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ABSTRACT

The lack of access to agricultural credit is a t@mst to the development of the small-scale
segment of the agricultural sector. The challermgdédrmal financial institutions is to provide
agricultural credit that meets the unique demanidshe entire agricultural sector (both
commercial and emerging sectors). Although smallescfarmers face a number of
challenges, lack of capital for investment conti@susignificantly to the lowering of small-
scale farmers’ productivity levels. The challendgeccess to agricultural credit from formal
financial institutions is longstanding. Althoughnse improvements have been made, a large
proportion of small-scale farmers are yet to behed by these institutions. One of the ways
in which formal institutions can promote accesgnedit for small-scale farmers is to adopt
best practices in lending. The study sought taldish whether formal finance institutions in
South Africa adhere to best practices in their@dtural lending operations for small-scale

farmers.

A review of literature indicates that there are roes whose formal financial institutions
have achieved some success in improving accessatace for small-scale farmers. Hence, it
is important to find out what these institutionsy@alone, particularly the best practices they
have adopted in this regard. Best practices incalgural finance are the innovative
methods/techniques/and procedures that addressipipdy- and demand-side constraints and
challenges (from both the finance and agriculteeaitors’ perspectives) and thus improve the
levels of access to agricultural finance. The raspoof formal finance institutions to the
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risks and uncertainties inherent in the sectooigriforce stringent collateral requirements

that are restrictive for small-scale farmers.

The study adopted a qualitative approach thatsetlliprimary and secondary information
obtained from reports, manuals and other relevaatighents in the public domain as well in-

depth interviews with key role-players from the ardprmal finance institutions.

The results of the study revealed that formal foa@ninstitutions in South Africa have not
found appropriate delivery modalities that encoaraand support agricultural finance
accessibility among small-scale farmers. There Hawen considerable developments in
terms of product type and product design in ordaneet the demands of small and medium
enterprises as well as agricultural clients. Howgetheere still seems to remain gaps in terms
of the different categories of emerging farmerd tten be adequately financed by formal
finance institutions. The loan appraisal proces®imal finance institutions is based on the
bankability of the farm enterprise and there iseay reliance on ‘traditional’ collateral
requirement. There are few examples of collatdtatreatives and substitutes that are used in
practice and are usually of lesser value but alsddnsome on the part of formal financial
institutions (thus, a need for equity contributioesains necessary). Given the nature of the
formal finance institutions considered in the study commercial banks and the Land Bank;
with their highly competitive and sophisticated rpmrate environment, and operations
underpinned by a strictly business approach — treefigtle room left for a developmental

agenda in terms of their lending practices.

Though private sector institutions play a significaole in theSouth African economy, the
role of the state remains quite large with regarthe ambitionof a developmental state. It is
within this dynamism that the public-private dioity of agricultural finance arises. There
is also a gap in terms of providing the much needmdfinancial support, such as access to
markets, technical skills, or collateral alternaiv The environment within which formal
finance institutions provide agricultural creditshehanged, and agricultural lenders need to
identify the arising opportunities in small-scadegrher development. The current status quo
in small-scale agricultural lending best practieesSouth Africa leaves much room for
development.
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CHAPTER 1

INTRODUCTION

1.1 Background

South Africa’s agricultural economy is dualisticita structure when considered in terms of
producer types. The two distinct producer types thwee commercial (large scale) and
emerging (small-scale and subsistence) farmers.ldfge-scale commercial sector is made
up of 39 966 farming units. This segment of thet@mecovers a production area of
approximately 86 million hectares and produces Iigk of South Africa’s marketed

agricultural output. The small-scale sector corsiét1,292 million farming households and
has over 17 million hectares of agricultural lafdhis segment of the sector is largely

concentrated in the former homeland areas of thatcp (Tregurtha et al., 2010).

The 2010 total farming debt amounts to over ZARSllion, a figure that is almost double
that of 2000. The greater part of this farming dedtstitutes loans (and other lending and
leasing instruments) that were made available éoctimmercial segment of the agricultural
sector. The largest lenders to the sector are coomhéanks (56.9%), followed by the Land
and Agricultural Bank (24.9%), agricultural cooperaes (10.0%) and private persons (3.8%)
(DAFF 2012).

Bradstock (2005) indicates that the formal banlsegtor lends primarily to the large-scale
commercial farmer and remains disinclined to lemdcsinall-scale and subsistence farmers.
Generally, the small-scale sector remains largehgeuserved, even by public sector
agricultural finance institutions, especially witbgard to securing finance for operational
costs and enterprise expansion. The reluctancerofal financial institutions to lend to the
agricultural sector (in particular, to emergingni@rs) can be attributed to the generally
higher risk attached to agriculture (Tregurtha let 2010). Emerging farmers, in general,
have low levels of production efficiency (Tregurtlemd Vink, 2008) and engage in
agricultural production mostly to supplement thewmn-farm incomes as well as their
households’ food requirements. As a result, snalles farmers are regarded as higher

agricultural lending risk in comparison to theimumercial counterparts.
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Agricultural finance in South Africa is skewed irms of the major role players that supply
formal finance to farmers, but also with regard¢hi type of producer that has access to the
services of formal finance institutions. Over 60% small-scale farmers state that they
acquire start-up capital from sources other thaméb financial institutions and just above
5% indicated that they had access to credit ses\froen the formal financial sector (Coetzee
and Machethe, 2011). About 50% of the small-scalmérs have access to banking services,
this in comparison to the 5.6% that access and ms&®f agricultural finance from financial
institutions. There has been a growing concernftiratal financial institutions (both private
and public) lend primarily to the commercial agtiatal sector and, hence, many emerging
farmers remain underserved (Coetzee et al., 1936d&khan, 2004; NDA, 2005; Williams
and van Zyl, 2008; and Agricultural Business Chantb8C), 2011).

Due to the nature of agricultural production (splafocation of farms, weather risks,
commodity price fluctuations, longer investmentipas, etc.), financing agriculture is costly.
The problems encountered by suppliers with regivdbe extensive nature of farming in
most parts of South Africa, coupled to the low lsvef infrastructure development in rural
areas lead to increased monitoring and client Beaosts. The risks (market and weather)
faced by farmers make lending to enterprises indtpecultural sector riskier than other
sectors; which places the agricultural sector unthelue pressure with regards to competing
to secure funds, especially from private sectatititgons (Tregurtha et al., 2010). Although
there are inherent challenges in agricultural fogaprovision, access to agricultural finance
is considered a major enabling factor for agricaltudevelopment (emerging farmer
development included). Hence, improving accessuth $inance is a crucial aspect for both
private and public role-players. The adoption dfthgractices in the provision of agricultural

finance (agricultural lending in particular) is approach that can prove valuable.

Emerging farmer development in South Africa is @léor the overall growth of the rural
economy, agricultural sector, employment creatamg poverty reduction. The inability of
formal finance institutions to lend to emergingni@rs threatens the existing land reform,
rural development and food security scenario oftls@frica. It is recognised that market
liberalisation in the agricultural sector led toethlemise of supply-led mechanisms in
agricultural finance. Nonetheless, it remains ratgvfor the South African agricultural

finance sector to carry with it (in part) the owetdang development and transformation

2
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agenda. The challenge faced by formal financiditutgons is to provide agricultural credit
that meets the demands of the entire agricultweetos (both the commercial and emerging

sector).

Given all these challenges, the strategies thaeamgloyed by institutions to manage costs
and risks contribute (to a larger extent) to th&t@nability component; which to some extent
enhances the outreach component (Yaron, 2005).akving from international and regional
studies; the stage of development of different twes has implications for the stage of
development of the overall economic sector — whichturn, has implications for both the
agricultural and financial sectors. Though everyrdoy’s context will differ from the next,
international best practices can serve as guidimgiples that contribute towards improved
agricultural finance provision. Although there is blueprint for agricultural lending best
practices that can be applied in every countryexinthe duality of the agricultural sector in
South Africa remains a major aspect to consideomtextualising what should be considered

best practice guidelines.

There are varying contributing factors that congirta be a challenge for emerging farmer
development in South Africa; key among these beirgglimited access to rural financial

services. In view of the land reform targets thee South African government has set for
2015, along with the development of subsistence smédll-scale farmers; there is yet a
significant gap that is to be filled with regards dgricultural finance provision. In South

Africa, access to formal agricultural finance ismsigered the third most significant factor

(after access to markets and access to land) petcas a constraint to growth by small-scale
farmers (Coetzee and Machethe, 2011).

1.2 Research problem

Lack of access to agricultural finance for smaliiecfarmers is a constraint that impacts
negatively on production, productivity and incomengrating opportunities for rural farm
households. Internationally there are formal finahdnstitutions, mostly in developing
countries, that have been successful in providim@ntial services to resource-poor
entrepreneurs in agriculture and this has coneithibwards the development of the sector

(World Bank 2008). Some of these institutions idellAgrocapital (Bolivia), Grameen Bank
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(Bangladesh), Bank Rakyat (Indonesia), Bank foriadture and Agricultural Cooperatives
(BAAC, Thailand), NMB (Tanzania), and the Basix Gpo(India) (Hoéllinger 2003; State
Bank of Pakistan 2009; Yaron 1997). Much of thecsges of these formal lenders may be
attributed to their adoption of 'best practiceslending to small-scale farmers. In South
Africa, it is not known whether the major formahtiers to agriculture have adopted such
'best practices'. Furthermore, the extent to wkieth 'best practices' have been adopted or
applied is also unknown. Hence, it is importanéxamine the 'best practices' that have been
applied internationally and to determine the extentvhich formal lenders in South Africa

are applying these practices in their lending talsstale farmers.

Research on ‘best practices’ needs to take cogresafithe fact that these practices in formal
lending may be country specific. Studying thesedsential not only in understanding the
standard practices across the sector, but alsdetatify and develop guidelines for those
practices that improve the effectiveness of instits in expanding outreach and improving

sustainability.

1.3 Study objectives

The main objective of the study is to establish tivee formal finance institutions in South

Africa adhere to best practices in their agricatlending operations for small-scale farmers.

The specific objectives of the study are:

* To identify the major formal institutions involveal the supply of agricultural finance
to small-scale farmers;

* To examine the criteria and procedures for lendingmall-scale farmers by formal
institutions;

* To examine the lending operations of formal insisios for small-scale farmers in
terms of their sustainability and outreach;

* To determine the extent to which formal lendingtitnons have addressed the
challenge of lack of collateral faced by small-sdalrmers; and

* To propose measures that can assist formal lendstigutions to improve access to

finance for small-scale farmers
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1.4  Justification for the study

It has been established that lending to the agurallsector is difficult, costly and risky for a
number of reasons. These include weather and maskest, transaction costs, and lack of
collateral amongst others. Over the vyears, privedanal finance institutions have
significantly increased their overall share of kdéading to the agricultural sector. The terms
of business have not been the most favourableetaghnicultural sector, and constraints have
emerged that threaten to cripple the governmentantions on rural and agrarian reform.
Agricultural lending to small-scale farmers hasdree one of the crucial components of the
overall rural and agrarian development agenda. dmipg small-scale farmers’ productivity
has risen to the fore of the agricultural and rai@elopment debate; in light of the recent

financial and food crises as well the anticipatitha@te change patterns.

Research that has been undertaken on agriculineaide (particularly towards small-scale
agriculture) in South Africa is limited to the 199@nd early 2000s (ldsardi et al., 2008).
Agricultural finance is considered necessary fa development of the agricultural sector.
However, in South Africa, the transformation andelepment of the agricultural sector is
crucial for economic, social, and political reasoiitere are a number of policies and
programmes that are being implemented that enceusagenewed focus on agrarian
transformation; such as land reform, rural andcadfiral development. Given the scantiness
of information on the various forms of institutidr@nfigurations that provide agricultural
finance sufficiently — especially agricultural leng; the agricultural finance sector provides
many avenues of exploration with regards to loedliexamples of best practices in
agricultural finance. This study proposes an apgrdaat seeks to understand the status of
the agricultural finance sector in the emergingmiar segment in South Africa. The
institutional and operational arrangements that apropriate for this objective will be
incorporated into a set of outlined best practiassthe major contribution of this study
towards an improved body of knowledge within theldiof agricultural development, and

specifically rural and agricultural finance.
The potential gain from this study stems from tHentification of agricultural financing

models that are currently running successfully suistainably, and have a wide and effective
outreach that serves the needs and requiremergmefging farmers in an innovative and
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guality manner. The major contribution of the stwdll highlight best practices in terms of

institutional design, methodology of service anddurct provision.

15 Key definitions

i) Agricultural finance
Agricultural finance is a subsection of rural fieanthat is focused on providing finance
towards agricultural activities. This can rangenirinput supply, production, distribution,
and wholesale, processing and marketing (SBP, 2@Gf)cultural finance extends beyond
this to cover also the study of financial internaetis that offer credit funds (and other loan
instruments) to the agricultural sector, as welltlas financial markets in which these
intermediaries obtain their funds. Within the deypghg country context, agriculture finance
can also fall within the ambit of development finan Development financing in the
agricultural sector is defined as provision of dredth the aim of bridging the gap between
commercial investments and government developmesgrgmmes (Deardorff, 2010). In
principle, agricultural finance encompasses alliGseconomic and financial interfaces
between agriculture and the rest of the macroecandramework; which also includes
lending procedures, rules, regulations, monitoramgl controlling of the various formal
financial institutions (Rajan et al., 2010). Thgpact of agricultural finance is significant as it
deals with issues relating to the total credit msuents of the agricultural sector (and
segments thereof), the terms and conditions fatiten and the channels of credit allocation

for the development of the agricultural sector.

Financial institutions extend agricultural creditfarmers for numerous reasons, such as (i)
short-term credit for operational costs; (i) imediate credit for investing in farm
equipment; (iii) long-term credit for the purchast land among others. In agricultural
lending, land is the most widely accepted assetule as collateral but there are often
problems with title and property rights in ruraleas, which makes formal financial
institutions lending to emerging farmers challelggiMoveable assets such as livestock and
equipment can be used as alternative forms ofteodla but these are risky in cases where
there is no proof of ownership and insurance cd®FLC, 2011). Another aspect of
agricultural finance deals with the integrationfafm enterprise budgets with that of the

household (especially with regards to small-scald subsistence farmers). Financing for
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agricultural and non-agricultural activities, holiglel consumption and investments are

intertwined.

i) Agricultural development

Agricultural development encompasses the improvénamd increase in agricultural

productivity as well as modernising agriculturaagiices. Agricultural development involves
the shift (over years) from subsistence farmingas modern agriculture which leads to
increased agricultural productivity, adoption oteimsive scientific research and use of
technological innovation, and participation in metek This is largely through investments in
irrigation, research and rural infrastructure, temlbgy generation and dissemination, and
natural resource conservation (Dethier and Effeydre2012). Poulton et al. (2006) state that
some of the benefits that result from agricultudalelopment include standard setting and
monitoring (in terms of product quality and quaytit reduction of transaction costs

(economies of scale), and improving the overall petitiveness and efficiency of

agricultural systems. Agricultural developmentiigito the challenges of poverty reduction
both directly (through farm income) and indirecftifrough non-farm income and reduced
food prices). The principal social constraints tgrieultural development have been
unfavourable terms of trade, low levels of invesitmdechnical challenges and unequal

access to land and challenges with regards to gsopehts.

iii) Small-scale farmers
The definition of a small-scale farmer in Southiédr can be a confusing task that is filled
with many other terms and references. Some ofldssifications encompass notions such as
resource poor, previously disadvantaged, subsistesraerging, developing, small-scale and
black farmers (Boonzaaier, 2009; Moloi, 2008). &eging with the definitions by Vink and
van Rooyen (2009), small-scale farmer encompasses tategories of farmers (Table 3).
These include subsistence, communal and emergimgefa. Subsistence farmers rely on
multiple sources of livelihood, as well as the commal farmers whereas emerging farmers

rely more on agriculture as their main source\aflihood.

iv) Best practices
In general, best practices are deemed to be inwevatethods/techniques and procedures
that are developed by organisations through thaetiitation of the key business processes

that prevail within that sector; and are identifeikey components of outstanding customer
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service and business processes. The concept optaesices implies with it the comparison
between organisation and institutions in view ofawlare more efficient and effective
methods or approaches within the industry itseBest practice” on the other hand is
understood as the outstanding practice in thequaati process or function, i.e. producing the

best results, among those in the same industry RBD).

In this study, agricultural lending innovations atensidered “good practice” if such
innovations produce positive outcomes in termsioérfcial sustainability and improved
outreach to small-scale farmers. With regards tocaljural lending, best practices are
considered as methods that have been proven awertt be efficient in expanding client

outreach and establishing long-term sustainaloliiprmal financial institutions.

v) Financial systems approach
This can be considered as the traditional (comrakficiance sector) approach to rural
financial intermediation. The savings and creddilitees are provided by the conventional
financial institutions (banking and non-bankingga vural branches (stationary or mobile).
Within this approach, the institutions are goveriwdfinancial sector standards and only
interact with the farmer/rural dweller in the exnga of financial capital through some kind
of enforceable contract and the involvement ofdfage is minimal (in terms of regulation of
interest rates and enforcement of credit contrgRRg¢arce et al., 2004). With recent
technological advancement, this approach has aladeninroad in expanding access of

financial services to rural people and enterprises.

vi) Financial sustainability

Financial sustainability means that the organizaitoable to continue the financial services
on a long term basis. Two core measures in thiardegre sustainability of operations and
fund base (SBP, 2009). Financial sustainabilityagricultural lending encompasses the
development of loan products and delivery systdrasrmeet client needs, at prices that cover
all costs of providing these financial serviceshwgrowing independence from external
subsidies (Rosengard, 2001). Formal finance ingiita that are involved in agriculture
finance should be able to meet the demands of ghieudtural sector (small-scale farmers
included) on a permanent basis while managing toug its operational costs (with or
without profit) (Yaron, 2005; Adancy, 2007).
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vii) Client outreach
Outreach gives an indication of the levels of petgn and quality of financial services
delivered to the target market (in this case thecalural sector, particularly the emerging
sector); as well as the volume of activity in tresignated target areas (largely rural areas in
this case) (Lafourcade et al., 2005). Client outineimcludes both breadth (number of rural
clients serviced and volume of services) and déihin socioeconomic level of clients that
MFIs reach) dimensions (SBP, 2009). Essentiallpaexing rural client outreach broadens
the financial services that are available to thenfag community. Outreach can also be
assessed in terms of developmental objectives,esaod depth of progress on the target

population (impact) (Okumu, 2007; Conning, 1999).

1.6  Outline of subsequent chapters

Chapter two provides an in-depth analysis of thistex literature on the South African
agricultural sector, discussing the different proetutypes that are relevant in shaping the
agricultural landscape. This is followed by a satton agricultural financing, discussing the
key role-players that are present within this secém overview of literature on the role-
players that are involved in agricultural lendirsggiven. Significant trends in agricultural
finance that have impacted upon the sector (amgglaon the emerging farmer sector) will
also be highlighted. The last section of the liiema review focuses on the concept of best
practices. The relevance of best practices adopgialiscussed, as well as international and

regional examples that are vital for the objectioethis study are also discussed.

Chapter three presents the key issues on the dooatbpst practices in agricultural finance,
the relevance of the concept in agricultural firgmelevant international examples as well as

its applicability to lending to small-scale farmers

Chapter four discusses the adopted strategy ofringud the broad research design utilised
for this study. The research method, sample desigd, data collection methods used are
discussed. The different components of the thesaebackground are referred to and the

manner in which they improve the soundness of tilndyss addressed.
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The findings of the study emanating from companyorts, publications, financial
statements, as well as in-depth interviews with ikégrmants are presented in chapters five
and six. Chapter seven discusses these findinggght of whether or not formal financial
institutions adhere to best practices in lendingetoerging farmers. The final chapter

summarises the study and presents the conclusmmhieaommendations.
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CHAPTER 2

THE AGRICULTURAL SECTOR AND AGRICULTURAL FINANCE: A SOUTH
AFRICAN PERSPECTIVE

This chapter discusses the structure of the Sodtital agricultural sector — the overall
characteristics of the sector as well as the dialsture of producer types (viz. commercial
and emerging farmers). This part of the literatengew purposively focuses on the emerging
farmer segment of the sector and its developmeittiapertinent to the issue of agricultural
and rural development in South Africa. Literaturett highlights the trends that have
dominated the development of emerging farmersvgwed; and this largely points to the
numerous challenges that are encountered by thegemearmers. The latter part of the
chapter reviews literature that pertains to thecagiural finance sector — with the intention
of identifying the major role players (from bothetipublic and private sectors) and also to
highlight some of the major trends that have entimeer the past ten years in agricultural

lending.

2.1 Introduction

Growth and development of the agricultural secsocrucial for the overall development of
rural areas. The channels through which this caadbéeved are poverty reduction, through
employment and income generation, increased fopglgdor urban markets (price effect),

conservation of natural resources, and overall @won development. The agricultural sector
is the backbone of an economy. Its strategic ingpae lies in its forward and backward
linkages with the rest of the economy, the esthbient and maintenance of food security,
the economic welfare of rural areas and stabibsatiapabilities in relation to the balance of

payments.

Rural development looks at the entire rural contéxtinclude farming and non-farming
activities, the availability of basic services,radtructure, health services, as well as equity
issues. Economic infrastructure (transport, televomication and information technologies)
is crucial for the development of economic actestin rural areas, including commercially

sustainable farming. Education, skills developmand health are the priority drivers for
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human capital development and welfare; and corteilio increased economic activity
(OECD, 2006). The provision of social services anekstments in public infrastructure that
serves the needs of a knowledgeable, skilled, inga¢iconomically active society in rural
areas remains the fundamental goal of rural devedmyp initiatives. The rural development
agenda also includes the issues of redistributiolarad and the securing of land rights. It
however goes beyond the land question to the wtating of the rural economic space,

property regimes and socio-political relations {ggand empowerment issues).

Agriculture and rural development play a centrdera stimulating economic growth,
reducing poverty, and improving food and nutritisacurity in Africa. This role might
change over time as the economy grows and expainsh broadens the scope of the rural
economy. This is part and parcel of the developrpestess.

2.2 Structure of the South African agricultural setor

In 2010, the agricultural sector contributed 2.3%he GDP of South Africa and employed
4.7% of the total employed adults (DAFF, 2011). Udpo over 80% of the country’s surface
area is used for agriculture, South Africa facésatological and environmental constraints
with regards to arable land space (which is limiednly 13.5% of the total land area). The
commercial sector, however, has managed to deelgr long periods) the technical and
marketing expertise in a number of production syst€maize, deciduous and subtropical
fruit, sugar cane, vegetable, and red meat proahictirhis renders South African agricultural
products established and relatively competitive giobal markets. The South African
agricultural sector, primarily based in rural aredijurban areas, is characterised by a duality
comprising a large-scale, industrialised and consrakesector (with an established supply
chain) mostly controlled by the white populationndathe black population largely

participating in the sector as emerging farmergdurtha et al., 2010).

Small-scale farmers face many challenges that eaattoibuted to the failure of land and
agricultural policies in supporting sustainableeliloods for rural people (largely dependent
on land as a natural resource). There are sevenatraints that impede the growth of small-
scale farmers, varying from systems constraintecalive constraints, to environmental-

demographic constraints (Kirsten et al., undatétie lack of agricultural finance remains
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key among the many other challenges — such as saacoeland and markets, and high
transportation costs. Access to agricultural credé critical component of emerging farmer
development which has been proven to contributentproved productivity. The large

demand for agricultural finance by emerging farmegmains unmet partly due to the
inappropriateness of the delivery mechanisms a@fficrency of institutional and operational
arrangements on the part of formal institutionsprioving access to agricultural financial
services would contribute significantly toward renmg many of the constraints limiting

agricultural development in South Africa (Poult@006).

There has been growth in the total farming deburég over the years. However, the
consensus on the gravity of the challenges facetthdygricultural sector (both commercial
and emerging) in terms of attracting and accesappyopriate finance from formal financial
institutions (e.g. banks, government programmesanite providing agri-businesses) is
growing. This is not necessarily attributable te tack of agricultural finance institutions, but
rather difficulties in reaching the targeted farmer this current economic climate, with the
suitable product types, and using the approprialeety mechanisms. Problems of access to
agricultural finance remain crippling within the erging farmer domain and to a somewhat
lesser degree among commercial farmers as obsgrvedent years. In the 2010/11 financial
year, about 15% of commercial farmers were antiegbdo struggle to secure finance for

their agricultural enterprises (PwC, 2011).

Subsequent to the 2008-2009 global financial ¢ribis financial sector remains under severe
pressure in terms of its lending criteria and pcast — making it even more difficult for
emerging farmers (who often lack collateral, techhicapacity, marketing channels etc.).
The financial systems approach is applied broadlfyormal institutions that lend to the
agricultural sector. There are however, other modéinvestment and funding that adopt an
approach that is more conducive to the nature oftalture (e.g. value chain financing,
contract farming etc.). It is after all, fundameérteat formal institutions that participate in
agricultural lending adopt practices that not omiget the financial bottom line, but that also
recognise the significance of the development agetitht is carried by the agrarian
transformation and land reform process at playiwithe South African agricultural sector. It
with this recognition that formal financial institbns can contribute meaningfully to
emerging farmer development, which in turn contesuto the growth of the agricultural

sector in South Africa.
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2.2.1 General trends

Although the importance of agriculture in the So#tlican economy is mainly anchored
through its contribution to the national gross detiteproduct, formal employment, and
foreign exchange earnings, there exist also indiceatributions that the sector provides.
This is because of the strong backward and forwakdges that agriculture has with the rest
of the economy particularly in relation to the miuwiuring and agro-industrial sectors. Vink
and van Rooyen (2009) state that though the atwr@llsector contributes less than 3% to
the country’s GDP, it accounts for almost 10% af ttountry’s formal sector employment
(including the manufacturing and agro-industriattees), while more than 8% of the
country’s merchandised exports are primary aguealtproducts. As a result, the sector has,
by all measures, relatively large linkage effecithvthe rest of the economy and is a net

earner of foreign exchange (Tregurtha et al., 2010)

South Africa has over 100 million hectares of faand, of which almost 17 million hectares
constitute potentially arable land (about 13.7%0itith Africa’s total area). Land utilised for
livestock grazing constitutes over 80 million heeta(about 68.6% of South Africa’s total
area) (DAFF, 2011). Nell and van de Berg (2001jesthat only 1.6 million hectares (as a
portion of the potentially arable land) are undegation, and contribute over 30% of South
Africa’s total agricultural output. In general, tharge-scale commercial sector in South
Africa is both established and advanced and comepref crop, animal and horticultural
production as compared to the small-scale sectaih Bectors are, however, crucial for the
growth of the South African economy as well as thed security issues faced by the

country.

The sector has experienced a decline in the nuofEmmercial farming units, with growth
in the average size of individual farming unitsvasll as farm enterprise diversification
mainly into game farming, tourism and leisure gmiees. The number of commercial
farming enterprises has steadily fallen from 60 B88996, to 45 818 in 2002 and 39 966 in
2007 (DAFF, 2011) in response to the competitivebgl market conditions (Table 1). In
2010, the number of farming enterprises was estéichat 37 000 (DAFF, 2011). It must be
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noted though that the majority of these enterpresescommercially oriented and generally

exclude emerging farmers.

Table 1: Commercial farming enterprises by province 2002 an@007

Province 1996 2002 2007
Eastern Cape 6 338 4 376 3896
Free State 11 272 8 531 7515
Gauteng 2342 2 206 2378
KwaZulu-Natal 5037 4 038 3560
Limpopo 7273 2915 2 657
Mpumalanga 4 675 5104 3376
North West 7512 5349 4692
Northern Cape 6730 6114 5226
Western Cape 9 759 7187 6 682
Total 60 938 45 818 39 982

Source:Statistics South Africa (2005, 2009)

Historically emerging farmers were constrained jaiihy by limited access to land and land
ownership. This has resulted in low levels of agtiral development among emerging
farmers. Fenyes and Meyer (2003) have estimatadhbee are between 3.4 and 4.8 million
small-scale farmers in South Africa. Emerging farsnatilise about 14.4 million hectares of
farmland, of which 2.5 million hectares is poteliiaarable and 11.9 million hectares is
utilised as grazing land (DAFF, 2011). There arevdéwer emerging farmers that are
commercially oriented, who farm on privately or commally owned land. Ortmann and
Machethe (2003) state that there are about 24MGE@K farmers that fall into this category.
The rest of the smallholder farmers fall into tisstence and small-scale categories. Other
studies however estimate that three to four milBabsistence farmers engage in agriculture
solely for household food provision (Aliber, 2008DA, 2001).

The four largest commercially farming provincesSduth Africa are Free State, Western
Cape, Northern Cape, and North West (Table 1). Bhatistics South Africa General
Household survey of 2009 reveals that the fourdstrggriculturally involved provinces (by
household) are Eastern Cape, Free State, KwaZuial;Nend Limpopo (Table 2). Table 2
presents the proportion of surveyed householdsp(byince) that indicated some kind of
involvement in agriculture related activities. Ttegal number of surveyed South African
households, when pooled together also gives amatidn of the proportion of households

that are engaged in each type of agriculture relatgivity. What can be deduced from these
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sources is that there is a significant proportidnSouth Africans that are involved in

agriculture for purposes other than commercial fagnThis provides confirmation of the

dualism that exists within the agriculture sectoBSbuth Africa.

Table 2: South African households involved in agrigltural activities by province

(10003
Activity Province Total —
Eastern Free Gauteng KwaZulu- Limpopo | Mpumalanga | Northern North Wester | South
Cape State Natal Cape West n Cape | Africa
Involved  in| 643 274 248 697 580 205 35 108 39 2832
agricultural (37.3%) (31.9%) (7.1%) (26.8%) (43.4%) (21.1%) (11.4%) (11.4%) (2.7%) | (20.7%)
production
Livestock 312 26 27 230 99 21 22 34 * 778
production (48.5%) (9.6%) (10.7%) (33.0%) (19.1%) (10.4%) (62.1%) (31.0%) (17.5%) | (27.5%)
Poultry 349 35 22 256 146 11 11 (31.0%) 23 * 853
production (54.3) (12.9%) (9.0%) (36.7%) (25.1) (5.1%) (21.1%) (1.8%) | (30.1%)
Grains and| 389 21 (7.8%) | 31 316 (45.4%)| 465 128 * 34 * 1390
food crops (60.5%) (12.5%) (80.1%) (62.5%) (12.2%) (31.5%) (2.7%) | (49.1)
Fruit & | 220 232 175 330 (47.3%)| 173 141 * 40 30 1350
vegetable (34.2%) (84.7%) (70.5%) (29.8%) (68.8%) (25.2%) (36.8%) (75.9%) | (47.7%)
crops

Source:Statistics South Africa (2009)

Vink and van Rooyen (2009) claim that the above tnerd observation (on the dualistic

nature of the agriculture sector in South Africaja some extent also a broad generalisation.

The commercial sector can further be analysed 28 af production, unit type and turnover

into three sub-categories viz. large, medium, andlls(Table 3). The small-scale sector can

be divided into three sub-categories i.e. commugpakmercial, emerging, and subsistence.

Therefore the agricultural sector is not only dstadi but rather complex as it consists of a

number of different economic entities that functiafthin the same dualistic economic

framework.
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Table 3: Typology of the agricultural sector

Production Turnover Ownership & | Number Binding Support required
Unit Management of farmers | constraint
Large >R2 million | Family owned  but +5 400 Market size | Export market
commercial incorporated  multiple Equity capital | access
on private farms Financial market
property Rent in land - innovation
professional
management
Medium R300 000 to| Family owned, could be 17 000 Land capital Mortgage capital for
commercial R2 million | incorporated. management | land access
on private Some renting in of land Management
property — family management training
Small <R300 000 | Family owned, 24 000 Management | N/A
commercial generally part time. time
on private Some lifestyle farming
property (game ranches, weekend
farms)
Commercial | >R300 000 | Communal ownership- Capital Grants for land
in communal Development project management | access
areas Private ownership infrastructure | Property rights
Comprehensive
farmer support
Credit
Physical
infrastructure
“Emerging” <R300 000 | >20 hectares 35 000 Land Grants for land
commercial in Communal ownership (property access
communal Small farmers in rights) Property rights
areas development projects Capital labour| Comprehensive
Private ownership management | farmer support
Employment | Credit
opportunities | Physical
infrastructure
Institutional
infrastructure
Subsistence | N/A <20 hectares 1.256 Employment | Social welfare
farmer in Communal ownership | million opportunities | transfers
communal Private ownership
areas Little formal market
Allotments participation
Market
gardens

SourceVink and van Rooyen (2009)

2.2.2 Small-scale agriculture

Within the dualistic nature of the agricultural ®ecin South Africa; almost all of the
country’s agricultural output comes from the comerarsector, given the low levels of
production by small-scale farmers It is generaltgepted that the majority of engage in
agricultural production mostly to supplement thewn-farm incomes as well as their

household food requirements. These and other mofith regard to farmers’ risk profiles
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and the low levels of success of land reform ptsjetave contributed to undesirable
perceptions associated with small-scale agricultuf@e significance of small-scale
agriculture in South Africa cannot be overlooked foany reasons including economic
growth, rural development, poverty eradication, fall security.

It is generally accepted that small-scale agricalia a sector that is almost synonymous with
rural poverty in South Africa. As a result, theravd been no comprehensive studies that
focus on small-scale agriculture as an engine doalreconomic growth, principally in the
former homelands of South Africa. The figures répdrabove (Table 3) reach to the
millions; it is likely that there are many more dhszale farmers in South Africa. Given the
inherited legacy of former homelands, customaryd leenure and the related ‘Bantu’ land
administration practices, there is generally a laicklear land ownership and land-use rights.
This has been seen as a major stumbling blockrimst®f agricultural finance provision for
small-scale farmers. Household socio-economic stigtonly a part of the broader picture of
the issues and challenges that small-scale faranerfaced with. These include lack of tenure
security; lack of reliable and effective farmer pag services such as output markets, trade
and institutional policies, finance and extensiand inadequate access to the factors of

production.

Within the small-scale agricultural sector, there about 3.4 to 4.8 million people that
engage in agriculture for varied reasons. Emeréangpers that rely solely on agriculture as
the main source of income constitute 8% of totautBoAfrican black households.
Approximately 6% of total South African black hobseé&ls rely on agriculture as an extra
source of income. A large proportion of South Adncblack households rely on agriculture
as means to supplement household food supplies )(8afxd only about 8% rely on
agriculture as the main source of food suppliegt(l2909; Statistics South Africa (StatsSA),
2008). In rural South Africa, generally it is essited that about 10% of the household
income comes directly from agriculture-related \atiés. It is also stated that about 20% of
the total food consumption is self-produced (DAEG11).

Aziakpono (2010) states that of the estimated eighiion rural and peri-urban households,
1.3 million (17%) of these have access to landdaming purposes, however marginal. Over
95% of these households utilise their land foragdtural activities. The size of land that each

household has access to is quite small, with 0086 8f the households’ land size amounting
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to one hectare or less (Table 4). Large proportafrithese rural and peri-urban households
are located in former homeland areas, and wouldabegorised mainly as subsistence and

commercial farmers.

Table 4: South African households’ access to agrittural land

Area Number (weighted) Percentage
<0.5 ha 831,871 64.5
0.5ha-1lha 235,454 18.3
lha-5ha 138,196 10.7

5 ha-10ha 38,146 3.0
10-20ha 11,940 0.9

20+ha 34,546 2.7
Unknown 17,556 -

Total 1,307,710 100%
Source:StatsSA (2006)

In most instances, small-scale farmers who havebanefited from the government’s land
reform programme have been left out from being &bleccess funds, technical support, and
market access, usually facilitated through orgdrthe state such as Land Bank, Department
of Agriculture, Fisheries, and Forestry. Technigdtlappears there was a policy shift from
resource poor small-scale farmers to better resdui@mers (Adey, 2007). This in turn led
to the introduction of emerging black framers withdeveloping the already existing small-
scale farmers. In effect this has imposed, uporattgories of small-scale farmers, certain
expectations from the side of output and financeketa (in terms of ‘terms of loan
contracts’). Adey (2007) continues and argues ‘#raerging farmers are far easier to assist
than the resource-poor farmers; while resource-f@maners are caught within the poverty
trap that makes it difficult for them to make udetloe existing technologies and support.
However, fact is more effort is required to suppbrs group as most are under-resourced,
situated in marginal areas and semi-arid zonescandequently the transfer of technology

alone is inadequate.’

The development of the small-scale sector is crutda the economic and social
transformation of the rural economy as well asabsgcultural sector in general. Given the
strong backward and forward linkages that agricaltuas with the rest of the economy, the
expansion of rural incomes through agriculturalducion has the potential to drive demand
for inputs, consumer goods and services (MakhualR This contributes significantly to
the structural transformation of the rural economyer and above the improvement of the

rural socio-economic condition. There are induspgcific case studies that provide success
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stories for small-scale farmer comprehensive supfdre sugar industry is one, where an
integrated system of various institutions was co@igd by the industry body to provide

support services (Bates and Sokhela, 2003).

2.2.3 Major challenges in small-scale agriculture

There is a need to address the challenges thasfaak-scale agriculture. An understanding
of the different categories of small-scale agrimgdt and the respective constraints and
challenges is vital. This would assist greatlyhe tdevelopment of appropriate mechanisms
of intervention in assisting small-scale-farmersudidara (2010) notes that households
involved in small-scale agriculture are largely rettderised by poverty, hunger, low-income

levels, under- and un-employment.

Hart (2009) categorises the different constraimtd ahallenges encountered in the small-
scale agriculture sector into three broad categowvie. institutional, infrastructural, and
global factors. Institutional challenges include ttorporatisation of the agricultural sector in
general (which excludes small-scale participationthe value chain) as well as low
government spending in public agricultural reseanld development. Rural infrastructure
constraints emanate as a result of under investmentds and other transportation, storage,
and communication facilities which all to some @teestrict small-scale farmers’ access to
input and output markets. Some of the challengéls mggards to the global market relate to
the GATT and WTO trade policies. Van Averbeke anahimed (2006) categorise
constraints encountered by small-scale farmers marketing, technical and financial

constraints.

2.2.3.1 Access to land

Access to land is certainly one of the most critatellenges that face small-scale farmers —
in terms of size as well as ownership and use sightural South Africa. The land reform
programme of the South African government has Ipeetracted and with mixed outcomes.
When the programme was initiated in 1995, the tavges to transfer 30% land to the
ownership of previously disadvantaged individu&seenberg (2010) states that only 6.9%
(about 5.67 million hectares) of the initial targpais been transferred; though a large share of
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this land remains unoccupied or under-utilised due lack of infrastructure, input or

technical support.

About 50% of the transferred land was only in twovinces (KwaZulu-Natal and Northern
Cape), including both redistribution and restitatiorogrammes (Table 5). It must be noted
that only 11.4% of households in Northern Cape 2618% in KwaZulu-Natal have indicated
any involvement in agricultural production (Table Bhough this is not an in-depth analysis
of the land reform programme in South Africa; thexye stark inconsistency in land reform
progress (Table 5) in comparison to provinces #natlarge commercial producers or even
those that record high involvement of householdsgnicultural production. This can be
understood in two ways: (i) that the land reforraggammes have redistributed land that is
not necessarily highly productive or at least ledain those regions, and (ii) that the large
share of redistributed land is not within the prmés that have a more prolific use of
agricultural land aggregated by individual housdbolThe implication here is that small-
scale farmers (whether commercial, emerging, osistdnce inclined) have not received the

bulk share of redistributed land.

Table 5: Land reform progress by province and progamme (1994-2009)

Province Redistribution and Tenure Restitution Totd

No. of farms| Hectares Beneficiarigs  Claims Hectares neBearies | Hectares Beneficiarigls
EC 675 353357 25633 16201 94834 215201 448191 24083
FS 799 350291 7721 2662 47615 40893 397906 48614
G 286 34513 7328 13159 9476 70179 43989 77507
KZN 690 547414 67761 14752 642447 433168 1189861 093D
L 291 91235 7403 3382 513024 220227 604259 227630
MP 444 322839 3382 2694 399876 225 877 72271p 23982
NC 271 952744 2773 3682 539620 100554 1492364 170332
NW 300 268566 40539 3709 373642 172963 642208 21350
wcC 223 122304 12750 1554¢ 3769 118165 126078 130915
Total 3979 3043264 | 185858 75787 2624303 1597227 5667 | 1783085

Source Greenberg (2010)

2.2.3.2 Marketing and technical constraints

Small-scale agriculture remains under-resourceteims of investments in infrastructure,
technology and research. In view of the small-staimers that are land reform beneficiaries

(both redistribution and restitution), the planneryd support of small-scale farming projects
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has not been sufficient to encourage and suppoity elevel standards for market

participation requirements.

Marketing constraints can be understood along thi@ensions: physical access, structure of
markets, and farmers’ lack of technical skills datbwledge. Physical access to markets
refers to the distances that most small-scale farn{mostly located in underdeveloped and
underserviced rural areas) who largely do not heargsport facilities, have to travel for their
produce to reach markets. This directly contributesigher transactions costs in terms of
locating markets as well as the transportationsdtacthge costs involved. Constraints relating
to the structure of markets relates to the asymoadtrelationship between farmers, market
intermediaries, and consumers. Barriers to makedsinformation flows can be structural in
terms of the dualistic nature of the agriculturetse it is also behavioural in terms of small-
scale farmer organisation (IFAD, 2003). Along witle corporatisation of the agricultural
sector, participation in the value chain (includiagro-processing and food markets) has
become difficult for small-scale farmers. Emergsmgall-scale farmers fall short of meeting
market requirements as a result of low levels avWedge, skills, experience, equipment,
and infrastructure among others. The end outcomieattnical constraints encountered by
small- scale farmers mean that they produce larfyglyocal markets and agro-processing

grade produce (Boonzaier, 2009).

There is a great disparity in terms of the quadity yields of emerging small-scale farmers as
opposed to commercial farmers in South Africa. §hewing trends in terms of the South
African food ‘quality turn’ and changing consumereferences (along with consumer
legislation) poses a challenge for small-scale &smChallenges around issues of economies
of scale, and recently product quality, has emeggedn issue that small-scale farmers must

contend with in order to be able to compete focspa the food market (Louw et al., 2008).

2.2.3.3 Financial constraints

Access to formal finance is a constraint to smedlles agriculture, and has been documented
widely in the literature. The formal finance sed@aces a number of challenges in lending to
small-scale farmers. There is a supposed highdr aissociated with lending to the

agricultural sector and more particularly the srsallle sector. The rationale to the formal
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institutions’ perceptions can be linked to the haad sparse location, the relatively small
loan requirements, and the associated productgks of small-scale farmers. Lending to
small-scale farmers by formal institutions is getlgr characterised by high transactions
costs and risks. Again, the agriculture sectoth@racterised by low profit margins and low
turnover time which poses a challenge for formahficial institutions as the sector has a
typically longer term trajectory. Normally, formé&hancial institutions require collateral

(usually in the form of land) to mitigate againsformation asymmetry, moral hazard and
adverse selection and to compensate for defadlariBetti and Mehrotra, 2009). There have
been other innovations that attempt to fill the gaperms of meeting the demand for finance
by small-scale farmers, such as public instituti@ss well as farmer organisations and

cooperatives (George, 2009).

Agricultural productivity in the small-scale sectn be improved significantly when small-

scale farmers are provided with reliable and goaality support services such as extension,
finance and marketing (Machethe, 2004). Farmer @upgervices alone are however, not
sufficient to turn around small-scale agricultun&oia significantly contributing sector to the

economy at large or the agricultural sector its@ther conditions that must be met in order
to transform the rural economy include investmamtisuman capital (education and health),
improved technologies and innovations, public istinacture, as well as appropriate policies

and regulatory frameworks (e.g. land reform, adiical finance, marketing etc.).

The factors of production that limit small-scalenfi@rs are in effect rooted in financial
constraints (includes credit, information and teat®n costs). Access to small-scale
agricultural finance is not only crucial for thefang activities of small-scale farmers; but
also the overall household socio-economic statost€rms of smoothing consumption,
lowering the vulnerability index, investments innan and physical capital). A number of
scholars (Okurut et al., 2004; Spio, 2002) arga¢ firmal finance institutions have failed to
cater to the effective demand for small-scale aguce financing due to ‘to a combination of
high risk, high costs’. This is largely due to thappropriate design of lending methods and
products towards this segment of the agriculturtose Generally, small-scale farmers face

the following challenges in dealing with formaldimce institutions:

. High transaction costs:
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. Low market prices and high production risks:
. Collateral and assets

. Legal, regulatory and supervisory framework
. Seasonality and agricultural production cycles

2.3 Agricultural finance in South Africa

There are a number of unique characteristics tal mmd agricultural markets that constrain
both the supply and demand for finance in thosasaréhese challenges include:
» high transaction costs for both borrowers and leside
* high risks faced by potential borrowers and depositdue to the variability of
incomes;
* exogenous economic shocks and limited tools to ganak;
» lack of reliable information about borrowers;

* lack of adequate collateral; and

unfavourable policy, legal and regulatory framevgork

The lack of agricultural credit is a constrainthe development of the small-scale sector as it
limits investment in productivity-enhancing techogy and inputs (which tend to be bulky,
once-off investments).In general, lending to thecadfure sector is difficult, costly and risky
due to the nature of agricultural production (wilie associated production and marketing
risks) as well as its predominantly of rural lotaliGiven the low and sparse population
densities, poor infrastructure and general undeidgewment; transaction costs are increased.
This increases the monitoring and client searchscfos financial institutions operating in
these areas. Farmers also have to contend not ey market risks but also with
environmental factors such as weather. These clygte place agriculture as a sector at a
disadvantage when competing with other sectorsdarce funds, more importantly post the

global financial crisis.

A large proportion of small-scale farmers live @mote areas where retail banking is limited
and production risks are high. Demirgug-kunt andihe (2004) have noted the difficulty
that poor farmers experience in financing seasimmalt purchases for food grain production

as a major problem. Access to appropriate finarsgavices is very critical in improving
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productivity of agriculture systems, particularly ideveloping the small-scale sector.
Agricultural finance is also essential for commgditarketing, often done through financial
or input cooperatives (sometimes referred to askl@rse receipt systems) which offers
small-scale rural producers, traders and procegbersopportunity to improve household
income through adopting better produce marketird) ramv material procurement strategies
(World Bank, 2004).

Though farmers (both commercial and small-scalgg ha the past and continue (post 1994)
to receive some kind of assistance from the statacguiring agricultural land, acquiring
credit to cover production costs continues to behallenge, especially in view of the
seasonality of production cycles (Vink and van Rogy2009). Keeping in mind the dualistic
nature of the south African agriculture sector, Isis@ale farmers continue to face constraints
in all aspects of the industry — though there hlagen improvements for some. There are
some concerted efforts that seek to improve snealesfarmer’'s access to agricultural
finance. For instance, there are government gtaatsseek to address financial constraints of
small-scale farmers in the democratic South Afeog Settlement/Land Acquisition Grant
(SLAG), Land Reform for Agricultural Development RAD), and Agricultural Black
Economic Empowerment (AgriBEE)). There is also @ickted agricultural development
bank (Land and Agricultural Bank) that offers lodassmall-scale farmers, at a preferential
interest rate that is lower than that of the finahmarket. Moreover, there are parastatals that
offer a range of services that are geared towaedeldping small-scale farmers (i.e. offer
loans, technical advice, and business developnmamwices). The emergence of a publicly
funded wholesale fund, the Micro-Agricultural Figan Institutions of South Africa
(MAFISA), can be regarded as acknowledgement tieaetis insufficient supply of credit to

small-scale farmers.

Despite all these efforts, limited small-scale ascéo agricultural finance remains an
impending constraint for small-scale farmers. ONeitais difficult to deduce the real impact
of all these programmes on access to finance fallswvale farmers and on agricultural
development. It is possible, however that the lastke performance of these programmes or
institutions points to supply-led mechanisms thavtenbeen adopted in their formulation
(Coetzee, 2003). Though there is a demand for @grral finance by small-scale farmers,
this has not been necessarily contextualised pisopegive impetus to the effective demand

for agricultural finance by small-scale farmerseTieavy focus of government programmes
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on beneficiaries of the land reform programme hss eontributed to creating a gap in terms

of small-scale farmers on communal land, homestetds

2.3.1 Trends in agricultural finance (since 20002012)

Prior to the period of 2000 -2010, there were a Ibemof changes in the agriculture sector
(institutional and policy environment) that haveygéd the agricultural finance landscape of
South Africa leading up to and post 1994. There wabkdrawal of public support for the
agriculture sector as a whole due to the markedrdilisation (deregulation of marketing
boards, introduction of market based financial eaygt of the 1980s. This also led to the
closure of the Agricultural Credit Board (ACB) i©99. The agriculture sector was then
exposed to fluctuations in market prices and irsterates, which deepened the agricultural
financing problem. In post 1994 South Africa, théraduction of land and agrarian reform
policies were effected, aimed to introduce ‘newnél-scale) farmers into mainstream
(commercial) agriculture. Among the many success®s developments in the agriculture
sector in South Africa; the financing of agricutuand rural development remains among the

top three challenges that hamper the growth andldpment of rural South Africa.

Between 2000 and 2010 there have been some imbgyesiifting trends in terms of the
dominance of private stakeholders in agricultuirsrice provision in South Africa (Table 6).
In 2000, the largest lenders to the agriculturak@ewere commercial banks (37.5%), the
Land and Agricultural Bank (32.2%), agriculturaloperatives (15.1%), and private persons
(6.6%). Since the total farming debt has continteedrow steadily over the years, notable
shifts in terms of major contributing lending ingtions took place. In 2005, the
contributions were as follows: commercial banks.§%4), the Land and Agricultural Bank
(17%), agricultural cooperatives (12.6%), and pgevaersons (7.8%). By 2011 and 2012, the
proportions had shifted significantly to favour aoercial farmers in the following manner:
commercial banks (56.9%), the Land and AgricultuBénk (24.9%), agricultural
cooperatives (10.0%), and private persons (3.898HB 2012). It must be kept in mind
though, that these proportions largely pertainaimmercial farmers. Weideman (2004) states
that access to credit and overall financial supportharacterised by the same inequitable
dualistic nature that is prevalent throughout tgacaltural sector (and arguably across the

economy) in South Africa.
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Table 6: Total farming debt composition (2000 -201)2

Year Total Land and | Commercial Agricultural Private Department of | Other
Agricultural Banks cooperatives persons Agriculture financial
Bank institutions
ZAR Million (% of annual total)
2000 29825.9 9606 (32.2) 11172.3 (37.5 4500 (15.1) | 1986.7 (6.7) | 860.4 (2.9) 602.4 (2.0)
2001 30826.4 9073 (29.4) 13146 (42.6) 3666.6 (11.8) 2230.8 (7.2) 800.6 (2.6) 676.4 (2.2)
2002 282315 7931 (28.1) 11027.1 (39.1 3807.5)13. | 2677.8(9.5) | 495.9 (1.7) 811.9 (2.9)
2003 30891.1 7560 (24.5) 13854.1 (44.8 3856.8|12. | 2785 (9) 4515 (1.5) 844.4 (2.7)
2004 33286.2 6915.5 (20.8) 16636.6 (49.9 41212241 | 2809.8 (8.4) | 398.2(1.2) 851.9 (2.6)
2005 36443.8 6221 (17.1) 19914.4 (54.6 4579 (12.6) | 2872.6 (7.8) 398.2 (1.1) 871 (2.4)
2006 377735 5018 (13.3) 22044.8 (58.4 5060.14§13. | 2898.7 (7.6) | 270.9 (0.6) 878.9 (2.3)
2007 41379.8 4797.5 (11.6) 25215.7 (60.9 5691378(1 2925.1 (7.1) 246.3 (0.5) 886.9 (2.1)
2008 57412.4 13835.4 (24.1)]  31700.5 (55.2 6111056) 2951.7 (5.1) 287.9 (0.5) 895.0 (1.6)
2009 63945.9 13218.2 (20.7) 37689.8 (58.9 7263111 2978.5 (4.6) 242.1 (0.4) 903.1 (1.4)
2010 69972.4 14409.3 (20.6)| 42152.4 (60.2 763809 3005.6 (4.3) 198.6 (0.3) 911.3 (1.3)
2011 79364.0 19792 (24.9) 45805.6 (57.7] 7954 (10) | 3033 (3.8) 183.4 (0.2) 919.6 (1.2)
2012 88779.0 26202.2 (29.5) 48352.8 (54.5 1331 (0 3060.6 (3.5) 928 (1) 1691 (1.9)

Source DAFF (2013)

In as much as lending to the agricultural sect@ b@en growing steadily over the years,
farmers still remain under pressure in terms of/ling adequate collateral to secure finance
from formal finance institutions. The yearly farrald commitment has continued to increase
with the net farm income, while expenditure on itgplias risen to similar levels as the value
of fixed assets (Figure 1). These agricultural ecoic indicators point to the increasingly
competitive and aggressive climate in which agtigal financing ought to thrive under; and
this to some extent accounts for the increase orpuaratisation’ trends observed in
commercial agriculture. It is apparent that smedlls farmers are finding it increasingly
difficult to access funding given the debt-to-grassome ratio (economies of scale) of their
enterprises that must be diligently considered dayn&l financial institutions in light of

stricter credit-control regulations.
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Farm income and expenditure
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Figure 1: Agricultural economic indicators
Source:Janovsky (2011)

2.3.2 Financing of small-scale agriculture

The issue of improving small-scale farmers’ proddist has risen to the fore of the
agricultural and rural development debate. Thisisght of the recent financial and food
crises and the anticipated climate change patte&Snsall-scale farmers face a number of
challenges, including lack of capital for investmevhich contributes significantly to the
impaired productivity levels of farmers. The chatle of access to agricultural lending from
formal financial institutions is longstanding (D’else and Mdula, 1998; Machethe, 2004);
and though some improvements have been made, & paogortion of small-scale farmers
are yet to be reached. Access to credit is rankezhg the first three challenges (after access
to land and markets) that constrain the developroésmall-scale farmers. Approximately
two out of three small-scale farmers utilize otls®urces of capital other than formal
financial institutions — i.e. own money sources &pahs from others within social circles
(Coetzee and Machethe, 2011). In fact, provisiofinaince for small-scale agriculture should
be contextualised within the broader investmenivélanto the rural economy (involving

agriculture and rural development).

Admittedly, the proportion of banked farmers is afhat 50%, though the geographical
spread across the provinces of South Africa vafiiégure 2). The services and products
rendered by formal finance institutions to smatdecfarmers are of the savings and

transactional type and, to some extent, insuramadugts as well. Agricultural lending to
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small-scale farmers is still minimal, with only %6of farmers accessing credit products from

formal finance institutions (Coetzee and MacheRfd,1).

Small Farmers Landscape of Access

Transactional
60.0% 1

3%

Insurance < 2_9.32% > Savings

Credit

Figure 2: Small-scale farmers’ access to financiaervices and products
Source:Coetzee and Machethe (2011)

2.3.3 Significant role players in the formal sector

Agricultural lending in the formal financial sector South Africa is dominated by private

sector institutions such as commercial banks amidwdtural cooperatives. There are public
sector institutions that provide agricultural lemglito small-scale farmers in order to fulfil

their demand for agricultural loans. In keepinghwhe trends indicated in the DAFF annual
agricultural statistics; the main groupings of #igant stakeholder are commercial banks,
agriculture-related cooperative, Land and Agric@dtlBank, and private persons. A small
number of commercial banks (Absa Bank, FNB, Nedbankl Standard Bank) dominate the
agricultural finance scene in South Africa. Theme mumerous agricultural cooperatives that
are involved in credit extension. Key among themAfgri, Senwes, Kaap Agri and Bedryf

Beperk.

2.3.3.1 Private sector institutions

) Commercial banks

Commercial banks in South Africa are well developed compare well to their developed
country counterparts and provide adequate finarsgatices (Archer, 2008). However, as in
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many developing countries, lending to the agrigaltsector is a much smaller component of
the total loans and advances issued by commerardtsh Secondary to this is the fact that
commercial banks lend primarily to commercial farspéeaving small-scale farmers demand
for finance largely unmet thus catering only forsagment of the sector (commercial
farmers). However inadequate the supply of smallesagriculture financing, there has been
remarkable growth in small-scale agricultural ficiagy by commercial banks in South

Africa. This can be attributed in part to the iwolugtion of the financial sector charter

AgriBEE (‘black agriculture financing’ — which isochinated by small-scale farmers) targets

that were proposed in 2008.

In some commercial banks, black agriculture finagchas continued to show remarkable
levels of growth. In 2005, only R11 million was gted towards AgriBEE by the commercial
banking sector, which grew to R339 million in 20@8d by 2010 this figure had grown to
R408 million (Figure 3). Part of this increase madl-scale agriculture financing can be
attributed to ‘private-public sector partnershigsotigh collaboration between corporate

companies, industry bodies and government’ (Nedb2dk1).
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Figure 3: Cumulative black agriculture financing (R million)
Source:Nedbank (2011)

(i) Agricultural cooperatives

The South African government is in the process obnmmwting small-scale farmer
organisations into cooperatives as a vehicle tcaeod agricultural development in rural
communities (Ortmann and King, 2007). In 2005-20b@re was an accelerated increase in

the number of registered cooperatives in the Regisf Cooperatives in the then Companies
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and Intellectual Property Registration Office (C{PRof the Department of Trade and
Industry (DTI). Though these are still weak and egmg, the enabling environment
inculcated by the regulatory framework (CooperatNational Policy 2004) and other
government support programmes have been instrum@&ytdhe end of this period (2005 —
2009) there were 22,619 cooperatives registeretbnvade; with 38% of them in the
province of KwaZulu-Natal, followed by Eastern Ca{d®%), then Gauteng (10%), and
Limpopo (8%). The agriculture sector dominatedodler sectors in terms of the number of
registered cooperatives, constituting 25% of thaltd’he dominance of agriculture can be
attributed to the public support with regards tbssdies and tax concessions, and remains the
‘traditional’ sector for cooperative developmenhikazunga (2012) states that “many have
collapsed for a variety of reasons, including ghting, free-riding, power dynamics, etc.”
However, the Department of Trade and Industry (3XID9 baseline study reveals that the
national survival rate average is 12%; which trares to just over 2,700 cooperatives that are
still in operation. The highest survival rates weeeorded in the provinces of Limpopo
(22%), Gauteng (17%), and Mpumalanga (12.5%), ctsmdy. Cooperatives in the food and
agriculture sector recorded a survival rate of 1d8ly, a figure below the national average.
Food and agriculture cooperatives that were regidtevith CIPRO were 6086 and the DTI
baseline study only found 671 that are still in ragien. Out of the 2398 operational
cooperatives, about 27% of them are in the foodagmnatulture sectors (DTI, 2011).

Agricultural cooperatives have a long and richdngtin terms of farmer development in pre-
democratic South Africa. There are several agticaltcooperatives that are affiliated to the
Agricultural Business Chamber (ABC). The transfaiioraagenda of the agricultural sector
of South Africa has also been an issue that thécAlgural Business Chamber has attempted
to address through the Cooperative Developmentaiivié (CDI), in conjunction with the
German Co-op Federation (DGRYV) (Philip, 2003).

2.3.3.2 Public sector institutions

In many developing countries, including South Adricthe state has sought means to
intervene in addressing the challenges that aredfdny farmers in obtaining agricultural
financing. The Land Bank was established in 1912hasmajor lender to the agricultural
sector (other than the then Agricultural Credit B)aThe Land Bank now only contributes
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about 24.9% of the total farming debt in South ¢driDAFF 2012). There have been other
public and private sector programmes that targetatyricultural sector, specifically small-

scale farmers. In the recent years, following tisb@dment of the Agricultural Credit Board

in 1999, the private finance sector increaseceitsling role with capacity largely directed to
commercial farmers (Table 6). The Strauss Commmssfal996 uncovered that both public

and private sector institutions were oriented Igrdewards commercial farmers and that
many small-scale farmers (subsistence and emergamgained un-served with regards to
formal agricultural finance (Coetzee, 2002).

It is generally accepted that improving accessutalrfinance for small-scale farmers can
contribute significantly to food security and payealleviation by raising the productivity of
small-scale agriculture. Although agricultural fivc@ is not a universal remedy, there are
other factors that contribute to the constraintsagficultural development in developing
countries. With the on-going land reform processSouth Africa, agricultural finance
remains both a challenge and a priority in respogdo the demands of small-scale and
emerging farmers with regards to the inherent bgtmeity of farm enterprise characteristics
such as size of farm, production systems, as welthe financial support requirements
(Ardington and Leibbrandt, 2004).

According to DAFF (2011), commercial banks held ldrgest source of farming debt owed
by the commercial agricultural sector (R40.4 billiofollowed by agricultural cooperatives
(R7.6 billion) and the Land Bank (R3.2 billion). 8lirscale farmers, however, are only
receiving a small piece of this pie. A number oViea's undertaken from 2000-2003
demonstrated that lack of finance was one of thgomeonstraints limiting smallholder
productivity as well as overall rural economic gtbwin 2004, government announced the
establishment of a new government agency Micro@ufiiiral Financial Institutions of South
Africa (MAFISA) to help close this funding gap aedrmarked R1 billion for this purpose
(Tregurtha et al., 2010). The South African goveznimhas continued to seek ways to
address this situation and an array of policiesiastitutions have been put in place that seek
to address the dire need of demand for financialices especially in rural South Africa.
Coupled to these was also the emergence of apeiuilmms like the South African
Microfinance Apex Fund (SAMAF) that is dedicated derve small, micro and medium

enterprises. The Land and Agricultural Bank howgvemains the only key development
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institution dedicated to financing agriculture footh commercial and small-scale farmers

nationally.

0) Provincial parastatals

There are several provincial parastatals that deofinancial, technical and business support
to small-scale farmers in the various provinceSafith Africa. The Mpumalanga Economic
Development Agency (MEGA) provides agriculturaldirce in an effort to contribute to
sustainable economic growth in the province. Thgmamme “promotes and facilitates the
growth and development of the agricultural sectpptoviding financial and non-financial
support” (MEGA, 2014). The Free State DevelopmeatpGration (FDC) is mandated to
facilitate economic development, trade, and investmn the Free State Province. The
corporation offers development financing in thei@agdture and agro-processing sectors

amongst the many other economic activities of ttee State province (FDC, 2014).

The most prominent parastatal that is involved nmalé-scale agriculture financing is the
Ithala Development Finance Corporation in the progiof KwaZulu-Natal. Ithala has a long
and rich history that dates back to 1959. The carirestitutional arrangement though is as a
result of the KwaZulu-Natal Ithala Development Fioa Corporation Act of 1999 through
which the organisation was mandated to promotepatiand facilitate social and economic
development in the province of KwaZulu-Natal throbufe provision of financial and non-
financial services to businesses and individuaige Of the achievements of the corporation is
the fact that they have financed land acquisitimingiore than 26000 hectares of agricultural
land. The product range that is offered by Ithaleludes credit, insurance, and savings,
products through the 51 branches that are spreadghout the KwaZulu-Natal Province
(Ithala, 2011).
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CHAPTER 3

LITERATURE REVIEW ON BEST PRACTICES IN AGRICULTURAL LENDING

This chapter presents key issues on the concdpesgifpractices in agricultural lending, the
relevance of the concept in agricultural finance well as relevant international examples
and its applicability to lending to small-scalenfers. Though not discussed at length, the
concepts of good banking practice, use of techmcdbgnnovations (ICT) and bundling of
financial services with the non-financial are paftthe implicit best practices within the
broader finance sector. In keeping with Ottens (@0est practices in agricultural lending
should enhance the earning capabilities of smallestarmers; by providing affordable and

appropriate products and services over and ab@&vbasic provision of finance services.

3.1 Introduction

Best practices in agricultural finance relate toowvations that generate productive outcomes
in terms of financial sustainability and improvedtreach to clients (SBP, 2009). These
include the following: institutions’ salient feaas; product types; client outreach;
sustainability; delivery mechanisms - lending melttlogies, modes of operations, recovery
mechanisms; etc. The two core concepts that amfisant in agricultural lending best
practices are sustainability and outreach. Becalidee long periods of time that are required
in financing agricultural production (e.g. payindf ¢he loan utilised to purchase land),
suppliers of agricultural finance need to pay exti®ntion to the issue of sustainability.
Suppliers of agricultural finance must be able @atmue with the provisioning of financial
services on a long term basis. The two basic measafrsustainability are in relation to the
sustainability of operations, and sustainabilityfohd base. Client outreach is one other
concept that is fundamental in studies relatingagpicultural lending best practices. In
chapter two, some of the challenges facing farmetis regards to accessing finance were
alluded to, and expanding client outreach in artiefit manner is crucial for the betterment
of agricultural finance provision. This includestib@oncepts of outreach, namely, breadth
(number of rural clients serviced) and depth (h@werghe clients are that are being serviced)
(Yaron, 2005).
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3.2  Why ‘best practices’?

The inadequate supply of agricultural credit theeatthe success of land reform, food
security, agriculture and rural land reform in gretsday South Africa. Given the challenges
and risks encountered in agricultural lending ahd tecent global financial crisis; the
provision of credit has become even tighter andcéethe need to explore innovative
approaches to agricultural finance has become iapbi(Kloeppinger-Todd and Sharma,
2010). Although this is an economy and sector valdallenge, the agricultural sector (and
small-scale agriculture in particular) is for theosh part affected. Formal financial
institutions have not found the appropriate delivenodels that encourage and support
agricultural finance accessibility among small-sectdrmers. Though the finance needs of
individual small-scale farmers appear minute (irmmparison to the large commercial
farmers), on the aggregate, the demand for agui@lltredit by small-scale farmers remains
substantial (Doran et al., 2009). Another challetige small-scale farmers are faced with is
the lack of appropriate means of ‘traditional’ eddral, exacerbated by the rapidly increasing

input and operating costs (ABC, 2011).

In light of the challenges faced by the agriculkw@ctor in attracting financial capital, best
practices in agricultural finance are the innovatimethods and procedures that address the
supply and demand side constraints and challerfga® (both the finance and agriculture
sectors’ perspectives). The set of methods andedwoes must improve the levels of access
to agricultural finance in the sector. Supply stdastraints include credit risks (market and
weather related risks), technical failure, and rhbeeard risks. The response of the formal
finance institutions to all these risks and ungsfiias is through stringent collateral
requirements that are restrictive for small-scaleners. The sustainability of formal finance
institutions is also at risk in terms of portfolisk management. Given the weather and price
related risks in specific commodities and supplgich, the possibility of defaults on loans
can have a consequential impact on the loan pmrttplality on the part of agricultural
finance supplies. The issue of transaction costscisallenge at the client level as well as the
sector level (finance). The rural and sparse locatif most farmers is an obvious constraint,

but also the appraisal and supervision costs irehhand thus cost-effective procedures for
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searching and evaluating information and monitobogowers are indispensable (Hdllinger,
2003).

3.3. International experiences

This section is largely based on the case stutietsviere undertaken by Klein et al. (1999)
and Hollinger (2003). The work by Klein et al. (B99s based on three case studies in
Thailand (BAAC), El Salvador (Financiera CalpiajdaPeru (Cajas Municipales de Ahorro
Crédito). The work of Hoéllinger (2003) is based work in seven countries; Bolivia
(Agrocapital, Caja Los Andes, CIDRE and ANED), Ghg®@utgrower schemes for oil palm
and rubber), India (MRCB and BASIX), Indonesia (BRMadagascar (CECAM),
Philippines (Rural Bank of Panabo), South Africarfd Bank), and Thailand (BAAC).These
studies considered rural finance institutions tratlvide agricultural lending to some extent
(these range from agricultural development banks| banks, NGOs, etc.). Hollinger (2003)
states several factors that contribute to the sscoé formal finance institutions that are
involved in agricultural lending and formulates 4beinto a set of main lessons that can be

considered as best practices.

3.3.1 Description of international case studies doest practices

The discussion below focuses on some of the cagbest mentioned above and tries to
highlight some of the unique characteristics, s®wj and products that promote access to

agricultural credit for small-scale farmers.

3.3.1.1 Bank for Agriculture and Agricultural Cooperatives (BAAC), Thailand

‘BAAC is one of the few examples of a successfully reémagricultural development bank
which has achieved huge outreach while maintaifimgncial viability’ (H6llinger, 2003).

The Bank for Agriculture and Agricultural Coopevas started out in 1947 providing
funding for cooperatives in Thailand. It was thatet (1966) expanded to cater for individual
framers as well. The bank has a strong rural deweémt orientation, albeit through
agriculture development. The activities of the bagrkain linked to public and private sector

development activities so as to strengthen thenieahsupport available to farmers.
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The bank offers deposit (including insurance), tradd banking services (such as transfers,
payments to public utilities and bill collectionshpplication for credit extension to
individual farmers is accessed through a localcefbranch in the rural areas. The bank
requires for farmers to have the necessary skdlsplan their agricultural enterprises
accordingly and produce a marketable surplus. Aeratbquirement from the bank relates to
the social capital that exists in rural communijti@s farmers must be of good reputation in
the rural communities within which they reside. BBArovides numerous credit products
that range from short, medium, and long term. Thatgerm loans cater for production costs
as well as household expenses. The medium terns lx@naccessible either as asset finance
or cash, depending on the needs of the farmer lmmdntended use. The long term loans
offered by the bank cater for land, production,poocessing related investments. Credit
extension to cooperatives ranges from short termod(mction oriented) to long term
(investment oriented). The bank does however appbye stringent controls in terms of
commitment, collateral requirements and guarantegsoup lending services and products
(BAAC, 2011).

3.3.1.2 Agrocapital, Bolivia

Agrocapital serves small to medium agriculture aweh- agriculture based enterprises in
rural areas. The organisation provides short andiume term loans to individual farmers
who must provide immovable and movable assets dstemal. Loans of less than
ZAR50,000 can be secured with personal guarantegshaough pledging non—registered
assets. The loans are used mainly for investmentsproduction related activities,
improvements in land and machinery, transportatisrwell as agro—processing (Héllinger,
2003). As of 2010, Agrocapital recorded over srtehousand borrowers (Mixmarkert,
2012).

3.3.1.3 The BASIX group , India

The BASIX group is a non-bank financial institutithvat is largely based in rural areas, deals
with over 3.5 million customers, and has a stafitowent of about 10,000. The group has a
comprehensive strategy that incorporates Financiatlusion Services (FINS),
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Agricultural/Business Development Services (Ag/BD@nd Institutional Development
Services (IDS) (Figure 4).

LIVELIHOOD TRIAD

Institutional Development Services

Livelihood Financial Agriculture/Business Development
Services services
Figure 4: The BASIX Livelihood Triad
Source BAAC (2011)

The financial inclusion services component providasgings, credit, insurance, transfer, as
well as warehouse receipt systems services. Theu#gral/business development services
component deals with productivity enhancement, nskigation, value addition, market
linkages and enterprise diversification. These riexdi support programmes are delivered to
organised farmer groups, informal associations @l as agricultural cooperatives. In order
to make sure that these groups function effectjuiblg group has a component dedicated to
Institutional Development Services (IDS) (BASIX,1Z).

3.3.1.5 ANED (Asociacion Nacional Ecuménica de Desallo), Bolivia

ANED is based in rural areas, and grants loansafprculture and agri-business related
activities (75% of loan portfolio). ANED boasts Wweler five thousand active borrowers as
of 2010 (Mixmarkert, 2012). Loans are granted tdividual farmers with movable and

immovable collateral. Over and above credit extamsihe institution makes use of a leasing

instrument when it comes to financing of agricudtiequipment (Hollinger, 2003).

3.3.1.6 Centro de Investigacion de Desarrollo Regial (CIDRE), Bolivia

CIDRE is a non-governmental organisation that sfterm finance to groups of farmers. The

credit provided to the group of farmers is utilisedaddressing production and marketing
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constraints on a broader scale and serves as wayater individual farmers to apply for
further credit. The centre provides technical @#asie as well as the supervision of group

investments.

3.3.2 Lessons drawn from international best practies case studies

The factors considered below (i to xi) contributethie deepening of rural credit markets but
also contribute significantly to the removal of thleancial access barrier for small-scale
farmers. Overall, the outreach and sustainabilitioomal finance institutions in small-scale

agriculture lending is improved; and the bankapifihd loan repayment capacity of small-
scale farmers are strengthened. The resulting impewefits the local rural economy, and

contributes to the longer term agricultural anditgievelopment goals.

(i) Extensive branch network:an extensive branch network and use of mobile ingnk
services is important in reducing the transactiosi€ encountered by small-scale
farmers in accessing formal finance institutiokkein et al. (1999) asserts that
decentralized delivery structure reduces infornmatosts and thus reduces loan

default risk.

(i) Suitability of agro-climatic regions: given the weather related risks encountered in
agriculture, a suitable approach towards innovationagricultural lending
(products and services) is necessary. The agrialilpotential of certain regions
and associated risks of particular production systehould be taken into account
in terms of the loan products offered by formakfigial institutions. In a Land
Bank study (2011), it was found that there wasearcbattern of geographical
regions (Tzaneen, East London, North West, Nelsaind Pietermaritzburg) that
‘failed’ in terms of loan repayments either as suteof environmental or market

conditions.

(i) Diverse product range it is important for formal finance institution® toffer
products and services that are wide ranging ingesfrtype, purposes, and term.
For instance there are complementarities betwegmgs and loan products.
Savings allow for a farmer to accumulate funds,clvhin turn can be used in
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obtaining and securing a loan or assets (whichbmmsed in expanding farm
operations or as collateral). On the side of tmen&d finance institutions, a farmer
who has a savings account provides a track recbimlginess transactions and
trends in his income cycles (minimising the morakdrd problem). Flexibility

with regards the appropriateness of loan productk laan repayment terms is

indispensable, in view of the seasonal nature n€algural production.

(iv) Appropriateness of lending instrument: the three types of lending instruments that
are widely utilised in lending to the agricultuector are term loans, leasing, and
equity finance. Term loans are the most popularhoeetof lending, and due
consideration must be paid to the issue of repaysamedules. Equity financing
has been seen in agribusiness and large land refaj@cts, though this has not
become widely popular. Leasing is the least ussttument in lending to the
agriculture sector, especially when considering Ikatale farmers. All these
three however, present opportunities for developingppropriate mix of lending
methods depending of course on the needs and eeggnts of the framer.

(v) Client screening and selectionin some of the well documented success stories of
lending to rural people (including farmer), grounding methods have been
championed as the most appropriate lending metbagd Rural Bank of Panabo,
ANED, BAAC, CIDRE). Depending on the strength otsd capital in existence
within a community, the use of farmer group lendoam be beneficial (in terms
of screening, supervision, procurement, and marggtiln conventional term

loans, formal finance institutions deal with indiual farmers.

Some of the innovations that have been adoptedidechousehold income and
livelihood pattern assessment. Instead of relyinty on farm income data, data
on other sources of income that flow into the oldrausehold income and cash
flow are considered. It is true that for small-ecirmers, it is sometimes difficult
to separate farm income and expenditures from hmldeincome and

expenditures, thus a rounded approach is more ppat®. South African formal

finance institutions (largely commercial banks) yide up to date data on

commodity prices, the accessibility of market astléor loan applicants is an
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important factor. Formal finance institutions canceurage and support the

vertical integration of farmers into the value ¢has a means of establishing the

repayment-ability of loans.

(vi)Innovations in collateral requirements Compared with conventional banks, the

case studies revealed that there is scope fosinglicollateral substitutes such as
joint liability mechanisms and co-guarantors (tlgloufarmer groups, technical
service providers, cooperatives, etc.) as weliasslon produce, movable assets,
etc. Collateral substitutes are usually of lessduer and burdensome on the part
of formal financial institutions (thus a need foguéy contributions remain
necessary), and perhaps a combination of conveaitimollateral with collateral

substitutes can be used.

(vii) Selection of viable farming enterprisesthe approval of agricultural loans should

(viii)

be based on the conservative evaluation of thenbssiplans and projected cash
flow in a realistic and prudent manner (loan assess techniques). The technical
and economic feasibility of a farm (together withe thuman capital available)
should be considered in great detail. At the feewel, the farm size, farming system
as well as the technologies and innovations adoptegroduction management

should be considered in order to improve the bailikabf the farm enterprise.

Structuring of loan payments: the flexibility of the schedule for loan repayment
should coincide with the cash flow patterns of fdmen enterprise and/or household.
The length of the repayment term can be structuredmanner that suits the lender

and borrower, depending on the economic conditions.

(ix)Interest rate levels: The levels of interest rates are influential fothbthe formal

finance institutions as well the farmers. Interestes have an impact on the
financial viability of agricultural investments, gémstitutions that manage to offer
lower interest rates (in comparison to the markét)rsuch as BAAC and Land

Bank, aid farmers by lowering the total cost oftd&drvicing.

(x) Non-financial support and technical servicesthe availability of non-financial and

technical support services plays a significant inldetermining the profitability
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(and risk) of agricultural investments. There ineed for partnerships between
formal finance institutions, service providers (fi@rs support services) and
farmers so that there is assurance with regardset@vailability and quality of

training, inputs etc. as well as adequate monigpaind supervision.

(xi)Management information systemsthe accurate management of client, market, and
production records is crucial in client profiling well as the management of day-
to-day operations. Such systems are essentiahegscbuld even be coupled to
loan portfolio monitoring and reporting on loan lissements and repayment,

provided that they are adequately sophisticatedraedrated.

3.4  Best practices in lending to the emerging secto

Agricultural lending to small-scale farmers is aldnge that requires careful consideration
on the part of formal finance institutions. Smalate farmers operate under conditions that
require specialised interventions in terms of typle products and services, delivery
mechanisms, and monitoring systems. Given the largmbers of small-scale farmers, the
levels of outreach to small-scale farmers can h@oned significantly in South Africa. Over
and above, guided by the agriculture and rural ldgweent agenda, agricultural lending
should be part of a broader rural incomes expanstmtegy. Risk reducing mechanisms
(either from household expenses or the farmingrprige itself) are important in lending to
small-scale farmers. Agricultural loans and farreepport services that emanate from the
public sector particularly should be well coordath{Coetzee, 2001). The majority of small-
scale farmers that have obtained agricultural Igansome other form of agricultural capital)
rely largely on public programmes and projects (tito limited in size and impact). Such
programmes include CASP (Comprehensive Agricul&upport Programme), LRAD (Land
Redistribution for Agricultural Development), AgiEE Fund, MAFISA, and Land Bank
Staircase of Products (Mbetha, 2009). There haem lBenumber of contract farming and
sharecropping arrangements that have emerged véthall-scale agriculture as a means to

attract and secure agricultural loans with variale players in agri-business.

Agricultural lending best practices that address ribeds of the small-scale farming sector

can be classified as: policy and institutional eswiment, economic, and production related.
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The policy and institutional environment shouldrbsponsive such that the turn-around time
is reduced, products and services are appropriatetygned, loan terms and repayment
schedules are flexible, policy and programmes a# aesigned and fitted, and farmer and
enterprise selection is not prohibitive. The macom®mic environment needs to support
conducive interest rates. Agricultural lending bgstctices should include innovations that
offer post production support (financial managemeptoduction and market risk

management, and business management).

It follows then that the transformation of the agtiural sector is not only a process of access
to land and water resources, but also improvingn®ed access to inputs, markets, credit,
etc. through institutional infrastructure, progragsrand policies that are responsive to the

needs and requirements of small-scale farmers.
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CHAPTER 4

METHODS AND PROCEDURES

In this chapter, the inquiry strategy and broaceaesh design, as well as the theoretical
background underpinning the study are discussed. ddscription of the inquiry strategy
deals with methodological issues of how the stumiysato address the study objectives

outlined in Chapter 1.

4.1  Theoretical background on small-scale agricultte financing

The decision to use formal finance institutionsshyall-scale farmers for agricultural credit is
largely underpinned by borrowers’ characteristaog] the loan terms and conditions imposed
by lenders (Kashuliza and Kydd, 1996; Zeller, 1994¢ller (1994) also indicates that
Physical distance of small-scale farmers from fdrleading institutions is also one of the
factors that limit access to formal finance. Thisralso a school of thought that is rooted in
the premise that the type of formal finance insttu and its policies (duration, terms of
payment, collateral requirements and the provisairsupport services) will often determine

access to finance (Schmidt and Kropp, 1987).

There is a limited body of work that attempts tglax the functioning of credit markets
within the developing country context and the irmoalions of incomplete markets and
imperfect information for the functioning of crediarkets in developing countries. Based on
the work of Stiglitz and Weiss (1981), it is evitie¢hat formal finance institutions are faced
with tough choices in terms of lending to smalllsdarmers. Formal finance institutions are
not in control of the actions of borrowers due toperfect and costly information,
environmental conditions, as well as market pridéserefore there is a need to formulate the
terms of the loan contract so as to induce borrswe@take actions in the interest of the bank
and also to attract low risk borrowers. The terrhsamtract refer to the amount of the loan
that small-scale farmers qualify for, the amountcollateral required, time it will take to

service the loan, applicable interest rate, lendmgghodologies and policies and so forth.
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Access to financial services by small-scale farnmefermal financial institutions is, to some

extent, aided by the institutions mainly throughithterms of contract’.

This is the premise of the theoretical backgrouhthe study. A thorough examination of the
‘terms of contract’ by formal finance institutioaad linking these to agricultural lending best
practices internationally in institutions that hawanaged to sustainably lend to small-scale

farmers, constitutes the theoretical backgroungtatbin the study.

4.2 Main features of small-scale agricultural lendig best practice

The main features of small-scale agricultural lagdbest practices adopted in the study
draws heavily from literature that assesses bemttipes criteria in rural and agricultural
finance institutions internationally. This sectienbased on prior studies carried out in Asia
and Africa by other researchers (Yaron et al., 199@in et al., 1999; Hoéllinger, 2003;
Yaron, 2005; Samuel, 2008; SBP, 2009). Only elem#hat are relevant to this study and the
South African small-scale farmer context are cogzr®id. The two main components of
agricultural lending best practices discussed ragtte are performance assessment and mode
of operations. The primary factors considered imfquemance assessment are outreach,
sustainability, and growth of small-scale lendimqge@tions by formal finance institutions.
The key factors considered in mode of operationrdude management structures and
personnel capacity, delivery mechanisms, lendingips, terms and conditions, quality of

loan portfolio (loans in arrears), and interese aolicies.

Given the nature of privately owned (commerciabfal finance institutions, it is accepted
that small-scale lending objectives differ from anstitution to the next. In as much as the
institutions are autonomous and differ in some ety there are some common basic
principles that apply across them in terms of assgshe extent to which their agricultural
lending practices best suit small-scale farmersoter significant component that is not
discussed in detail in this study is that of coasity the macroeconomic framework and
policy environment. Given the parameters of thiglgt and the formal finance institutions
studied, it is assumed that the same macro-econbiameework and policy environment

affect all formal institutions.
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421 Performance assessment

The primary performance assessment criteria, nle$tahding the financial performance (a
crucial aspect that remains outside of the scopé¢hisf study), are considered. Factors

included in performance assessment include outreaels, growth, and self-sustainability.

4.2.1.1 Outreach

Expanding agricultural lending outreach by formahahcial institutions is crucial in
assessing agricultural lending to small-scale fasn@s the number of small-scale farmers
serviced, and the average sizes of loans, givenditation of demand-led growth in
agricultural credit provisioning. The number of dksaale farmers serviced is a good
indication of market penetration, especially whempared to the national figures of the total
number of small-scale farmers. With regard to miagkenetration, it is also crucial to
consider the number of female borrowers — thisine with the head of household status
trends observed generally in rural South Africae Hverage size of loans that are made by
small- scale farmers in comparison to their nesdani important factor to consider as the
largest capital requirement for farmers goes ihogurchasing of land, fixed assets, as well
as bulky machinery. This factor remains crucialsasll-scale farmers in general struggle
with the affordability issue when approaching fotrfimance institutions, and the nature of
agricultural production requires some thresholceleaf production (economies of scale) in
order to remain profitable as an enterprise. There need to reinforce the financial
institutions’ interface with which the farmer indets at the local level, i.e. reinforcement of

retail level services is critical for enhanced eatth as well as impact.

4.2.1.2 Growth

The rural locality of small-scale farmers (and farmin general) and the sparse population
density of farming communities contribute to thereased transaction costs that are faced by
farmers in accessing formal financing institutiorfssom the side of formal finance
institutions, establishing distribution networksdéranches in rural areas remains costly and
unattractive. The extent to which formal financstitutions are accessible to small-scale

farmers contributes significantly to the deeperohthe finance sector (locally) as well as the
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growth and development of small-scale farmers. Gitlee diverse demand for financial
services and products in rural areas, a variederahgnstitutional types is required to expand

the outreach and thus an opportunity for instingicdevelopment and expansion.

4.2.1.2 Self sustainability

The agricultural sector remains prone to producioa market risks. Depending on the
spread of the loan portfolio of formal finance ingions, the prevailing macro-economic
conditions, and policies governing the finance @gdt is important for financial institutions

to maintain a healthy bottom line. This is impottas the continuity of services towards
small-scale farmers contributes to the gradual ldgweent of small-scale farmers into

commercial farmers over a long term period.

4.2.2 Mode of operation

The organisational principles, structure, and pedichat contribute to the success of small-
scale agricultural lending by formal finance ingiibns are considered. The needs of the
target client (in this case small-scale farmersyinmform the mode of operation in terms of

products and services provided as well as the afpending instruments utilised.

4.2.2.1 Delivery mechanisms

The delivery mechanisms that formal financial ingions employ in order to reach small-
scale farmers, and also remain accessible to thmim as the number of branches, mobile
stations, adoption of technology, are factors tasaer. The time that formal financial
institutions take in processing loan applicatioasd the methods of communication of the
requirements throughout the various loan stage<tieal in promoting accessibility and
transparency in agricultural lending. The levekwohplicity of the loan process itself should
take into consideration the literacy levels of drsable farmers. There is also a need for
monitoring systems (production estimates and conityqatice fluctuations) in terms of

repayability of the loan within the designated lsapayment term.
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4.2.2.2 Lending policies, terms and conditions

Policies that pertain to eligibility of small-scdi@mers in the loan application process, the
requirements thereof such as business plans, pedj@ash flow statements, and collateral
requirements are considered. This is becauseamyroases, small-scale farmers state these
as barriers to accessing agricultural credit. Redithat pertain to minimising the information
asymmetry problem by obtaining information and @slsessment of potential borrowers are

important.

4.2.2.3 Quality of loan portfolio (loans in arrear$

The quality of the loan portfolio (particularly agultural loans that are in arrears) is
important when considering the sustainability iroglions. The definition of loans in arrears
can differ from one institution to another. Thexibility of repayment terms is an important
issue when considering the potential weather riied are encountered in agricultural
production. This also has implications for the geglity of agricultural loans by small-scale
farmers, which contributes to improving the deptlowatreach.

4.3 Description of inquiry strategy and broad reseech design

This section is based on an in-depth review andysisaof prior studies on formal finance

institutions that provide agricultural finance aagricultural lending best practices. The aim
is to evaluate the extent to which formal finanegtitutions apply best practices in lending to
emerging farmers. The different arrangements, t@dgmes and innovations that are adopted
by these institutions in delivering agriculturaédit to small-scale farmers will be studied in
relation to what has been reported in the litemfag agricultural lending best practices. This
involves sequential steps to collect, know, comenelh apply, analyse, synthesize and

evaluate relevant literature in order to providera foundation to the topic under study.

The main limitation of gathering data from secowdaources is that some of the data
required to answer specific questions might noavselable, making it difficult to address the
guestions adequately. Another limitation stems frahe different objectives and

methodologies (and study designs) of previous efijdhe data might not be in the right
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format or specific enough to answer some of thestijies in the current study. Lastly, given
the free market structure under which formal firamstitutions operate, national legislations
i.e. National Credit Act, 2005 (Act No. 34 of 200&)d Consumer Protection Act, 2008 (Act
No. 68 of 2008), and respective company policiesthan level of client data that can be

availed to the public are applicable.

4.3.1 Research method

The inquiry strategy adopted for this study relmeainly on literature reviews and semi-
structured interviews. It is both evaluative andlgative. Qualitative and quantitative data
are collected on the methods, techniques, andumsints of lending that apply to emerging
farmers in South Africa. The applied research apginds relevant to the challenges faced by
the agricultural sector (even more so by smallesdarmers) in accessing agricultural
finance. The significance and challenges relatinogess to agricultural finance for South

African small-scale farmers have been highlighteGlhapter 2.

The sources of data include research reports, ameparts, general company reports,
procedural manuals, articles, journals and othiewvamt documents that are available in the
public domain. Internal and annual company repotttained and authorised from the
relevant stakeholders (both in the finance andcaljtral sectors) were used as complements
but also to contextualise the results of the sthdyugh content analysis. In-depth interviews
with key stakeholders were conducted in persont@eghonically.

4.3.2 Sample design

The study focuses on formal finance institutioret tire identifiable as the major role players
(four commercial banks as well as the Land Bank)pEasis is placedon credit provisioning

towards the agricultural sector, highlighting snsallle farmers as a case-in-point. For
objective comparison of these institutions, they eategorised according to business types

(commercial, cooperative and public enterprises).
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4.3.3 Data collection and analysis

The data provided in the Abstract of Agriculturaatsstics (DAFF, 2010; DAFF, 2011) are
considered for identifying the major lenders to diggicultural sector. However, the data are
not disaggregated according to the different categmf farmers (i.e. commercial and small-
scale). Nationally aggregated data on the suppagatultural finance to small-scale farmers
are not readily available. Therefore, data obtaifreth the designated formal financial
institutions were utilised as a proxy for the natibaggregate, as they are major lenders to
the agricultural sector (90% of total farming detgie Table 6). The data on the total national
farming debt as provided by the DAFF can be usecbtopare and establish the proportion
of agricultural finance that is directed to smaldle farmers.

Based on the data availed by formal finance insting’, the extent to which their lending
operations have expanded outreach towards smad-fmaners was analysed based on the
number of professionals that serve the sector,ntimaber of branches that are located in
major agricultural districts, the actual numbeisofall-scale farmers serviced, the proportion
of the loan portfolio that is dedicated towards Wiseale farmers, etc. In view of the
constrained financial sector environment (recenaricial crisis, credit regulation laws),
financial sustainability in agricultural lending @drmal institutions has become even more
important. Indicators such as loan repayment rate the proportion of loan portfolio in
arrears are considered as indicators towards ttendial sustainability of formal finance
institutions. With regards to public finance ingtibns, the fiscal support of such programmes

within the existing macroeconomic framework is ddased.

All these aspects contributed to the design ofrdsearch instrument (Appendix A) which
can be used to ascertain the levels of adherenbedbpractices in small-scale agriculture
lending. This provided an indication of the levélamherence to agricultural lending best
practices in lending to small-scale farmers by fttrenal finance institutions considered in
this study. This is not a pronouncement on thellefzeverall performance of the designated
formal finance institutions, but rather a tool thah assist formal finance institutions improve

their small-scale agriculture lending methodolog{es terms of product types, delivery

1 The information collected was based publicly alddadata as well in depth voluntary interviews wiiy
participant from some of the formal finance indtdns.
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(@

mechanisms, lending policies, loan application psses, etc.) based on contextualised best

practices as a guideline.
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CHAPTER 5

RESEARCH FINDINGS — MAJOR FINANCIAL INSTITUTIONS AN D THEIR
PERFORMANCE IN LENDING TO SMALL-SCALE FARMERS

In this chapter, the research findings are preser@eme of the specific indicators that are
related to the criteria, procedures, and lendingrafons that are applicable to small-scale
agriculture financing are discussed in detail. Mwe¥, the chapter tries to establish the
performance of formal finance institutions throughalysing outreach, growth, and self-

sustainability.

5.1 The overall picture

Overall, it appears that formal finance instituso(particularly commercial banks) are
lending to ‘resource-poor black farmers’. The target for the sector in the 2004 — 2008
period was to lend R1,5 billion to this segment agricultural producers (Table 7).
Seemingly, this target was well exceeded as tharem Sector Charter Council reports that
R1.8 billion was extended to resource poor blackés. These figures are inclusive of the
following types of financing deals:

* Creating funding products and stimulating access;

* Land reform involvement and support;

» Creation of enabling structures for transformation;

* Policy and programme contribution; and

* Infrastructure and BEE financing.

Table 7: Performance of the finance sector (in lendg to resource-poor black farmers),
2004 — 2008

Description Ta_r gets and qc_h|eved Percentage
figure (R million)
Target Originations Agricultural loans 150.0 121
Achieved Origination Agriculture loang 181.6
Source:Department of National Treasury (2008)
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The geographical spread of the credit extendedeasource poor black farmers’ in South
Africa is shown below (Figure 6). The largest shases in KwaZulu-Natal (23%), with the
rest of the provinces ranging between 5% and 10%e Toans categorised as
‘unallocated/national’ refer to loans granted tenfars throughout the nine provinces of
South Africa.

Eastern
Cape
7%

Western Cape
9%

Kwazulu-Natal
21%

Limpopo
Mpumalanga | 6%
10% \

Figure 5: Geographical spread of loans extended teesource poor black farmers’ by
the finance sector
Source:Department of National Treasury (2008)

5.2  Major formal institutions

The main types of formal finance institutions tla@é participating in agricultural finance

provision are grouped according to ownership stasusell as type.

5.2.1 Commercial banks

ABSA

Absa Agribusiness, the agricultural division of AbBank is one of the largest in South
Africa and boasts over 50 agribusiness specidhdéshatola, 2012). The sole purpose of this
unit is to provide financial services to role-plegsen the agribusiness sector. Noting the
existing duality in the South African agricultursgctor, Absa Agribusiness targets both the

commercial and small-scale segments, though therani emphasis on maintaining its
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dominant market share in the commercial side of ¢betor. The Agricultural Digest

2005/2006 indicates that Absa’s product range deduoverdraft facilities, mortgage loans,
asset finance, insurance and assurance, and dogtoagng among others (DAFF, 2006).
Janovsky (2009) noted that the role of the bankexgsmnded from the traditional definition
(finance and insurance) of banking services to aislude brokering, buying, and selling of

farm produce.

In conjunction with various public stakeholdersqsias DAFF, Khula Enterprise Finance,
and Department of Rural Development and Land reforAbsa Agribusiness tries to

accommodate small-scale farmer development asmaires key to the transformation and
development agenda as well. The business develdpméns dedicated to the management
and administration issues that deal with smalles¢atmers’ needs in terms of agricultural

financing, business plan development, and strutjust deals (Absa, 2011).

This division that deals with agricultural lendifadls under the business banking unit, and is
not significantly covered in the publicly availabt®mpany reports. Part of the strategy
adopted by Absa Bank in dealing with agricultueaiding aims at further strengthening and
leveraging strong agricultural capabilities thall Waad to differentiation, market leadership,
and competitiveness in the market. The strategicicatural lending programmes
implemented by the bank centre around the valuenclgproach e.g. procurement, ‘see-

through-credit concept’, trade, and commaodity ficen

In 2010, the bank announced its plans to adopteapproach to agricultural financing. This

new approach introduced innovation with regards$éocollateral requirements of the bank in
granting agricultural credit and adopts a ‘holigtfgproach to agriculture and its downstream
value chain’. This in regard to commercial farmdos instance, places emphasis on
commodity-based finance products since the valu¢hefagricultural produce can be of

significant worth to be considered together with thaditional collateral asset value (land).
This innovation is also critical in expanding agitaral credit to small-scale farmers as the
value of both their assets and produce will bertakéo consideration in the loan appraisal

and approval cycle (Janovsky, 2010).
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First National Bank (FNB)
First National Bank (FNB) Commercial is a subdieisiof FNB, which is part of the

FirstRand Group. The business banking divisiondeagral specialist sectors, and agriculture
is one of them. FNB recognises the importance efatyricultural sector within the broader

South African economy. The bank offers overdrafilittes, medium and long-term loans, as

well as day-to-day banking facility to cater to thgecific needs of farmers. Financing for
vehicles, machinery, and plant assets is done ghraesbank (another division of the

FirstRand Group). FNB boasts over 650 branchesndrdabhe country which farmers can

access as a contact point and caters for all faraued farming enterprises in the non-urban
and peri-urban areas (FNB, 2011).

The annual financial statements released by tle Rational Bank do not show the statistics
relating to small-scale farmers, but rather thacagiural sector as a whole; even though
agricultural credit is extended to ‘emerging BEKEi@gture’ as part of FNBs empowerment
financing. The publicly available annual financitements reveal that about 2.9% (13 446
out of 461 503) of the total advances made in #a Y010 were directed to the agricultural
sector. This represents a slight improvement infipgres in comparison to the 2.88% of
2009. The number of non performing agriculturan®aecreased from 392 (3.24%) in 2009
to 390 (2.90%) in 2010.

The bank also makes available grants to variouge@o and programmes across South
Africa. In 2010, 3730 grants were made towardscatjural livelihoods as part of the
WesBank Fund flagship programmes that seek to lpeak&rty. To some extent, this can be

perceived as a contribution to small-scale and gmegifarmers.

Nedbank
The Nedbank business banking division has agrimilis one of their focus sectors that is

based on a client focused approach that is ‘loedjispecialised, and customised’ (Nedbank,
2011). There are over sixty regional offices thé#feroexpertise on local agro-climatic
conditions as well as supporting organisations ragtavorks. The product range and services
that are offered by the bank are tailor-made todbamands of the agricultural sector by
agricultural specialists in agronomy, horticultur@and livestock production. Cost
effectiveness of the financial products and sesvioffered is ensured through electronic
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banking facilities, professional approach, competjt and individualised packages that

include lending, investment, transactional, andi®ealdded solutions (Nedbank, 2011).

Nedbank’'s sector focus on agricultural finance Bsgaround three subsectors, viz.
horticulture, livestock and field crops along thetie value chain. The bank offers non-
financial support as well in the form of capacityilding and mentorship programmes. In the
2011 financial year, a number of small-scale anergmmg framers have benefitted from
these services, which focused on business skdigitilg and specialist advisory services
(Nedbank, 2011).

The annual financial statements do not reflectatmunts that were granted to small-scale
and emerging farmers but rather the agricultureiasan its entirety. In 2011, Nedbank has
granted the agricultural sector R6903 million. Tdenk granted loans and advances to the
agricultural sector to the total value of R5613liml in 2010, which constitutes about 1.15%
of the total loans and advances. In 2011, the total and advances impairments amounted
to R53 million. The sector had a total loan impannof R57 million in 2010 which
represented a ratio of 1.02%; one that is much fdian the overall ratio of impairments of
2.31%.

Standard Bank
Standard Bank is one of the longstanding and lgadgricultural finance institutions in the

South African market. The bank focuses on both cemsral and small-scale farmers as well
as various role players in the agriculture valuaithThe services rendered by the bank fall
under the AgriPlan programme, which includes adyiservices (agricultural managers and
advisors) as well as financial products (investmaatducts as well as short, medium and
long term loans). Other publicly funded initiativ@sRAD grants and Khula Land Reform

Empowerment Facility (LREF)) are leveraged by thalbin order to improve the viability of

small-scale farming enterprises. The Agriculturaigd3t 2005/2006 indicates that the
Standard Bank agriculture division also offers @ricsk management (through trading on

Safex markets) to producers, processors and trddéfsF, 2006).

Standard Bank aims to be the leading bank in algm@l transformation in South Africa, and

targets financing the agriculture value chain frpra-production all the way to retail. This
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includes a funding solution that makes finance dinglct procurement of inputs available to
small-scale farmers. The bank’s commitment to ‘fiiciag black owned agricultural entities
is driven by our need to create economically soatde in the agricultural sector as the
foundation for our growth and profitability” (Mokgea, 2012). With regards to agricultural
development and transformation, Standard Bank &xas the following areas (Mokgojwa,
2012):

* Financing small, medium and large commercial biackners: depending on the size
of land that farmers have access to (use rightsnahdecessarily ownership rights) in
order to produce goods to the market. This is datteer directly to the farmers or
indirectly through intermediary services, and supptructures such as a cooperative,
agribusiness etc. These intermediaries enhancengrrapability (both technical and
business management skills) and access to findmoagh retail financial services,
shared services, or any other structure that shmilspproved by Standard Bank.

* Equity partnerships: in most instances, this happgenbe an existing commercial
white owned primary producing entity that gets ilveal in an equity partnership with
black entrepreneurs (farm workers or black farm@produce goods to the market.

* Value chain financing: an existing agribusiness theshes to sell equity to black

entrepreneurs.

The bank tries to position itself as a providerlofowledge, experience and expertise in
agricultural banking’ in South Africa as well asrish. Even though the bank is not actively
involved in all avenues of the agricultural sectdr,does however present links and
opportunities to their client base through an esitennetwork in the value chain — from input

suppliers, agribusinesses, machinery and equipsugqiers, to markets (Mokgojwa, 2012).

5.2.2 Public entities

Land Bank
The Land Bank is mandated under the Land and Algmi@l Bank Act (Act No. 15 of 2002)

to, among others, aid small-scale farmers to aecagricultural land, enhance productivity
and profitability of farms, and promote agricultuetated entrepreneurship. The overall
objectives are aimed at growing the agriculturait@e(both small-scale and commercial),

creating jobs, and leveraging rural developmentfand security initiatives to foster overall
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development. In actual fact, the Land Bank is thle slevelopment finance institution that is

dedicated towards agriculture and rural developrme8buth Africa (Land Bank, 2011).

The Land Bank is a specialist agricultural bankt lsaentrusted with extending access to
financial services to commercial farmers, agribesgn as well as the historically
disadvantaged farmers, particularly the emergirgategory of farmers. With this mandate,
the bank is best described as a development fingrstéution (retail and wholesale) that
aims to serve all farmers equally (Land Bank, 20T0je mission of the Land Bank is to
provide appropriate products and services for bmimmercial and small-scale farmers,
leverage private sector investment into the seatad,develop lending techniques that reduce
the market- and weather-related risks encounterdde agriculture sector. The programmes
of the Land Bank aim to be in line with the goveemhoverall land reform as well as

agricultural and rural development objectives (L&aohk, 2011).

To achieve this, the bank has developed a uniquefgaoducts in order to provide world
class service at competitive rates. The bank hdg&tches and 45 satellites that spread over
the nine provinces. In keeping abreast with teabgioll innovation in financial services
provision, the Land Bank has established mobileimgnfacilities in each province and is
operational in 64 areas. The task of rural deveknn the country, by Land Bank as per
the mandate, must therefore be seen as that ofgdi®e levels of productivity and income in
order that the rural communities, and the courtrgeneral, achieve self-sufficiency in food

production, general employment as well as adecigiert potential (Land Bank, 2010).

5.3 Overarching trends

5.3.1 Outreach

There is an extensive branch network (physical cpeints) that covers most of the formal
finance institutions (i.e. private banking instituts) in South Africa. There is a physical
access point within a 15km radius all across 75%a@fith Africa. However, small-scale
farmers in rural areas still remain underserveda assult of poor public infrastructure, low

levels of financial literacy, and no collateral etss Overall, there is an apparent increase in
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the total loan amounts approved for agriculturaink However, these are not indicative of

the disbursement rates as well as the disaggregag¢ioveen individual and corporate clients.

There is an increase of corporate companies thiaé mse of a number of funding models in
agricultural financing in South Africa. These relato value chain financing, contract
farming, and share cropping. There is enormouspyeiz potential with regards to these and
other funding models and how they improve the kewvel formal finance institutions”
outreach to small-scale farmers. This however rbastaken into consideration within the
agricultural development context that seeks tosfiaam the rural economies of South Africa.
There is extensive coverage in terms of outreaclobyal finance institutions, though the

impact is limited in many ways in providing smatia¢e agriculture financing.

5.3.2 Growth

There has been considerable growth in the totalevalf loans that have been granted to
small-scale farmers by formal finance institutiohfowever, given the limited scope of
small-scale farmers that are deemed to be elidihléeerms of categories), the majority of
small-scale farmers still lack access to agricalttinance. However, figures that are publicly
available include commercial farmers, and must hgerstood in light of the ever increasing

input costs.

5.3.3 Self sustainability

All the formal finance institutions considered imist study are well performing financial
institutions and have been in existence for longope and adhere to sound financial
principles. The strict loan approval and assessmréetia serve as gate-keeping mechanisms
with regards to small-scale farmers that genemtiynot have a credit history. However, in
some instances the figures for loans in arrearsrdggy small-scale farmers’ remain slightly
higher (Land Bank, 2011 & Mashatola 2012). The falrfimance institutions considered in
the study have managed to be self-sustainable antinoe to attract investors into the
respective entities. However, self-sustainabilityd not be maintained at the expense of

excluding small-scale farmers.
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5.4 Conclusions

The major challenges in agricultural finance auad some of the concepts that are used as
indicators to measure agricultural finance besttore, viz. outreach, growth, and self-
sustainability. There is an indication of a mixeaglresults in the overall performance of
formal finance institutions in providing small-sealgricultural finance. Few institutions have
a dedicated fund that is targeted for small-scaglecaltural finance provision. Generally;
there is growth in terms of the small-scale farno¢al loan book or dedicated fund, largely
due to widespread implementation of the AgriBEEngples. Again though, this only

represents a small fraction of total ‘agricultuedated loan book’ in the various institutions.

There are few documented cases of small-scale-farntgat have graduated to the
commercial segment of the sector as a result doedndirect) of the role these formal
finance institutions play in the development of Braeale farmers. This is contrary to the
fact that formal finance institutions are particugdoout the category of small-scale farmers
that are granted agricultural loans; generally b&swdle with the potential of getting
commercialized farmers are financed by formal foemstitutions. This points to the flawed
notions with which small-scale farmer developmengpproached, and also the disjuncture

between the finance sector approsica-vis the agriculture development approach.
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CHAPTER 6

RESEARCH FINDINGS — MODE OF OPERATIONS

This chapter presents the findings of the studthemmode of operations of the financial

institutions included in the study.

6.1  Criteria and procedures for lending to small-sale farmers

ABSA

The loan assessment process of Absa bank primardiuates the following three aspects:
loan repayability, collateral, and management cipa&egarding repayability, the bank
takes into consideration the financial statemeritdhe agricultural enterprise (projected
and/or audited), non-farm income assessment, Bsipkns, relevant technical skills, as
well as general livelihood patterns. The bank hdgpted strict collateral requirements —

given the higher risk associated with lending @ dlgricultural sector.

As a general rule, the bank requires a 50% co#latarlue to the required loan amount, and
only immovables can be considered in this regaith & few exceptions depending on the
merits of the loan application (e.g. off-take agneats). Non-farm income is considered as a
bonus with regards to sources of collateral anti asv considerations. However, this poses
a threat on management capacity as it can imply tthea farmers’ interests are split. The
management capacity of the farmer is a crucial @spethe loan assessment process. It is
important to verify the technical competencies lo¢ farmer in light of the production
operations requirements as well as the businesageament side of things. In accordance
with the geographic region in which a farmer isdzheind the industry within which the
farmer operates, varying levels of management d¢gpame to be expected (technical and
business related). The bank can however considertomeg programmes as proof of
capacity building, and farmers can be afforded dpportunity of enterprise development

programmes that can enhance their agriculturaremses (Mashatola 2012).
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The terms of agricultural loans can vary from améen years, depending on the amount and
intended use of the capital. Normally, the repaymeme scheduled according to the cyclic
nature of that particular enterprise or industrgrsthat payments are required quarterly or
annually. In the event that a farmer defaults am lttan repayment, the bank institutes a
collection process that can take up to 90 daysrbetwe loan is handed over to the legal
department. There are however allowances to resteicebts up to a maximum of two

years, depending on the projected recovery of ikergrise or industry (Mashatola, 2012).

Mashatola (2012) states that, depending on theasskciated with the enterprise or industry
there are varying levels of interest rates appledb loan amounts. The factors that are
considered to mitigate risk on the part of the farnG.e. technical skill and knowledge,

access to markets or contracts, as well as managecapacity) are considered in the

determination of interest rates charged on loanuentso

Land Bank
The Land Bank offers a number of loan products semdices to the agricultural sector —

from corporate clients, commercial famers, and bstlle farmers. Land Bank reaches both
small-scale and commercial farmers all over Souiica through a retail business division
that has twenty-seven branches. In line with thal ekature of South Africa’s agricultural

sector, the bank classified its operations accgrtiinthe targeted clientele, viz. small-scale
and emerging farmers, established and commerciatl astablished and emerging

agribusinesses and cooperatives (Figure 7).

Primary Agricutdral Production Agri Business/Agri Corporates

Emerging*
‘Small Scale and Emerging Comir ercial

\/

Established Emerging* Established

State and Government Organic and/or Government _ ©Organic and/or
Grant Supported Other (acquisitive) Supported Other (acquisitive)
Supported Financing Growth Financing Growth

- These segments | - Targeted market estimated at

ability to gain critical mass, TO

» Entering commercial farming
on a viable piece of land using
some technology

- Targeted market estimated at

skills

* Mumbers only indicative,
currently being qualified

- Targeted market estimated at less than

will now be between 200,000 and 300,000* less than 40,000 clients 40,000 clients

freated as a state clients - Well established commercial - Ranging from:

and grant = Ranging from: agriculture enterprises with large « Entrant into the large scale farming with a
supported - Farmers aspiring to produce for access to markets using mixture of production and processing
opportunity. markets and profit, but lacks technology and having adequate capabilities, but in need of, amongst others,

start-up capital, training and technical
support, TO

= Well established agri-enterprise with high-
end production and processing capabilities
in need of, amongst others, working capital,
deal structuring and hedging services

© University of Pretoria

62




Figure 6: Target operating model

Source:Land Bank (2008)

The bank offers short term loans (production relateith some innovation with regards to
collateral requirements. Some of these productsoffiered on the basis that the assets
purchased (livestock, farming equipment and implasievehicles) with the loan amount,
belong to the bank up until such time that therelban amount has been paid back to the
Land Bank. The terms and conditions associated tih product are also tailor made,
depending on the projected lifespan of the assmigable repayment plans (monthly,
guarterly, six-monthly or annual basis) and carektended to individual farmers or a group
of farmers. In its efforts to support the efforfggovernment with regard to improving access
to land, providing support for emerging farmersb@stence, small-scale and commercial)
and raising rural incomes, the bank offers speni@atgage loans (with reduced interest rates)
that are aimed at individuals and groups of peagie were previously disadvantaged and

whose endeavours are agriculturally inclined.

In 2011, the bank introduced a new banking dividlwat is aimed at providing products and

services (non-financial) to small-scale farmerst thid the development and transition of

these farmers into commercial farmers, the ‘re¢amilerging markets’. The bank has also
developed a wholesale finance facility in ordeeipand its lending to agri-businesses and
agricultural cooperatives that are oriented towamall-scale farmers. The bank is planning
to introduce a comprehensive framework for smadleséarmer support which is aimed at

dealing with the technical, allocative and systegthallenges that are faced by small-scale
farmers (Land Bank, 2011).

Kau (2011) states that the Land Bank has adoptbdsmess-like approach regarding the
strict criteria followed when it comes to the regments for successful loan appraisal. The
loan application and approval process includes IGlaecks, collateral requirements,
authenticity checks, and property and asset evaluatoan applications must clearly state
the nature and type of project to be financed. fihancial viability of the project, and
economic and social merits of the project/entegpase some of the issues that must be

included in the proposed business plan.
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Some of the components that are considered forraefdproject/enterprise to qualify for
finance by the bank are the following:

» Assessment for credit worthiness;

 Companies that are registered in South Africa areha South African majority

shareholding;

» Understanding of the Land Bank development mandate;

* Risk profile - control and mitigation measures;

» Operational capacity;

* Proven experience in agriculture development;

» Profitability and viability of enterprise; and

e Sustainability project/enterprise.

Sandard Bank
Standard Bank approaches small-scale farmer lertdieggh a value chain financing model

that involves public and private partners that eckafinancing of farmers’ production and
working capital. These public-private-partnershipsolve institutions that can provide good
education, training and extension services, andlsskind knowledge on production
techniques and technologies. There are partnershiibsinsurance companies that are in
place to mitigate the production risks associatéth whe particular industry or production
system. The partnerships that involve private seatpibusiness are geared at provision of
inputs in bulk (economies of scale), access to stark processing, storage, and
mechanisation requirements. The role of publicitusbns is also solicited with regards to
weather and information services, roads and eneaftpstructure, etc., as well as risk sharing

guarantees in some cases (Mokgojwa, 2012).

Standard Bank primarily provides finance for snsaile farmers, but is also aware of the
need to align the finance with provision of inputsgchanisation, market access, mentorship
services and advice (on technical and financiaéetsp. The bank focuses on the small-scale
farmer’s potential to develop and become commédyciaable, which can serve as leverage

for all the other stakeholders’ participation.

Access to finance is only one component of the éardevelopment and support structure,
which requires the participation of several othiaksholders and services that are provided

64

© University of Pretoria



by private and public institutions. It is throudtetimplementation of this holistic approach
that the success and growth of small-scale farmsaggaranteed, thus minimising default risk
by mitigating production and price risks, as wellssmoothing out of marketing, technical,

and financial constraints.

PRODUCTION MANAGEMENT

(50% of business)

BANK . Production risk management
. Financial management and
e Access tofinance admin
e Credit application *  Capacity building, skills dev &
s Payout transfer- technical, business
e Financial services e  Measurable milestones BUSIN_ESS MANAGEMENT (50%
e  Capacity building of business)
e Marketing
. Product
e  Off-take contract (price
y risk management)/
hedging/ export
FARMER e  Support
e Access to land
e 3 year track record
¢  Willingness to partake
¢  Full disclosure of financial position
INPUT SUPPLIERS 7y ‘\

e Quality seeds/ breed INSURANCE

e  Capacity building

*  Mitigates risk

GOVERNMENT

e  Grant funding?
Infrastructure
Mechanisation

. 1st loss guarantees

. Equity contribution

. Rate subsidy

Figure 7: Risk sharing partnerships
Source:Mokgojwa (2012)

The criteria used to assess the eligibility of dreeale farmers for agricultural loans centres
around four key aspects (Figure 8). The first iseas to farm land — the size of the land, its
productive potential, and security of the use ggate considered. Communal land can be
considered although private land ownership is tlustnpreferred system of land rights. In
instances where the land sizes are too small tduge a marketable surplus, innovations
such as clustering of the adjacent farms is empleyso that farmers can produce a fairly
homogenous quality of product whilst reducing tlmedpiction costs involved. The second
issue is mitigation of production risk — which Hasth production and business management
aspects. If at any point the farmer is seen apossessing the necessary skills or knowledge,
then the input of a mentor/advisor can be outsalurEarther from this, production risks are
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mitigated through comprehensive insurance covee.thind issue is mitigation of price risk —

and this is mitigated though off-take agreemenés gfuarantee a minimum level price at the
least. The last issue is infrastructure, implemeat&l mechanisation requirements. Small-
scale farmers must have the necessary implemedtsiaohanisation that are required by the

type of production system.

6.2 Lending operations focusing on small-scale farens

ABSA

The default ratio associated with the bank’s adical loan portfolio is just below 3%. This
figure, however, is inclusive of the commercialni@rs and it would be expected to rise

slightly when considering small-scale farmers (Msdsta, 2012).

Land Bank

The Land Bank development loan book reflects trgregate loan amounts (across the retail
and corporate finance units) that have been dexticédisbursed and approved loans) for
emerging (largely small-scale and commercial) fasn@he size of the development loan
book (total debt owed by small-scale farmers) anedito a sizeable R3 billion in the 2009
financial year. Land Bank experienced a consideratecrease in the size of the
development loan book of 23% in the financial y2@t0 coming in at R2.3 billion. The bank
has placed emphasis on growing and improving tiweldpment loan book, and has set to
improve its outreach to small-scale farmers byaasing rates of approval and disbursements
of loans by setting a R450 million per year targethe 2010 financial year. 63% (R282.5
million) of the target was realised. In 2011, hoerwnly 48.6% (R281.7 million) of the
target amount was approved. The disbursement aagestill lagging behind as only 23%
(R105.6 million) of the targeted amount has beefutised. This figure is an improvement
(in comparison to the 2010 financial year) of ab@8i4%, which represented R172.7 million.
The bank extends loans to a number of corporagatsli(largely agricultural cooperatives) to
the total value of R65 million; these in turn hamejor small-scale farmer membership (Land
Bank, 2010).

An additional R1 bilion was made available in 20id meet the large demand for

agricultural credit amongst small-scale farmers.pasgt of their commitment to small-scale
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farmers, Land Bank and other public entities (Depants of Agriculture, Forestry and
Fisheries; Rural Development and Land Reform; &edNational Treasury) have developed
specific funding channels viz. value chain finaigcand curatorship models. The value chain
financing model (Figure 9) is designed to provideamprehensive set of financial and
technical assistance to farmers, agribusinesses agdcultural cooperatives and
intermediaries. The role of the Land Bank in thegard will be to provide farmers,
agribusinesses, and agricultural cooperatives atetnnediaries with finance and also to
negotiate partnership deals for additional tecHnstgoport with the relevant government

departments, parastatals, private companies, andrsities.

Government & donors
!
Fund administration ! :
_—— ) 1 Funding flow
+ participation Collateral (509% - 90% of loan value) f .
¥
Collateral Guarantee Fund 3 Land Bank
e g.éb
I ! L
Credif LB to negotiate partnership e | 45 ]
assessment [ = ol e f
! Additional support {Off-take Lo q?
o)
agreements SCF, ARC, Lending through LB C§ &:
NAMC, Univ, DAFF, branches, municipalities : S
Insurance} & Ext offices Vo~
; .
I / l| LB to negotiate
! *
¥ Agric Cooperatives
Eligible Borrowers [«---=------- (+ intermediaries) |
{Farmers & agribusiness) Technical Support 5

Figure 8: Value chain financing model
Source:Land Bank (2008)

The curatorship model is designed to assist smealedarmers who are indebted to the Land
Bank and are struggling to pay back the loans essalt of unviable farming enterprises
(Land Bank, 2010). The value chain financing ppotjects are said to receive finance to the
value of R208 million. Both these delivery channgil serve to improve the size and quality

of the developmental loan book.
All these facilities allow for multi-stakeholder alvement in providing comprehensive

support to small-scale farmers who are land refpragramme beneficiaries. The reinforced
emphasis on small-scale farmers has led to thelsstanent of the ‘Retail Emerging Markets
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(REM)" banking division; which promotes small-scéé&mer development into commercial
farmer status (Land Bank, 2011).

A study conducted by the Land Bank (2011) amongrgimg farmers indicated that there are
over 5600 loan accounts opened by small-scale farsiace 2007. In total these accounts
amounted to R780.1 million, with the loan per astdcaaveraging R140 000. Figure 10 shows
the spread according to credit risk of these acso&wY% of these loans not performing well
with 25% in arrears and 32% referred to legal depamt. The study indicates that the largest
proportion of non-performing loans are already vifih legal department, and these tend to

be of larger value.

Credit Risk Profile

Inlegal
32%

Figure 9: Accounts according to credit risk
Source:Land Bank (2011)

The issue of performing and non-performing loansoathowed a marked geographic
distribution in the different regions in the coyntFigure 11 shows the worst ten regions in
terms of non-performing loans (accounts referredldgal department). Though the
explanation for the variances as per geographiomegannot be thoroughly explored in this

study, it does however point to the many aspeetisdabntribute to loan repayability.
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Figure 10: Number of accounts per branch in legal dpartment
Source:Land Bank (2011)

Mmbengwa et al. (2010) confirm that the Land Bandpeziences problems with loan
repayment, especially by small-scale and emergarghdérs who are beneficiaries of the
governments’ land reform programme. The qualitytlté developmental loan book has
however improved significantly in the period of 20 2010. The percentage of accounts
with no arrearsimproved from about 13% at its worstl997/98 to 100% in 2007, as
recorded in Tables 8 and 9. This indicates a saanifly positive repayment rate by small-
scale and emerging farmers. However the trend h@srsa dramatic reversal from 2008 up
until 2012 (DAFF, 2012). This, however, reflectgeggate figures, and no clear patterns can
be drawn with regards to small-scale farmers ometlee drastic change between these
periods. This though, must be viewed together #ithfact that the Land Bank has gone into
a number of partnerships with government departsnant programmes that offer financial

assistance to emerging farmers broadly
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Table 8: Age analysis of the loan book (number ofcgounts)

Year granted Accounts in| Accounts in | Accounts with no | Total
legal arrears arrears
Before 1994 5 1 14 20
1995/96 33 7 13 53
1997/98 676 118 122 916
1999/00 605 219 295 1119
2001/02 339 298 467 1104
2003/04 120 497 744 1361
2005/06 10 243 685 938
2007 0 0 98 98
Total 1788 1383 2438 5609
Source:Land Bank (2011)
Table 9: Age analysis of the loan book (%)
Year granted | Accounts in | Accounts in | Accounts with no | Total
legal arrears arrears
Before 1994 25 5 70 100
1995/96 62 13 25 100
1997/98 74 13 13 100
1999/00 54 20 26 100
2001/02 31 27 42 100
2003/04 9 37 55 100
2005/06 1 26 73 100
2007 0 0 100 100
Total 32 25 44 100

Source:lland Bank (2011)

Nedbank

Nedbank has a number of targeted areas of investaneinblack agriculture financing is one
of them. In the financial year 2009, the bank ineddR20 million in agriculture development
— a figure that grew to R70 million in 2010. Thispresents a 71.43% growth from the
investment made in the previous year in spite efdhallenges related to investing in small-
scale agriculture. In 2011, the bank granted R1Bdomtowards ‘black agriculture’ in loans

as part of Nedbank’s Black economic empowermensaetion financing.
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The business banking segment of the bank has exdésdtargets of agricultural loans made
to small-scale and emerging farmers as well as|Isaml medium entrepreneurs in the
agricultural sector. As part of the ‘empowermemiaficing’ strategy of the bank, there has
been an increase in the number of agricultural do#mat were offered to previously

disadvantaged farmers. In 2011 the loans amouwntd®ll64 million, a significant increase

from R70 million in 2010, and R20 million in 2008é¢dbank, 2011).

Sandard Bank
The bank has committed itself to developing agticel in emerging markets and thus

provides extensive support to small-scale farmasugh specialised business managers and
agricultural advisers. The bank extended over Rilllomin loans and advances to the entire
agricultural sector, representing 1.84% of totan® and advances. The agricultural sector
accounted for 2.6% (R259 million) of the total dgtechpairments for loans and advances
(Standard Bank, 2010). In 2010, the bank partnevéd the Mngcunube development
agency in a programme that seeks to expose anblisstinks between black farmers and
the various stakeholders in the agricultural foatle chains in order to improve their access
to output markets (local, regional, and internaiprand increase opportunities for farmer
development and commercialisation. The bank hasested R2.3 million into the
programmes of this partnership. Furthermore, thekhbaas invested R5.5 million in an
economic cluster development programme in five prees (Eastern Cape, KwaZulu-Natal,
Limpopo, Northern Cape, and Western Cape) in wiaighcultural cluster areas are to be
developed (Standard Bank, 2010).

Through its Enterprise Development initiative, thenk seeks to support small-scale farmers
by addressing three key issues — access to finbns@ess development support, and market
access. With regards to access to finance, Stam#arkl offers the solutions for working and
growth capital, cash management options, and inth@vaansactional products (cheaper and
user-requirements oriented). For business developrsepport, the bank focuses on
mentoring and capacity building initiatives. Withgards to market access, the bank assists
with identifying opportunities, input and outputpgliers’ development and strengthening, as

well as off-take agreements support (Mokgojwa, 3012
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In 2010, Standard Bank committed R500 million tpmut small-scale and emerging

farmers through providing holistic solutions thatter for the demands of small-scale and
emerging farmers, especially in the livestock,usfrgrain and sugar industries. This will take
the form of a tripartite structure between the farnthe bank, and a cooperative that will
provide technical support. Moreover, the bank piesi a team of specialised business
managers and agricultural advisers to the smalesaad emerging farmers. The bank has
already financed over 2000 farmers in the sugaustrgl through this fund (Standard Bank,

2010).

Standard Bank, in partnership with the University Stellenbosch, have launched a
programme that provides training to potential mento small-scale and emerging farmers
that seek ‘to support sustainable agribusinessldgwent, land reform and transformation’
(Mokgojwa, 2012).

6.3 Delivery mechanisms and channels

Absa
Absa Bank lends primarily to commercial farmers ,attd some extent, accommodates a

section of small-scale farmers whose agriculturdemrises are deemed financially viable
and sustainable. This category of small-scale fesraee labelled as commercial emerging
and can be characterised as ‘large commercial iwatprproperty’ according to the Vink and

van Rooyen typology of small-scale farmers preskmtelable 3. Absa Bank has over 1000
branches all over South Africa and farmers canctieapproach a designated business
manager who can upon request solicit the involveéméran agri-specialist in the regional

offices. The number of small-scale farmers that faranced by the bank ranges between
1000 and 2000 (Mashatola, 2012).

Absa Bank is one of the dominant stakeholders ricalgural lending and boasts a loan book
of about R29 billion and has been growing at ald®% annually. Janovsky (2011) claims
that Absa has a 47% market share when it comegrtou#fural lending by private sector
financial institutions in South Africa. These sttiis, however, are inclusive of the
commercial and small-scale sectors in agricultlitee bank also has a SAFEX trading desk

as well as insurance services that are offeredidigrscompanies that are under the Absa
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group. Farmers can utilise these services though éne treated as a separate business from
the business of the bank. The bank also providelsnieal information with regards to
commodity prices and in essence monitors the pedoce of key industries within the

agricultural sector (Mashatola, 2012).

Land Bank
The involvement of the Land Bank in aiding the depeent of small-scale farmers has been

adequate through its stated objectives of growiegérging’ farmers into commercial
farmers and through its designated developmental lmook. Growth in lending to small-
scale and emerging farmers by the Land Bank has semewhat constrained, and the high
levels of non-performing developmental loans (irears and in legal department) compound

this problem. .

In 2011, the bank partnered with the departmentRwhtl Development and Land Reform,
and Agriculture, Forestry and Fisheries in deveigpa farmer development programme that
is in line with the bank’s stratification model @faire 12). This programme aims to assist land
reform beneficiaries in creating sustainable fagrenterprises by providing credit and other
support systems, along with access to markets.eTheg plans to extend non-financial
support to already distressed clients who are riththe developmental or commercial book.
All these efforts seek to improve the performanté¢he loan book, so as to strengthen the

longer term sustainability of the bank.

Development path

Commercial

Small Holder
Land Reform

Iab—sistence— Strategic Partnership with Gvt ‘

Feso

Time

Figure 11: Land Bank stratification model
Source:Land Bank (2008)
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6.4 Conclusions

Overall, the research findings indicate that thare serious challenges regarding the
adherence levels to best practices in agricultfir@nce in South Africa, particularly by

formal finance institutions. There are limited majievelopments with regard to innovations
that are being implemented by formal finance ingtihs that are involved in financing

agricultural activities — particularly in small-deagriculture. Generally the operations of the
formal finance institutions relating to small-scalgricultural finance are part of the retail and
business banking units. There is an overbearingrtiime of short term agricultural finance

that is focused on production related expenses.edew there is also still limited access to
longer term agriculture finance that is focused aapital investment. There are some
innovations that formal finance institutions haweveloped regarding the loan products that

are well specified in terms of intended purpose.

6.4.1 Lending policies, terms and conditions

The policies, terms and conditions under whichadjurral financing is undertaken are solely
aligned with finance sector practices. There aneg#nt requirements that must be met by
loan applicants (e.g. ITC checks, collateral regaents, authenticity checks, and property
and asset evaluation etc.). More often than noallssoale farmers are not eligible to qualify
for agricultural loans. This is largely due to thappropriateness of the loan assessment tools
(e.g. repayability, collateral, and management ci#ya Generally, the loan term varies
according to the risk profile, experience, and lade collateral as per the individual case of
farmers. There has been minimal adoption of soméefbest practice innovations that
enhance the extent to which the demand for aguralltfinance is converted to effective
demand through the development of appropriate Ipamducts and services, proper
structuring of the lending policies, and terms andditions aligned with the needs of small-

scale farmers.

6.4.2 Quality of loan portfolio (loans in arrears)

Emanating from the abovementioned issues, on théenod operations adopted by formal

finance institutions in rendering agricultural fireee, the quality of loan portfolios across the
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board is good with default rates that are below f# most of the private banking
institutions. The situation differs significantly hen considering public formal finance
institutions though. Specifically for small-scalgriaultural finance, the default ratio is
slightly higher, and this in turn affects the levedf interest rates that are charged on

agricultural loans granted to small-scale farmers.
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CHAPTER 7

DISCUSSION OF THE RESULTS

This chapter discusses the results of the studigim of whether or not formal financial
institutions adhere to best practices in lendingrterging farmers. It must be stated that it
was difficult to obtain the relevant informationakformal finance institutions are guided by
a set of corporate and business ethics that resitecextent to which information on clients
can be shared. There was also a reluctance to #mareslevant statistics on small-scale
farmer finance, as probably this information coutaplicitly portray the institutions in
guestion as unwilling to support the transformapoocess of the agricultural sector. Some of
the underlying themes that are presented in thdtsesf the study are explored within the

context of best practices in agricultural lending.

7.1 Introduction

The study focused on the formal finance institugitimat are dominating agricultural lending
in South Africa, the majority of which are privabanks. There are public and parastatal
institutions that are involved in agricultural lengl, albeit to a limited extent. Given the
duality of the South African agricultural sectorsenilar pattern was expected regarding
small-scale farmer financing. The majority of thevate institutions discussed in the study
operate under a highly competitive environment hade taken great care in maintaining
levels of reporting standards that are non-compsogiof their position in the industry —
which translates into rather limited availability information. However, for the purpose of
the study, the relevant available information wassidered. The results of the study are
summarised according to the main concepts of dtwi@l lending best practices i.e.
assessment of the institution’s performance inilendo small-scale farmers, as well the
mode of operation that is adopted to suit the eatirthis segment of clientele. Generally,
there are much fewer instances in which formalragaintuitions are applying innovations

that are enhancing small-scale agriculture finagncin
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7.2 Key issues emerging from the major formal finage institutions

The issues that emerged from the study in ternteeofnajor formal finance institutions that
are involved in small-scale agriculture financingrev related to the heavy presence and
participation of private sector commercial bankingtitutions. Given that the role of public
institutions (particularly the Land Bank) remainsbrant, and when analysing the

accompanying objectives of these institutions,ghgrn apparent private-public dichotomy.

7.2.1 Dominance of private banking institutions iragriculture finance

It has been stated in this report that private aniastitutions are the significant role players
with regard to agricultural lending in South Afrjcand also that most of these institutions
place significant focus on the commercial segménih@ sector. The finance sector in South
Africa is well developed and is thus capable of timgethe demand for credit that exists in
the agricultural sector in its entirety. Though kiag institutions dominate the national

statistics of agricultural lending; there is a aartasymmetry that favours commercial
farmers as compared to small-scale farmers. Ibeaimferred then, that the growing trend in
increasing dominance by commercial banks contribtdaeghe unevenness of the agricultural

sector with regards to the producer types (viz.llsstale and commercial farmers).

Given the levels of sophisticated business oriemabf commercial banks (and the
associated services and product types), commeiaiaiers are also inclined to be well
conversant with the sophistication of the bankingimnment. Small-scale farmers on the
other tend to have low literacy levels and, theiefoften get excluded by commercial banks.
Though some of the commercial banks do have fighriteracy programmes as well as
business development programmes, none of theutigtis covered in this study indicated
such programmes directed to the small-scale fasegment. In fact, some commercial banks
are not active in agricultural lending to the snsalhle farmer segment. Nonetheless, lending
to the agricultural sector has been growing stgamlier the years, but there has not been a
significant shift in sectoral agricultural lendingplicies that can encourage and support

successful small-scale farmer financing.

Although private sector institutions play a sigediint role in the economy of South Africa,

the role of the state remains large with regartheoambitions of the developmental state. It
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is here that the public-private dichotomy of agiiexal finance arises. Institutions that are
publicly owned tend to focus more on small-scalenfxs and their overall development,
whereas privately owned formal finance institutiaasry a largely commercially oriented
farmer contingent. Also, there is a gap in termgraividing the much needed non-financial
support such as access to markets, technical,shkillsollateral alternatives. The environment
within which formal finance institutions provide ragultural credit has changed, and
agricultural lenders need to identify the oppottesi arising in small-scale farmer

development.

7.2.2 Public-private dichotomy in agricultural finance

It emerges from the study that publicly owned/ficeah entities tend to focus on agricultural
development and make provisions (structure of petedand services) for small-scale farmer
agriculture. On the other hand, most privately adveatities tend to focus on commercial
agriculture and thus structuring their products aedrices to suit only this segment of the
market — effectively excluding small-scale farméreese characteristics are to some extent
inherent to the nature of the institutions (pubbc private), but also there could be beneficial
trade-offs between them. Public institutions arended to have low levels of efficiency and
profitability in their agricultural financing progmmes, granted the developmental objective
that such institutions carry. Private institutiamsthe other hand carry with them a profitable
bottom line as an objective, and this means thigtfomancial/business principles are applied.
This points again to the uniqueness of the agucailisector in the South African context as it
requires a concerted effort from both public andvaie institutions. For small-scale
agriculture to thrive, both these types of instiing need to be strengthened in terms of their

outreach and impact, but more with regards toghdihg methodologies that are employed.

7.3  Criteria and procedures for lending to small-sale farmers

One of the key considerations that formal finamsiiutions remain resolute on relates to the
viability (financial, business, and physical) oftenprises. There are other requirements that
must be fulfilled prior to successful lending toahscale farmers; however, this aspect has
proven critical (on the part of formal finance ihgions) and yet difficult (on the part of

small-scale farmers).

78

© University of Pretoria



7.3.1 Viability of farming enterprises

In most cases, formal finance institutions reqtivat small-scale farmers produce business
plans, financial statements, off-take agreements, & evidence for the financial viability of
the farming enterprises. There are formal insbidithat do not fund ‘green projects’ (new
farming enterprises that have not had at leasipoog@uction or financial cycle) at all; and for
some of the formal finance institutions studiedjitad financial statements are required. The
assessment of the viability of the farm enterpirsslves many aspects such as income
levels and financial security, farmer credit scplesels of literacy and financial literacy,
technical knowledge and experience, agro-climagians, levels of household income and
expenditure, etc. At the root of this assessnmismiyoduction capacity as well as access to
markets. Formal finance institutions can only glaans to small-scale farmers when there is
some level of certainty that the expected yields$ product quality will be realised, and the
expected market price will be obtained. Given the levels of capacity and skills that small-
scale farmers have, it is extremely difficult fbetn to meet this criterion set by most formal
finance institutions. It is worth mentioning heieat there were no clear guidelines that
specified how technical capability and managemaptcity were assessed. This ranged from
history of relationship, proven farming record, geal impression of bank agent on farm
visit, etc. There is some level of support withaets to business development for all small
and medium enterprises (including agriculture); de&r the technical support is limited

except for cases in which there is a mentor otegdra agribusiness partner involved.

Formal finance institutions have continued to m@hythe conventional lending methodologies
that emphasize on collateral security, capacityefgay, character of the borrower, capital
outlay, and business track record — the five Caredit ratings. From the results of this study
it emerges then that ‘emerging commercial’ farmare considered by formal finance
institutions as viable; thus leaving a huge gap wiithin the small-scale farmer finance
demand. This not only has implications for theustaif small-scale farmers, but also for the
status of agricultural development in general intS8cAfrica. Broadly, it can be stated that
formal finance institutions do need to develop\ased role in terms of the uniqueness of the
South African scenario in agricultural financingydahence the delivery methodologies

practised.
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7.4  Critical factors in the lending operations of érmal finance institutions

Generally, formal finance institutions operate aor@mic return of investments and the
agricultural sector is under the same levels afigént scrutiny in terms of the inherent costs
and risks. There have been some innovations tivat tkeveloped over the years in mitigating

some of the risks, however much can still be acdev

7.4.1 Risk mitigation strategies

In general, the small-scale agriculture loan boak & default rate that is higher than that of
the commercial loan book within the same formalafice institution. This has also
contributed to the higher risk profile that is agated with small-scale agriculture. In recent
times, formal finance institutions have become aasingly involved in trying to control
market risks, mainly through hedging (insurancetiaxts, futures contracts, etc.). However,
there has been limited involvement on the sideootrolling production risk, other than loan
assessment procedures. Though all farmers face lewaleof asset risk (theft, fire, damage),
it has become standard practice to recommend aro@jgte insurance cover as part of

reducing the risk profile of farmers.

7.4.2 Production related risks

Many factors predispose small-scale farmers todriglsks in production; such as lack of
technical skills, inputs, access to water and l@rel high potential). Given the natural

predisposition of the agricultural sector to weattetated production risks, there is only so
much that can be done to mitigate the risk. Fofinahce institutions generally maintain that
some of the components that lead to higher prooigtsks are outside of the scope of their
business and public institutions and initiativesgt contribute by creating an ‘enabling’

environment (access to resources, improved humpacitg) for small-scale agriculture to

thrive. Because of the prevailing poverty levelssofall-scale farmers (centred on family
labour), there is an inherent human/personal sBk¢ks to livelihood) that may be disruptive
to the farming activities which has not been inritwedy considered.
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7.4.3 Market related risks

The dominant tool used by formal finance institndor managing market related risks is
hedging, specifically trading on the futures mar&etl contracting for agricultural produce.
Contract farming has been on the increase for ssgalk agriculture, especially in the
domestic markets as agro-processors and some sangets)seek to fulfil their AgriBEE

preferential procurement quotas. Formal financétui®ns have adopted this approach as
part of the loan assessment process for agricuitvedit in order to reduce price risks. In as
much as formal finance institutions are embracimg \talue chain approach in agricultural

financing, there are limited cases of input finagchrough contracts.

7.4.4 Transaction and information costs

The information age has influenced greatly the desd@aagement systems, and to some extent
has made accessing and corroborating client infiemamuch more competent, thus
reducing the cost of client search. This has aladermarket and price information readily
available in real time for both formal finance ihgions and farmers; a service which has

proved beneficial in managing market related risks.

7.5 Collateral requirements and innovations therein

Commercial banks remain very strict with regardsadateral requirements when dealing
with small-scale farmers. The general rule of thumthat small-scale farmers must be able
to provide collateral up to 50% of the loan amoumtthis case, only immovable assets can
be considered and, therefore not much innovatidending to small-scale farmers has been
observed. Contrary to the emerging trends in lemtiincommercial farmers, who no longer
use only immovable assets as collateral, the bdwak® started to consider agricultural
produce as part of collateral. The argument preseby some of the commercial banks is
that the quantities and quality produced by snadles farmers are insignificant and
inconsistent, respectively, such that it becomégdit for the commercial banks to consider
small-scale farmers’ produce as collateral. Anogi@nt of contention here is the low level
of technical skills and farming experience that kis@ale farmers have, thus making their
success rates relatively low. This increasesdiels$ of risk that commercial banks attach to
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small-scale farmer lending. Publicly owned instdos on the other hand (e.g. Land Bank)
have considered other alternative forms of coliterThese include value chain financing
and curatorship models, as well as asset-basedcknthat lists assets purchased as assets of
the Land Bank until such time that the loan has\ljsd off. The Land Bank is involved in
both financial and technical assistance to smallesdarmers, and thus reducing the

production related risks faced by these farmers.

Given the stringent requirements that formal firenagstitutions have in terms of loan
security, and the now stricter credit rating anasning of individuals and businesses, it has
become increasingly more difficult for small-scéemers to be granted agricultural credit.
The regulatory framework in place is necessarythisthas effectively resulted in small-scale
farmers being excluded from the formal financiadteyn as they cannot meet a majority of

the requirements.

7.6 Models in agricultural financing

The stark reality that remains evident from theultssof the study is the disjuncture between
the approaches from the finance sector and appesdcbm the agricultural sector. Both are
necessary, even though at times they can seemihgiye contradictory objectives.
Agriculture (as a primary industry) carries with at largely developmental and socio-
economic role with regards to land rights and owhigr as well as food security issues.
Finance on the other hand, is associated with l@yhgpphisticated business environment and
functions as part of the tertiary industry of trtmm®omy focusing on financial profitability.
The uniqueness of the South African agriculturattaelies in the dual dynamism that
polarises agricultural finance between the commakrand the small-scale farmers. The
common ground between the agricultural sector &medfinance sector lies in innovative
approaches to risk management, and recently ttasldthto the emerging of value chain
based lending. This, however, still poses a linatatfor small-scale farmers, as they
generally still lack access to output markets amthél finance institutions find the quantities
and quality that are produced by small-scale fasmmat sufficient for market standards.
Given the current economic climate, declining fantome to expenditure ratios, increasing
corporatisation trends, distress of small-scaleécatjure; seemingly the current financial

approach to agriculture is not serving the sectelf. Where are emerging trends in adopting
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value chain financing and contract farming, howevemall-scale agriculture has not
benefited from it significantly. There are few exales of deals that are structured within the
public-private-partnership domain (risk sharing d asupport based partnerships) and, in
general, formal finance institutions point to thewl levels of efficiency in government

programmes as well as the drawn out turn-arounestiim bureaucratic processes.

Based on the prevailing approaches to agricultfir@nce in South Africa, segments of
small-scale agriculture are excluded from access$imgnce. The small-scale agriculture
categories (as defined by Vink et al., 2009) that effectively excluded include all small-
scale farmers who are on communal land, part oéweldpment/land reform project, and
have limited access to farm land. Again, this isadly illustrated in the target operating
model developed by the Land Bank (2008) that eséim#his un-served segment of the
market to have about 200 000 to 300 000 clientsvé¥er small the demand in this segment
of the market, it is important to consider it asrtpaf agricultural development and

transformation in South Africa.
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CHAPTER 8

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

8.1 Summary

In this chapter, the major themes and concepts é¢hatrged throughout the study are

revisited with the aim of reconnecting the narmi@nd arguments presented.

The introductory chapter laid the foundation of ¢fedy by giving context to some of the key
concepts applicable to the study, defining thearegequestion and emphasising its relevance
and importance in the agricultural sector broadly more specifically in South Africa.
Having established from literature the significarmdethe small-scale agricultural sector as
well as the financial constraints, the study set touidentify the major formal finance
institutions that are dominating agricultural ficanin South Africa. This would include an
analysis of the lending operations with regardsnwll-scale farmers, innovations around
collateral requirements, and proposing measurés#menhance formal finance institutions’

provision of small-scale agricultural finance.

As part of the literature review, the unique atitds of the South African agricultural sector
were explored, and some of the challenges werdigigad with the focus remaining on the
small-scale agricultural subsector. Trends in adfucal finance in South Africa were

presented from the emerging literature and somihefkey stakeholders in the public and
private domain were identified. The private sectmtitutions were dominated by the four
major commercial banks in South Africa: StandaraskBalAbsa Bank, First National Bank

and Nedbank. There was a suggestion from literathe¢ cooperatives were also key
stakeholders in agricultural finance, though mosttteem sourced their funding from

commercial banks and private persons. The majoli@uistitutions that emerged from the
review of literature are the Land Bank as well @& provincial parastatals (with low levels

of impact reported).
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The concept and significance of best practicegiicaltural finance were explored and a few
international cases were presented. From theses,clessons were drawn that can greatly
advance agricultural finance especially within 8muth African small-scale farmer context.
Given the duality and unevenness of agricultunadricing in South Africa, formal finance
institutions generally do not have tailor-made picid and services that directly cater for the
unique challenges and opportunities that smallestéaimers are faced with. Based on the
available literature, six case studies (BAAC, Agipital, BASIX, ANED, and CIDRE) that
provided examples of best practices in small-saglecultural finance were drawn upon, and
briefly summarised. Some of the key issues thatecant of the review of literature that
speak to best practices in small-scale agricultimahcing are (i) extensive branch network
in rural areas; (ii) diverse product and servicegethat is appropriately designed for the
different groupings and needs of small-scale fasmamd (iii) a comprehensive approach that
is includes non-financial and technical supporvises, as well as socio-economic conditions
of small-scale farmers. Again, it emerged througladuthe case studies that there can be an
effective use of collateral alternatives by usiogng liability mechanisms, co-guarantors,

liens of movable assets, etc.

The research design relied largely on secondarg datl in-depth interviews with key
informants. Given the nature of the institutiongalved in the study (financial institutions),
no detailed client records or company records cddaccessed other than those that are
already in the public domain. It has been found tha reporting standards vary among
institutions and making unbiased comparisons beddgiffieult. The research findings were
reported in line with some of the issues that wdemtified as key in contributiong to best
practices in agricultural finance. Needless, to smyme of the institutions reported

satisfactorily while others did not provide suiiict information.

The main results that emerged from the study aréalfowing:

* The main formal finance institutions that are imed in lending to the agricultural
sector as a whole are the commercial and privatesb@dominated by the four large
banking institutions in South Africa), agriculturedoperatives, and the Land Bank.
In lending to small-scale farmers in particulae tommercial and private banks and

Land Bank indicated that they were involved in dmeahle agricultural financing. It
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also emerged that private persons as well as tipardeent of Agriculture, Fisheries
and Forestry are regarded as major stakeholdagricultural finance.

It emerged from the study that the loan applicapoocess and its requirements for
small-scale farmers were no different to the gdngracess that is followed when
assessing all other agricultural enterprises’ lapplications. To some extent, it was
apparent that the process was in fact more stringehe case of small-scale farmers
than their commercial counterparts, i.e. a smallescfarmer with little or no
experience would have to prove his technical andagement capacity as part of the
loan application process.

Generally, the two main types of formal financetitméons that were part of the
study revealed that sustainability is emphasizetiragarded as extremely important
due to either the nature of ownership of the in8tins or the primary source of funds
from which the bank itself is financed. In termsooftreach, the Land Bank only has
twenty-seven branches, and the commercial bankstezpto have 75% coverage by
a full service point (branch) within a 15 km radinsareas that were categorised as 1-
5 LSM residential areas. In as much this soundguste, it is possible however that
many small-scale farmers still remain outside ekthareas.

The issue of collateral requirements by formal fice institutions involved in small-
scale agricultural finance is a key concept in Isstale agriculture best practices.
Generally, there was little or no innovation withigards to collateral alternatives
especially when considering private sector forfir@nce institutions. From the side
of the Land Bank, there are some innovationsshatld be considered for wider use

such as the liens on movable assets.
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8.2 Conclusion

The study can be concluded through the emphagdiseafelevance of small-scale agriculture
in South Africa and the importance of best prasticesmall-scale agriculture finance, and

are further discussed below.

8.2.1 The case for small-scale agricultural finance

Agricultural finance for small-scale farmers istical for the growth and development of the
agricultural sector. However, agricultural finaraiene is not sufficient and, therefore, it
must be accompanied by other measures that addlledse challenges that are faced by
small-scale farmers. Although there is a generadgmion that it is difficult and unprofitable

to service the small-scale farmer segment of aljuial producers, small-scale agricultural
financing should be prioritised as it directly camtites to household food security, income
generation and expansion of income streams whithcaitribute to the growth and

development of rural economies. Generally, therg Ieen an increase in participation of
public sector institutions in providing agricultureredit to small-scale farmers in South
Africa. However, there is still room for increagealticipation by private sector institutions,

particularly commercial banks.

The economic environment within which small-scadenfers operate is characterised by
limited access to factors of production, high tesmt®n costs, high input costs, and little or
no access to finance. The social conditions thatynsaall-scale farmers operate under are
dominated by poverty, unemployment, and limited eascto food and water. The
environmental conditions that small-scale agrigeltoontends with is at the cross-roads in
terms of conventional agricultural practices anstainability in view of the climate change
developments. Generally small-scale farmers am t®ahave low production levels. It is
important to understand this within the context tbe conditions (economic, social,
environmental, and institutional) under which tloperate. However constrained small-scale
agriculture is, there has been a constant streamm(ilions) of small-scale farmers that
continue to participate in agricultural productiereither for home consumption or to supply

local markets.
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Given the high levels of poverty that continue o gervasive in rural South Africa, small-
scale agricultural financing is key in realisingriagltural development as a conduit of
poverty reduction at a higher level of impact. Depéng small-scale agriculture can impact
positively on the economy, environment and sodetius of the households and communities
concerned. Although there are other conduits ofepgvalleviation and economic growth
through expanding agricultural credit, impact inwesnt gives a much clearer depiction of
the significance of small-scale agricultural finemgc and development. It is a given that
formal finance institutions are focussed on thenecaic returns of investments; small-scale
agriculture also impacts on the social and enviremial spheres, thus giving a more holistic

impetus for development and growth.

The role of agriculture in poverty reduction is ivestablished, and the deepening levels of
poverty in rural South Africa continue to grow ua#dd. Coincidentally, there are higher
poverty levels recorded in the provinces of Limp@ma Eastern Cape, whilst the statistics
indicate that the highest proportions (21% to 2®fblack people that are involved in
agriculture are found within these provinces. Gitleait public financial support (supported
through government programmes such as CASP) tbagdl towards provinces that reported
the highest numbers of land reform projects (sicNa@rthern Cape and KwaZulu-Natal), the
majority of existing small-scale farmers, that ax@t beneficiaries of land reform have

benefited little from publicly funded agricultur@hancing initiatives.

Though the small-scale farmer segment of agricaltproducers is neither homogenous nor
continuous in development, there is potential mreasnlining the scale of activities to the
required economies of scale. About 4%-8% of snlles farmers (including subsistence,
emerging, and commercial on communal) regard alfpi@ias an economic activity (main or
alternative) depending on the level of analysisufiahold or individuals). Resource-poor
farmers experience major challenges in financiragaeal input purchases. There has been a
strong focus on land reform beneficiaries whiler¢his little intervention on behalf of the
existing small-scale agricultural sector — pushihg effective demand for small-scale

agricultural financing to private sector institut
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8.2.2 The case for best practices in small-scaleragltural finance

There exists a variety of forms of institutionalganisations for agricultural financing
(commercial and small-scale). Because of the vamedure of agricultural finance
organisations, a rather diverse approach to fimdnicitermediation has emerged. The
institutions cited in this study as internationake studies for best practices in small-scale
agricultural financing have provided the esseiitmgncial services, including savings, credit,
and insurance required by small-scale farmers. @hdkere are institutions (both formal and
informal) that have been successful in providingaficial services to the resource-poor
farmers, the effective demand for small-scale adjrical finance remains unmet. This is
largely due to reasons of physical access, stringguirements, assessment procedures and
the cost of borrowing. Formal finance institutionsparticular are more oriented towards
conventional finance sector policies and practi@é® agricultural sector in South Africa has
experienced several major shifts (e.g. withdrawadtate support, liberalisation of markets)
in terms of policy and practice. Formal financetilmsions (particularly banks and bank-like
institutions) have not made any shift in termsesfding methodologies that suit the current
mix of farmers as well as the varied demands. Fbifinance institutions that are to be
successful in adopting best practices in smallesegricultural financing need to be more
client-oriented in identifying segments and nicliegst can contribute to the growth of the

agricultural sector but also development of rucaremies.

The design and product development process fonding the agricultural sector is always a
complex issue. Issues such as the type of seraim@products, information asymmetry, lack
of collateral, environmental and market risks alwags to be considered. The current
agricultural financing models in South Africa atewning successfully and sustainably, and
have a wide and effective outreach that servesndéexls and demands of established
commercial farmers in an innovative manner. Thisludes a sophisticated array of
borrowing, lending and insurance instruments. Hawesmall-scale farmers continue to

remain underserved by formal finance institutigmer{icularly commercial banks).

Best practices in small-scale agricultural finagcoan be utilised in areas of technology and
innovation adoption, lending policies and termsllateral requirements, management of
environmental and market risks. Best practiceserhimology and innovation adoption is

valuable in lowering transaction costs through atdé information systems on client
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searches, loan application processes, paymentnsystisseminating technical and market

information.

The product range that is offered by formal finamitutions can be better tailored to suit
the economic and social needs and demands of spaé-farmers. The preferences and
socio-economic conditions of small-scale framersstrhe considered in the product and
policy development processes as small-scale fatrpeesent an untapped segment of the
market. From the loan amounts and repayment tdratsate offered, small-scale farmers can
better thrive and graduate into commercial farntatus which guarantees the repayment of
loans and sustainability of lending operations bgnfal finance institutions. Currently, the

loan repayment terms, conditions of payment, caidtrequirements and lack of technical
and business support services do not fit the needmall-scale farmers and, thus, potential
borrowers are not served — leaving a huge gap leetwee supply and effective demand of

small-scale agricultural financing.

Adopting best practices in small-scale agricultufialancing can positively impact on
managing the complex agricultural risks (weathéategl and market related) through risk
sharing models between public and private entifiég value chain approach has an element
of managing and reducing the productions risks e usually shouldered by the farmers
alone, and adoption of best practices that packacfenical and business training. Formal
finance institutions that provide technical andibess training can contribute significantly to
reduced business risk; improve incomes, cash flook debt servicing capacity as well

through improved yields and product quality.

8.2.3 Are formal financial institutions applying best practices in small-scale
agricultural lending?

There is a strong emphasis on the financial appraacagricultural lending that applies
generally throughout the agricultural sector of tho@ifrica. This leads to the exclusion of
small-scale farmers (particularly subsistence amdrounal farmers) from accessing finance
from formal finance institutions. Moreover, the @t towards developing small-scale
agricultural lending best practices have been édhitThere are pockets of small- scale
agricultural lending best practices that have bdisoussed in this study; nonetheless these

are too few and with limited impact, given the esi®e scope of small-scale agriculture in
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South Africa. The industry specific targets thaténdeen set by industry bodies such as the
Finance Sector Charter Council with regards to cklaagriculture’ financing are
commendable, though not sufficient as this doescawéer the entire scope of best practices
as outlined in this study. It is important for fahfinance institutions to develop financing

models and policies that seek to include smallestaimers whilst remaining risk-averse.

8.3 Recommendations

The study recommends a paradigm shift with respeed¢he conventional financial sector
approach that dominates agricultural finance int@drica. Formal finance institutions can
continue to serve the commercial segment of thiewatural sector without side-lining small-
scale farmers. Given the unique needs of smaledeaimers in South Africa, there need to
be better aligned (to the development of smallesegriculture) products and services from
formal finance institutions. To some extent, thexean acceptable level of availability of
finance but the terms and conditions under whidait be accessed are, in many instances,
not appropriate for small-scale farmers. Againrehe also a mismatch in terms of the types
of agricultural loans i.e. the product design avees being offered do not match the needs

of the sector.

The following are proposed for consideration bynfal lending institutions to improve

access to finance for small-scale farmers in Séifica:

* A high level coordination of agricultural and fir@nsector policy is needed to create a
conducive institutional environment for small-scafgricultural financing, given the fact
that agricultural finance is regarded as a ‘pobicghan’ and this is more apparent in the
small-scale farmer segment.

» Piloting of small-scale agricultural financing mégléhat are tailored to the specific needs
of small-scale farmers should be undertaken - wimaght differ slightly among the
different segments of small-scale farmers (i.e.s®mibnce, emerging, communal),
regional climatic conditions, production systemi;. &uch pilot schemes could be in
partnership with strategic partners who can proueghnical skills and training and

public entities that can serve as guarantors tditla@cing of small-scale farmers.
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8.4

Financing models that can be beneficial for smedlles farmers should be considered.
This can occur within the framework of cooperatifes a legal/registered business
entity) in order to improve the economies of s@denell as raising of funds for meeting
the formal finance institutions’ collateral requirents.

Alternative collateral options should be considerespecially within the value chain
approach or in cases where there are off-take agmts in place. There are some good
examples in this regard from institutions suchhes ltand Bank in which loan amounts
used to purchase implements, equipment, and livksice deemed the property of the
bank till such time that the loan amount has bedg paid off.

Reporting standards across the finance and agrralisector should be improved. This
can improve the management of knowledge and infoomawith regards to the
agricultural potential of land, land ownership sgtorigination of agricultural loans,
monitoring and evaluation of public farmer suppamdgrammes, and annual production
yields. Improving the availability of such infornnat at no extra costs to formal finance
institutions can significantly improve the lendiagerations of formal finance institutions

towards small-scale farmers.

Considerations for further studies

The study was constrained by the lack of publichailable information on the extent of

small-scale agricultural financing in South Afridgormal finance institutions operate under

stringent regulations, but also a competitive markbere is a standard reporting framework

that has been developed by the Finance Sectorezh@ouncil (FSCC); however the details

remain scanty on the sub-sector level. Due tol#tuk of sufficient data and information; the

analysis of the key aspects such as performanessaeent (outreach and self-sustainability

indicators) and mode of operation (lending polictesms and conditions, and quality of loan

portfolio) were covered in a broad manner, andneatessarily at the institution level. As a

result, the levels of adherence to best practicesmall-scale agricultural lending could not

be suitably developed. Potential areas of futusearech could focus on the following:

* How the legal and legislative framework in placgaots on small-scale agriculture
financing.
* Evaluating how the existing information technolog§rastructure and information

systems can be managed and accessed from a caEurddimain.
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The intricacies of public vs. private domain in iaegiture development finance.
Whose role is it anyway?

Case studies of small-scale agriculture lendin§anth Africa based on best practices
pilot projects.
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APPENDIX

Appendix A: Research instrument

Summary of performance and operating methods of fanal finance institutions

General

Institution

Institution A | Institution B Institution C

Institign D

Institution E

Year of establishment

Objectives

Type of institutions

Ownership

Financial services

Other services

Target clientele

Loan (agricultural) products

Key outreach indicators

Clients and staff

Number of clients

Agriculture or related loan (%

Total target clientele serviced

Female borrowers (%)

Staff headcount

Number of branches

Mobile banks

Loan outreach

Number of loans outstanding |

Volume of loans outstanding (annual average)

Minimum loan size

Maximum loan size

Average outstanding loan size

Savings outreach

Average annual volume d
savings

Number of savers

Value of average saving
account

S

Nominal annual deposit interest rate (%)

Loan extension

© University of Pretoria
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RIA

Terms and conditions of loans

Types of activities finance

Eligibility criteria

Determinants of loan size

Farm size

Farmer experience/training

Bankability of farming enterprise

Collateral requirements

Group lending methods

Turnaround time in loan applicatig
processing

=

Loan approval process

Designated official:

Loan assessment:

Repayment term

Frequency of payment

Repayment method

Monitoring of loan repayment

Flexibility of loan repaymen

terms

Loan repayment incentives or penalties

Debt restructuring options

Disciplinary measures for loan repayment default

Penalty interest rate

Access to loans in future

Foreclosure /repossession

On-lending interest rates

Nominal quoted lending interest rate (%)

Effective (nominal) annual interest rate (%)

Real interest rate (% per year)

Typical loan maturity |

Loan performance

Definition of arrears |

Portfolio at risk (%)

Non - financial services

Market support

Information (prices)

Trading

Technical support

—

Farmer developmen
programme

Financial literacy programme

Institutional support

Source:Yaron et al. (1997) and Samuel (2008).
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