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CHAPTER 1
INTRODUCTION

1.1 Background

Despite rapid urbanization in recent decades, sub-Saharan Africa’s (SSA) population and
economy are still predominantly rural and poverty is still primarily a rural phenomenon (De
Klerk et al., 2013). The United Nations’ International Fund for Agricultural Development
(IFAD, 2011) reports that more than 70% of the continent’s poor live in rural areas and depend

mainly on agriculture for their livel griculture provides about 70% of
employment and about 30% of the com ttic Product (GDP) (De Klerk ef al.,
:2013). The South Africa’s racial past in ji (2008) continues to be reflected in
its present agrarian structure. This is ing the apartheid era white farmers

enjoyed preferential access to agricultural croGUJJ#¥®:k et al., 2013). This can be attributed to

thg fact that white farmers Meﬁ v@%i}wf@iﬂw smation schemes, and also
benefited from price controls, proteyTisgisphend aubsidiedlion

Regarding this context, Spio (2006) reported that the past policies of apartheid created structural
imbalances in the whole socio-economic fabric of the society, causing different racial groups to
have different social contexts and access to wealth. The policies resulted in the disempowerment
of rural communities, where about 40% of the population lives — blacks constitute about 91 % of
the rural communities (Spio, 2006). These policies, according to Spio (2006) resulted in
intermediaries directing their attention to commercial farmers at the expense and neglect of the
small and emerging farmers and microenterprises. Apart from these policies, other scholars
(notably, Kuhn ef al., 2000; Yegoh and Kimeli, 2013; Spio, 2006; Manganhele, 2010) noted that
the financial intermediaries have not been able to serve rural clientele easily because it is a
costly, risky and difficult task. Kuhn ez al. (2000) further stated that local lenders are faced with
covariant risks and high transaction costs and therefore are reluctant to lend to the poor. In the
opinion-of Spio (2006), lack of information prevented large forrﬁal lenders who had the capacity
to serve the small farmers and poor from doing so. Additionally, lack of information made
formal lenders prone to problems of adverse selection, moral hazard, and hi'gh enforcement costs

(Spio, 2006). Sebopetji (2008) reported that small-scale farmers in communal areas of South
1











































































or those who perceive that they are highly unlikely to get credit, so that the perceived borrowing
costs outweigh the expected benefits of the loan.

On the supply side Foltz (2004) identified quantity, transaction costs and risks as relevant factors
in the existing credit market literature. First, farm households are credit-constrained if they face a
binding supply constraint as limited by lenders’ considerations (Baiyegunhi, 2008). Second, as
lenders may pass on transaction costs associated with screening, monitoring, and enforcing loan
contracts to borrowers, as in the case of group lending scheme (Besley and Coate, 1995), farmers
with investments profitable when evaluated at the contractual interest rate may not be profitable
when transaction costs are faczored in. ide not to borrow but remain credit-

constrained. Finally, Baiyegunhi (2008) ouseholds with access to credit, risk

may reduce loan demand and hence proc

Lenders evaluate creditworthiness of their c'on observable characteristics Bigsten et

al. (2003), and extend loans[ﬁt certain %ﬁfrest rfthlFf ﬁ%i' éhat borrowers are credit-
constrained if, at specific interest rate, dl(}ﬁ%gplfw EX& éll'réf]l pLo) borrow larger amount than the

lender supplied. In this case, the borrower exhausts this supply and then looks for another lender.
However, Baiyegunhi (2008) cautions that the fact that this borrower exhausts its supply from
one source, at specific interest rate, makes it a risky borrower for another lender. According to
Bell et al. (1997) credit markets in developing countries are inefficient dﬁe to market
imperfections such as interest rate ceilings imposed by governments, monopoly power often
exercised by informal lenders large transaction costs incurred by borrowers in loan acquisition,
and moral hazard problems. Stiglitz and Weiss (1981) understand that the problem where the
lender bears risk of the transaction and the borrower obtains project benefits can be seen as an
information problem. The asymmetries of information in credit market in Baiyegunhi’s (2008)
view imply that first-best credit allocation is not possible, and this leads to the need for partial or
full collateral. What rises from this is that, inadequate collateral or lack of it implies that some
individuals are denied credit, being otherwise identical to those who have the collateral and
obtain the credits. In this context, Banerjee (2001) argues that high-income individuals can
borrow large amounts at low costs whereas low-income ones are able to borrow a small amount

at high cost. In the opinion of Baiyegunhi (2008) this suggests that income or wealth level of
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borrowers has a direct relationship with the amount of available credit and an inverse .

relationship with cost of credit.

In a study conducted in Ethiopia, Emana et al. (2005) noted that lenders may not be allowed
legally to charge above certain limits on loans, although informal lenders in practice may do so.
Therefore, if the lender is not allowed to charge an interest rate at which the expected return is
positive, then there will be credit rationing. Even if allowed to do so, Baiyegunhi (2008) suggests
that lenders may be affected by adverse selection and/or incentive problems so that the expected
return on a loan may not monotonically increase with interest rate. This may lead to lenders
trying to avoid selection and incent ationing credit. Baiegunhi (2008),
generalizes that lenders are generally u1 : credit based on price alone because

of transactions costs and asymmetric inf

According to Baiyegunhi (2008) credit n"bject to credit rationing when lenders
provide less than they could tjthe €revaili» intefe%‘ratestaﬁ al}gécredit based on non-price
considerations. Some scholars in htffg%«.}k%\;; ﬁ?%&é‘éffeﬁ%@nﬁal borrower may be unable to
borrow a desired amount, under credit rationing, even if the client is willing to pay the prevailing
interest rate. Household is said to be credit constrained when he/she lacks the finance from any
source to undertake an investment that is profitable at the prevailing input, factor, and output
prices. In the opinion of Baiyegunhi (2008), it is possible for a credit-constrained agent to have
access to some credit, but not be able to borrow as much as would be optimal under the given
terms and prices or may face terms that are inconsistent in timing and investment. A household
with no access to credit and who also has no investment needing finance is not credit
constrained, but one with an investment opportunity and lack access to finance may be

constrained.

Baiyegunhi (2008) gave two distinct stages that are involved in the credit process. The first
constitutes the demand side of the bargain, the household who wants credit decides on the sum to
apply for from a particular source at the pre{/ailing market price. On the other side in second
stage, the lender makes a financing decision on the loan application; this constitutes the supply

side of the bargain. This means that the lender undertakes the screening of the potential client
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CHAPTER 3

CREDIT AND RURAL FINANCIAL SYSTEMS

3.1 Introduction

This chapter focuses on the credit and rural financial systems which are also characterized by the
same inequitable nature as the agricultural sector. In this chapter the range of credit options

reviewed include commercial financial and credit institutions, micro-credit schemes, credit

unions, the structu;e of the market for ~~~--1--=~1 ~~4 —-13] financial services, market failure
problems in rural financial market, ance, rotating credit and savings
associations, moneylenders, self-finance strategies to address default and loan
repayments. This chapter ends by giving mtions to improve access to credit.

3.2 Commercial financial and credilv
Coetzee et al. (1996) divide S@tﬁf@éﬁlﬁs} ﬁfel?@fctfﬂa)fle categories, each requiring
different systems of financial serviQéag@ﬁQ@p. AhBsecet; bmggescale commercial farmers (who
normally have sufficient collateral and are generally serviced by commercial banks), small-scale
commercial farmers (who generally have some collateral but not sufficient amounts to make
therr; a viable investment for commercial banks), the bankable poor and the non-bankable poor.
In the view of Weideman (2004), the bankable poor include subsistence farmers whose financial
needs are generally serviced by informal lending practices characterised by small amounts and
high interest rates. Weideman (2004) further states that the non-bankable poor have no collateral
and include the landless and impoverished female farmers. In the general view of Weideman
(2004) the author generalizes that formal financial institutions are unlikely to provide credit to

the latter two categories.

The unwillingness of commercial banks to embark on rural credit programmes might be because
of the particular difficulties encountered in rural financial markets. These, in the explanation of
Adams and Vogel (1986) include the difficulty of serving clients who are widely dispersed,
administrating a large number of relatively small transactions and operating in an industry

(agriculture) that experiences unanticipated changes in prices, incomes and yields. Weideman
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Stiglitz (1989) argues that the reality in the developing world is that markets are very often
imperfect and when markets are imperfect, both imperfect competition and imperfect
information exist. In this case, simplistic models (perfect competition and perfect
information) are no longer valid. Instead of the operation of credit markets being based on the
supply and demand principle, Manganhele (2010) suggest that there is a need for more realistic
theories of labour and financial markets that provide explanations for the existence of
unemployment and why those most in need of credit, particularly smallholder farmers, often
cannot obtain it. Gonzalez and Graham (1995) add that, in developing countries, information,

contract enforcement problems and incentives tend to be particularly acute when an attempt is

made to lend to the podr, particularly . Efforts by governments in many
developing countries aiming to partially ure problems where undertaken. For
example, over the past two decades, 1 aments have carried out reforms to
deregulate agricultural markets and redu nterprises. Despite that reforms have

had many favorable results; their effect has 'by partial implementation and structural

constraints” (Manganhele, Z(tlfh Therefore,‘C withtrﬁn-w%l—flrﬁt};)éing markets, it would be
difficult to achieve the goals desire%%etﬂgc;,}?ﬁag%&ﬁén

3.6 Governments and rural finance

Since formal financial institutions are unlikely to provide for the needs of the bankable and non-
bankable poor and as a result of the persistent failure of market-based credit programmes, many
governments have taken over the function of credit provision to poorer sectors of society
(Weideman, 2004). Notable examples include Kenya, Brazil, Taiwan and the Philippines. State
credit provision (or intervention in financial systems) includes loan targeting, direct loans to
farmers (often through parastatals or government agencies) and bank nationalization. Weideman
(2004) further states that state intervention in the provision of credit has not been particularly
successful either. Scholars have argued that state-owned or directed financial institﬁtions lack
accountability, foster arbitrary practices and allocate credit more on political than economic
grounds (Muhumuza, 2001). In Weideman’s (2004) view, governments/government agencies

often lack the capacity to implement effective credit programmes.

In Kenya, studies show that overworked staff members of the Agricultural Finance Corporation

were unable to access individuals in the more remote rural areas. In the Philippines, the obstacle
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household access to and participation in formal and informal credit markets in Malawi (Yegoh
and Kimeli, 2013). These are true with most Kenyan financial institutions, where loans are
advanced to farmers at the start of planting season and expect them to repay at harvesting time.
Atieno (2001) did an empirical assessment on the formal and informal institutions lending
policies and access to credit by small-scale enterprises in Kenya. The findings showed that
income level, distance to credit sources, past credit participation and assets owned were

significant variables that explain participation in formal credit markets.

Udoh (2005) noted that, the demand of credit is influenced by several factors such as personal

attributes of the individual, area speci -edit source attributes. Udoh (2005)
further states that these attributes influ Terently irrespective of their gender
such that what might determine the de a particular female farmer might be
different from what determines credit r farmer. These findings imply the

existence of serious weaknesses in the croGQJJJ# in targeting the right beneficiaries for

poverty alleviation, since woWi%er@iwtb?WﬂaT@t disadvantaged groups in
many developing countries, particqligrly théiier EMendtahele, 1999). However these studies
contradict that one of Okurut et al. (2004) who noted that household composition, migration

status and credit demand is higher for males than females and for households with a higher
dependency ratio, demand for credit is less in households with sick members and more land
assets per adult equivalent, while gender does not play a significant role in the demand for credit.
Some other study conducted by Ololade and Olagunju (2013) in rural farmers of Oyo State
revealed that gender, marital status, guarantor and high interest rate are the main factors
determining farmers’ access to credit in the study area. Also, lack of collateral security, lack of
guarantor and high interest rate are the major problem the farmers are facing in credit acquisition
(Ololade and Olagunju, 2013).

3.13 Chapter summary

This chapter studied a range of credit options that have been used in conjunction with land
reform programmes elsewhere in the world. Of the range of credit options reviewed, micro-credit

programmes and rotating credit associations seem to have the highest degree of success, in terms

49







CHAPTER 4 :
DESCRIPTION OF STUDY AREA

4.1 Introduction
In this chapter, the review of the study area is presented with a detailed agro-ecological survey
summary of the municipalities with special reference to Nkonkobe local Municipality which is

the study area. This chapter focuses on climatic conditions, geology, and demographic data of

the study area.

4.2 Amathole district municipality

Demonstrated in the figure below is the le district municipality in the Eastern
Cape, South Africa. Amathole District ited in the central part of the Eastern
Cape stretching along the Sunshine ¢ h River Mouth, along the Eastern
Seaboard to just south of Hole in the W« Jast. '

CATHCA.RT
AMAHLATHI

HEIM

Figure 4.1: Map of Amathole District Municipality
Source: Census (2011) Municipal fact sheet, published by Statistics South Africa

It is bordered to the north by the Amathole Mountain Range. It is comprised of seven local
municipalities: Mbhashe, Mnquma, Great Kei, Amahlathi, Ngqushwa, Nkonkobe and Nxuba.
Four heritage routes have been developed that are named after Xhosa kings and heroes. They are

the Maqoma Route, the Makana Route, the Sandile Route and the Phalo Route. These intertwine
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development, especially high levels of poverty and poor infrastructural development. This
suggests that potential and emerging farmers have limited access to resources necessary for
-production (Credit included). It is also important to note that although women are dominating the

population at 53%, their role in agricultural activities is low.
4.3 Nkonkobe local municipality

Nkonkobe Municipality is a countryside municipality that sits at the foot of the ever-imposing
and majestic mountain range of the Winterberg (IiNtabazeNkonkobe). The municipality was
established in 2000 and is made up of n~ Ai~~né~1i~k~d Tgpsitional Local Councils. Alice is a
legislative seat and Fort Beaufort is th t (The local government handbook,
n.d). The latter is situated about 14 East London on the R63 and is
approximately 200km north-east of Port .

Figure 4.2: Nkonkobe municipality intergrated development plan
Source: Eastern Cape Socio Economic Consultative Council (ECSSEC), 2014
14

The municipality is the second-largest local municipality, constituting 16% of the surface area of

the Amathole District Municipality. Nkonkobe Municipality is a countryside municipality that
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In terms of functional literacy, the municipality is also showing a great improvement. The total
number of illiterate people as at 2010 is 21 293 and it was sitting at 19 541 in 2009. These people
are at age 20 and have completed grade 7 or higher. Literate people are 50 017. In 2009 this

number was sitting at 49 638. In terms of percentage, literacy is at 70.1%.
4.10 Formal Housing

Out of 27 716 households, Nkonkobe municipality has various types of houses ranging from
very formal, formal, informal, traditional and other dwellings. The following table shows the

number of households by type of dwellire Na af haneehanldg by type of dwelling unit

Table 4.5: distribution of houses in differ:

Very formal | Formal Inform | Other Total

3048 15352 182 15 271716

Source: IHS global insight estimates, (2\,“'
This puts 66.4% of househoBsIff%?gﬁ M Fﬁ]{i{gm?%onkobe municipality. The

backlog of formal housing is estimaﬁsidé?f{)éﬁ.

4.11 Sanitation

The municipality has done a great job in terms of sanitation. Toilet facilities have improved since
1996. The municipality has various types of toilets, these include flush toilets, ventilation
improved, pit toilets and there are still few bucket system toilets. There are also areas where
there are no toilets. According to Global insight (2010), there are 3 999 households with flush
toilets, 2063 households with ventilation improved, 19 827 households with pit toilets, 386
households with bucket system toilets and 1440 households have no toilet facilities at all. 21.1%
percent households have hygienic toilets.

’
f

4.12 Water Infrastructure

The municipality has also done very well in terms of water infrastructure since 1996. The water
infrastructure is divide into piped water inside dwelling, piped water in yard, communal piped

\
\
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5.8 The logistic regression model

To estimate the determinants of household access to credit, the probability of household access
to credit is assumed to be determined by an underlying response variable that captures the true
households’ socio-economic status. The technique has been used for this kind of a situation (field
of social sciences) where prediction of the presence or absence of an outcome based on values of
a set of predictor variables is needed. According to Wooldridge (2009), the logistic regression
coefficient can be used to estimate odds ratios for each of the independent variables in the model.
The logistic regression model (logit model) is applicable to a broader range of research situations

\
\

than discriminant analysis.

According to Wooldridge (2009) the ter he natural logarithm of the odds (log
odds) which indicates the probability o: "two categories on some variable of
interest. Binary logit in the view of F mly two categories in the response

variable, that is, event A and non-event A. TNElII1) also asserts that the model shows how
a set of predictor variables (X[s) mw ti¢hdiqoupys kebpopee variable Y(In (Pi/1 — Pi).
The dichotomous response variable Y@ frelr with-Xebdenvess the occurrence of /the event of
interest while Y=0 denotes otherwise. The dummy variables, also known as indicators and bound
variables, characterize dichotomous responses. In this study, since only two options were
available, namely “access to credit” or “no access to credit” a binary modél was set up to define
Y=1 for situation where the farmer accessed credit and Y=0 for situations where the farmer did
not access credit from either formal or informal credit sources. Assuming that X is a vector of
explanatory variables and p is the probability that Y=1, two probabilistic relationships as stated
by Wooldridge (2009) can be considered as follows: |

ehx

efx 1
pY=0)=1- T oBE T gl v e e e e weea (4)




























relationship Spearman’s rho p-value of (0.038), in Table 6.6, the coefficient was (0.142), whose
absolute value was not large enough to give a convincing clue of the association. This was also

noted by significance of the p-values at 95% instead of 99% as shown in Table 6.6.

At the household size level a strong positive linear correlation between household size and
access to agricultural credit was confirmed as shown in Table 6.6. At 99%, the Spearman"s rho
p-value of (0.001) was obtained indicating a strong linear correlation between the two variables.
A much higher absolute value of the coefficient (0.718) was obtained indicating the strength of
the association between households’ size and access to credit at the number of households’

1 11 1 11

members’ level. Two of the variables (1 2l of education and farm experience)

had a weak negative correlation with res

6.5 Determinants of households

The task in this section is to determine ables affect households’ decision to
whether or not to take credit. Which econoSljlgraphic and physical factors enhance or
inhibits households access to {Iegify Jxépglt@}ﬂ@bspme[cﬁ(axpely estimate the probablhty
of an event occurring and identifidsudje tvaetiias ahie Afenegegul in making such predlctlons

Access to credit is explained by using a logistic regression analysis, as the information is
available only on whether a credit transaction was observed or not, rather than on the amounts of

credit received.

Out of the five significant predictor variables, three had positive signs (household size, age of the
household head and farm income) implying that an increase in either of these variables would be
associated with an increase in households™ access to agricultural credit, while the other two (level
of education of the household head and farm experience) had negative signs indicating that\an
increase in either of these variables would be associated with a decrease in the level of

participation in the credit market.

The coefficient of household head level of education was significant but negatively related
implying that the more educated the household lﬁead would be, the less likely that household
would participate in credit market. Per every unit increase in household head's education, a 0.928

decrease in the log odds of participation in credit acquisition by households, ceteris paribus.
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relationship Spearman’s rho p-value of (0.038), the coefficient was (0.142), whose absolute
value was not large enough to give a convincing clue of the association. This means that there
Was a weak positive association between the variables. A strong positive linear correlation
between household size and household size was confirmed by the results. The variables were
statistically significant at 99% with the coefficient at (0.718) indicating the strength of

association.

Lastly the study focused on investigating factors capable of influencing households® decision to

participate in credit market. Socio-economic household characteristics including household size,

household head age, household head le d farm experience were expected to
influence households® decisions to par ket as the main hypothesis. Major
findings inferred indicated that househ ducation and farm experience were
significant factors capable of negatively ation of households in credit market.

- This means that, targeting households with 'f education would result into a negative

likelihood that they take crediUAi the é(igét‘ets im&t_fs Pesuﬁ:h}le shown, per every unit increase

in household head's level of eduoﬁ'bqjle dlﬁeﬂéé‘l'lé‘n%%zg decrease in the log odds of
participation in credit acquisition by households, ceteris paribas.

Household head age, household size and farm income were also significant factors capable of
positively influencing participation of households’ to credit market. That is to say, an increase in
farmers’ age in years would result in an increase in the likelihood that farmers use credit and vice
versa, ceteris paribus. The same applies for household size, targeting households with more
household members would result into a positive likelihood that they take credit. Farm size and
amount of social grant received were found to be insignificant in as far as its influence on credit

market participation by households was concerned.

Hypothesis: Farmers’ socio-economic characteristics, human capital, and institutional variables
do not influence access of households to agricultural credit. The hypothesis is rejected on the
basis that, the empirical results show a positive influence of some socio-economic factors in
credit access. Variables that were found to be highly significant are: household size, age of

farmer and farm income.
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