposition here. Therefore, we should actually find 
   .  
15

 I am assuming that the cost per borrower    is small, and that at the interest rate   , the net revenue from 
the loan    

      exceeds this unit cost. This is a reasonable assumption to make.  



it requires more work on the part of policy makers to understand what factors actually drive the 

poor away from banks and towards informal lenders, and to incorporate this understanding into 

their policies. As the preceding model illustrates, the reduction in transactions cost for the poor 

borrower for obtaining formal sector credit is absolutely crucial for enhancing welfare of the rural 

economy. However, in order for this to be successful, the government needs to initiate a host of 

concurrent strategies that complement each other in bringing down these costs. A single policy 

aimed at only a specific part of the problem will be only partly successful, and is likely to be offset by 

low participation of the rural poor and loss-making by banks. As I have discussed above, if the 

government follows a multipronged strategy, there is not only a rise in welfare for the rural 

economy but the sheer increase in rural participation in the formal credit market is likely to 

incentivise formal lenders in catering to the poor and marginalised.   
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