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SUMMARY  AND__ RECOMMENDAT 10NS

OBJECTIVES :

The agricultural sector occupies an important role in the Zambinn
ecconomy. lUs importance has been cohanced recently by production and
marketing problems in the mining scotor, by acute  balance ol pavwents
difficultics, and by rapid orowth of the population and labor torce.  The
Government ot the Republic of Zambia is ful Ly copnisant of the major
contribution that agriculture can make o Zawbian ceonomic propress. Over the
vears, it has actively sousht to shape and promote agrvicultaral activity
by a varicty o1 measures and schemes, including the escablishment of
production and marketing parastatals for inputs and agriculcural produce,

administered pricing, subsidics and eroedit.

Handtost ditUicoitios within the agricoltaral financial systom aond (b

desire Tov organisational retorm prompted the Planning Bivision ol the Mindetry
of Agriculture and Water Development in cooperation with USAID/fusaka and

Towa State dniversity to commission this study of apricaltural {inance in
Zambia. The objoctives of the study were to appraise the operations o!f the
Cinancial svstem as Lt pertains to agrvicultural sector activity, Lo recommend

changes tor improving the system, and to advise on additional studiecs dosiened

to dimprove decision making within the inancinl system.
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METHOD AND DURATLON OF THE

STUDY

The tundamental conceptual approach v this study is to view the
system of auricultural inancing as an .'Ll)lL“}',l'.‘lLL'Ll wholeo Within this system
Financing vequirements are determined by activity levels ol production,
marketing and discribution enterprises, by comuodity pricing policics and
payment practices, and by changes in input prices. Financing requivements are
capable of being satistied by anv combination of selt=rivance(through use of
financial savings or resource reserves oy ocattle sales), eredit, ind
government grants or subsidics.  Credit operations may themsclves be financed
through Tiabilitics issuced o individual savers, private inscitutions aod
governmental apcncices, and through budgetary transtevs from local and foreign
governments. Credit institutions arve only (inancially viable when their

incomes exceed Uhe costs of their credity perations.

The basic methodology for the study were detailed consultations with
institutfon= and individuals representative of most, il not all, clements of
the agricultural Vinance system (see list in Appeadiz B oof Lhe Beport), analvsis
of dccounting and other statisticnl data, and review oif a number ot previous
studies and periodical reports on the Zambian cconomy in general and on the

agricultaral and finaneial scctors in particular.

The study was conducted in Zambia during the period May 16 to Junce

11, 1983.



MAIN FINDINGS:

L.

The financing requirements for agriculture, including the input supp by
and commod ity marketing systems, uru'vury Farge.  Based oun output levels
and existing cost information, the Ploancing requirements for crops and
Livestock production alone are estimated Lo have beoen FO6 million during
the T981/82 production season.  The requirements ol the apricultural
parastatals at existing ciliciency levels of operation would add another

K42 million. Capital expansion in the scetor would increase financing

requlc ments even further,

A substantial capacity exists for partly scelf-linancing current production,
At the ageregate level, the ratio of self=Financing out of financial savines
and resource rescrves appears to be in the vicinity of 473 per cent.  Surve
results tor small farmers in the Eastern Province jndicate sclf=financing
ratios ol 77 por cent. Tield intervicws also uncovered cvidence that
emergent commercial farmers have scli=Cinanced small capital cxpendilures
(KLTLOO=K3000).  The existence of a capacity for scelt=finmeing dmplics

that in many cases the current practice ol both estimiating credit demand oad
of providing credit on the assumption that there is no sclf-financing
capacity is unjustified. Credit subsidies throueh the practrice of

negative real loan rates of intorest have cncourdpged over-reliance on

credit in preference to selt-tinancing.,  The real rate ol interest on

agricultural loans was negative 3 per cent in 1937,



(v)

3. Rural savings are not inconscequential, cond rary to comnon belicf in
Zambin, v appears that considerable suvings exist in the Torm of currence
hoards, herds of cattle, and other resource reserves. 10 aolso appears i
savines v sowmet fmes diverted into nonavricultural pursuits by the
Parming cormunics, A pPrime requirement is to improve the wmechanisms ond
incentives 1ar channel Ting savings into the Cinancial intermediarics in
order to improve the social offi ciency of vural savings., This would
involve an increase in deposit facilities in rural districts as well as
the payment or pusitive real rates of interest on saving and time deposits,
At preseat, commercial bank branches are mainly in urban and rursd Lowns,
and deposit real rates of interest range between pegative 5 oper cent oand

negative 6 per cent.

A Insutficicnt availability of foreipn cxchange has been a wajor constrain
on the auricaltural sector, which is accorded a low priority rating hv the
Foreiuyn vachanve allociat ion authorities.  Paradosicall vothe foreian
exchanae scavceity which roflects (he stagiation of wining cuports in the
face of massive torcign debt pavmens oblipations cqual to 45 per cent or
export carnings In 1982, can be substantially relicved by food inpore-

substitution and by the revival of agricultural cxports.

5. The demand Yor agricultural credit has been enlarged by wenlnees in
pricing policics and payments practices.  Commodity prices set by the
A}

poverament allow such low protit marging that many swall and cricraoent

commercial farmers seem to demand  croedit (later to be detfaulted) ag



6.

(vi)

supplemental fncome wrants.  Uneconomic aperat
supply and prodoce mavket fug enterprises have
on credlt because of nadequate or m.m—v:«:i.‘;l in
addition, crop pavmencs and restitution payvaen
narketing caternrises arc Lypically Tong delay
gaps which have to be wmet by credit,

The main sources of agricultural credit are th
Asricultural Finance Company Limiced which sup
per cent respectively of total agricultural or
also provided by the Development Bank ol Zanb
Company and the Cooperative Groedit Scheme.  No
magn itude of intormatl credit Lransactions, tho
amount or intormal credit extended within (e
rural merchants.  There is a kind of inot ituti
sources ot eredit.  The commercial bk servi
Favmers.  The AFC lends to medium and small se

the Cooperative Credit Schome services smaltl oy

Fisherics and Livestoek production receives pr

than is warranted by the importance of this su

production, the triciency ol poultry and §ish

Ing margins for input
also Toreed a dependence
oo binanceial rescorves.  In
ts to producers and the

ed resulting in financing

¢ commercial banks and the
plicd 46 per cent and 49

edit in 1981/82. Credit s
A, the Cattde Finaneo

thing dis known about (e

ugh there i certainly some
small barm community qand by
onal specialization among the
cominly the taree commercial
alte commereial farmers, while
cale cmergent armers.,
oportionately toess crodit

b-scetor in total agricul tural

products an a source ol

protein, and che notential ceonomic beneiits of vreater use of animal

dratt power.
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(vii)

Ioput supply and commod ity marketing parastatals as well as the cooperative
mions cxpericnce considerable difficultice in obtaining credit without
sovernment cuarantees.  This is not due Lo any unique Dinancing requivements
of this sub=scctor but instead is the result o of it Jdismal finoneial
performince.  Operational inefficiencics, unremimerat jve price maryins,
irresular restitution payments, and unstable budectary subsidics have mad.
Most enterprises in this sub-secror uncreditwortiy . Yhat . pequired

are ol special crvedic facitities bat pricing and other aperational

reforms to reestablish Lhe debl=bearing capacicy of these enterprisces.

Interest rates ave set by the Bank of Zambia. Nominal quoted rates of
fnterest on deposits and loans have tended to be rigid, and too low
relative to the rate of inflation. Real quoted rates of dntercst have
congsequently been nevative.  Non—interest loan charpes and some loan
pracrices have coused effective loan interest rates Lo be higher than
quoted rates by as much as 2 per cont tor commercial banks, 5.7 per cent
For the MG, and 9 per cent tor the CCS.  Agricultural toan rates of intorest
are 2 oper centage points lower than those on non=agricaltural credit. o
addition to discouray ing Financial savings and also | iscouraeing self-
[inancing of dapricultural production, policics ol negative real rates of
intevest hove caused resource allocal ive inel'ficieneics by encouraying
overinvestment in farva machinery and cquipment, and less carcful farm
Financial manauement.  The regime of nepative reol rates of interest has
imposed substantial capital Llosses on financial savers (in the order of

K8 million in 1982 for bank depositors) and has conterved substantial
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(viii)

income subsidies on credic recipicuts,  Because wany low income individunls

are savers while only o few and retatively wealthy individuals are borrowers,

negative real rates of juterest have inereased Income inequality in Zambia.

Interest rate spreads, i.e. the differences hetween Interest costs of funds
and Interest returns on louns, have been insuiiicicnt to cover loan
administration costs and risk costs in the credit parastatals and the CCs,
even allowing for the reduction of risk costs Lo acceptable levels,  With
4098 per cent recovery rate and existing Toan aduinistration costs, the
interest spread would have to be at least |2 per cent Jor the AFC and at
beast 8 per cont Vor che Cooperative Credit Seheme. Inadequate interest
rate spreads hove resulted in serious operating lossces by the eredit
parastacals and a corresponding dependence on budgetary subvent jons.,

and mav have deterved the commereial banks Trom )V inaneing crmereent

commerceial farmers.

There is ccope tor further increases in nominal r(iLLgH of dnterest,  Interest
costs arc a sl proportion of production costs (no more Chan 10 per

coent for farge Lormers, and considerably less than 10 per coont for small
Farmers whose ratio ol cradit to Financing requircments s nearly hals

that of large Tarmers) . Consequently, cven a doubling of current neminal
Loan rates of interest would not sipgnif icantly reduce production or rajse
product prices.  Instead, production may vise, alter a short lag, in

AN

response co improvements in the credit svstem.
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(ix)

The credit parastatals have very lhig

transactions) costs.  These add cons
AFC's  tvansactions costs driring the
or 10.5 per cent per Kwacha fene, 1

the Cooperative Crodir scheue, and o

b Joan administration (or loan
idervably to overall Tending costs.  Th
1982787 aceonnt fan yoar were K0.105
bis comparcs with 5.65 per ocent oy

ven less for the commercial hinlow,

High transactions costs raise the break-cven loan rate ot intoervest or

alternatively puc pressure on the financial viability of the credirt pProgrom.,

For the AFC to breakeven with an assumed detantt race of 2 per cent,

interest costs of funds cqual to 10,

&

Doper coent, and a Joan rate of interest

setat I3 por cent, transactions cosls should not cxceod 1.,5% perocent,

that is, 4.10 per cont less than the

per Rwacha lent., [t is necessary the

3

within the credil parastatals,  Sinee large stall overheads, a svstom o

current tevel of transactions costs
otransactions costs b redineod !

v

many unceonomic hranch o ices, and swall indovidual Toans are mijor

causes tor high per unit transactions vosts, Lhese are the major areas

for dmprovenent,

Horrendous loan delingquency problems

system.  The AFC's loan del inquency

coniront the asricnltural crodit

r.9

b was approximately 57 per cent din

P98T andd 39 per cent in 982, The Catcle Finaneo Company has cxpericenced

sevious difficultues in recovering loans.  The YNCB has o 15 per cenc loan

delinguency rate in g good vear, and
in bad vears.  The Couperative Croedit

by the government currvencly averages

between 40 per cont and 55 per cont
.

Scheme which i partly tinanced

I8 per cent lonn delinquency rate.
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The costs of this high incidence of loan delinquency are catremely
burdensome to the credit fnsticutions.  For the AFC Toan detinquency costs
can be as uach as 29 per ceont of I.u;nhl disbursements.  For the Cooperative
Creditc Scheme, they are projected to be & per cont durine the Tus2/en
Crop season. Faced with such high joan derault cosla, o credit
institution like the AFC would have Lo dquintuple qts present loan rate ol

nterest  just to breakeven and remain an ongoing credil concern.

Lt ds clearly essential to roduce loan del fnquency to manapcablo propart ions.

Zambian farmers default Tor a nunber of reasons. These dnclude inadeguate
producer margins which reduce capacity Lo repay, and delays in Crop
payments which cause late repayment of loans.  Other reasons inelode higeh
transactions costs fmposed on borrowers thiough Tengthy and cost Iy

delavs in Toan processing and disbursement, and poor weather conditions,

Weaknesses in the loan appraisal, monitoring and recovery systoems among

the credit parastatals are o major reason tor poor loan recovery
pertformance.  Loans have been made Lo individuals who lack tie

necessars technical Tarwing ability and whose off icieney Tevels are too
Low, and te fars units whose scale of operaltion is too small to senerate
adequate repayment capacity.,  In these kinds of cases, technical aasistance
with production and marketing, or {iscal orants or subsidivs, rather than
credit, are needed. I is 0 weakness in credit ;uJ']nJ;nis;tl‘:xl fon not to
recognise thi=, and gol Lo act accordingly. The credit apprajual

svstems are also defleient by Vtailing to svstomilically assenblo
aad evaluate information on applicants' provions debt history, prosoenr

R

Liabitivies, present asscts, and op Uheir capacity tor seli=tinancing.
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17.

18.

(x1i)

With respect to Lloan monitoring, the main weakness is the virtual absence

of any monitoring of loan use and of chinges in the loan customer's financial

and production situation alter the l(l).'m has been pranted.  The loan
recovery svstem for production loans suiters [rom Lhe critical defecet of
entrusting the functions of loan recov. Cyoteageneien Tike the cooperative
marketing unions that are themselves not Financially nor tegally Tiable
to the credit agencics.  This separat fon of dutics and Cinancicol
respongibitity violatcs a fundumental wmaxinm of credit administration,
namely that lending authority and Cecovery responsibility should go
together.  The aoency that is rusponsible lor citension of credit should

be responsible ror the collection of the loan.

Loan delinquency is due also to borrowers' perception that loan contracts
are not cntoveeable.  There is little collateral available for
production and capital investment Loans, partly because of Zambian land
law and policy. As a consequence, there is little that the Lender can
repossess inocases o loan default.  Farthermore, perluips partls because

of the virtual abscnoe of veabisablecoblateral, the parvastatal eredic

institutions do not agpreseively pursue legal action apainst detaultoers.

A related complication of over-riding dmportance is the potential for
political interfcrence wirh credit decisions and Lo contriact enforcement .
Rightlv or wrongly, both borrowers and credit ot ! beers In the private and
the public scctor perecive political forees as influcncing pavastatal
Lending decisions and Joan recovery performance.  Both repavmeal behaviour

and credit administration refleet these perceptions.



19.

20.

weld)

As a result of limited enforceability of loan contracts and of credit
behaviour modified by the beliel chat politics determines the allocation
and repayment of sovernment credit fﬁnds, a Mgrants syndrome', i.e.
attitudes and behaviour bascd on the beidiel that funds disburscd by credit
parastatals are pot intended Lo be repiaid and are thevcelore urants not
loans, permeates the public sector componeint of the agricultural

croedit systom.

Within recascnable bounds, ag.icultural credit agencies can mininise
their transactions costs, minimise credit risks, reduce lToan

debinguency costs, and improve eperating margins by Joan portfolio
diversification and by requiring that loan customers purchase crop
insurance.  Decause transactions costs vary among diflerent cizes of
toans, the potential c¢xists for achiceving cross—-subsidization and better
operating margins by a careful balancing of the loans portfolio between
small, medium and lavge scale farmers. By choosing a mix of various
crop and bivestock enterprises and by diversifying seographical v, crodit
institutions can wininise credit risks Jdue to crop failures or markeving
problems.  Crop insurance guarantees some Larm income in the event of
perils caused by fire and weather condilions and thereby protects the
Lender's capital.  Block loans to cooperative unions for velending

to many small borrowers can also reduce Lrmsact ions costs while

[N

improving credit appraisal and Loan recovery performance.
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21. Unlike the commercial banks which are undgced througic local private
savings, the (redit parastatals and the Cooperasive Croedit Scheme rely
heavily on focal sovernmencal and Foreion sources of fuads.  The
conscauences are some Ircvgularity in rosonrce fai lows. troublosome
restrictions cn portiolio choice and intorest Fiate pricing policices,
inabitit,y of the credit agencies to derive those inYormationn]
advantages ausociated with the provision ol suvings deposit facilitics
to loan custorers, and less seope for interaal cross-—-subsidization.,
Furthermore, forcion tunding has in some instances reenited in cnerous
foveign cuchonge risks for the rrming communitv.  Those lines of eredit

which dmoose foreign eachange risks on loan cestoners, ¢.g. the DBZ2's
IBRD funded (rrlonced wvheat credic Crancho, bave conscquently expericnced
wenk Toan demand and underutilization despite the sociveal benefiey

to be derived from the carmorkod capenditaves. A scheme whereby the
lending inscitotion: and/or the Zambinn povermment absorb the farcien

1

exchange rists would be a valuable improvement,

RECOMHENDAT 1075

1. The most fundamental recommendations in the Report pertain to the

institutional structure of the rural crodit system. It i

s

proposed that
the AFC be oliminated and that the direct agricultural credit
activities of che CFC, DBZ, 7STC and other such Lransivnt or partial

agricultural lenders cease.  The ZADE should become operational.,
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The prefcrred structure recommended wou'ld have three componentss

rative vredit Sciheme wiich will be junded by savines
i e s — - 4 .

(1) The Coopd

divecelr obtained from ruval individuats and the covpurative unions, by
block loaus obrained {rom the ZADE, and Ly block Joans obtained Urom
ZCE Financial Scrvices Limited. The CCS would hrve prime responsibilicy

for servicing traditional and emergent Larmers.

(2)  The Commercial Banks which will be [unded by savings directlv

mobilised from the nationat community at large, and by loans [rom

ZADB.  The commercial banks will have prime responsibilitcy for servicing
large scale commercial farmers and the majority or small and mediug scale
commercial Farners.,  Theiv Funding from the ZADE will bo specitically

targetted to the lacter group.

(3) The ZADB whose functions will preclude dirveet lending to agricultural
producers, but includes Loans to input supplicrs and markeving agencies.
The primery function of the YADE in relalion to Farmers wonld be to

provide block loaus to the Cooperative Credit Schome and the commerceial

banks. Tt would assist traditiosnal and ciiergeat formers not directly,
but indivectly throupgh this funding mechanism.

The main advantages of this structure arce the signiticant cavings in
Lloan transactions costs for Soth credit institutions aud loan customers

that result from the demonstrated superior cost-effectivencss of the CUS
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and the commercial banks and the reduclion of delinquency costs as a
result ol better toan administration, especially in the areas of credit
appraisal and contract enforcement, and also ae o result of the

avoidance of the Mgrants syndeome'.

Tt this preferred institutional structure is deemed politically
unacceptable by the government, then the Reporvt recomnends o second

best alternative structure ip which only the three components

ldentificd in the preferred structure exist, but din which in addition

to its block lending to the CCS, the ZADD dircetly on lends to [arm
producers.  Observance of coertain organisational and operational
guidelines is cssential for the success of Lhe ZaADB in Lhe role of direct
Lender to farmers.  These may be bricfly listed as: (i) entrustment of the
responsibility of recovering AFC's overdue Loans (oo agency other than
the ZADE; (ii) the ZaDB's freedom to soleet only the most suitable and
needed stalf Trom the AVC's present pervsonncel, (iil) the ZADB's absorption
of only viable or potentially viable AFC district ol 1ices; (iv) non-
provision ol technical assistance services by #ADE; (v) the establishmen:
of strong credit appraisal and loan moriloring and recovery svstems; and
(vi) implementation of credit policics which emphasize loan portfolio
diversification, crop insurance, borrower's councerpart Linancing,

and broeok-cven loan pricine.

Huch more cupivical knowledse is requived inoa number of decision-making
areas than is presencly available.  The Report recommends three topics

for early investisation. These are (i) Bfbiciency in Credit



(xvi)

Utilization and Impact of Inlerest Rates on Credic Yse and Output;
(ii) Farm Liquidity, Tnternal Fioancine Potentinl, and Demand for Creditg

(i11) Estimation of Borrowing Costs Lending Costs,

The first study would help to provide answers to critical issues

such as whether credit should be allocated more to small than to

large farms, the relative productivity o) additional funds for
different tvpes and sizes of farms, and the Likely responsc of farmers
to changes in the level of intercst vates.  The sceond study would
assist in estinating the Iinancing needs and credit demands of the
agriculvaral production scctor.  The thivd study would establish the level
and the structure of lending costs for various tvpes of credit
institutions and the level and structure of borvowing costs for
different size farmers,  Wich this Information, an analytical basis
would be available Yor improving the performanee ol credit institutions

and for modifving the scoructure of the apyicultural credit system.



INTRODUCT LON:

The agricultural cconomy of Zambia has stapnated in recent vears
as a result of unfavourable weather conditions, Inadequate investments
in rural infrostructure, problems in the procurcment and distribulion of
inputs and products, inadequate price incentives throughout the production

and marketing system o encourase productivity and et iciceney, and linited

[l

and dinetfective research and extension activitics. Problems of inadequate

foreign cxchange are basic to many of the other problems encountered in this

heavily dmport depenaent country, particularly in recent years with

declining copper and cobalt cxport volume and world pricoes,

Many have expressed concern that the availability of credit is olso
a constraint on agricultural production and productivity in Zambia. pBut
credit is ounlv onc source of Tunds to I'inancing, productlive aetivities;
additional funds and in some cases a sipgniticant propovtion of the funds
to [inance agricultural production come 1rom savings - gelt financinge,
The purposc of this report is to evaluate the Finaneidng problems aad
opportunitics in Zambiun agriculture including the production, input
procurcment and product marketing activities., Our frameworlk will be one
of Tinancial intermediation = the movement of funds anm\suvurs to

borrowers -- not just Lhat of credit extension.
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Furthermore, the framework will caplicity recognise that an Important source
of funds to finance individual production or warketing firme is internally
generated savings.  This concept ol self-Financing has not bewn cxplicity
recognised in most previous studies of the Finceing problems of Zambian
agriculture, Tn 1.t it appears that, particularly with respect Lo scasonal
credit, the concept of iaternal Cinancing is not a well understood component
of the lending and credic policics of most Cinancial institubions that

provide funds to Zanbion agriculiure.  The anclvsis will also ucilize the woli
accepted  concepts Tor cvaluat ing the periormance of [inancial intermediarics —-
the concepts of cificiency and reasonable Fransact Lon costs, matehing of the
maturity structure or lensth or Joans to the horrower's needs, matehing of rhe
size of loan of the borrower's requirements, the level of defaults or the
recovery rate, and the availability of credit funds when they are needed

by the borrower.

scetion [T o the report provides an overview of thoe contemparary
structure and recent performance of the Zambinn ceonomy , with special
attention to the aericultural sccelor. The sourves of eredit ror agriculture
are then identificd in scction {11, The FollTowing scetion discusses the
central problems and issues of Financing agviculture in Zambia. These
include the Tinancing requircments ol the scector, the degree ol internal
financine possible, credit implications of commodity market ing practices

N

and pricing policy and risk response behaviour of Farmers,



Section IV also examines interest rate practices and policies, costs of
lending and borrowing including transactions costs aod the costs of lonn
delinquency, crodit appraisal, portfolio diycrsification, and the funding
of agricultural credic institutions. Section V proposes a preferred
structure ol the Zanbian agricultural ceredit system, as woell as supgests
a second best (or less preferved) alternative.  The final scetion of the

report identilivs and outlines three topics for iuriher investipations,



TI.

OVERVIEW OF ZAMBTAN ECONOMY:
several recent studies and reports provide adequate descriptions

of the structure of the Zambian ceonomy, (c.g. [Food Strateyy Studv] and

[Callison wt alj). The objoctive of this sceelion is o provide a brief

review of recent cconomic performance and to hish!ioht e prospective role

of the agricultural scotor in alteviating the current cconomic probloms.
RECENT MACRO-ECONOMIC Pl SRFORMANCE:

By most conventional indicators of macrocconomic performance, the
Zambian cconomy has performed poorly in recent CLimes. Real sross domestic
product declined frow K1500 million in 1976 to K1314 million in 1979, and has

only recovered slichclv to KL406 million in 1982, Rapid population g

(]

rowth at an
annual averagze rate ol 3 per cont resulted in even faster deel ines in real per
capita GHP from K120 in 1970 Lo K232 in 1982, CGood estimates of the uncmp lov=
ment rate arve not available, but official statistics indicare that 485 thousand
persons (28 per cent of the labour force) were ancmployed in 1976, Given lahour

force groweth and the general fall in domestic output, Lt is almost certain that

the level and the rate of unemployment in 1982 creceded those obtaining in 1976,

Inflacion rates also increased sharply from Y per cont per ameam in 1974
to 18 per cent in 19760 Thouph the rate of price increases wis subsequently
suppressed by a system of extersive price controls and vovernuent subsidics

-
to producers, congumer price intiation according to the official statistics

ranged between 10 per cent and 14 per cent between 1978 and 1982, The true

rate of inflation was probably much hipher. Starting in 1983, prices were



de~controlled to some extent resulting in rates ol inflation ranging from

between 20 to 28 per cont according to informed observers.

Statutory increases in producer  prices for apricultural comnodities,
sharp increases in fmport prices, and cecasionally {aster prowth of real
domestic demand refative co supply appear Lo bhe the main factors contributing
to cyrrent infiation.  Guaraotecd minimum producer price for rood staples
such as maize facreascd by 250 per cent between 1977 aud 1982, while the
prices for groundnuts and wheat rose by 192 per cent and 100 per cent
respectivelv.  tThe inereases in agricultural producer priceos, in so Far as thew
reverse a decline in avricutcural output and stinulate cipanded vutput, shonid
serve to dampea future intlation.  1¢ is criticnl however, that processine and
distrilution costs be minimiscd ir supply pains are to bhe reflected in
reasonable Ciwal prices.  Tmport prices more than trebled between 1976 and
1982, the index woviag froa 217 to 695, With respect o agereoate demand -
supply imbalances, real demand (measurod by consumption plus yross capital
formation) excecded real supply (measuved by CHP pius inports minas Crports)
in 1976, 1977, 1981 and 1982, However, since the wuccgs  demand was invariably
a small proportion of supply, agprepate commod ity imbalances were clearly less

important than the behaviour of food prices and fwmport prices.

The Zambinn ceonomy has experienced serious balancee of payments prohlems
during the period ander review.  Current account deficits I\M\m been lavee, o.u.
K542 million in 1982, s has been the overall pavments deticit which inercased
From K270 wiltion in 1981 Lo K392 million in 1987, Sowversl factors

contributed to the deteriorating balance of pavments situation,  Steep declines



in export prices, particularly for mincvals which accounted for 95 per cent of
total merchandise exports, depressed export periormance. Topgoether with
continuous increases in import prices, an 80 per cent decline in export prices
between 1976 and 1982 resulted in che net barter terms of trade falling from

46 to 24, that is a 92 per cent fall in the purchasing power of Zawbian OXports,
Export performance was also handicapped by organisational and input supply problems
within the minine sector.  Furthermore, given the acute dependence of the
ceonomy on duports as oovidences by oo high ratio of inports Lo

domestic demnd (,32 in 1976), there is litole scope For non-deflatiouary import
restuvaint unless there is substantial import-substitution in food supplv.  Some
dmport curtailment has ocearred.  Real imports fell from K260 in 1979 to

K196 miltlion in 1982, and the impore content of final demand decreased to 21

per cent. Noactheless, this kind of adjustment stratepy is deficient on two
counts: the first being that it has ted to serions scarcity o cssential producoey
;‘,',oods in all sectors of the ceonomy, notably apriculture, and sccond, it is

politically unsustainable because of the extreme economic havdships it imposes,

The final performance~indicator dealt with is the public external debt.

-

The Government of the Republic ¢ Zambia relied heavily on foreipn loans in
efforts to maintain its existing cconomic stratepy and cxzpenditure programs
in the face of inelastic Miscal revenues and continuing cxport shortfalls,  The
external public debt in 1974 was K354 willion, but by 1979 it had visen to K766
million, escalating even further to KI436 miliion in 1982, The toreign debt

~
to GDP ratio as 2 consequence has been extremely lavge = 30 per cont in 1976 and

45 per cent in 19820 such bigh levels ol debt and their con-commitantliy Tarue

debt service obligations scvercly constrain the use of foreign exchanpe carnings.



It is estimated that Zambia'sg Poreipgn debr-service ratio i.c. the ratio of
amortization and interest payments to EXPOTLs ol poods and services, n 1982 was
48 per cont. The tulf tment of thoso unwroﬂ:s oblipations means that only 52
per cent of the already low level of Foreipn exchange carnings is available

for supporting domestic cconomic act lvity. It is not surprising in the
civcumstances that the Covernment has [ound It necessary to renegotiate much

of its foreipn debe.

KEY_SHCTORS OTHER TUAN AGRICULTURE:

Measured by their share of gross domestic product and unemployment, a few
sectors arc prowinent in the cconomy. These seclors are (1) mining, (2)
"community, social and personal services,'" (3) wanutacturing, (4) aveiculture,
Tivestock and Fishing, and (5) financial institutions, real estates and
business scrvices. Together they accounted for 75 per coent ol real gross
domestic product and 71 per cent of formal cuplovient in 1981, Developments within
these sectors have had and will continue to Lave o major impact on the performanee

of the economy.

The mining sector is the predominant scctor, Despite stagnant output since
1976, the mining scctor in [98] contributed 26 per conl of total GO and 16 peT
cent ol formal cuployment.  1C aceounts for almost all of werchandise czports,
The dimportance of this secetor to (he ceonomny voes bevoend its divecet contribut jon
- . . - .
Lo output, uncemplovment and foreiyn exchange cornings. ITncomes voncrated in
this sector are a major source of sovernment revenues, and of devived and final
demand.  Zambia could well be described as baing dependent on the mining sccetor,

and, since copper is the preceminent min ing activity, of being a copper=dependent



ccononty.  This dependence has had serious consequences for the country wvhose
cconomic activitv has been vulnerable to international price and demand trends
For copper, zine, lead and cobalt, and to the wealt product fon performance of
the scctor. Shortfalls in [iscal revenues vesulting from the poor perflormance
of the mining sector have resulted in excessive deficit Vinancing, which in
turn has reduced the flow of resources to productive activity and has pressured

the balance of pavment:,

The manutacturing sector, which in 1981 yenerated dircet! v 11 per cent
of real GDP and 12 per cent ol tTormal cuplovment, has nol cxhibited the capacity
to substantially relicve the country's cconomic dirficulties. Real mﬁnnfnvtnrinv
GDP has been stattonary since 1978 at around E150 mill fon. Partly because of
difficultues of ohwining roreign exchange allocations for dmported raw materiale”
and spave parts, but also because plant capacity is too lavee rvelative to
demand, the manufacturing sector is characterised by wxcess capacity production,
For example, all the companics in the INDECO sroup in 19651-82 produced
substantinlly below their annual raced capacity,  Pable 1 opresents the distri-
bution of 41 product types produced by INDECO companics in 1981=-82. It can he
scen that there was cxcess production capacity sreater chan 40 per cent for 26
of the 41 product lines. The manufacturing sector displays little labour
absorptive capacitv. Furthermore, cssentially because iU was conceived din

terms of import-substituting induscrialization, the sccetor of fers little
A Y

prospect Tor carning foreisn exchanee,

The governmental sector plays a central role in the Zambian ceonomy.,



TABLE I = DISTRIBUTION OF PRODUCTS BY EXCESS PRODUCTION CAPACITY 13 198182

INDECO GROUD OF COMPANTES :

Percentage Excess No, of Products Percentase of

Capacicwy Products

61 - 80 Y 22

81 - 100 o 10

Source:  Bascd onodata in Table VITIL7. Econnmic Report 1982, Ofiice

of the Pregsident, NCDP, Lusaka.

In addition vo the lTarge share ol administrative and defence services in Lotnal
expenditures and ewplovment, and in addition to the pgencral regulatory and
overseeing role of the goveroment, parastatals constitute a midjor coverament
presence in che productive and financial services scelors. poarastatals have
monopoly marketing powers tor the major Tood staples and for agricultural inputs
other than Tabour,  Parastatals teature sipniticantty in the commereial banlkine
industry, whoere the NGB is the sccond largest bank, in Pntie e services, and
in the agricu’tural cradit system. Parastatals are also dowinant in the
manufacturing and mining scetors. Scrious problems plasue the periormance of the
public scctor.  Many of the public cnterprises are unprobitable and ineiicient,

draining rather thon adding to public rovennes, s Tabile 7 oshows.
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April - Sept. 1981 Mareh 81 - March 1982

.Mm"‘,h%mm.,hnﬁ,&étm_ e ,nAuu;.,shJ‘,‘,
Sector Turnover Revents Turaover Revenue
Mining 524.0 -57.8 1005.7 -170.8
ILndustry 313.9 2.8 604.9 32.3
Fneryy 282.8 - 8.1 597.7 15.0
Transpore o9 .1 - 4.0 2406.8 - 27.2
Finance 27 .4 19.2 5.7 34,73
Hotels 3.7 - 18.1 0.6
Agriculture 16.9 12.9 10.2 - 11.9
Trading 104.6 - 2.1 212.6 9.7
Communications) 5.7 5.1

25.8 - 0.3

Real Estate ) 1.6 0.1
Al TA13.,3 -38.0 2779.0 -112.5

Source:  Econonice Report 1981 and 1982, NCDE, Ofrice of the President.

Their labour force is cxcessive and contributes to the Large share of public
consumption cxpenditures in total domestic cxpenditures.  Publie sector growth
- ~

during the carly 1970s and the maintenance o1 ics shere sincee the mid=-1970s«
has been at the cxpense of private production activity,  Until the institut jon
of ceilings on government deficit inancing, the povernment absorbed an
inereasing proportion of net domestic credit, much of it channelted as

subsidics to el fictont v oeaanised parastatals,



The financial sector by the very nature ol {inance has a persuasive
influence on the ceonomic system. Lts dmpact is greater than its share of real
GDP and cnplovment suraests.  The Zambian Pinancial systom ds Fairly sioply
structured. AU the pinacle s the Bank of Zambia whichn periorms the tradicional
central bankine Vunctions or reculat ing che crodic and Funding operat fons of
the commercial banks and of puiding seneral Vinaneial policy in the ceonomy.
The Bank of Zambia scts interest rates throughout the system. Five commerein
banks comprisce the main souwces of credit and the main depositc institutions.
Four of the banks are of fore fon origin, while the Firch is o purastatal.  The
two largest banks are the tonpest established torcimn bacis and the reeently
established parastatal.  The commercial banks have a widespread branch network,
though primarilv in urban and rural towns with conscquent by restricted ability
to mobilize vural savings, They Tend mainly on o shor t-ter basivn.  Scveral
public scctor credit apencies, notably the Development Bank of Zambin amd the
Acricultural Finanee Companv, scrve to broaden Lhe range ol ocreditl sorvices

by providing lTonser term development Toans.  In addition, parastataly moebilising
pensions and provident funds provide substantial resources o oo bomn basis

to the creditc parastatals.  The boevelopment Bank of Zawbia also obtaing
considerable loan resources from internation:l sources such as the 1BRD,

African Development Bonk, and toreipn vovernments.  In 1982, Forcien

resources contributed 29 per ceont of the DBA's Lotal funding,

\

A Tew Teatures of the recent operations of the tinancial svatem  deserve

comment at this stage. First, it is ovident that there bas been a substantinl

growth of net domestic eredit, from K765 million in 1976 to K2259 willion in 1087,

because much of this (61 per cent in FIST) represented Bank of Zambia credit to

{

he



sovernment the narvow money supply i.e. curvency plus demnnd deposits enpanded
from K268 million in 1977 to K688 wmillion in 1932, Monetary cxpansion created
obvious pressures on the balanee of payvments and domestic prices duving this
period o fallime real cutput.  Scceond, sovernment rel fance on debl Linane fne
increased sharply, Whercas in 1970 Viscal and other revenues camprised 105 per
cent of total government financing, in subscquent vearvs the vercentapge share
dropped (60 pereent in 198 while "he share of debt §inance rose from 3.6 per
coent o 20 per ocent. Sustained Toreign borrowing has hecoue particularty
sizeable since 1979 vhen foreion debt procecds of K197 willion comprised

26 per ocent o of total covernment [inance.

Thivd, foreign exchange shortages hecame o particularly binding constraint
on the activities of the Uinancial sector and on other arcas of the ceonomy,
tross foreion reserves in 1977 were K55 miliion or 10 pery cent ol the countre's
annual dmport bill. In 1981, the corresponding noagnitudes were K45 million and

i

5 per ocent,  Net foreion reserves decrcasced from pinn B

¢
‘

milbion to mione
K742 over the sawe period.  The monctary authoritics jnotitated sorirzent
L ]

foreign exchange rationing in 1981 which sappressed both fwport and domestic

derand and which thereby reduced che gemand for bank credit.

Fourth, as a consequence of the Covernment's vocourse to financial
assistance from the Imternational Monctary Fund, an cconomic stabilization
program was adopted.  lrs central Features are 20 per cent devaivat ion of the

~
Rwaclha, coilines an domestic credit to both the pubiic and priviate scetors, th

gradual elimination of arrcars on forcign payments, upward revision of interest

rates on deposits and loans, reduction of budpetary subsidics, and the decontirol



of consumer prices,  TPhe seneral intent of the stabilszat fon program e oto
achicove a balanced budset, to reduce monelary pregsures on the Lalance of

pavments and prices, and to simulate savings, capital Yormation, and production,

AGRTCULTHRE: - SELECTED ORGANISAT IONAL ASPHCTS AND 15SUES

kev sector to be examined s the apricultural seclor,

The tinal
At present, the auriculture, Torestry and fisherios seclor decounts for 13 per
cent of real ChE and 11 per cont ol Formal cumplovment. 1 has been Culimled
(Economic Report 1982) that a turther 3 per cent ol (e toral Tabour force may
be emploved in the commercial farms sub-scctor. Apriculture has the
potential for quick and considerablo constribution tu (he toreivn cuchanve necds
of the cconomy Ly fmpert=substitution in the food industry as well as throuch
diversification orf vRports. e is to be noted in the Tatter cotutest, that two
agricultural conmodiy ics, name vy tobaceo and maize, have in the past carned
as much as KI3 witlion in vEport revenues. o The apricultural soctor will aluo he

increasing!y roelicd upon to absorb the growing Iabour force and Lo Tecd an

expanding rural population.

The extent to which the apricultural scetor can rise to the challence
depends upon the desree of efficiency of orpanisation within the sector and
upon the cconomic resources allocated to apricattural development. 4 COMPIre—
hensive report on the organisation and major problems ol U agricul tural
sector has been recently adopted by the Government.  We thdrefore confine

+

ourselves Lo sumnarizing seversl key aspects and issues raisced about production
and marketin. orzanisation, and comment ing on sclected policy attitudes nnd
measures Ltowards the seclor belfopre procecding Lo the iy purpose ol our report,

.

Moappraisal o of the carrent Pinancing situat jon of apricaltare,


http:hunsi.vo

Tt is estimated that agriculturai producers in 1980 nauwbered 613,800,
excluding Uishersien (Food Strategy Stady).  Approximatols 75 per cent ot these
woere classivied oo subsistence or traditional producers, 21 por cont as small
sealte commerciar, 3 per cent oas medium seale compereial and Uhe n»m:tilﬂiwr RS
Farge scale commercial.  The Tarming catepories ave distinpuishable by their
production technotogics, the source of their tabour inputs, the proport ion of
their crops moneted, income Tevel and the hectarase of their farms. Subsis-
tence or traditiona! Tarmers cullivate, to gome exlent on o shifting basis,
production units less than ive hectares, and have cash turnovers loss than
1000, Very Fittle of theiv output is marketed, hand cultivation is practiced,
and theve is rarclhy anv use of purchased inputs.  Small seale commercial or
erergent farmers operiabe on production units raneing from between 5 and 0
hectares,  Thes atilize improved seeds and fertilizers, but cultivate by hand.
A sipndficant proportion (at least 25 per ceunt) of outpul is mmrketed.  Cosh
turnover is between KEL,000 Lo K20,000, Medium seate commercial Varmers have
Farm sizes between 20 and 50 heetares.  Their tabour inpat is farpely purchased.
Fertilizor and improved sceeds are utilised along with draught animal power,
Almost all their output is marketed.  Cash turnover ranges bhetween 210,000 and
K35,000.  The tarce scale commercial Tarmers unve farm sices cicecding 50
hectares, purchase and utilise modern inputs e ading mechnical power and

market all theirv produce.  Theiv cash turnover excecds 10405, 000,

[

Practical ly nothing iIs knewn about the relative ceonomic criicicpes
cof these cateporics of producers, although it is Urequent!y presumed that input -
output ratios are lTowest in the large-scale commercial category and decline

progressively as one noves towards subsistence darming,  Commercial arviculture



makes a substantial contribution Lo total apricaliural output, providine 80 pur
cent of marketed wheat, 50 per cont of man ket od maize, and nearly S50 per cone of
beet production.  The sovabean output is |)1‘;-(!mnin.rlvl\,’ commereiad tarmers !
whiile cotton ond croundonuts are small seale comeccial oand Dradicional crops,
Tobacco s vrown by smal!l seale commercial farmers in the Eastern Provinee,

In terms of the money value of output, the estimnted shares in arricaoitural Ghpe
in 1980 reporced in Table 3 provides some guidance about the contribution of
commereial and traditional agriculture to the wiin browl product catesor jea and
to total avricultural Ghy, It is seen that commoreial devicuebture comprises
37 per cent of crop Ghl, 50 per cent of Tivestock, 6 per cont or tisheries, and
21 per cont of other commoditics, aod an overall 173 per cent of apricultural

sector oD,

The morketing svston for avvicaltoral commoditics and mrom ! aet nred 0
processed inputs is hijuhly contralised.  Parastatals ..o, SAMEoard and Zamseod,
control the purchase snd distribution of chemical Fertilizers improved sceds,
SAMBoard o cofold Storage Board, Zambia Pork Prodocts, and (he Tobacceo heard
arce either the monopoly or near monopoly buvers of maize, wheat, toboceo and
Pivestook products, or have Uhe major intlocnee on their distribution. 11 s
NAMBoard s ornnction in particular to achicve regional balance in the prodoct ion
and consumption o weice and wheat. A recont chanpe o the warkerine svelom has

l ' ' 1

Been the port D Goancs e of NaMBoard's i e purehasing tanct fons to the
N
cooperative unions.  The unions now buy the creop from the farmers bhut o are in

turn oblived to sel it to NAMBoard which vetains it diciribat fon monopal e,

powers,  The Goverament, by setting zero or neglivible wholenalors' ad



distributors' margins has ereated a situation in which the parastatals
and the unions are financially weak and dependent upon the Covernment Tor

direct subsidics, restitat ion pavments, and bank Toan suarantoes.

TABLE 3 = AGRECULTURAL GOP BY TYPE OF FARMING ARD COMBODITIES, 1980

Typa ol Farming,

Commereial Traditional
Km Kin
Crops 55.8 37 5.8 03
Livestock 70,7 40 105 .1 6O
Fisherios 2.0 O 42,0 Y
DLhers 13,3 21 49.9 79
Total 42,4 33 292 04 67

Source: Tabler1.2, P88 Volume I,

The agricultural scctor has not realised its full prowvth potential,
Real GDP in apriculture, instead of increasing cteadily has Conded o doc] i,
Production of scveral major commoditics decroased or arew slowly from 1976 (o
1982, Statistics on mirketed production  do not accurately represent lovels of
commod ity ontput because of e Farse stable shave ol on-1arm consunpt fon oot the
Food staples. Nevertheless, thev do pive arairly pocd porvraval of product ion
trends.  Table 4 reveals that macketed production ¢f maize decrcascd (rom
746,000 tonnes in 1976 to 508,000 tonnes in JYB2s sroumdnuts Tell from 8,371

tonnes to 810 tonnes and pios From 50,246 heads to 40,000 hends.  The marlet



production of Vipaing tobaceo, 4 toreiypn exchange carner, decercased Srom
L2062 teimes o 19706 to 1,861 tonnes in 29820 Paddy vice product ion tended Lo
stagnate.  Some comnod i croups l‘:-;l)\‘l‘i(‘ll('('(‘l stubsiant ial roecovery by the sl
of the 19805 i uot hetfore, Particatarly noticeable iv (he 40 per cont o rise in
supar output between 1978 and 197y, Output in other commod ity sronps sach s
cattle, sunt lower, wnd cotlton, sovabeans and whoeat increasoed continuonsly
since 1976. Overall, therefore, the production performance of the agricultural

sector has not been unitormly strong nor uni formly weak,

Table 4 = MARKETED AGRICULTURAL PRODUCTION | W76 - 1982

Lommod ity Unit 19761977 1978 1979 1980 1981 1982
Maize 000 tonnes 746 693 657 3931 183 (Y7 H08
Wheat 000 tonnes 3.4 4.7 O.4 4.3 6.7 1.5 12,5
Sovabeans 000 tonnes .9 1.3 2.8 1.3 2.0 5.7 5.1
Groundnuts 000 tonnes 8.4 7.2 2.2 2.7 2.0 1.3 .4
Sunflower 000 tonnes 13 13 11 13 28 19 20
Seed Cotton 000 connes 4 9 10 15 15 17 13
Virginia Tobaccao 000 tonnes 6.3 5.6 3.7 4.6 4.2 2.3 1.9
Sugar 000 tonnes 84 71 713 102 111 102 117
Milk 100 litre 10 10 ) 9 10 12 15

Source: Central Statistical OFfice and MAWD.



There is widespread dissatisfaction with agricultural producer prices,
As the data in Table 5 show, preducer prices for most commoditios h:’l\’(!
risen steadily in rccent vears. The main complaint is thal these prices have
not kept pace with auricultural production costs, resulting in shrinking preric
margins. Some producers also belicve that domestic producer prices should he
indexed to border prices for the commoditics. This report has not attempted to
investivate the adequacy of price cost margings nor the other facets of
agricultoral price policv. 1€ doos appear, however, that the CRYZ is actively
revicwing its policics towards producer prices with a view to improving the

incentives For asricultural production,

EABLE 5 = AGRICULTURAL PRODUCKR PRICES: 1976 - 1982 (Kwacha) :

Commodity Unit 1976 19771978 1979 180 1981 1982

Maize 90 Kg t;:a;; 6.30 6H.80 9.00 9.00 11,70 13,50 16,00
Wheat 90 Ky bag 16,00 18,00 20,00 20,00 24.00 26.00 32.00
Soyabeans 90 K¢ bag 17,00 21,50 25.50 33,00 33.00 146.30 42.9]
Croundnuts 80 Ky bag 20,000 28,60 32,00 32,00 35.00 46.05 48,00
Virgina Tobacco Ky 1.04 Fohh 1.4 .51 L.57 1.065 2,40
seed Cotton Kg 0.40 0.40 0.46 0.406 0.46 0.40 0.47
Milk Litre .18 0.20  0.2] 0.25 0.25  0.36  0.43
Sunflower 50 Ky bag FOL00 12,50 170,70 13,70 16.40 17,60 20.75

Source: Central Statistical Ufrice and MAWD.
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Two possible constraints on agricaliural output require greater attention.

The first is che availabil ity of dwported invuts Tor maintenance of cxistinge

levels of activity and for expansion,  Thero iy evidently g shortage of

foreign exchomee in the ceonomy, hut the incidence of lorcipgu cxchange

rationing scoems to have fallen d ispropertionately on the apricultural seetor .

The sector docs not ferture

explicity do the Rank of Zambia's priority list

for foreign exchange allocations, and (he apricultural pavastatals claim to Lo

supplicd with considerably less than cheir Forvipn exchange cequirements,  Current

values of inports oy manuiactured rercilizers were no Favecer 7y 1979 than in

1975, and importe of animal

then again between 1978 and

shortage of animal feods, veterinary supplies, chemical inpucs and 5130

feaed decreased preatly between 1974 and 1976 and

L9850, Generally, there is cvidence of an dacute

for agricultural machinery and cequipment.

In 1981, the Government introduced o special sceheme wherehy produocers are

7

permitted forcivn cichanme ciuivalent to KOL50 Tor cach bag, of warketed output

exceeding 5,000 bavs maize,

2000 baps wheat, and 1,000 Laps soyabeans.,  While

this arransement cases Lhe toreign cxehange problems of Large commercial

producers, it discriminares

The second constraint

than full acceptance oy the

against small producers,

is a wore diffuse one, nome Ly the sceminglyv less

GRZ's commitment to apricul tural development by

key agencics within the public sector.  The treatment or the agriculcoaral sector
>

in the forcion cochanee allocation provess s one indication that st the level

of policy impleacntation there is need For more comiti tinent by state apencics

not direcctly responsible for agricalture.  Anothier indication ig provided by



the insistcence by the DBZ, at present the larpest recipient ol local and
foreizn government or quas i-government loans and erants, Lhat it is an

industrial development bk, cven though its charter does not exzelude the
Financing of agriculture and despite the fact that it has reecived funds

explicitly  for agricultural lending.
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THE_SOURCES OF AGKICULTURAL CREDIT:

The credit system Tor Tarmers ineludes a number of private and government
sponsored lending institutions. The primarvy private sector lendews are the
commercial banks:  their seasonal loan voliume in T9ST-1982 retralled

approximately K448 million, about 54 percent ot the total seasenal credil

extended to farmers (Tablo 6).  The Government sponsored and  parastatal lendery

include the Aericultural Finance Company (AFC) with K60 ailtion of scasonal
Lo volume in 198182 (44 per cent of total volume); and the Cattle Finance
Company (CFC) the Development Bank of Zambia (DBZ) and the Zambimn State

Insurance Corporation (“S1C¢) which makes medium and Foigr term Toans but Ve

Few seasonal loans.  The Cooperative Component ol the systew is the

Cooperative Croedit schome (CCS) which in 1981-82 loaned approsimately K1.,6

miltion to farmers -—- approxtmately 2 per cont of the sceasonsl credit, Estimatos

readily available, although the AFC extended K5.7 million, the CFC 0.2 willion,
ZSIC K10 million, and DBZ K5.9 million primavily of longer term credit to
farmers. Thus in 1981/82 at Least K96.8 million of scasonal and Tonger term
institulional crodit was utilized by the agricaltural production scctor. The
organisational ::L‘ructn\\'w.‘, history and current Fending rocus of the agricultural
tending institutions jprowell documented olscwhere., Consequently, only a brief
descriptive review will boe provided hereo  The AFC was initiated in 1970 Lo
succecd the defunct Crodit Urpanisation of Zambia (COZ) as o he prime
pavastatal Tender to apriculture. lis primary lending activity s scasonal
Loans to farmers (about 45 per cent ol total loan volume) with the remninder

being dintermediate and Fong term financing.,  Loans are made primacily in kind,

[

of the total medium and Fong term erodit exrended to Farmers in Zambia are nol o

’

the
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The commercial banks, primaril ¥, Barclays, Standard and Zambia Mational
Commercial Bank, provide loans primavily for rthe comuercial farmers.  Much of (his
credit is seasonal line of credit or &)V«ﬂ‘dlY;ff Pinanciog.,  Recovery rates have
been relatively vood cieept Tor droupht poriods.  Barciavs and Zambia Nationnl
Commercial Bank have special loan programs For small facwers; the Dorelavs
Lima program included approzimately 2,500 borrowers aond Zambia Kational had
about 600 small scale Farm horrowers in 1Y81/82. Heithoer baak anticipates

a major cxpansion of these small seale farm cending proprams.,

The Development Bank of Zambia (OBZY, primavity an industrial Tending
Institution, provides o vary | indted amount of medinm and Fongs term funds for
agricultural production.  These loans hive boon Copieatly Tor Tarpe scale product jon

projects with o heavy canhisis on LivestLock production.

The €S component of the credit svstem has exhibited steady bul control led
growth since its initiation in the mid=1970s.  in cssence, the 08 progan
irvolves block Toans from Zambin Cooperative Federavion Finaonce Scerviees, o
subsidiary of the Zambian Cooperative Federation, to local cooperative unions
which lone the funds to socictics who in curn Jopg the funds to dndividaal
society members.,  Most of the kunds arce disbursed to small scale farmers (Carm
size averages about 2.5 hectares and loan sizo K365).  loans are made in kind
rather than cash.  Recovery rates were quite high in carlicr vears, dipped during
the Tate 197075, but have increased recent Py The leadership of the €Y e
hesitant to cxpand their Pending activities very rapidiy beciase they feel the
pertormance of the svstem depends in Farge pare oo the strensth ol loceal

covperative socictivs, and the vrowth in loea! societics i poinstakingly slow,
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A recent addition to the set of Financial institutions to provide
credit to farmers is the Zambian Agricualturgl Development Bank (ZABB) . This
parastatal cntity was created in 1979 with rhe charge to eventually take over
the functi-ns of AFC and Cre. However, delays in Covernment funding and the
development of operating procedures and policy documents have resulted in
inaction, and ZADB still is not operational as a Tending institution. Currently,
personncl in the Minfstry of Agriculture and Water Neveltopment are assisting
personnel in ZADE in the development of the statement of operating policy

and procedurcs,

Credit funds for the input supply and product mavketing and processing
firms have been availabloe primarily  from commcrcial banks (hased on GCovernment
guarantees), the Bank of Zambia and the Development Bank of Zambia.  Much
of the credit extended from these tending institutions to the input supplv
and marketing scetor has boon scasonal or inventory financing, although the
Development Bank of Zawbia in particutar has provided capital expenditure

funds for increased product processing capacity,

At preseut, very little is known about the informal credit warket in
rural Zambia. 1t is commonly believed within the country that informal credit
activitics, particularly those involving woneylenders, are insignificant. vyot
even a superficial probing sugpests that this view is not well-founded and mav be
quite errvoncous. Some familics do extend credit of relatively swall amount s
LY
in both enrrency and commoditics to other PamilTivs, vhovpl usual 1y ar sero rate

of dinterest.,  Also, commoditics, e.y, cloth, are sometimes acquired on credit

from merchants in nearby towns.  For those transactions, an interest charge is
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not-usually stated explicitly but the dmplicit rate of interest my he quitc
high. Furthermore, there is evidence that substantial barter activity exists
in rural communitics (For cxample the rrudihu of oxon sorviees for fertilizer,
seed or tabour). Althouch credit is not involved in such activitices, barter
or resource trading does reduce the domand {or monetary credit from {formal

or informal markets.,  Because it would have heen too cxpensive and time-
consuming to svatematically gather information on the iulormal credit market
and barter activitices, the attention of the report is confined to lormal

credit programs and institutions.



V. MAJOR FINANCING PROBLEMS AND [SSUES:

Vol INTERNAL PINANCING POT

FTTAL AND URENIT REOUIREMENTS :

A presunption of wost previous studics of the problems encountered
in Financineg Zambian aericulture is thav all operiting inputs must be acquired
using credit.  In rveality, some operating inputs may bhe acquired by barter

and others mav be purchased with internal | v ogencrated funds,

To deterwine the poteatial availabiltity ol internalle voeneratoed funds
to acquire scasonal inputs, a stmple "sources and uses” of funds procedure
wvas used.  This procedure is based on the argument thar total uses of [unds
to acquire production inputs (total seasonal Financing)during o yoear must he
cqual Lo sources of tunds to acquire seasonal dnputs Cinternad savings plus
scasonal credit). Total seasonnl Pinancing neceds were caleulated Tor 193]
as the sum of the averesate naticnal production of apricultural products
times rhe per unit of product ion eash operating costs,  In csscence this
caleulation as summarized i Table 7 indicates the total amount of funds

o seasonal finaneing that was required to produce annnal servieultural prodoaet jon,

TABLE 7 = FUNANCING REQUUREMENTS AND

INTERNAL FINANCINCG 2 hosl:

Total Financing Noeods:

Crop Product ion K&Z,809.306
Livestoex Prodaction Ko, 56073 , 707
Total K44 ,3748,0173
Minus Total Creodit lsced ‘1_"1317_"“‘{! .'(J_()_()
Internal Financing EO2, 042,013

Internal Financing Ratic: 62,042,013

P LRI ./"}
VA, 347,307



The next step in the procedure was to estimate the total seasonal
credit extended by all agricultural creditors to o1l farmers in Zambia during
the year; this duta is reported in Table 7. Sine. total scasonal (dinancing
needs must cqual scasonal credit phus internal savings, an cstinate of (e

amount of internal savings that must have been available to {inance seasonal

input purchases can be caleulaced s scasonal Tinancing needs minus senconal
credit cextended.  This calceulation is shown in Table 7. The results suppest
that a substantial amount ot intornal o inancing or savings has been available
in the past to finance the purchase ol operating inpats.  The proportion of
total scasonal Pinancing that was obtained rom ernal sources (che interinal
financing ratio) secms in the order of 43 per cont, The caleulations are net
fully accurate becuuse Firm data were unavailabie ror production costs {or
pork, poultry and feedlot catclo, Nonetheless, they do provide tentative

estimites of financing vequicements and of the scope Tor dinternal financing.

some additional evidence is available rom o sample survey of 86 smnalld
farmers in the Fastern Provinee. This survey wirich was primarily concerned
with groundnut production generated the Finnncia! data on which the
caleulations in Table § are based., 1€ can be sceen that those small farmers
who producced maize, groundnuts, and sunflowver ho d total Vinancing vequirements

of K26,690 which they met Largely (77 per cent) out of their own vesources.



TABLE § - SMALL SCALIE PARM FINANCING REQUIREMENTS AND ANTERNAL FINANCING

FO

R CROPPRODUCTION (. PROVINCE: SANILE SURVEY GROUNDNUT STUBY, 1983):

Requirements:

188.9 Ha maize K1G,231

33.9 He groundnuts K 4,997

59.7 Ha sunflowsr K 4,836
Total Reaquirements K26,690

Minus ,(::_?;'}l‘l_i,.ti _L_f_s__o»(lA -K _._‘3,.'57(»_
Amount lntor nally Financed 20,690
Average per household K 272

Internal Finance Ratio: 20,690 775
26,690 R

NOTE:  The data was collected from o sample of 76 Farmers.

Assuming the internal Financing ratios vemain relativel y stable over time,
estimates of future seasonal croedit needs can be determined. First future
expected agricultural production is estimated along with expected cash costs of
production, Multiplication of these two figures for atl crops results in an
estimate of total seasonal f nancing necds. By applyving the internal Financing
ratio times this estimate of soavonal Financin: needs, an estimate of internal

N
Financing iv obtained. The residual must o come from eredit sources, so oan
estimate of scasonal crodit noeds is obtained by subtracting internal

Financing from total scasonal Financing noeds.,

7
3
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This cstimation procedure is crude and needs further reidinement, but it
focuses on the opportunity for the [irm to usc internal as well as external
(eredit) Tinameing,  The results fmply y,rowfn;r, future scasonal credit needs for
Zambian aocicutture, but that internal or sebi=financing is also very important.
Farthermore, methods to improve internal financing by pencrating higher incomes
throngh the adoption ol more efficient production practices or hipgher commodity
prices may substantially reduce the need for scasonal eredit.  The results also
sugpest that ercdit mae not be as dmportant a coonstraint Lo increasing
agricultaral production in Zambia as some mivht think. This does not imply that
credit is unimporeant, but that other means are avallable Jor Financing
agricultural production and that price policy and proprams (o enhance productivity
may be equally as dfmportant as credit policy in releasinge the financinl
constraiont and encouraying increased agricultoral ountpuat . Also, the resalts
imply that the present pract fce of 100 per cent Pinancing of seasonal production
costs s not alwavs necessary, and may contribute (o Hw;,“ resourees being:
diverted to non-apricultural uses and to less socially eilicient use of the
country's Fiaancial vesources. Finally, the estimates ol the amount of

internal financiong used in agriculture raise questions as to the amount of

informal or non-institutional credit that is available to farmers,

V.2 SCOPE FOR FINANCING LLVESTOCK PRODUCTLON:

Dt AR R
Most past Jiscussions of the credit and financing needs of Zambian
!
agricultnee have focused on the crop sector and the noed for scasonal fnds to

acquire purchased fuputs.  Althouph various studies indicate that the protein
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content of the Zawbian dict is not de [icient (Food st rategy Scudy), the
opportunity to substitute animal protein for plant protein does exist.  Beefl is
the preferred weat of the Zambinn consumer, although ish, poultry and dairy
products also cxhibit strong demand.  The Crewmendons quantity o native range
and vrassland Supreests that cattle production could e crpanded significant N
with adequate Financing, adoption of appropriate management practices with
respect to brecding, periodic sel ing of animals rather than aceumulation,
and minimal supptemental nutrition.  Concern is Frequent ly cupressed about low
efficiency of conversion of potential Foadsruris into snim products.  llowevoer,
the high clficicnes of poultry of tish in comverting teedstults into animal
protein supvests (hat cipanded production of these prodiucts would not place
significant stress on the supplices of maize and other food crops available for
human consumption in normal vears. o Consequent by, serions considerad o shouvld
be gliven Lo the erprtnsion ol eredic programs for catthe, poultry and {iah
production by all of Lhe Financial insticutions serving aericnlture.,

A related issue is use of cattle tor convimal dratt power.  For the
emergent and small scale commoreial Larwer, aoimal draft power (ozen) would appear
to be the appropriate technology compared with mechanics] power because of
size considerations and the restrictions on forcipn cachange to acquire mechanical
pawer, spare parts and petrol. Expansion of (he use o both female and male
cattle as sources of animal deatt power has been advocated (Food Stratepy Stodv),

.

The availabilitv of intermedinte tern credit to inance rhe acquisition and

training of animal draft powes could have a sipniiicant fmpact on the
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productivity and total ouiput of the cmergent and small scale commercinl
farmev. Furthermore, the cattle themselves could be the collateral for
such a ltoan, and barring death due Lo discase or malnutrition, would
provide reasonable scenrity to the fend Ing dnstitution to reduce the risk

of recovery if detfqalt shoutd occur.

FLEANCIRG LARGE VS SMALL PARMS

I recent vears Zambia has bocome inereasingly concernced about
maintaining sclf-suflficiency in food production.,  From the perspective of
obtaining the Tarpest total agriculcural output with the Hmited amount of
capital and crediv available, the capical productivity ol the Targe comercinl
farms compared to the aamal ciergent barms must be evaluated,  Daca wopre
notavailable o complete sueh an cvaluat fon bt some arypuments can stjl)
be made. If both the farge and small sceale producers have the smne or vers
similar producticn respoase functions (the relationship belween output and
capital inputs), the additionsl productivicy and output frowm allocating
additional capital to small seale farmers would probably execed that of large
scale Tarmers because of Uhe dechining marginal producrivity ol copital and the
significantlv lower level of capital inputs on oswall seale compiared to large
s¢ e farms.,  However, (F the production response function  Yor the Largor
farms is subutantinl Py above that ol the smal Favms, wheieh quite possibly mav
be the case, then the larger farms may exhiihit higher mary il productiviecy of
capital in spite of their current hivh capital intensitve I8 this is (he Case,

A clear conflict botween the nation] soal of Tood seil-nalicieney (and possiblv

even exports)y and the soal af pProviduag credic to small farmers omiats, A thorouph

analysis ol the productivity of capital and credit for smwall wnd Targe farmers

would be useful to assist ia resobving this potential conrlied,



V.

EINANCEAL PROBLEMS OF THE_INPUT SUPPLY AND PRODUCT MARKETING SUB=SECTOR:

The agricultural input supply and product acquisition and processing
sectors are dominated by cooperative unions aod parastatal organisations that
have their own Cinancioe problems.  The porastatals obtained the majority of
their funds from the Covernment throuph Toans From the Bank of Zambin or direct.
restitution and subsidy payments inothe past. Inorecent Cimes funds have also
been obtained from the commercial banking sccetor, but the banks have insisted
that the Govermment guarantee the repayment on these loans.  The Development
Bank of Zambia has also boen a source of loan funds for capital expenditure
projects of the parastatals.  The cooperat ive unions have obtained a large
share of their borrowed Tunds From NaMBoard, “ambian Cooperative Federation
Financial Services wmd the commere ial banks, avain with the requirement of

a Government guarantece.

A fundumental issue in the financ i o the input supply and marketing {drms

in Table 9 show that agricul tural parastatals have salfered substantial Jossen
in recent vears (in part because of sovernment aandated pricing policics),
Restitution and subsidy payvieents have been inadequate to cover such Josses.,
Furthermore, shiteing the responsibility for buying apricubtural commodit jos
From NAMRoard to the cooperative unions his resulted in confusion, duplication

of scrvices and some excess capacityv.  Ju additjon there ig substantinl cxcess

capacity and very hish overhiead costcs in many of the sporicultural product and

input processing parastatals,  These Pactors maike it ditticalt Tor the commereinal

banks to treat the apgricultaral parastatals as aceeptable credit risks without

is their apparent inefficiency and relatively weak financial condition. The dat
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a goverament guirantee. fmprovements in the ciliciency aud performance of the
parastatals is esseotinl (or them to obtain more reliable sources ol debt
Financine.  Covernment restitution and subside pavments have often been delaved,
part!v because of shortlalls in sovernment revenue, and have frequently bheen
inadequate tou cover eipenses. The parastatal orpanisations should probably
become less dependent on government Cinancing and move more completely to
commercial Uinancing sources, but commercial banks will view them as acceptable
risks onlv [f they develop a more solid equity capital base and improve

efficiency and operating performances,

TABLE 9 = HET 0PER

ATING REVENUE OF AGRICULTURAL PARASTATALS: KOOO:

Jim - Sepr, 1981 March - Sept, 1982

i

Paral Development Corporation 2,500 1,890

Zambia Pork Products Limited 52 - 22
Poultry Development Co. Lid. - 351 B - 13
AFE Limited - 25 - 177
Zambia Auricualtural bDov. Ltd. - 250 i 393
Kawamba Tea Co. Lud. Not known - 238
Cattle Finance Co. Ltd. Not kuown - 20
Agriculture Finance Co. Ltd, Noto known - 1.73

Source: [Economic Report, 1981 and 1982, NCDP, OffTice of the President.
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With attractice prices to producers and an efficient distribution and
collection networle, the parastatcals should have no chronie (Iif’l';i\vull‘y in
obtaining rarm produce or in soll ing input:;. With reasonable lTevels of
processing consts, they shootd also bo able Lo realise aceeptable Tovels of
profits or operating surpluses.  Wicl improved manapement ref leeted in sCrong
financiat porformanee, the agriculiural marketing and distyibution enterprises
would bhe capable of attracting funds on a commercial basin from private and
public sector credir institutions without recourse to novernmenlt suarantoes,
and need not depend on vovernment Fiscal assistance.  There is clearly o aced
to study thoroucshly the oreanization and functioning of this sub-scctor in
order to establish suidelines ror vrolorms that can improve the ripancial
performance and thereby the debt=bearing capacity of cnterprises within the
marketing and Jdistribution system. A study of the fercilizer industry soon
to be conducted by a MAWD team should make a useful contribution to these

igsuces,

The cooperative unions should also improve their efficieney and
performance so that theyv can expand their creditv lines wich zOp Financial
scervices and the commercial banks and reduce their dependence on NaMBoard .,
Furthermore, with vxcess capacity in the processing and some parts ol the
nput supp!y industrics, new projects to borrow funds from the bDevelopment

Bank of Zambia or auvy other londer should be carcrutly serutinized.

>
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CREDIT THPLICATIONS OF COMNODLTY PRICING POLICY:

Lt must be recosnised that priving policy in Zambiu and the administ ration
of that pricing policy are integrally related Lo credit policy.  Commodiry
prices arce administrat fvely st based in part on estimites of the cost of
production. Interest costs on scasonal loans as well as an opportunity cosnt
on invested Yunds ave included in the cost ol production  caleulat fons, so

interest rate policy clearly affects the lovel of commodity pricos,

Equally ifwportant is the adminisiration ol pricing policy. The government
controlied parastatal, NaMBoard, has Lho responsibility and monopoly power to
purchase all maize mul cortain otier crops troa the Tocal cooperative unions
who have purchased che commod ity from the farmers.  In the past, NAMBoard has
been required to rescll the crop Lo mitlers below their cose, or inadequate
margins to cover distribution cipenses, with the Vinancial shortfall to be
coverad by rvoestitut ion payments from the povernment.,  Because of cash low
problems encountered by NAMBoard, in part boecause ol delays o oreceiving
restitution payments rom the Govermmeal, delavs have Preguently heen enconnteroed
in paying cooperative unions for the commod ity.  The cooperative unions i turn
have delaved paviments to the Favmer; these delavs have been as Tong as six monthy
after the crop has beon delivered. This detay in payment to the Farmer not
only reduces he net price he receives because ol Lhe opportunity cost op
detayed proceeds or the addition:] incerest cost on borvowed funds, it alse

) ~
results in detavs in repavment awd bloated credit demands hocianse he Foormer
must purchase "anut:; for the upcoming CLOP Lot ore e roceive: pocvinent for Taut

vear's crop.  Lnoessence, a Carmer may have scasonal loans autstanding tor two

crops during part of the year -- the one he has deliverod but not yet been paid
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for, and the one he is currently growing and had to borrow money to plant
because of the delav in receiving payment for his detivered crop.  Similar
delays in pavment can result i NAMBoard doos net receive ity povernment

subsidy pavments on fevtilizer purchases in a time Ly fashion, again resoluing

in cash flow problems throughout the mavketing chain.

Irrespective of the inceiliciencics that resutt from administered prices
and a system of subsidics and restitution o cover the cost ol necessary
services, the adminiscvration of that pricing policy adds Turther inelficiencies
that result in increascd costs aad hivher credit deminds., Prompt pavment of
subsidies and restitution by the government could reduce private scector credit
demands significantly. Changes in pricing policy to reduce intermediate Jevel
subsidies and allow margins may cncounage productivity and veduce payment
delays, 1f o subsidy is considered desirab:le to reduce consumer prices, Lt omav

be more cfficient to dircctly subsidize food purchases at the consumer loevel,

FINANCIAL BEHAVIOUR AND RISK RESPONSE

Farmers are very aware of risk in developing as well as developed
countrvies. [n many cases mnagement decisions that scem inconsistent with
income enhancing goals are, in veality, a logical response to risk., Recent
analyses, (e.g. Hopkins et al) have documented the |inancial strategics that can
be used to reduce the disastrous cconomic consequences ol risk and uncertainty,
particularly the holding of Liquidity Chrouph  conrreacy Craresouree rescrves.
These concepts may be particalarly appropriate in Zambia where irregalar
payment oi covernment subsidies and restitution and delavs in receiving

compensation for products vesult in sisnificant income risk for farmers.
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To reduce the chances that funds may not be available to purchasc
inputs when necessary, the farmer may hold Larger inventorics that could be
sold 1f necessarv.  Tnventories of Crops m.L}zhL e sold i the informal markoet
where prices mav be liicher and payment dis made i ocash. o some regions cattle
may be used not only as a store ol wealith bul also as 4 source of Tiquidiry
If funds are needed to purchase other inputs or assels.  Ercess fnputs such
as fertilizer mav he held over tu Following years to guarantoee supplics and
protect azainst price lncreasos. Llquidicy is not held in a financial form
(savings accounts, cte.) because of negative real rats of datercat which rosuly
in declining real purchasing power of Cinancial savings.  lostead liquidity
Ls maintained in the form of resource reserves —— roal Lonets that do not
decline in valuo with inflation. Furthermore, nepative real rates of inleresd
ot borrowed funds cncourages the substitution of credit or internallvy
senerated savings; Dnstead the "savings

'
2]

arce waintained as rescrves of real

assets.

Higher real rates of interest on savings and loans combined with more
predictable government price and pavment policics would reduce the need Lo
hold currcency  and resource reserves, inerease the ulilization ol internatly
generated funds, and ncercase Cinancicd savings whiich can then be
mobilized through the financial markots and made available in the Form of
credit to these farmers who have tidequate Internally sencrated funds co

linance their operation,
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CROP TNSURANCE AND TIE CREDIT SYSTEM:

Tnadequate recovery rates have hoen opersistent problem of most of the
government lending agencics in Zambia. As is noted bater, numerous reasons
For the Tow recovery rates can be identified., fn recent years, the recovery
rates of the commercial banks as well as the government Lending dnstitutions
heve deelined, partly due to droupght conditions (hat have resulted in poor
yields. One method thar might be used to enhanee recovery rates in years of
adverse weather or other crvop perils g Crop insuranec,  Insurancec schemes are
noL new Lo Zambian agricalture < Many Tendery requive the borrower o purchasc
Fife insurance pavable Lo the lender o cover the loan in case of rhe borrower 'y
death, Multi-peri) Cropoinsurance is available For scelected crops on g limited
scale (Bconomic Report 1981), However, such insurance g available only for
acreages noexcess of aowmin imum size (40 heclares o) mrize, lor example) and
even for those who qualily the nremiam appears to he high compared to the

indemnity or protection receivéu,  PFarmers who cultiviate not less than 16

.

hectares can also purchase insurance against five and Fightning. The premium

for this policy is loss than that for multi-porils,

In many countries, Crop insurance is an integral part of the credit
program for farmers; a producer is vrequired to purchase crop insurance as a
condition of obtaining credit much Fike he is required Lo purchase 1ife
insurance. Lmprovements in the pricing and the administrasion of the crop
Insurance prooram in Zambia, including c¢limination or reduction of the mindmum

size farm that would qual ify fror insurance, would wake it move attractive to
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Farmers and lenders al ike. specilically, providing insurance sorvices dircectly
through the credit Institutions (the Loan officer would also be responsible
for complaeting the forms for Cthe incurance policy and collocting the proemium)
would reduce administrative eapenses. The AFC already provides this ageney
service on behalt of Z50C0 Peomiva income is included i the Toan and iy
deducted by the AFC whose District Off jcers complete the application lorms
for the farmer. 1o the case of perils Like droupght, asscssment of the loss
for small farmers mieht be done on an area-wide vather than individual Carm
basis, and increasod seographic and crop diversity would reduce the risk and
potential indemnity pavment by the insurance company and thus allow the
company to reduce its premium, A cost-cffoctive and well adwministered crop
insurance program could significoantly increasc repayment rates in vears ol
Insurabice votural disasters,  Such an insurance seheme might also reduce the
incentive for farners to hold Financial or resource reserves to o cover such
contingencics (reduce the need tor sel F=insuranee), chos reieasing funds

and resources for sellf-{inancing and reducing the demand Lov seasonal credic.

INTEREST RATE PRACTICES AND POLTCIES:

Quoted nominal rates of interest have tended to be low velative to
the rate of inflation (Table 10). As a result, real rates of inter stodile.
nominal rates adjusted for the expected rate of inflation, have been negative
in recent vears.  The rate guoted on savings deposits ot conmercial banks io
the Towest at seven per cont,  Time depositors are of fered a rate of interest
one=-hall to one and one-—-quarter pereentage points higher than the savines

deposit vate. The minimum Loan rate is the commercial bank prime loan rate of
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10.5 per cent. Only a few private debtors and the parastatals receive hank
credit at this interest rate. A sectorally difterentiated rate structure js
maintained for all other commercial bank credit.  The foan rate to agricul ture
is one percentage point above prime, and the masimam rate Cor Tendimg to the

remaining scectors is three pereentape points above prime,  Credit parastatals

also maintain this loan rate structure,

TABLE 10 - COMMERCTAL BANKS QUOTED INTEREST RATES AND ANFLATION:

Nominal Rates of [aterest Real Rates of Interest
Year Savings 6/12 Prime Higher Savings 6712 Prime
Deposit month Loan [ncome Deposit month Loan
Time Rate Consumoer Time Rate
Deposit Price Deposit

Inflation

1975 4,00 5,00 7.50 8.4 - 4,40 =3.40 ~-0.90
1976 6.00 7.25 8.25 16.1 -10.10 ~8.85 ~7.45
1977 6.00 7.25 6.25 17.1 ~11.10 =985 =10.85
1978 7.00 §.25 9.50 12,2 - 5.20 ~-3.95 ~2.70
1979 7.00 8,25 9.50 11.3 - 4.30 =3.05 ~1.80
1980 7.00 8.25 9.50 L5 - 4.50 -3.25 -2.00
1981 7.00 8,25 9.50 L10.4 - 3.40 -2.15 -0.90
1982 7.00 3.25 9.50 13.2 - 0.20 ~-4.95 ~3.70

Source: Bank of Zambia Annual Report 1981 and Financinl Keport,

February, 1983,
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Quoted rates of dinterest understate loan charges,  Zambian credit agencies
impose a1 number of fees which substantial Ly raise the effective nominal viate of
Cintervest. These include handtiog chavges, application recs, commitment foes,
penaltics on overdrawn loan accounts, and fees for local purchase orders (1101g)
- S Co ; L . . .
Tor credit—-in-kind transaction;. Frteclive Taterest rates are also rabesed by
not charging intercst on a reducing balance biasis in some cases and by seomoetime:
. 2
caleulating interest for a fonger period than the actual duration of the Toan,
For their averase size apricultwral Toans, of fective nominal foan rates of
interest may exceed quoted nominal paves by two percentage points for commercioi
8

banks, 5.7 percentapge poiats lor the AFC, and 5 purcentage points for the €CS.

The level and structure of guoted nominal rates of intorcst throughout
the formal financial svstem is set by the Bank of Zambia. Interest rate policy
appears to have been based on the ol lowing conuideratl fons and assumplions.

The Bank of Zambia wishes to d iscourage cradit=1inmmeed consumpt ion and to
encourage savines., L seeks to ensure Lhe most productive wtilisation of
credit.  The lower Loan rate of interest For aoricel tore lnplics either that
agriculture is o preferred activity or that the Bank of Zonb o assumes thar
agriculture generates lower cconomic rates of return than other scetors of the
economy.  The Bank of Zambia also assumes that Vinancial savers do not

1. Thve AFC has o leduer Cee of 197, and also chavges KU tor cach application
form and Y050 tor cach LPO.  The €8 charpges o handd iy charee of K2 por
Toan.,  Commercinl banks charge commitment tees o 100 penalte foees

of 2T on overdrasn Toan accounts. 16 appears that coae commerceinl bankes

also charvpe Tarae commercial farmers o ront end oo o1 L 1000,

2. Loth tihie AFC and the CC3 charge interest Tor 12 wmonths on scasonal Tonns
even thoush repavaent wust be made in 9 months.
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recognise that inflation erodes the real value of their savings -- they suflfer
money illusion . As part of its current understanding with the IMF, the

central bank has sought to bring nomingl interest rates more in Tine with the
vate of price inflation.  [nterest rates were raised in danuary, 1983, However,
additional interest rate adjustments may be warranted to Tarther encourage
efficient savings mobilization and credit altocation, and to ensure consistency

with the equity objectives of the Goverament.

Provided the credit mechanisms function properly, savings will
contribute more to Zambian cconomic propress the greater s the proportion
of savinus in inancial ingtitutions and the Fonper fo the maturity stracture of
financial savines.  There are indications Chot abthough savings have become
more Financialized and che maturity structure ol Uinane il savings has
Lengthened, there is scope tor farther decpening of savings.  The ratio of
currency (the most Tiquid financial assot) Lo carrcency plus time and navings
deposits s Sizeabloe CO2G 00 1982y 0 Also Che commercial binks claim that there is
A siynificant Teakape of curreney {rom them to the roaral public.  Both of thesoe
observations imply the cxistence of a substantial volume o Wighly Tiguid
Financial soavings ourside depositary institutions. 10 is
evident that manv rural Zambians save in non-1inancial Forms, notably cattle.
Even though tradition undoubtedly partly cxplains this preference for non-
Financial acsets, it should be recoonized that because the values ol these
assets are positively correlaved with the rote ol inl"l:xl_im‘n, thev serve as
inflation hedyes. Tt is thercelore debateable that cven small savers suffoer

from 'monev illusion'. Furthoermore, with low or negative real ionterest ratos



on depos ity commercial farmers who do acceumulatoe substaatial operating surplases
arce more inclbined to use these funds Tor direct of f=farms fnvestuent rather than

in hank deposits whese they can be rechamnel ted to apricaltural pursnite,

An additioaa! arcument can be made for frigher nominal deposit ratoes
of dnterest.  Savers will prefer to hold either carreney or non-ijnaneial
assets so long as the cost of deposit transael jons excecd interest ineome carned
on deposits. The major deposit transact ions cosla, especially for rurat
savers, are time and travel expensies, avither of which is readily redaced,
Thercelove, 16, as is Pilely, deposit transact ions costs ore greater than
nominal rate of interest on savings deposits, an upward revicion ol interest
rates may be required to raise the vatio of deposits to both Uinaneial saings

and total savines.

Despite vecent increases o nominal loan rates, real cffective Toan rateo
of interest are still very low and are negative i some instances.  Loan rate
policy may have cncouraved over-mechanizat ion of commercial apriculture. B
careful study of this issuc needs to be dome., Konethetess, it does appear
that the stock ol Carm o machinery and cquipaent may he cxcessive,  Fow resoarces
are allocated to repalrs and maintenance.  Farmers prefer over—investment in
capital stock to fnvestment i spare parts.  The system of tiscal incentives
which permits 100 percent write-oll of machinery in two vears further encourames
this tendencv,  Even when allowanee is made for the possibility that the capital

.

1. Mobile banks have the potential Tor reducing transactions cosls for
depositors but it is not at all clear that the same or cven preator coats

are not shilted to the depository institution.
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heterozencity characteristic of Zambian commercinl agriculture may require
Targer than usual inventories of spares, over-investment in vehicles and
cquipment is bad for () national cconomy, " 1L qbsorbs scarce lTorceipgn

exchanee, artificially enlarges credit demand, nd deprives other producers

of short=term loans.  But ag Long s croedit s relatively chicap, commercial
farmers will tend to over-invest.  tow real of fect ivoe rates ol interest may have
also encouraped czeossive dependence on bank credit, Tess reliance on self-

Finauvceing, and less attention to Farm financial magement .

Tn addition to its alloeative neflicicneics, the regime of negatijve
real rates of interest worsens dist ribution ot income.  Hepative rel deposit
rates of interest impose serious income lasses on savers to the catent that
inflation-induced deprociation of the real value ot deposits (s nol offsoc
by corresponding interest rate increases,  For cample, becanse during 1982
the inflation vate was 13 per cent and the savings deposit rate of interest
7 per cont (vielding a nepative real rate ol 6 per cent), the real value of
savings deposits held in December, 1981 dopreciated tfrom 11737 million ro 1124
million, a loss of K8 million. Savings deposits are held by numerons Tow-ineome
individuals who can least alford yearly losscs of this mapnitude.  To componnd
the problem, neeat ive real Toin rates of interest subsidize the few,
privilcered, and usualle ceonomically bettor ol f borrowers.  In essence, pepative
interest rates result o in the subsidization of the Yew rich by the many poor,

.

A commitment to distributiopral Jjustice requires that positive real rates of

interest be established.



Credit institutions maintain a spread between their {ntercst costs and
the interest returns on their loan capital., in Zambia, Uhis interest race
spread s determined by the menetary authority,  Ialerest rate spreads are
intended to cover administrative costs and risk costs, where the latter
include nut‘unly th(*gnxﬂwﬂnilisticnl]y caleulated Toss of intercst income and
Loan capital throush default » bul also the costs the e nler incurs in
pursuing delinquent debtors,  [F the interest rate spread is inadequate to
cover these conts, the credit institution loses its capital basce and runs
the risk ol cventual bankruptey.  An adequate interest riate spread s thug
crucial for the viabilicy of the tinancial system.  The warranted spread increases
when inflation vises since administrative costs would also be rising, 1t also
increases when the loan arrcars or delault rate rises.  Actusl interest
spreads have been less than warcanted in Zawmb i,

1L appears that the interest rate sproad has remained rouphty

constant despite increases in Toan administration costs between 1977 and 1982,

For commercial banks, the spread between the minimum deposit rate and the
maximum Loan rave was .25 per cent from 1978 to 1982, bofore finally increasing
to 5 percent in 1983, The AFC's interest spread was one and one-half percent
(borrowing rate of 10% per cent minus onlending rate of 12 percent), untit 1983
when uspecial loans funds at 8. poer cent were obtained irom the Bank of Zambia.
For the AFC, this has necessitated Parpe operating subsidices Drom the Government
.

subsidics Tor administrative crpenses were K800,000 in 19820 Furthermore, whili
there is not an acceptable loan rate of interenl Lo cover Che horrendousTy

large risk costs of some credit parastatals nor are there easible risk promio
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for some credit customers, Loan charges should compensate for reasonable Tevels
of risk costs. Additionally, credit institulions whose administration costs
are higher than other credit institutions (hut still an reasonable levels) or
whose loan portiolios are intrinsically riskicr should have higher loan ratves
of interest than other institutions. Also, because administration costs and
risk costs vary among customers within a given credit institution, the
institutions should cither price disceriminate among their customers to retfloect
differcnces In costs or alternatively shonld charee a uniform loan rate
sufficientlv hish to cover averawe costs.  The latter approach fmplics some
degree of cross-subsidization i.c., lower cost customers de tactu subsidize

higller cost crstomers.,

Zambian economic authoritics favour uniformity of loan rates across

and within institutions. This pol icy should be re-cxamined on several counts.
Loan rate uniformity across widely dissimilar institutions and provramns has
contributed to substantial operating losses for the more cost ] v public sector
segment of the credit svstem.  MHoreover, the unitorm rate his not been high
enough for tull internal cross-subsidization in the credit parastatals.  Also,
the inability of commercial banks to charpge discriminatory prices according

to differcnces in administrative and risk costs might have deterred them Trom
providing credit facilities to cmergent commerveial farmers on a crceater

scale than ecarvontly,
A Y

Granted the desirabilitv of further interest rate reforms, an imporrant

practical question is what magnitude of revision is desirable and feasibte,
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Firm answors to this question requive more systemat ic, complete and accurate
computation of accounting and behavioural relationshipg than this report
could provide within the time, resources and inlormation readily available,
Noretheless, certain qual ltatize poonts can be mide now.  First,  provided
other national and institution-gpecific policices reduce both loan delingueney
and inflation rates to manapeable proportions, the requirved dncreases in
nominal interest rates are unlikely to be targe.  Second, reasonable
remunerat ive producer prices would penerate ceonomic rates of return Tavpe
enotteh to contortably absorb hipgher iotevest costs, while at the sqame Cime
fostering cceonomy in the use ol credit. Third, o number ol production cost
estimates indiciate that Interest costs are a small proportion (no more than
L0 per cent)of total production costs. Given this very low weight of
interest cosls in total costs, quite sizeable inereases in toan charses

do not inflate total production costs greatly.  For exomple, cven if we
agssumed unrealistically that loan charges doubled, production costs would
increase by only 7 per cent, havdly enough to discourage production.,  In o
full cost pricing situation, consumer prices would vise cquiproportionately to
the vise in production costs, This weak sensitivity ol prodocer prices,
production, and consumer prices to inberest vate changes aake substantial interest
rate reform not only desirable but {easible.  Fourth, credit agencies do charge
more than quoted loan rates obf Inlterest indicate.  Upward rate revision would
reduce the necd to obtain bigher effective rates through udfaic front-oend
loading of loan charges. Tt wenld also malke cxplicit thouse bovrowing costys
currentily implicit and somcetimes unperceived, dnd thereby induce preater

efficiency in inancial wmanagement.
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V.9 LENDER TRANSACTIONS COSTS:

A key consideration in the evaluation of the financial intermediat ion
process or L]llJ. performance of a particular .('l'('([i Loinstitution is the
Lransat Zon costs - the administrative costs involved inowaking o loan and
recovering the loan procecds.  This transaction cost cannot ercecd the margin
between the cost of Funds and the interest ragoe chargsed to the borrower if

the lending institution is to be cconomically viable.

Transaction costs include a number of items - the salarijes and
perquisitices of personnel, building rental, travel expensces, paper and
supplics, account ing services, ete. Table 11 summarizes the estimates of the
transaction cost for the AFC for the vears 1Y80/81 and 1982/83.  Data for
1981/82 was not available., The calealations are basged on the account ine
statements provided by AFC,  The computations supnest that in [Y80/8] AFC
incurred transaction costs of approsimately 9.5 my per Rwacha lent, or 9,5
per cent per Kwacha.,  In 1982/84% tho Cransaction costs totalled 10,5 ng per
Kwacha lent, or 10.5 purocent per Kwacha.,  Similar transaction cost ost imates
were developed Tor the COS as sumrized in Table 12 Prom et provided by
ZCF Financial Services, The CCS transaclion costs range from 3.8 ne to 7.0 ng
per Kwachia lent depending upon the Cooperative Society aus illustrvated in
Table 12, These transaction costs are substantially Tower than those

incurred by the AFC.
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TABLE L1 = AFC TRANSACTIONS COST ESTLMATES:

1980/81

Total expeuses
Less Tntevest paid

Total Non Interest lixpenses

Disbursements - [980/81

Expenses/Kwacha loaned: K 3,527.108

K37,044.000

1982/83

Total expenses (15 months)
Less Interest paid (15 months)

Total None interest expenses
(15 months)

Adjusted to a 12 month basis:
K5,702,830 x 12/15 = K4,562.264
Disburscements - 1982/83

Expenses/Kwacha loaned: Ka4,562.264

K43, 3487000

= K.

K3,641,098
Ko 113,990

K3,527.108

K37,094.000

= K.0Y5 or 9.3 ngwee

K7,414.107

RL71L.2

P
N
[

K5,702.830

K43,348.000

105 ¢r 10,5 npwee

Source: Audited Financial statement, AFC, 1980/81 and .I.‘)éil\l 83.



1982/873

Union Loan Non-tuterest Expenses
l):L_.‘;»IV)»!1_l'vfi(‘,‘All!L.irl“\_F_fi - Costs 7(_]_{7()()_() ) Per Kwachi
(ROGO) Loancd  (ng)

.87

(e

SPCMU A,u00 155
CPCMU 1,600 65 4.06

.83

[\

ECU 3,000 115
NCU 600 31 5.17

.25

K

LPCMU 400 21
L.CU 100 7 7.00
CCy 100 7 7.00
NWCU , 100 7 7.00

WPCMU 100 7 7.00

Union Total 10,000 415 4.5
ZCF Pinance Services = ~15“(_) -
(CS Total 10,000 565 5.65

Source: Budgetary TForecast Data provided by ZCF Finance Services Limited.



The Tevel of transaction cost that is acceptable to have an ceonomically
viable lending institution depends upon the cost of Tunds, the interest ratoe
charged the bYorrower aud the recovery rate. Table 13 il lustrates che
calculation of mecchiam acceptable transaction costs under dificrent sets
of conditivns veflective of the current financial cnvironment in Zambia. The
caleulations assume that the eredil fnstitulion i capitalized with 10 per cent
equity capital wod 90 per cent borvowed Funds on which iromust pay 8% per cent
(the current rave for borrowvers Crom Che Banle of Zlambia) .  The dinterest ratoe
charged to the borrower is I3 per cent, and the loan Pecovery rate is 98 per

cent. The caleulations are done assuming a K100,000 loan Tor case of computation.

The computations indicate that after paying the tunding cost and
covering the loun losses, the residual revenue available frem the K100,000
loan for transaclion custs or administrative cupenses is K3,350; this anounts
to 3.35 upgwee per Kwacha Ltoaned  or .35 per cent. Using these computations ags
a4 basis for comparison, the CCY coscs noted carl fersugpest o shivhe Toss unlossy
their cost of fuuds are lower, interest rates chiaped the borvower are hicher
or the recovery rate is higher than those used in thoe caleulations,  The
transaction costs of the AFC program ave three (iwes hivher than the
"breakeven' costs shown in tablie 173, supgesting sizeable louses due to high
administravive costs as well as low recovesy vates. Hote aluo Lhe sensitivity
ol the maximum aceeptable transaction costs (o he recovery rate, the cost of
l')

funds and the interest rate charped, as illuscraced in Table 13,
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The procedure illustrated in Table 13 should be used to determine the
targets as to maximum acceptable transaction costs for all agricultural
credit provrams in Zambia.  This procedure will not only supeest what
administrative costs are acceptable, but alse vhat the size of e required
subsidy must be 1f actual administrative costs cxceed the "breakeven"

acceptable amount.



Table 13 M

Assumptions:  Loan sixe:

rund ing

imom Accoprable or

Broak—cven boan Admivistraljon Costs

K100.000
LO% Equicy

907 Borrowed

Cost ot Borrowed Fands: 8.7
tnterest Rate on hoan: 3@
Recovery Rate: 987%

Breakeven Calceula tions:

Revenue:  KHoo,000 1 137 = Ki13,000
Funding Cost:  KY0,000 x 8.7 = [ 7,650
Expected Loss: RiQ,000 s 2% = K 2,000

Tutal K 9,650

Residual to Cover Administrafive Exzpenses K 3,350

breakeven Cost ol ddwinistrat ion/Kwicha Loaned:

Ko 3,350 KoOB335 o 3035 ny.
K100, 000

= LD the vecovery race is 957 and the loss rate is 5% (with alt other assumptions
remained unchaneed) total Funding costs and losses rise Lo KI12,050, the residual
return to cover administration costs declines Lo K350, and the Lreakeven cost
per Kwacha loaned is 15,0035 or L350,

- I the funding corts rise to L0 (wich all other assumptions remaining unchanced),
total Tunding cost and lowses rise Lo K11,450, the residual volurn to cover
administrative costs declines to KL1,550, and the breakeven cost per Kwacha Toaned
is K.OI5% or 1,50 aa

= IF the interest rate rises to 140 (wich all other assumptions remainine unchanged),

total revenue risces to KE4,000, tne residual rofurn Lo caver

casts rises to K4,350, and the breakeven cost por Kwacha i

administration

s KaO4G3D or 4.3%ng,
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V.10 BORROWER TRAMSACTIONS COSTS

[n addition to the transaction costs incurred by the lender in ertending
credit, the borrower also may ifncur sipnificant (ransact ion costs,  These
costs mav take maoy forms and frequently do not occeur ag direct cash costsg
but thev are costs nonetheless. For csample, the borrower may have to
expend considerable time in applyving Tov the loan  —— Lravelling to the
Loan ol tice, completing the appropriate torms, visiting with the loan officer,
returning tfor subsequent visits il further inrormation or discussions must
occur before o decision is made, cte.  tf the decision is delayed
excessively, the {arwmer may receive the fands oo late Lo purchase the
required inputs or may have to delay planting and sufter the resul ting
reduction in vield. Once the loan has been approved, the borrower must pay
a fee (from Kt ro KE9) Yor the LPO's (Tocal purchase orders) usced to acquire
the inputrs. Farthermnore, o commitment feo of L7 08 the anased croedit
line mov he charged, and o penalty fee ol 200 the Tine i cxcoeded wi 1
be incurred.  Crodit Tirte insurance charges ol L7 are also | requent Ly imposaed.,
At the time the loan is due, delays in receiving the procecds from the
marketing asency may result in delays in repayment and additional interest
charges.  And it pavment or clops are made by cheques, travel time and
walting time will be incurred in taliing the cheque to the bank and receiving
the frnas to repay the toan. ALl of Lhese direct costs and commitment s of
time and travel cipenses result in increased costs Lor the harrower, in

essence increasing the offective interost rate on the toan.,
.

Various changes in the credit extoens toir policics should he considered
to reduce such borcower Uransact bon costs, particalarly those related to
delavs and inconvenicuco. Approval decisions should be made jn an expeditious

fashion requiring a minimum of trovel time and number of visity.
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Credit olficers shoutsd

be trained Lo assist the Farmer in collect

completing the appropriate Yorms.  Mdministrat ive rocedures that

a loan regquest to oo

as o is the case with AR

wongh numerous steps in Che approval pioce

O shonld be streaml ined (o vedaee the pumb

steps.  More timely pavment tor produegs by the marketing apencice

payments in oo cash form wvonld alse reduce the transact Lo costs

by the Tarmer.

BFIRCES 01 CREDUE ADNI |

USTRAVION ON LOAN RECOVERY

iny and
require

s (sueh

L oof

s, and

neurred

Recovery ol the loan procecds s cosential o the ceonomic viability

of any lending institug
of eredit.  For the o

borrower and the Tendor

forry and more tmportantiy to the Sundament ol concepl

wept ool eredit to be fuliy understood, bot.

Cmustoandervstand that the Toan procecd:s an

repaid and that penaltics will he fmposed £ 8 repavment doces nol o

h tiwe

¢ Lo he

oo,

Distinguichin: hetween credit and a prant ds o essential tor the viability of

any lending institatios

o The cateularions ot Pable 13 i Tand vat e

the dranat e

fmpact o different recovery or default rates on Che ceonomic viability of

a credit institution.

Varicus methods tl
discussed in detail iat
adminiscoration can i
A cardinal rule ol ¢re
recovery reaponsibil ity
individual, respongibl,
collection of the Joan.
credit estension and e
boe eatablished, 11 the
he or she will carciall

prior to cxtension so

lcan be used Lo enlimee vecovery rates w
e The key point to be wade here i that
sl ieant impact on recovery raten,
Hit administration is hat fending aulhorit
fomustopo together e the apgency, and prefe
Cior extension ol cred it mst be oresponsib
Oty through the Tinkaye of (hese two
lTection will a Kipgh quatity, viable o edi
Coname person isoresponsible tor estension

voevaluate the repayment capability of (e

anoto obtain the hipghest vecavery rate P

itl be

croedit

In particular,
y and

rably the

Te for rhe

net fons of
Loproyram

and eolleet ion
horrower

ible.
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And Lf default should occur, the borrower knows that the ceredit officer hos

an incentive to recover through scizing collaterai or other weans since
evaluation/che credit officer's pertormance is baoed upon his or her recovery _/_()f
of Loan procecds that have heon disbursced.

This Tundamentad principle of credit is particularly relevant to the
povernment sponsored agricaltural lenders in Zambia. The current structure
with respect to the extension of credit Lo Favmers by the AFC and the collect fon
of proceeds by the cooperative unioas through the stop-order svicem violates
this fundamental principle.  In essence, with the current systoem, the loan
officer o responsible for extending credit, but the marketing asency i
respoasible Tor collection.,  Since the marketing agency receives only Loken
compensat ion for the time and o) fort involved in the collection activity, and
it suffers no ceonomic cost or penalty i1 it docs not collecl the funds for
the AFC, it has Little incontive to be thorouph and riporous in reinlorcing
the stop-orders. o fact, the incent ive i exactly the opposite -— (e marketing
ageney can reduce s work burden and the hassle witl Ple arm cuastomers by
nut enforcing the stop-oders. Any new credit scheme proposed in Zambia mus
combine the Teading authority and Fecovery responsibility.  For czample, one
procedure mivht bhe for a povernment. credit agency to extend loans to Lhe
Cooperative Unions which  would in tura fond the tunds Lo the Tarmers.  When
the farmer subseonently sells his crop to the Union, the Union would have
- lneentive to recover the toan proceeds because IU must repay its loan to

the government.  Thus, the system would be seli=policing.

OPERATING HMARGH NS CINGTI

AP OF RESTITUTIONS

Muach ot the Zawbian ceonomy, inclading the apricultural product and
input markets, has operated, on g system of povernmment subsidics and resticul ion

to cover Lhe cxpenses incurrod.
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Such a system cnceuvages inelticioncy - the marke iy o inpat supply i

is nol encouraged to adopt eificient or cost-cf Vel |ve pracuices because

any excessive conts can be passed through Lo the sovernment  throuph
supplemental restitetion request:s, Recently, additional costs have been
encountered with the restitution system because of delays in veceiving payments
from the sovernment, thus resuttiong inodelays in paying tarmers for their

produce or in importing nceded inputs.

Recent changes in policy to allow marvketing and input supply firms to
establish marging to cover the costs of their services should bo applauded,
and additional moves in this direction should be cucouraged with respect Lo
credit.  Those firms responsiblie tor the erodit extension amd FUCOVETY
process should be allowed to charge a wargin Lo cover the corts of crtension
and recovery.  For cxample, iU the Cooperative Unions becawme o integral
component of the credit extension and colleet ion proprain for cumergoent and
samll-scale commeveial farmers as iy supeested, the Unions wust be ol Towed
a reasonable margio Lo cover their costs.  The esxict specitication of this
mary in shoutd be made only arter a thorough study ol reasonab!e administrative
costs and losses, but a spread of 9 to 7 percentape points between the cost
of money to the Union and its loan vate to farmers would nol scem unredsonable,
Thus, if the union obtains its funds at o cost of 9%, it should be allowed

to charge farmers 14-16% for loan [unds.

As suseested carlior a rurther and very important advantage of maveing
rather than government subsidics or restitulion to cover (-n_-‘dil administration
costs g the tact that the credit insitication io los: dependent on povernmen:
allocations and the ! reent dedays that oceur in recciving those alloeat ions.
Thus, the credit institution can operate without  he cost Py detays and resulting

uncertainty associated with the subsidy and restitation systen.



V.13 BANKING SKILLS AND FFEICIENT CREDIT APPRALSAL

The Zambian wovernment has placed sreat cmphasis on the responsibilitios
of emplovers o provide benefits (perquisites) in addition to salaries to
their emplovecs.  Thus, o signiticant emplovee cost in bhoth the private and
public scctor in Zambia is the cxpense ol mnp.luyov housing, ¢lothing allowance,
pension funds, cte. The Zambian povernment has also made o substantial fnvestment
in human capital in the form of free or low-cost primary and sccondary education
for a large proporation ol the population.  An extension of this concept of
investment in human capital is technical and on-the=job traininge {or emplovees,
in our instaunce, cmplovees of ceredic institut ions. A sood credit officer
must acquire skills and technical coapoetence, (o most cases best Laueht by
the coplover or his representative. 1o pacticalar, ckills in asscssing the
credit-worthiness and repayment capacity ot the borrower wust be cmphias ized
in on-the-job training programs tor loan off icors. Iaprovement  in such skills
could have a significant fmpact on the recovery rates oun loans.,

Furthermore, wanagoment of o credit institut ion should consider such

investment in huwan capital, such as training and skill development programs,
not unlibe investuent in physical capital in Cerms of potent il benetits.,
Possibly a system of fncluding such investment o part ol the capite!l rather
than the recurrent budpet of (he institution should be considered with the
accounting system recopnizing the cost ol investment in humin tapital using
an amortization svatem (spreading the costs over the lite ol the resourceo,

In this case the c<pected lenuth of cuployment ot credit officers) much 1ike

.
that used for capital outlavs lor physical assets.  twproved human skills
and investment in human capital are crucial Lo the development of a successful

apricultural credit system in Zambia.
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Credit administration qand toan anal ysis skills need strengthen ine
throughout the covernment sponsored apricaltural credit institutions in
Zambia. One of the Tundamental skills thal must be developed is the willingness
and ability to ditferentiote;  to separate those borrowers who are credit-worthy
and can be cxpected 1o repay from Lhose who cannat . Phe extension of credit
should not he based on need or wiat aloue;  many horrowers may need credit
funds to farm but not have the technical skills oy the capability to generste
suf ficient revenue Ln repay the loan,  And, as nored carlicr, with nepative
real interest rates, demands from Lhe eredit institutions are likely over-
stated.  This Engh[jf]}UIE”ifi"}f?- i{iflf‘irfﬂ!l{.PiLFff’A Lo separate those who gualify

for credit from those who Jdo not, is o easential Lo g accesaiul credit program.

The Qllil-iﬁ)i_ff{_ftjl;fﬂlrilllgif\@}f requives g thoroageh underatanding of the
principles of assessing credit-vorthiness.  Thosi priveiples (irst require
documentarion of the character and trustworthioess of the borrower = is there
evidence from other business arrangements that the borrower will Lonour his
commitment? In particular, delaulting on prior commitments chonld be the

basis for termivating the eredit velationship unles. genuine by anusual and
uncontroliable civemastances have intervened (o prevent cepayment . This concept
apparently has not been part of the AFC lend fng progeam since addit ional

Toans have frequently been extended to norrowers who have defaulted on past

Toan oblications.

Documentat ton o risk-bearing ability and sceuring collatecal that is
available to recover the lToan proceeds iF default oceurs is alse fmportant .
A
This requives o someary o assets aond collateral oo well v current oblipation:s,
Assessment o the revenue that will be senerated and the costs incurred must
be completed to determine the amount of residunl income that will e available

to repay the loan,
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This estimation of repayment capacity is a necessary step in determining
the credit-worthiness of a4 bovrower —— o step that appears Lo be wiss ing in

the cvaluation procedures of most agricultaral Tending institutions in

Zambia.,

The loan administration process itselt needs restructuring, particularly
in the government sponsored crdit institutions such as ARC, (o improve the
process in collecting relevant information and rodu. o the detavs in decision
making.  Specitically, better trained loan officers in the fdcld would allow
more approvals to be made at the local Llevel, resulting in fewer delays and
probably more responsible Tending == particularly it the local loan officer's

performance was cevaluated basced in part on the recovery rate ol his loans.

The traditional approach of the loan officer in the commercial banks,
the CCS and the government sponsored lending agencics in Zambia appears to be
Lo estimate the cash costs which will be incurred in planting o crop and then
make a scasonal loan for the full amount. This procedurc eaplicitly Ignores
the potertial for internal Financing == it presumes thal Lhe [armer has no
savings from past vears production and must boirrow 100 per cent of the eash
costs of production cach crop season.  For somo Farmers (his mavy in fact be
the case -= they mow not have been able to accumutate any financial or Tiquid
savings from prior vears production.  Bul for others (in fact, we suspect
for a vast number of Farmers, il not a majority), a tinancial surplus exists
from prior years sales that could be used to purchase part ot the inputs for

this vear's production.

This potential for some selir-f inancing should be recognized in the
analysis of a Farmer's credit request.  Loan application rorms should be
structured to obtain ianformation on the expected income and cxpenses For the
upcoming year and the residual available for repayvment as well as the funds

the farmer mav have for self=Tinancing.
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Fnoparticalar, the analysis ol credit neods should not presoame s is o current
the case that the farmer has no savings or funds Lo Finance seasonal product ion
eipenses.  Credit officers should be instructed and the Forms modificd ro
recogonize that many farmers have some §und.s which can be committcd Lo cover
seasonal production expenses, and that ouly the ditierence hetween Lotal

. . . |
projected seasonal vipenses and internat savinegs necds to boe bhorvrowed, by
using this procedure, farmers will be cnconraped Lo use some of thelr own
Paternally vencrated tunds to Finanee Che purchicie oi operating Iuputs, interest
costs will be redoced, and move credit will be available for those producers

who do not have internally ponerated foands,

FOAN. PORTFOLIO DIVERS LR LCAT TON

The "portiolio” coneepl s ouselul o and should e applicd in the delincation
of lendineg activiticos and thoe minaccment of apeicaltural cpredit inctituticons
in Zambhia, par fenlarty povernment spousoced inst ftations.,  Thin concept
recognizes that leonding risks (parvticularly the 1isk of dertault) undermining,
the viability of the credit institat ions cane be reduced by diversitication
of the Toan partiolio -= hy making loans to both swall and Faree seale darmers,
Lo Tarmers in divierent seographic regions, and (o armers Lhat proavee varions
crop and livestook products,  For campie, with o diversilicd portiol o,
Lower than expectod recovery rates from farmers in oone revion who have been
hure by droupht oy be offsel by hicher recovery rates Urom farmers in another
rey ion who have coecllent weather and recovery conditions.  Furthermore,

making Toans to o mixture of tarmers may alblow some cross-subsidizal fon -

L. 1t should be noted that for some ol the lenders this intormation ie
requested tor capital cxpenditure tom, but rarely tor seasonal

operating ervedit,
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the higher costs per kwicha lent that are typicaliy incurred, lor cxample,
to make loans to small scale farmers can be bolaneed off by the lower costs

incurred in making loans to Targer farmers.,

The application of this concept may be p‘.‘lrl.icu]url,y mportant to Zambia
as the ZADB attempls to identify its role in Lhe apricultural credit markot,
By estimating the different administration costs for Larpe and swall Farmers,
the proporiion of the portiolio that chould be ol tocated to tarper, lower-cost

loans to !

farry™ the sualler, higher cost toans can be determined. Geographic
Location ot offices as well as the commod ity miz ol touns should be determined
based in part on judpements as Lo the default risks in cach region and for
cach commoditv., Diversificat ion atong these Tines will reduce the chiances
that low overall recovery rates which mivht otherwise result §rom geopraphic
or commod ity spec il ization will undermine the cconomic viability o1 the

credit institation.  Similar concepts may be uselul in guiding the orowth and

expansion of the Cooperative Credit Scheme.

LOAN_ COLLATERAL PROBLEMS

As noted carlier, an important consideration in evaluating the credit-
worthiness of a particalar loan request is the collateral that is offered.
With any toan, there is a risk of default hcc;lu:»:c/}mlforsuun circumstances, [_(»('
The Tender must have some basis [or recovery in suach circumstances,  oand
the most effective means of recovery is that of repossessing collateral.,
Collateral provides the protection most tenders feel s cssent ial to reduce

.
defanlt risks and thus cnable them to charpe reasonable vates ol interest,

Polivcy concerning collateral is very unclear in Zambia.  The Land Tenure
Laws make it dirficult for some farmers, particalarty small seale and
emerging commercial farmers on traditional Tand, (o provide Land collateral

since they do not have unique title to such land.



Collatoeral valus in permaneut improvements (wells, clearing, st ructures, ofe)
can be of fered by the horrower, but many lenders heavily discount. the value

of such fmprovenents because of difficul Licy cucountered in sceparating them
from the Pand and Gequiving title so that they can be sold Lo satisfy the

Loan oblivation.  Some f.owmers can abfer cattle an collateral » bat the live-
stock Ifdentilication system is not very complete, pavticnlarly in arcas where
tribal prazing is pract ised, and the cattle somchow disappear or can not be
uniquely ideutiticd.,  For most scasonal loans, the crop oitoelt may be the

only collateral available.  Such collateral may he adequate for most seasonal
Toans, but is rarcly suflicient for Fonpev—=term credit oy capital expenditures,
and adequate collateral may be o acecasary to orestinctare and reschedul o payment s

on detautved seasonal loans.

I o nmumber of cases, collateral is cither not taken by the Tending agency,
or the amownt of credit extended oxceveds the collateral by a significant amount.
Given the high detanlt ratoe, it shoald not be o SUrprise Lhat wost defaulted
Loans result in a total loss siven the inadequate colltateral for thoe loans.,

In fact, inadeguate collateral to support loans haes led to hipher default
rates;  bhorrowers who have provided Littie or no collateral knew that the

penalty upon default could not have heen severe hochuse the credit institution

had only Timited collateral it could reponnoess,

The wvstem of Toan collateral in Zambia necds eitensive study.  The
tand tenure arrangements and the porsession ob Lranslerable ownership rvights
in tand and improvements need Carther clarvilfica ton to tacilitate the
extenston ot credit for capital capenditures, it ieulan by poermanent Fistores.,
The Tegal rights of debtor and ereditor with respect to reposionsion of

coltateral need to be documented and clearly cxplained to both horrowers

and agricaltaral credit oflicors.,
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And loan officers must be trained to accurately ovaloate thie market value

of collateral and fully collateralize loans when possible.

V.16 MORE EFEICIENT WAYS OF NELPING SMALL FARMS WITH MO REPAYMENT CAPACITY

A component of the lending policy of anv Cinancial institution is its
Ltarget audience -- who will it lend to. For a commercial Lender such as the
commercial banks, this decision will be primarily determined by the margins
or net income that can be generated by providing loans to various types and
stues of Tarmers.  Beceause of hish recovery rates and low transacl Lon costs
on Joans to commercial farmers, resulting o hich moorgins, commereial banks
quite naturally would be expected to concentriate their loan act ivitics with

this group.

For povernment sponsored lending institutions, the eriterion for
determining who to tond to might be described as cont-elfective scrvice. The
povernment  institutions have been mandated to provide credit scervices Lo
small farmers but they are also to remain ceonomical by viable.  Beeause of
the bigher transaction costs incurred to make loans to smallor Farmers, such
dual requirements necessitate a unique pol fcy =— a policy of making loans to
a combination of targe and small Farmers to cake advantape of the potential

for cross-subsidization.

The requirement to make loans to small favmers merits further olabovation.
Not o'l small Varms will have the ability to vepay the loan == some hecause
of poor manapenent or lack of technical knowledye, and some sinply becanse
the farm is jost not farse conoush to produce a minketabie :;n;‘pln:: vhich would
be available to repay the toan.  This does not imply that these small farmers
do not desire assistance, but thal assistance in the form ol credit may not

be appropriate since there is a very hiph probability that it will not be

repaid.



[ostead, a2 more appropriate vorm ol assistaneoe may be aodivect prant or
technical informat ton and assistance with Uhe provision ol dmproved inputs
such as seced and Tertilizer.  Provision ol credit which will Tikely not be
repaid is o0 overy ineftficient method of subsidizing smalbl farmers, and Further-
more, undermines the viability of the credic institulion and the ontire concoept.
ol credit. Thas vovornment Sponsored asricaltoral credit inst it ioneg,
particulavly ZADL, should carelul Ly evitluate the viabi ity qnd repayment
capacity of small tarwers 1o decevmine their credit=worthiness. 10 this
analysis suppests that the farmer. - unable Lo repay, then credit should not

be cxtended and applicants should be directed to other forms ol assistanecce

instead,

IV A7 THPORTANCE OF THE BANKLEG APPROAGH_FOR ZADI

To be a viable organisation, a Lending institation must be operated as
a business with adeanate mareing Lo Cover reasonable dminisorative cosis
and close Lo 100 per cont revevery rates. U ois o not elear that AFC has beon
operated and manaved with suceh a focus.  Given Uhe very hipgh detfault race in
AFGC and the alleeations of political influcnce in the disburscicent of funds
and the thwart ine of attempts Lo recover from those borrawer o who do fefaanle,
PC o is not clear whother AFC s perceived by the boriower God pousibly cven
by its own start and the poversment ) as oo credit apeney or shmply as g source
of grant fands for tarmers. This confused perception reinforced by inaction
apainst those in defaule will wake ic extremely difiicalt, if not impossible,
For AFGC to establioh ftselt as o viabloe crodible eredit inst tution.

The fundament il issue at this banclure however s whit will happen to
the viability or the Zambioan Apricualtural Develtopment Banle (ZADBE). 10 is
cssential io our Judvement Phat ZADE be ostabliched as n viible, credibile

credit institat ion,
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This means that political influcnce must be absent in disbursement and recovery
of funds. Administrative costs must be reasonable and offices should be
opened only where Toan volume and costs per Kwacha Toanced justify such an
of'ice. Recovery rates must be high which requives careful evaluation of
the credit-worthiness of borvowers, MUnituanﬁ theiv performmes and production
practices, and averessive vecovery el lorts, including the repossession of
collateral if necessary.  ZADS must have an exclusive forus on ity role as

]
a viable credit institution. Irs Fesponsibility snd linkapge to the Ministry
of Finance rather than the Ministry o Agriculture and Water Development should
this Yocus,

be a signiticant advantage in maintainin

o
&

SEVERIIY OF LOAN DELIXQUENGY PRUBLENS

The performance of the Zambian agricoltural credit system has been seriously
handicapped by a Toan del inquency problem of wajor proportions.  Good loan

recovery bertormnnce is essential for rhe viabilitv of any credit svstem and

is an important factor in the system's ability to service rural borrowers
ef ficiently and ceconomically.  Poor recovery rates debilitate eredit institutions,

resultt in very high loan charpges, or require expensive Ladpetory subsidics.

The problem has been most acute for the AFC which services Lhe preatest
number of farmers. From a low of 107 in 1972, AFC Joan delinquency rates
increased almost vearly to an all time high ot ol% in 1978. belinquency rates
are still very hish - 537 in 1951 and 397 in L9882, other credit parastatals
and quasi governmental credit institutions have less Croublesome but none-
theless unsatisfactory loan delinquency rates, for ins ance, the Cattle Finance
Company expcricnced o deliquency rate somewhere between 15 and 25 per cent in
1982, The Zambion National Commercinl Bank estimutes that its agriculture

‘ e

loan delinquency rate is about 157 in a pood year and between 407 to 557 in

a bad vear.
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The Cooperative Croedit Scheme which can be described as having a substantial
government presence has exhibited uneven loan recovery performance in recont
times. Loan delinquency averaged 15 per cent between 1975 and 1977, then
rose to an average of 30 per cent between 1978 and 1980, before falling to
287 between 1981 and 1983, Oulw private commercial banks, servicing usually

a tota' of about 00U larve and medium scale commeycial farmers have satisfactory

loan recovery rates.

IVL19 0 COST IMPLLCATLIONS OF LOAN DELINQUENCY

Such a high tacidence of loan del inquency in the Zambisn apricul tural

credit system imposes substantial cconomice casts on the credit programs.

Conceptually, four ‘mportant cost components way be identificd.  vor loans

in default, the lender incurs a capital Yuss cqual o the capital sum that

Ls never recovered and is written o f. Second, there are the costs (interest

on borrowed runds plus fransact ions costs) incuarred in m:akfn;; the Toan.  These
costs are part ol interest pavaent arrears.  The third componcent is the
opportunity cost or operating margin from an alterndg ive use g1 those unrccovered
loan funds. A fourth conponent is the costs incurred In attempting Lo recover
delinguene loans.  The magnitudes of these individual components of delinquency
costs depend upon the volume of arrears, the level and structure of oparating

expenses, and upon cthe level of operating aaryins.

Full docuaentation of these costs should boe hipgh on the apenda for Tuture
studies.  For the mowment, it is uscinl nonetheless to illustrate the overal ]
LS
magnitude and struclure of the problem with some calceultal ions representative
of the situations of the AFC and the CCS.  Tables 14 and 15 present the
computational detaits. Taking the historical value of lonn transactions for
the AFC during the 1980701 crop season and Lhe actual arvears rate for

Toans 18 months overdae, and assaming on overatbl cerault rate of 25% on loans



TABLE 14 LOAN DELINQUENCY COSUTS LLLUSTRATLONS: AFC 1980/81 CROP SEASON

FACTS

i)  Loan Disburscucnts 1980/81 = K39 million

i1)  Capital value of arrears at Sept. 30, 1992 = K20.5 million

iii) Unit transactions costs 1980/81 = KO0.095

iv) Unit Inlcrest Costs on

funds = [K0.003

v) Uniform operating margin = loan rate of interest (10.5%) minus the sum

vi) Arrears rate at Sept.

Assumptions

ol transactions custs (9.5%) and intercst

costs (0.32) = 0.7%.
30, 1982 = 52.57.

1) 507 defaule rate on loans in arrears at Sept. 30, 1982,

ii1) 907 unit transactions
135 on Toan recovery.,

recovery sysban.,

COST ESTIMATES

L. Capital Loss = [.526(,

custs are on loan processing and approval, and

This assumption reflects the AFC's winimal lean

5)=.263] K39 million or (.5) K20.5% million

= KR10.3 million

2, Loan Disburscunent Costs = Transactions costs - Intercesl costs

t

I

[.095 (.Y) 4+ .003) K10.3 million

= KY19,000
3. Loan Recovery Costs = 095 (.1) KLO.3 million
= K98,000
4. Opportunity Costs = (.105 -.093=.007) K10.3 million
= K72,000
6. Default Costs as 7 Loan Disburscments = (Sum of Ltems | to 4 + Total

Disburscements) 100
(K11.4 willion =+ K39 willion) 100

29%
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TABLE 15 1O DELISOUASCY COST 1LUSTRATIONS: (S 1982/83 CROP_ s1AS01
CC8 OPERATING PROJECT 10y
i) Loan dicburserments = K10 mill Lon
i1) Unit transactions costy = KO.0565
iii) Unit interest costs of fundsg = KO.04
iv) Uniform loan rate of interest = 127
v) Uniform operating margin = loan rate of interest (127) minus the sum
of transactions cosry (5.657) and interest
costs (47%) = .35y,
Assunpt Longs
£) 257 default rate on loans in arrears
it) 287 lean del inquency rate.  This is the average for 1Y8) Lo 1983,

1it) 707 unit transaction costs are on loan processing and approval, and
307 on Toan recovery,

COST ESTIMATES

L. Capital loss = ,2% (.28) K10 million
= K700,000
2. Loan Disbursement Costs = Transactions Costs 4+ Literest Costs

= 1.0565 (.7) + L0411 K700,000
= K55,000

3. Loan Recovery Costs = L0565 (.3) K700,000
= KI12,000

4. Opportunitcy Costs = (L2 009065 = .0235) K700,000
=  K16,000

5. Default Costs as 2 Loan

Disbursement = (Sum of ltems | to 4 = by Total Disbursements)
shursements .

= (KO.783 million + K10 wil Lion) 100

= /.8

Hoo
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disbursed in 1980781, it is estimatod that default costs were Kit.4 million
or 29 per cent of loan disbursements. Calculations basced on €CS accounting
projections indicate that even for a moderiately successiul credit seheme

default costs, can be as Large as per & per cent of loan disbursements.

Loan delinquency costs, if they are not to result jn operating losses
or governmential subsidices to the credic pProgramns, necessitale compensatory
increcases in loan rates of inrerest. For cexample, Just to break-cven the
AFC's loan interest rate on the basis of the preceding estimates of default
costs would have to be 397 instead of 10.5%. The 397 is the sunm of default
costs (297), transactions costs (9.52), and interest costy ol Tunds (0.37).
If, as is Tikelv in the future, the AFC has to obtain [unrls ot commerceial
interest rates of say 114, the break-oven Jloan rate of dnterest would be as
high as 507, In the case of the CCS, the break-cven Loan interest rate on
the basis of the illustrative dofaulre costs and projected operational costs
would be 187 instead of 127, These computations andicate that, because of
the delinquency of others, those borrowers who repay promptly wonld in facrt

be paying more than warranted by their own debt pertormance.

LV.20  REASONS FOR LOAN_ BELLNOUENCY
A Lo detinquencey probilem sty be the result ol factors outside or

within the control of borrowers. A catalogue of the reasons for loan
delinquency in Zambia would inelude inadequate producer wareing which reduce
capacity to repav, delavs in crop payments which in turn canse loan arrears,
and uneconomic credit diversion i.e. use of Toan proceeds tor purposces that
do not gencrate the means Lo repay.  Weathier conditions are perhaps the major
explanation of involuntary default. ligh transactions costs inposed by
lengthy and costly detavs in laan processing and disburscment amipght also have
contributed to voluntary delinquency as evidence of borrower albicnation and

protest,
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and to involuntary default if disburscments were made so late as Lo render
the projece unprofitable., It should be noted in this eontext that

disbursements by the AFC are typicalbly late.

Another reason for delinquencies is the AFC's wonk foan monitoring
and recovery svestem,  AFC fiold stafr appear Lo do tittle rotlow-up work with
credit customers to minimise creditc diversion (either explicity ar through
subsuquent sote of eredit 7 inanced inputs) amd to obtain continuous updatey
information on the customer's progress with the crop and therciore on incomes
likely to be realised. Furchermore, the AFC's loan recovery system places

£ toan recovery in the covperat ive unions which Lve no legal

the function
or financial nswerab LHity to the ACC with respect to loan recovery.,  This

Is tantamount Lo Finaneial irrespousibility on the part of (hose who formulate

AFC's operaticnal policics. It is also Pikely thav the 1oan delinquency
experience of acricultural credit programs results irom inadequiate assessient
of loan repavaent capacity.  There i pittle evidence that sone of the public
sector institurions carcefully document amd appraise the past debt history
and current Cinancial liabilities of borrowers, or that the crop ocutpat
estimates upon which cxpocted Farm incomes aro computed are based on farm-

specific (or cven regional) production conditions and practices,

Weakness in the loan appraisal monitoring and collection svstem have
fostered a "grants syndrome" among eredit customers. This "orants syndrome',
ice. the beliel that the statements, policies, conditions and procedural
Formalitics associated with crodit Cransact ions are in Lhu:;v} instances a
mere chavade, and thet it io not intended that L money received should e
repard.  The lTegal and practical difvficulties ol citoreing Toan contracts

contribute to the view that tnnds rece lved o credit basis are in fact o

grant.



But perhaps the more pervasive and serious obstacle Lo effective loan decision-
making and loan recovery performance is political. There is a Jidespread
and stronply held perception within the financial community that political
interference at various levels of the decision-making hicrarchy has resulted in

uncreditworthy Loans and in loan defaults.

IV.21  POLICIES FOR GQOD LOAN RECOVERY PERFORMANCE

The diagnosiv of the causes of hiph toan delinqueney rates provides some
guidance about the ceneral nature of the requived pelicy changes.  In these
instances where loan disbursenent and loan recoverv functions are split between
two or move institutions, it s necessary to inceerale these funetions in the
institution that hag financial responsibility for credit. In the case of the
AFC - Cooperative Unfons complex, interation of dishursement and recovery
functions ifmplies that either the AFC does its ouwn loan collections or that
the AFC tends to the unions for lending to farmers.  In o the Tatter situation,
the unions would have a rinancial Liability to the AFC and thercby have a -

direct stare in loan recovery.

Loan recoverv rates might also be improved by cutending crodit on a line-of-
credit basis to o greater degree than presently.  Under linc-uvi-credit arrangements,
the borrower's access to the credit resources is phased.  Proceeds are drawn

upon when needed.  The advantage of this type of Tending is that 1t allows

for early detection of credic diversion. Tt also facilitar s carly preventive
action to recover sums already utilised and to wichhold the remaiaing portion

of the loan. At lecast, the lender is able to protect a portion of his loan

capital.

Other policies include better produce prices, improvements in farm

productivity, and mandatory crop insurance.
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Since only the last swentioned policy would be novel in Zawbia, o brief
explanation is warranced. Essentially, crop insursmee protects both farmer
and lenders against onusual fncome losses caused by pestilonce or weather

conditions, as dizensased mors fully o an carbicr veetion ot this report.

FUSDING AGRTCULTIRAL CREDIT IROCRAMS

The patterns of fuiding for agricultural credit in Zambia differs sharply
between commercinl banks and the specialived eredit agencies or programs.,
Commercial banks fund their crodit operations by mobilising deposits country-
wide. The specialized cvedir institur tons such as the DBZ, AFC, CFC and
ZADB do not mobilize private savings.  They rely boavily on Zambian government
furding in the form of capical subscriptions, ;roants, and loans. Scveral
of these institutions also rece ve a major portion of theiv losnable funds
from forecien covernments and multilateral institations.  The Cooperative
Credit Scheme is fonded partty by the cooprrative anions, and partly by the
GRZ and che Swedish vovernment.  Details on recent Financing proportions for

the specialized credit insticutions and programs are provided in Table 16,

The basic funding objective of any cvedit institution should be to obtain
the  volume and composition of financial resources consistent with efficient
credit operations. The sources and conditions of fandinge can have a strong
influence on credit policies and operational ofi fciency.  The funding patterns
of the parastatals have beon particalarly problemat ic.

The fTows of tinancial resources fron public budgetary constribution,
are irregular, as the data on the AFC in Table 17 showe  The ivrepalari ty
of the recource flows mav reitect chanpes io ihe governwent s Tisen)

situation as well as shifts in overall ceonomic policy.
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Whatever the reason, it makes it difficult to svnchronise financial resource
availability and credit commditments, including the balance between short

term and long-term Yoans.,  Moreover, the goveranment tended to impoge

portfolio restrictions and sct eredit suidelines which 1imit the scope

for risk-minimisat ion and cross-subsid i.:ﬂ;llﬂm through pertiolio diversivication,
and which not ondy raise averape lending costs but also lower loan recovery

by preventing cconomic loan pricing ami by torcing credit institutions to

devise adminstratively czpensive hidden or disvuised [oan charges,

Funds obtained from foreipgn institations are ulso accompanied by
performance and lom pricing stipulations consistent with the funding
egencies' understanding of Zambian ceonomic problems and their preferred
strategics tor ceonomic developrent. 1o addition to implications similar
to those discussed for povernment funding, there is anothoer important
problem with fuids obtained trom forcipn institut fons, namely the foreivn
exchange risk associated with credit oblivations contracted in forcipn
currencies.  For example, DBEZ has received a foreipn currency Fine of credit
From the Woerld Bank forirrigated wheat.  The DEZ on=lends to commercial
farmers in Zambia and is required to transier Che borceign cxchange risk
te those clicnts as Is the case with World Bank lines ol eredit for cstablished
commercial farmers in other councrics [Bourne and Grahanl. in thesce
instances the local farmer incurs forcign eanchoanee risk irrepardless of

whether  he uvses the loan proceeds for locally produced inputs or ror

imported inputs. Tt is possible that foreign cxehange risks are inenrred cven
A

though the DBZ'w costomer is denied foreipn exchange ql locations by the

foreign cxchanze authoritices.,
The risk costs borne by the recipicent of loans from a foreign currency

line of credit to a Zawbian credit agency can be considerable.
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TABLE 16 - FUNDING PATTERNS OF SELECTED CREDIT INSTITUTIONS:

DEVELOPMERT BANE OF ZAMBIA, 1982

Source of Funds K Million
Profits and Depreciation Reserves 2.2

Foreign loans and rrants 10.
5 :

GRZ and Asencics 10,

Local private commercial banks O,
Unaccounted lone torm debt i.
Loan repavments 5.

Sate of Vised assers 0,

TOTAL 30,

ZAMBIA AGRICULTURE DEVELOPMENT BANK: PLANNED FUNDING 1982:

Sources:

Sharce caplital frow NRY 25,

World Bank Loan ‘ l.

TOTAL 26,

AGRECULTURAL FINANCE CORPORATION - JAN. 1980 ~ MARCH 1982

4

4

| g™

0

3

sources:

share capital (rom GRY 3.0

Loan froe Z5100 1.0

Commercia,: Bank loans 17.0
Loans [rom Coaps and Fisherices Agencies .7)
Loans 1rom Qroup Companics . 9)
Sale of fised aasets D]

Mink hatlanees 3.7

TOTAL 59.‘_

COUPERATIVE CREDIT SCHEME: 198 1/82 LOAN FUNDS:
sources: K 7()()()
Capital vrant from stha 500

Recovery of DMC and AFC {oans 278

Cooperative Unions 854

by642

Percentage

6
29
29
17

11
4

65
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TABLE 17: IRREGULARLTY OF AFC FUNDING AS REFIECTED BY ANKUAL
. DISBURSEMENTS 1971772 - 1980/81

SEASU K Million
1971772 8.8
1972773 8.8
1973/74 B.6
1974/75 10.2
1975/76 14.8
1976/77 16.3
1977/78 24.0)
1978/79 1.5
1979/80 20.7
1980/81 16.5
SOURCE:  Table Two R.P.Popopo ct al "Study Report on The Financ ing

of Large Scale and Small Scale Farmers BY ALF.C. {imited",

May, 1983.



For example, the 207 devaluation of the Rwicha in Fanuary, 1983 would have
Increased repayment obligations by “K 40,000 on principal and by ZK 4,000
on the current's vear's interest (assuming 107 Toan rate of interestc) on
a ZK 200,000 tosn contracted for on Lhe eve of the devatuacion., 1t iy
not surprising iv these circumstances that farmers have made Titele demand
on this credit facility despite the eritical importance ol irvigation to
Zambian avriculture.,  Phe ZADE, which plans to obtain o foreisn currency
Pine of crediv from the 1BRD on o similar basiv, vould no doubt expericnee
similar problems in on-lending those funds. A Turther point is the dangor
that the foreign exchange risk costs can assume such major proportions that
the borrower has no option sut to defauit. Those risk costs way in Fact

ocenr lace coouch in the project cvele to make deiault an attractive proposition,

The croedit institutions and the GRY should seriously consider alternative
ways ol removing the foreipn crchanpe risks trom Ghe Farmiog community, It g
regrettable that cven the DBZ scems quite oblivious to the prove fmplications
of the current practice. One possibility is that the eredit institution
itsell absorb the forcign eachange visk, By vivtue ot the larper scale of
thedir operations and the greater scope for operating an cichange rate
cqualisation account, credit institetions are more able Lo withstand forcipgn
echange risk costs than are their iadividual Toan customers. A second
possibility is that the Zambian sovedrnment accept o the tercipn exchanee risk by
providing to the eredit institutions prants cqnivalent to toreign exchange rate
induced depreciation of Toan capital. A third possibilitveis that the risks
be sharced between the povermment and the credit fostitat ions. 1t is worth
pointing vut that some variant of the sceond and (hird approaches arc
incorpoerated in IBRD lines of credit intended for cmerpent commpereial farmers

in other countries.
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Commercial tfunding of public sceetor apricaltural credit progsrams
by loans from the other financial Institutions, ¢.e. commercial hanks,
ZS1C, and by rural savings divectly wonilised by agricultaral eredit
agencies, is likely to generate scveral henerits,  The need to repay their
debts to commercial banks and other institutions as well as Lo improve their
prospects for commercial fundisg may induce preater Pinaneial discipl ine
and operational efr Ledency on the part of the asvicultural credit parastatals.
For this reason, it is important that yovernmental suarant o of ercodit
parastatal debt, while now necessary given the parlous financial state of
the parastatats, should be scen as o Lemporary policy expedicont, On=-lending
of funds on a commercial busis to agricultural credit programs miy also
improve the social efficiency of nat ional savings by lowering the transacrions
costs ob credit and by facilicat ing the flow of those resources Lo their

mast productive uses.

Credit dnstitvtions ean derive several advantages from rural savings
mobilisation. Onc, the commitment of rural savers' own inancinl resources
(both dircctly and through the cooperative movement) to the Toanable
resources ot the credit program would wike the unions dand theiv members
more committed to the viabilite ol the credil program and more willing to
take variouw actions, ¢oge enioreing the stoporder system, cxertineg moral
pressure on delinquent borrowers, to dmprove loan recovery performance.
Two, since intormation on an indiv uals savings transactions is at feast
partial intformation on his inancial Flows, the credit dpepney would derive
informat ional advantaces in terms ol addit tonal, more timely, and lesgs
expensively obtiined data on changes in the loan customer's veonomic

circumstances.



Third, the credit fastitution bocomes o more complaete financial
intermediors with the associated possibilitios oi ¢ross-subsidization
between deposic and crodit aetivities and with an cnhineed awareness of

the need for financial discipline.

A further likely benefit from savings mobilisation activ ity by rural
eredit institutions is an improvement in the social ciliiciency of thosc
savings.  There is prima facie cvidence that a considerablo proportion of
rural savings docs not {find its way into financial institutions, but instend
takes the form of horrds of commod it ies and curvency.,  Beeause of distance
and accessibility factors, comwercinl banks have been unable to ceonomically
tap these pools of rural savings.  Rural credit apencies, cupecially if thev
operate through the cooperative movement, have (he potential for overcoming

these operational barriers co savings mobilisation and for thereby improving

the social efficicney of savings.
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A PR EFERRED CREDTT 5vs FEMFOR ZAMBTAN FARMIERS ARD vA“"'SIIC(_j‘( N i'SI' ALTER NATIVE

THE DRE

e PREFERRED Syt

Basud on e detailed analvses  in che previous section  we propose
the following overall structure of (he credit system for farmers 1o Zarbia.
This proposal recounises that there arce three groups of Tarners who must
be served by the credir svetems: (1) the tradit ional and cmergen: Tarmoer,
(2)  the smali acale commercial farmer,  (3)  and the tarve sceale comme cial
farmer,

The propased credit system would {nelade three components: (1) the
Cooperative Credit Scheme, (2 the Zowmbian Agricultural Development Lank
and  (3)  the Commereial banks. “he AFC would be of iminated vnti relv as
a credit instication:  bocause of proevious toom Tosses and il administratijve
costs resultinge in an vEtremely weok capital srusture, continual serious
problems in credit vziounsion aud loan recoverics, and undow political
influence on ity Pending activities, the AFC is no conger aoviable credit
institution. Its centinued operation will nost Tikelv onlv Jead o additionnl
losses and will Turther destrvoy the concept of credit and the cssential

corollary of extending cerodil which is recovery of loan procedds.

We do not support the replacencat of the AVC and Qs activitios with the
ZADB as 1L is currently conceived, namely as o puslic scetor credit agency
directly on-lending to ‘armers.  Thore fs lictle reason to believe that
ZADB will be anv loes subject to the 'gracts syndreme', the political influence,
and the low recoverv rates that have scated the tate of the AFC as well as
that of its predecessor, the Crodit Urgimisation of Zambia. 1t is our Judpement
that, given the Iristory or public sector credic activity in Zambia, a
govcrmﬁcnt prarastatal orcanisation that direcety makes loans Lo [armers has

little chance for ccoromic viabil iy,
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This docs not mean however, that ZADB will not have an jwportant role in

the agricultural credit aarket as we will discuss shortly.

The proposed credit system includes only two sets of institutions
that will make Jdirect loans to Larwers, the CCS and the commercial banks.
The CCS will have prime responsibility for the traditional and cmergent farmer
ard possibly 4 few of the small scale commercial Farmervs.  1he CCS program
of block Tending to covperative unions which Chen o lend to farmers has
exhibited reasonable alninistrative costs i Feenvery rates in recent vears.
The funds for these loans would come in part ivom local sources mobil ized by the
cooperative unions (which in our judgement will help maintain high recoverv
and low default vates), block loans from YCF Flaancinl Services, and block
Loans from ZADE.  Thus ZADB would be an tmportant source Lor this significant
group of traditional aad small scale Farners, bul wouid vol b involvead
in dircet Tending activities because it appears (oased on the ACEF cuperionoe)
that the CCS svstem can provide loan funds to this proup witi, lower Joan

adminirtration costs and Jdefault rates thon g soverument eredit agency.

The sccond set of institutions that will make dircet loans to farmers
are the commercial banks. The commercial bonks  would continue to make
loans to the lLarse scale commercinl farmers as they have o the past. The
funds for the Targe commercial favmers would ool inue Lo come from
commercial bonks deposits,  In addition the commorcial banks would be given
the responsibility of providing credit to the majority ol the small seale
commerceial farmers.  The funds ror (his lending activity would come from
ZADB.  Thus . ZADE would not be involved in dircet Lending to commercial
farmers cither.  The pr imarvy reason for eliminating ZADEL row dircct Tending

to commercial Tarmers is te reduce the politival influcnee in farm lending,
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The commercial banks have a svstem of branches in place in many rural areas

and would be less subject to political pressure in thelr credit extension
and recoverv practices.  They have exhibited excellent past performance in
credit extension amd vecovery and would be crpected to continue that

performance as long as there is a reasonabl e protil margin.,

This luast point, a reasonable provit marpgin ror the banks Lo serve the
small scale commercial farmer, nceds further el aboration.,  The smaller size
and higher risk of loans to smaller farmers will undoubtedly increase the
cost of making Loans to this group on the part of commercial banks.  Central
to this proposal is whether the commercial bank can make o reasonable mary in
on these loans if the lending costs are higher and under what circumstances

would they be will ing to make Loaus Lo small Farmers.

The key consideration in making a reasonable prolit maryin on loans
are the transaction and recovery costs, the cost of funds and the interest
rate on the loan. A necessary and important component ol this proposal for
a credit svstem for Zambion Agriculture is o chanpe in interest rate policy
to allow commereial banks to pay hipgher rvates to depositors and charge higher
rates cn loans, 1o addition to the increased savines and improved officicney
in credit allocation that would result from such . policy, o highoer rate
structure would also provide margins needed by the banks Lo wake loans to
smatl farmers.

To Lllustrate assume that o commercial bank can obtain fuads from ZADE at
8 per cent to lend to small seale Farmers erclusively. /'\l:;()\ assume that
the commereial hank increased its rate on savings accounts by b opercentapg
points Trom 8', percent to 11 percent and also increased its loan rate §rom
IT to 14 percent. The margin on loans Lo Parpe seale comnercial tarmers funded

by deposits would remain unchanged at 2', percent.
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But the warein on loans to small scale farmers
using funds borrowed from ZADB would now be 5% percent which should enable
the bank to incur the additional costs of servicing small scale farmers and

2

still maintoin reasorable profit maryging,

Regulations would clearly be needed to speciry that the bank must make
the same volune of loans to qualiticd small sceale Tovmers as the amount of
funds borvowed rrom ZADB.  Agreement would be Hecensary s Lo what size
Farmer is swmall scale, and other repolations would undoubtediy he necessary,
The key attribute ot this proposal is that the benetits ol che public sector
and the private sector are combined —-— (he publiv sector and government
agencies have cconomic advantace over Lhe private scetor in terms of obtaining
tunds at a low cost, but the private scctor has an advantapge over  the
duoverament agencics in terms or the cost of extending credic. By combining

the Tower cost Tunding activities of the povernment with the lower cost credit

system lor tarmers will resule.

A tinal Yeature of this proposed structure which should be noted is that
parastatals such an Z851C and the National Provident Fund whosc essential
busincos is not credit will rerfvain from divect Tending to producers and will

instead provide loan capital to the ZADB,
i I

THE SECOND, BEST ALTERNATIVE

Lt is possible that vhe Zambia sovernment is afready too lar committed
to a credit svstem in which the ZADB lends directiy to farmers o adopt the
scheme we resard as best in the historical circumsitances. 1 that is the
case, it is possible to make some partal reforue qnd to set certain vuide-

Lines for the operations of the ZADE which will sove the new jnstitution

a chance to reestablish A properly tanctioning system of apvicultural credit.
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How pood the chance turns out to be will depend heavily on how elfectively
the government convevs to the Farming community that debt must bhe repaid
and that, while it is Firmly committed to developing the farm community,
it is cqually firmly against the destruction of the credit system by gross

abuse of sovernment credit facilities,

The 'sccond best! svstem envisapes Lhe ZADE lending dircet v to farmers
and the cessation of loan activities bv the AFCL Althoush (he AFC should
no longer make loans, some adwinistreat jve unit should be cutrusted with Lhe
task of recovering loans from delinquent customers ol the AFC.  Sueh a unit
may be better located in the Ministry ol Finance or in a lepal dinistry
to convey the sovernment's determination Lo recover overdue loans.  The
ZADB should not be saddled with this burdensome tanction Lecause either it
would devote insufticicnt resources to Lhe recovery ol loans made by its
predecessor or too much of i(s resources would be absorbed by its unfortunate

legacy.

It is important that the ZADB be staflod onlv with highly motivated
and enthusiastic personnel, and that ics labour vipress bhe kept within
manageable proportions., It is Likely that wanv of Gue current AP cmplovees
have understandanly developed sach negative views: about (he potential of
credit pavastatals that thev are unsuited for worl in the Zabi, Farthermore,
the AFC's staff is very Large, partly as a consequence ol ity widespread
district structure and partly as a result ol its inability to achicve
cconomics in labour use.  For the above reasons, the Zabl should be lett
free to seleet ivs ciiplovecs according to its needs, and should not be
mandatorily required to absorb the AFC's labour toree. Ihe Tatter can be

redeploved within other pares of the public sector,
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An carlicr section of this report stressced the crucial role of foan
administration costs.  Even wich the best Toan recovery rates and with
reasonably high interest rates on loans, o credit institution will be
unviable if its loan adminiscration costs are lacee celative to Joan
disburscments. e branching system would improve the acceessibilice of
the ZADB to pocential debtors; it also raises loan administration costs.,

A careful balance has to be eatablbished between these Lwo considerat ions

in determining the branching scructure of the 7ZADI. U would weiie Ticete
economic sensce Yor the “ADE co fnberic cthe compleve broach structure of the
AFC. To do so would be to saddle itselt with o large number of unviable
district offices. At the outset, the ZADE should operatc onty those district
offices that are viable or putentially viable in the shorterun. Tt can
provide credit services o small farmers in e other districts indivectly
through block loans (o the cooperative movement.  Larpe and mediom sire
Farmers will have to utilise the viTice nearest Lo their district, ‘Their
transactions costs wil consequent Ly risc, but the increase to them is
likely to he loss problematic Tor the credit system as a whole, L‘]):rl\ wou ld

be the burden o uncconomic district offjces.

Many detailed oporat ional suidelines can be dorived |row the divceunsions

in Scetion LV of the tfeport. Only the major hroad ones wil | Lbe stated here,
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PROVIDE CREDIT ROT THCHNICAL ASSISTANCE

The ZADEH should strive to provide an efficient credit service and
devote relativelv Little resources to teehmical assistance.  Practicallvy
universal crpericnce deronstrates that technicsn! assistance divisions of
credit programs are rarely cost-elfective, and that agricoal tural advisory

services arce better provided by Mindstry ol Apriculture personnel.  Further-

more, the costs of technical assistance would ratse overall lending costs

so much as to endanger the Lank's net income position or would result in high
interest charyes.  The main function of technical pursonnel in the ZADE should
to provide-in=house vuidance to the eredit appraisal and loan recovery

divisions,

MAINTALN STRONG CREDIT APPRAISAL PRACETCES
The ZADE should maintain o strong credit appraisal division. Good
credit appraisal is o prevequnite Lor pood Toan recovery perlormmee.  The
major stress should be on careful Ly document ing the applicant 's production
record, his net worth, his previous eredit history, his capacity for self-
fioancine and his willineness to commit his own tinancinl resources Lo the

venture, and the potential income vield 1rom production,

The Loan decision should be based on the sappraisal ol the applicant’s
credit worthiness i.e. the likel thood that he wil! have the means and the
willingness to vepay the loan.  "Neod for runds' ori Lteria have no place
in credit decisions. 1o cases where needy applicants are not creditworthy,
the ZADE should not extend Toans but instead should reior e applicant
to other state azencies which provide grants, subsidics, aud toechniceal

assistance.

he



(3) LENDING PRACTTCN SOAND POLICI ks

(1) Certain Pending practices help to reduce risk coste by ¢nsuring the
borrover's Vinancial commitment to the project, by providing
inbuilt courje warning systems for eredit diversion and foan defaulc,
by spreading risks over different Lypes ol Toans in such o way that
total risks are reduced, and by providinge protection apainst adverse
furces of natuare cary cdroughe, ece.
In this recard, the Zapy should endeavour to:

a) Refrain from 10007 1 Lnancing of production loans or capital
investeent Toans as much s poussible.

b)  Extend credic on 4 line ol credit basis when large sums are
invalwved,

¢)  Carcfully diversify the loan porttolio in terms of farm sizes,
loan sizos, seographical regions, and types of enterprisoes,
Arbitrary Toan Timits sot by sovernment would roduce purtrolio
Plesibhilicy and wealien the Bk,

Y Tmplement a policv or mandatory crop insurance for all individual
borrowvers.,  The (ol fmplementation of this pol ey would necessitate

'

that 7s1¢ resilove | Farw size limits on insurabte ricks.

(1i)  The ZADB should also scek Lo mintmise its Toan adwinistration costs
by making block Toans to cooperative unions and to ssroups of dndividual

farmers,

(4) LOAN MONTTOR LNG AND RECOVERY

(i) Efficient and effective loan monitoring and recovery syatems are
.~
crucial to the survival of credic institutions as viable ent itics,
Tes importance should be reftoected in rhe bank's budietary allocations
to these divisions, Fhe Bank should not stint in ite allocation of
stalf and support resources (vehicloes, clte) to these tuactiong, lor

by so dotue 10 mav fmperil its ont jre aperai tons d thie viahil fte of

the Boank.



(ii) Another cardinal requirement is that the ZADR itselt administer the
recovery svatem for the loans it makes. This may mean requivine loan
customers to pav o in person at the YADR district oifices or a4t the cooperiative
unions. Tf farrere conduct these transacticns at the time of crup sales

there should not be o pucdensome increase in borrower transactions costs

incurred by the armer,

(iii) Enforcement of loan contracts by repossessiag and sale of collateral
as well as by Teeal judeement and associated lepal remedics (g, binkruptcey
declarations, ete)) against defauliters should be vigorous!ly pursucd in order

to strongly convey to loan customers that the ZADY is in f{act different

from the AFC and is dectermined to recover its loans.

Obscrvance of these structural and operational puidelines should in a
normal credit envivonment cnsure that ZADB remsins a rinancially viable and
sociallv etficivnt credit parastacal.  But o normal credic cnvironment
current by does not exist in Zoambian agriculture. The operations of the
(Ired“i,L Organisation of Zambia and the AFC have undermined the concept of credit
to such o degree that organisational and operational retorms are uni ikelv
to succecd, unless the political authoritios plice the full dorce of
government bebvind the judwsement, dec istons, and actions of the Z2ADB.  This means
not only avoidance of political interfercnce with credi decisions and
contract enforcescat bur, equal by dmportant, political action to impress upon

debtors that the business of the ZADB is credit not urants,
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PROPOSED STUDIES T0_GUIDE POLICY DECISIONS

Several important problems and issues discussed in this report require
further study so that policymakers can be properly informed and advised.
We sugpest the following throe topics Tor dmmediate attention,

Efficiency in Credit Ctilization and tmpact of Interest Rates on Credit
Use and Outpul:

Problen statement and Objectives:

To make inthreed decisions as to whether credit should be allocated to
large or small Tarms, the productiv ity of additional funds for different
size farwm [irms should be cvaluated.  Furthermorc empirical knowledge about
the ettficient use of additional crodit by tarmers (allocation to various
production  cctivities) and the vesponse of iarmers to changes in the level
of Interest rates is essential to deCormine interest rate and credit pol fov,

The objectives ol this study would be (o

1) Determine the relationship between capital or eredit use and output
on ditterent size farms us ing various types of technology.

2) lvaluate the ontimal use of croedit for farmers with different sizo
and cnterprise mis farms.

3) Deterwmine the impiret ot tower and higher interest rates on optimal

enterprise oremisation, resource use mud out put,

Procedure:

To accomplish objective 1, data must be collected for selectad crops
on the output generated with different levels of capital inputs for a given
technology,  In vssence, this objective requives the estimation of basic
input - outpat or production response functions and the comparvison of

marginal productivitics for varions size farms,
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To accomplish objectives 2 and 5, the inpat-output relationships obtained
to accomplish objective 1 could be ineluded along with various and resource
constraints in a sct of lincar programming models for various illustrative

farms.

The models would include borrvowing activitics and credit restrictions.
By varying the rate of interest on the borrowing activitics and the
constraint levels {or the crodit restrictions, the sensit ivity ol enterprise

mix, resource use and output Lo these lactors conld he evaluwated,
Data neceds:

Data needed to complete the analysis would inelude input use and cutput
for various crops and levels of technology, iuput andproduct prices, input-
output coefficients for various enterprises, aud resource availabilities

or endownments for various Lypes and sizes of il lustrative farms,

FARM LIQUIDIIY, IRTERNAL FINANCING POTENTIAL AND DENAND FOR CKEDIT.

Problem statement and Objectives:

The financine needs of the apricultural sector can be satisfied bv credit
or by internal cources o funds. Most previous studies of  apricultural ercodit
needs Ln Zambioa assume that sell=rinancing does not exist., that all funds
for cxzample to acquire scasonal inputs must be Vininced with credit,  Yer,
Lthere are indications that substantiog Liquidity and savings exist in the
agricultural production sector. This study would attempt to document the

amount of savings available and the demand Tor crcdidc. specitic objectives

include:

l. Estimate the savings rate for Zambian farmers with different size

and enterprise mis characteristics.



2. Decermine the credit needs of Zambian Farmers with different size

and enterprise mix characteristics.

3. Project total aggregate credit demand and the proportion of that demand

that is attributable to difforent size farms and diffevent enterprises,

Procedure:

A micro or macro-aggreuatce approach could bhe taken. With the micro
approach, data would he collected on individual illustrative farms on their
2ross incomc,‘cnsh eMpenses, net casiv incowme and consumption expenditures.
This data wonld indicate the anount of residoatl income or savings available,
Using enterprise budoers, expenses tor the upcoming scason could be
estimated, and credit necds caleulated as cipenses minus saviogs.  Resu'ts

from various illustrative/could then be welghted by the number o farms in I

cach category to obtain an estimate aggregate eredit requirements.,

The macro-neresate approach would ivvolve ontimat ing total scctor
operating expenses (total Financing veeds) using agpresate production
estimates and evtimates ol cash opaeratingg costs per unit ol product jon.  P'ast
internal fivancing is caleulated s total Financeing noeds minus total actual
credit extended.  An internal Plnancing racio is then calenlated as internal

Ly total [inancing needs.
financing divided® future crodit necds are then cstimatod by multiplving this

ratio times projected toral araual cash operat ing costs (expocted production

times projected cash costs per unit).

Data Necds:

fo use the micro approach, data should be collected Tor a sample ot
illustrative farms on gross farm .ncome, cash costs ol prodoctjon, and
consumpt ton expenditure.  Data on the number of Larms with various sizc
and enterprise characteristics would also he necessary to o conplete the

aggeresation,

oo
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To use the macro approach aggregate estinates of annual production
and cash operating expenses For cach commodity and total credit extended
are needed. [Estimates of future total production and budpeted cash costs

for each commodity are also necessary to make the projections of future

credit nceds.

ESTINATION_OF_BURROWING AND LINDLNG COSTS

f;}ﬂllqu"Stg}nguqnﬁi;;nﬂ Objective

Costs incurved by {armers in obtaining credit are extremely important
in determining their use of loan funds versus Lheir own savings and have an
influence on their willineness to full il debt repiaywent commitments.  Borrowing
costs are comprised of three components:

(1) the cxplicit interest charges on loans;  (2) other tecsn, charges, and

compensat ing deposit requivements which raise the offective loan rate of interests

above the quoted rate;  and (3) the transactions costs ineurred by the farmer
in obtainine credit (travel time and cost, legal expenses, insurance fees,
ete).

From the lender's perspective, the costs of lending consists of
(1) the cost of obtaining finuncial vesources lor lending (the interest rate
on borrowed moncy plus the adwinistration costs incurred in negotiating
and sevvicing those debts); - (1) the woinistration costs incurred in making,
monitoring and recovering loans, and (3) the risk or defaull costs associated
with delinquent loans,  Lending costs determine the maryin the credit
institution or program requires to remain ceonoinleal by vinblu. 11 lending
cosin are different Tor different types and sizes of forms, aceurale -nd
detailcd intormat ion about these costs will also be important in determining
the notential for cross—subsidization of costs and Lhe development of a

lending policy,



Thus the specilic objcctives of Che study wit] be:

1 To estimate the Lorrowing costs incurred by various tv s and sizes
9 - v

of farmers in di&:

vent locations in obtaining credit,

(2) 7To estimate the tending costs incurred by lendors in witending eredit

to various tvpes and sizes of favmg in dd tlerent geopraphical locations.

Procedurc:

To obtain borcowing costs for Farmers, data on cnplicit ipterest
charges, travel time wnd travel eRpenses, production losses  induced by
delays in loau apnroval anld disbuvsenent, and on other boevs, oharges, and
unavoldable cxpensos von'd be obeained Usiog o survey procodore.  The
survey should be conductod on o statistically scleeted satiple ol Targe ond
small Tarmers who borvow vcasonal crodit for madze,  Che soaaple should
include borrowe-s Yram Giflferoent lending institutions ehe AV, the commoeredinl
banks, und the €05Y aad Tronm different seoprapbical cegicnn . Data would
be statistically sualveed to deternine the major compoucuts of form Teval

borrowing costs and differonces Ly size ol loan, Tocation, nd credit institution,

Lending costs could be documanted pased on the accounting records o
the AFC, CCS. and the commercial banws. The cosis dncaiced Ly Barclave
Gank in its Lima Program compared to cstinetes of costs foourred in servicine
commercial farmers would be parcicularly usetal in o cumparison ol the
transactlons costs for larne Carms compared o ocacll vyaums. A SUrvey of

1 {

lenders and/or o joint project wvich Sarelays Bank iy beo i hest method tao

obtain this data.
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Data quuiremqngi;

Data requirements to document costs of borrowing by an individual farmer

would include:

(1) loan size, (2) travel time and distance; (3) travel expenses, (4) interest
payments, (5) fees representing revenue to the lLender,  (6) documentary and
collateral expenses .y, mortygage fees and insurance prewmiims rot accruing to
the lender. (7) length of lvan, (8) repayment schedule, (9) delays in loan

disbursemaent.

Data requircments for lending costs would inelude (1) toan size,
(2) intercst costs on horrowed funds, (3) administrative enpenses associated
with obtaining borrowed funds,  (4) administration costy Lo eredit appraisal
division of the lending institution, (5) adwinistrative overieads,
(6) loan default and other celinguencey rates and (7) loan monitoring and

contract enforcement costs.,



APPENDIX A:  CALCULATIONS 0 DETERMLINE FIKANCING REQUIRE IENTS AND
ANPERIAL VIDANCLEG POR LHE 1981782 5EASON

L. CROF_ FUNANCING REOUIREHNNTS:
Requircments are calceuiated by taking the cstimates of total area

planted times the variable cost per hectare Yor cach of rle crops for which

there arc pazetted prices.  The sources of these estimates are the hectarage

foreccasts of the statistics section of the Planning Division, MAWD and the cost ofl

production hudyets 'roo the Production and sMarketing Scetion for commercial

farmers and our estivates Tor other i.o. pedsant farmers,

2. LIVESTUCK A7D POUTTRY REQULREHE
For the tivestocl and poultry financing vequirements the Annual Agricultural

Statistical Bulled in = 1981 was uscd to provide units ot production for the
respective fivestock sub-sectors.  These were mbtiplicd Ly the estimates

of variable costs per unit from budgets provided by the Production and Marketing
Section, Planning Divis ton, MAWD, where available. Ln tne case of dairy

the production compoacnt representcd by the State Farms wos subtracted

because the sources of Eluancing arce dependent on the sovernment's budgetary

situation and arce Likely to be volatile. This would represent a "float" of

an additional L 395,071 of financial requirements il included.
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ESTIMATED FLEANCING REOUIKEMENTS | CROPS

MATZE 454,000 lia.

Farmers 80,000 Ha.
374,000 Ha.

Comm.
Other

SOYBEANS 5,300 Ha.

SUNFLOWEK 41,400/Ha.

Farmers 4,140/Ha.
37,260/,

Comm.
Other

GROUNDNUTS 272,400/Ha.

RICE 5,900/Ha.

WHEAT 3,700/Ha.

SEED COTTON 23,900

19,120/Ha.
4,780/1a.

TOBACCO

Virpginia

Comm. Farmers 1500/Ha.

Other 700/Ha.
BURLEY 700/Ha.
SUB-TOTAIL:

d

@

d

@
@

=

@

@

K404 /Ha .
94 /1a.

K442

K270

38/Ha.

.86

sl.

K147.

00

40

.00

K713.

K249,
391.

K1,91

95

K600

All Crops

8
8

14

91

K 32,320,000
35,156,000

K 67,476,000

Noo2,344,014

K 1,12}1,360
3,018,060

K 4,139,420

< 3,301,760

K 1,495,800

K 2,038,618

K 4,770,440
K 1,873,330

K 6,643,770

K 3,078,724
670,600

K 4,349,324

K 420,000

K 4,709,324

K 92,507.206
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LIVESTOCK

a. Dairy

Commercial 7,712,850 litres
Rural Dairies 1,076,789 litres
State Farms 3,196,681 litres

Total litres 11,896,320 litres @ .28 = K3,356,170

State Farm component adjustment
K3,356,170
- 895,071

Sub-Tocal K2,461,099

b. Cattle

1,785,000 head listed in traditional sector

* .04 slaughter factor per annum

71,400 head slaughtered traditional cattle

Assume that half of traditional cattle move into commercial channels
for slaughter as unpraded i.c. 35,700 head and that variable costs are
zero per head,

62,560  ungraded cattle
- 55,700

K 26,860 ungraded {rom comnercial farms.

These ungraded cepresent the srassted cactlo which arc not fed in feed-

lot.

——

K 6,715,000
12,147,408

K 18,802,408

GCrass {od 76,860 @ K250

Feedlot 37,492 @& K324

—_—

Sub-Tota'l K 18,362,408



Cc.

Pigs

37,748 head slauentered at var. cost K100

Sub-total K 3,774,800
Poultry
Eggs ~ 112,700,000 eggs @ 6N/egy

Day - old chicks 10,784,000 @ 10N/chick

Meat - 12,375,000 Kys. @ K1.50/Kg

Sub-total

Total livestock requircments

SHORT-TERM LENDING TO AGRTCULTURE 1981/82
K 44,750,000
35,988,000
1,593,000

a. Commercial Banky
b. Agricultural Finance Co.

¢.  Cooperative Credit Schene

d. Total K 82,331,000

1981/82 INTERNAL FLNANCLNG

KL144,373,013
- 82,331,000

K 62,042,013

Total Requirements

= Short-term lending

per head,

K 6,762,000
1,078,400
18,625,000

K 26,465,400
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APPENDIX B:  LLST OF INSTITUTIONS AND AGENCLES CONSULTED

A. PRLVATE SECTOR

L. Barclays Bank of Zambia Limited

2. Standard Bank of Zambia Limited

3. Commercial Farmers Bureau

b. Central Province Cooperative Marketing Union
5. Fawily Farms Timited

B. PUBLIC skCrov

1. Bank of Zambia (Research Department)
2. Development Bank or Zambia

3. Zambia “gricultural Development Bank
4, Zambia National Comnmercial Bank

5. Agricultural Finance Company Limited (Head Oitvice, Provineial Office,
and Discrict Office)

6. Zambia Coovperative Federation Finaneia! services Limited
7. Rational Agriculcural Marketing Board
8. Ministry of Agriculture and Water Developnient - Permanent secretary

f

Budget Division
= Planning Division
= Dept. of Marketi., and Ceuperatives

= Central Province Agriculcurai Oiljce
9. Rural Development Cocporation
C. INLERNATIONAL AXD FOKEIGH AGENCLES
1. World Bank
2. USAID
D, oriER
The team also intcerviewed a few commercial and small farmers near

Lusaka and in Magoye,
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