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Abstract
This paper has attempted to examine how well a liberalised financial and     banking sector can service the farming community especially the small scale farmers in Zambia. On the demand side, the study focussed on Chongwe and Mazabuka Districts while ZANACO Plc and BBZ Plc was the subject of focus on the supply side. Contrary to most of the postulations of the neo-liberal   paradigm’s standard competitive model on which the liberalization programme was based; the paper has found that the agricultural credit market in Zambia has inherent imperfections. While the neo-liberal theory assumes perfect and complete information with costless transaction contracts, this study has found that the credit market in Zambia is riddled with asymmetric information, high transaction costs, inherent risk and imperfect competition. In the face of these frailties, the credit market cannot operate efficiently and may end up in a    market failure. In a way, this may have led to the private financial sector’s    lukewarm response in filling the vacuum created by the demise of state       monolithic institutions.
Further, the agricultural credit market in Zambia is not only riddled with asymmetric information and high transaction costs but the banks also    lack adequately qualified human capital to assess risks inherent in agricultural lending. Despite the state’s market involvement through the Farmer Input Support Programme (FISP), the study has also found that a great majority of the small scale farmers are still facing difficulties in accessing agricultural credit. It has also been found that most of the studies conducted on the impact of liberalization on the agricultural sector in Zambia have been concentrated on the product side with very little work done on the input side especially         agricultural credit. 
Relevance to Development Studies
The agricultural sector plays a crucial role in the development process of the Low Income Countries through the provision of livelihood for the majority of the population. The study shows that the availability of affordable agricultural credit still remains one of the key drivers in enhancing productivity and       efficiency of the agricultural sector. Hence, access to affordable credit will   enable farmers to diversify their agricultural activities.               
Notwithstanding credit’s importance in the development of a viable robust agricultural sector, most of the studies conducted on the impact of   economic liberalization on the agricultural sector in Zambia have been biased towards the product side. This study will therefore contribute to the available scanty literature on the agricultural credit market in Zambia and other LICs in the face of liberalization. 
Keywords
Agricultural credit market failure, economic liberalization, asymmetric          information, transaction costs, interest rate and inflation rate. 

CHAPTER 1.
 
1.  INTRODUCTION
1.1 
Introduction 

Economic liberalization of which financial and banking sector reforms was a part, remains one of the most poignant subjects in economic literature. This        research paper attempts to find out whether the liberalization of the financial and banking sector implemented in Zambia nearly two decades ago has led to an agricultural credit market failure. Despite having an immense agricultural potential, the agricultural sector’s contribution to GDP is minimal, averaging between 15 and 20%. Paradoxically, agriculture provides livelihoods to more than 72% of the country’s population, most of whom are rural based (GRZ
 2004a; GRZ 2009). 
For the agricultural sector to realise its full potential, credit availability is the nexus with the banking sector. The latter’s ability to provide affordable credit is vital in raising the viability and productivity of the former. Prior to liberalisation, the agricultural sector in Zambia was lubricated with directed cheap credit from some SOEs.
 However, liberalisation superintended over the demise of most SOEs leaving many farmers especially the small scale with a serious challenge of lack of access to affordable credit. 
This study gathered the supply side data through a case study of two commercial banks; the Zambia National Commercial (ZANACO) Plc and   Barclays Bank Zambia (BBZ) Plc. A small scale field survey involving 60      agricultural households conducted in two Districts; Chongwe and Mazabuka generated the demand side data. The data from these sources was triangulated at the analysis stage with some secondary data from the Bank of Zambia and other sources using exploratory techniques.
While the neo-liberal paradigm’s standard competitive model assumes perfect market conditions, the paper has found that the agricultural credit   market in Zambia like in many other LICs
 is riddled with asymmetric         information, imperfect competition and high transaction costs. Compounded by poor physical and institutional infrastructure, these frailties have rendered the agricultural credit market inefficient. While it may be argued that the       privately owned banks are behaving as rational profit maximising agents by shunning certain areas and customers in dealing with the above constraints, their behaviour on this score and other areas has been found wanting. In this paper therefore it has been argued that conditions obtaining on Zambia’s     agricultural credit market do not only defy but also violate most of the       fundamental tenets hypothesized by the neo-liberal paradigm’s standard     competitive model. 

Given the high incidence of transaction costs, asymmetric information, imperfect competition and agricultural lending inherent risks which are     prevalent on the Zambian credit market, the standard competitive model as envisioned by the neo-liberal theory cannot hold. Under such conditions, the liberalised banking and financial sector cannot service small scale farmers well. This therefore tends to suggest the incidence of an agricultural credit market failure.
1.2
Background 
Zambia is richly endowed with abundant natural resources ranging from arable land, minerals, fresh water bodies, forestry and untapped ecotourism potential. Despite an abundant land resource endowment [75 million hectares, 58% (i.e. 42 million hectares) of which is suitable for agricultural production] and a    favorable agronomical endowment, the agricultural sector’s GDP contribution has remained poor, averaging between 15 and 18% for some time. Further, since emerging from the British colonial yoke in 1964, the Zambian economy has been heavily dependent on the copper mining industry. However, owing to the turbulence that has defined the base metal commodity market; the fortunes from the sector have been highly volatile. This revenue variability compelled Government to expend efforts at economic diversification. In this effort, the agricultural sector stands as a front runner due to its vast latent potential (GRZ 2004b). 
Prior to 1991, the agricultural sector like many other sectors of the Zambian economy was predominantly public sector driven. Credit provision, distribution of inputs, commodity marketing and the provision of institutional support (extension and research services) were almost exclusively a preserve of the state through its monolithic organs. Owing to their vast branch network, these organizations had a national reach. NAMBOARD and the Co-operative movement were responsible for agricultural product markets, while Lima Bank, CUSA and the ZCF-FS were charged with the responsibility of providing    agricultural credit and inputs (Copestake 1998). 
However, deepening economic throes led to mounting internal and    external pressure for economic reforms. Owing to the pressure, the country jumped on the IMF/World Bank sponsored structural adjustment programme (SAP) austerity economic reforms bandwagon in 1992. The full                   implementation of the reforms saw the demise of many SOEs through        liquidations, dissolutions or privatization. Corollary, with the removal of price controls and subsidies there was a drastic reduction in government support. By 1993, most of the maize related price controls and subsidies were completely dismantled (Saasa 1996; Seshamani 1998). 

With the implementation of the reforms, it was envisaged that the    removal of the state from the centre stage would free up the market by        allowing private actors to take over some operations. They were expected to reduce their costs, improve on the quality of service delivery and eliminate   regressive bias (WDR, 2008). Notwithstanding these attempts at full            liberalization, the private sector’s response remained lukewarm resulting in some vacillations on the part of government. One area in which there have been such vacillations is the provision of agricultural credit (Copestake 1998). It is claimed that despite the escalation in its budgetary cost occasioned by marketing liberalization which reduced the effectiveness of the stop-order loan recovery mechanism
, subsidized agricultural credit remained in force long   after the implementation of the reforms (ibid). 
In 1994, the Zambian government came up with the Agricultural Credit Management Programme (ACMP) whose principal aim was to initiate a phased state disengagement from the provision of agricultural credit and      subsidies within a couple of years and encouraging commercial banks to fill the gap left by state agencies. The programme was administered by two private              organizations namely SGS Zambia Limited
 and Cavmont Merchant Bank. However, like other initiatives before it, the programme was hit by the same fate that befell many of its predecessors. The private sector response to the ACMP and other initiatives in the agricultural credit market save for those aimed at high value cash crops such as cotton has been very poor (Copestake 1998; IFAD 2003). 

Corollary, owing to the agricultural sector’s strategic nature and the likely consequent political fallout if it is not well handled, the state still       maintains some presence in the agricultural product and credit markets. In the credit market, state’s presence has been registered through the provision of credit in kind in the form of farm inputs (fertilizer and maize seed). This     process was initially mediated through the Fertilizer Support Programme (FSP)
. Launched in 2002, it was aimed at providing subsidized agricultural   inputs to small scale farmers
 engaged in the production of maize, which is the country’s staple crop (GRZ 2004c; GRZ 2009). 
The FISP operates on a matching grant basis where the government initially offers a subsidy amounting to 50% of the total cost with the          beneficiary covering the remaining 50% of cost in the first year. The          beneficiary’s contribution increases to 75% in the following year before they finally meet the full cost after being weaned off the program (GRZ 2002). However, the program’s reach is limited to less than 40% of the small scale farmers nationwide given the persistent national budget constraints. This leaves a large number of farmers having to seek alternative sources of credit to       finance their agricultural activities (ibid). When compared to the lending      activities that were conducted by the SOEs before it, the FSIP is palled into insignificance. Contrary to the widely held view when the agricultural and    financial sectors were being liberalized, the private sector actors have not played an active part in the agricultural credit market (Chiwele et al 1996). 

Pursuant to the above, the Zambian case seems to present an apparent failure on the part of the competitive market to bring about an efficient      outcome in the allocation of agricultural credit. While farmers through the ZNFU
 and other farmer organisations have repeatedly expressed the           importance of having affordable credit made available to the farming        community, the financial sector is offering limited credit at very high interest rates. The banks have argued that agricultural lending in Zambia is very risky and expensive due to high transaction costs and asymmetric information
. Unlike in some other LICs, most micro finance institutions operating in    Zambia are still confined to providing pay roll based loans to people who are in formal employment. This effectively excludes those in agriculture and other informal sectors of the economy. While some other informal financial market mechanisms may exist, they fall outside the scope of this study.
From the foregoing, the Zambian agricultural credit market does not seem to approach the one idealized by the standard competitive model upon which the liberalization reforms were anchored. Consequently, there seems to be an incidence of an agricultural credit market failure worth of investigation.
1.3 
Problem Statement and Justification
Notwithstanding the enormous natural endowment that has gifted the country with vast prospects in different lines of agriculture, maize seems to be a crop of choice for the majority of Zambian agricultural households. It accounts for about 85.1% of all the crops grown (GRZ, 2003). The dominance              notwithstanding, maize has proved to be an expensive crop because it places huge demands on its growers in terms of inputs and field management.               Furthermore, Zambia’s agricultural sector is also susceptible to   fluctuations and instability occasioned by changes in government policy and the vagaries of nature due to unstable weather patterns. This exposes many of the agricultural sector actors to covariate risks that are mostly not covered by any form of    insurance at the moment. 
Given the overall volatile and sluggish performance that characterized the agricultural sector in Zambia; the sector’s liberalization in the early 1990s by allowing for the free interplay of market forces was seen as a panacea to some of its problems. Ironically, two decades after the implementation of the       liberalization process, there seems to be an incidence of an agricultural credit market failure evidenced by the presence of asymmetric information, high transaction costs, imperfect competition and the involvement of the state in this market albeit on a smaller scale than before. In Zambia, like in most other LICs, agricultural policies lie at the core of poverty alleviation. In this effort, the importance of credit in improving and raising agricultural productivity   cannot be overemphasized. Consequently, lack of access to affordable credit by the agricultural sector can hamper its productivity and negatively impact its contribution to the country’s GDP. 
There is very little research done to find out the impact of liberalization on agricultural credit in Zambia. The few studies that have been conducted are focusing on the provision of off-farm inputs such as maize seed and fertilizer. This study has therefore attempted to examine whether there is an agricultural credit market failure in Zambia as a result of the banking and financial         liberalisation reforms. In this attempt, an exploration has been made into the factors behind the apparent lukewarm response by the private sector in       providing agricultural credit to farmers. It is hoped that the study has added to the existing body of knowledge and has provided a platform from which      further work in the field of agricultural credit in the LICs would be launched. Notwithstanding its limitations, it is hoped that some of the study’s findings will help inform agricultural credit policy formulation. 
1.4 
Research Questions.

The study is aimed at answering the following questions;
 1.4.1 
Main Research Question

How well can a liberalized financial and banking sector service small scale   farmers with agricultural credit? 
1.4.2
 Sub-Research Questions 

(a) How has the presence of asymmetric information and imperfect           competition affected the level of agricultural credit transactions to small scale farmers in Zambia?     

(b) What is the effect of high transaction costs on the banks’ agricultural credit activities? 

 (c) How does the nature of the agricultural sector affect the level of credit transactions? 
1.5 
Basic Line of Argument or Hypothesis

Like in many other LDCs, economic liberalization in Zambia has not worked well in many sectors of the economy. Whereas there been an increase in the number of financial institutions in the Zambia, this has not led to the active    participation of the commercial banks and micro-credit institutions in        providing credit to the farmers. Additionally, while there has been a marked drop in the annual inflation rate from the three digit highs characteristic of the early 1990s to a single digit currently, the lending interest rates have still       remained high. 
1.6 
Limitations of the Study

During the course of this study, a number of limitations were faced though time and financial constraints were the major binding constraints encountered. Owing to the foregoing, one of the Districts from which data was to be       collected had to be dropped from the study thus reducing the sample size.   Secondly, some of the respondents were reluctant in answering the questions for varied reasons despite assurances that the survey was purely for academic purposes. Thirdly, having access to information from the two commercial banks, BBZ Plc and ZANACO Plc, was not very easy due to security and    confidentiality concerns.  Consequently, the data collection exercise took more time than was originally envisaged. Finally, given the small sample size and the nature of cross section data, generalizations to the entire population would be difficult to make. 
1.7 
Organisation of the Paper

The study is divided in six chapters. The reminder of the paper is organized as follows; Chapter two reviews some of the available literature on the subject done by other scholars. Chapter three gives an overview of Zambia’s banking and financial sector in light of the economic reforms that were undertaken in the early 1990s. Chapter four of this study looks at the methodology employed in the paper. Chapter five presents the research findings along with their      exploratory analysis and discussions. Chapter six is a summary of the major research findings, conclusion and policy implications. 

CHAPTER 2  

2. 

LITERATURE REVIEW AND ANALYTICAL       
 

APPROACH

2.1 

Introduction

This chapter recounts some of the relevant literature on studies done by other researchers on Zambia and other countries in order to establish whether the neo-liberal paradigm’s standard competitive model which underpinned         economic liberalization succeeded in bringing out efficient outcomes in     Zambia’s agricultural credit market. It also provides an analytical approach based on a critical reflection of some of the theoretical foundations of the   neo-liberal paradigm’s standard competitive model in the light of asymmetric information, imperfect competition, high transaction costs and risks inherent in the agricultural sector. The chapter closes by giving a working definition for market failure that has been used in the study. 
2.2 

Economic Liberalization

Literature shows that like most former colonies that gained political             independence in the 1950s and 1960s, Zambia adopted a socialist                inclined economic model to manage her economy. This model emphasized state presence in the economy through central planning (Saasa 1996).  At the time, the model was generally regarded as a kind of open sesame that would allow Least Developed Counties (LDCs) to pass rapidly through the barrier dividing their pitiably low standards of living from the prosperity of their   former colonial masters (Todaro et al 2009). 
In the agricultural sector, the product and credit markets were      dominated by the state which purchased agricultural output and distributed off-farm inputs. The state also disbursed directed credit through SOEs such as NAMBOARD, CUSA, Lima Bank and the Cooperative movement. Further using its departments and other quasi-government institutions it also loomed large in the provision of institutional infrastructure such as market               information, extension and research services (Dodge 1977). However, from the mid-1980s into the 1990s, deepening economic woes made the subsidy policy        unsustainable resulting in loud cries for a paradigm shift (Pletcher 2000). As with most LDCs then, Zambia implemented the IMF/World Bank sponsored SAP austerity economic reforms in the early 1990s. The reforms entailed rapid and drastic transition of the economy. At the macro level, they included a    reduction in the role of the state in the market aimed at reducing government expenditure, a restrictive monetary and fiscal policy, an expansion of the role of the private sector to promote economic growth and liberalization of internal and external trade intended to allow the market, rather than government to direct resource allocation and   determine prices of inputs and outputs (SAPRI 2004:39-45; Chang et al 2004).
The SAP reforms were predicated on the neoliberal theory’s standard    competitive model which holds a firm belief in the unfettered virtues of the market. The neoliberal paradigm thus hypothesizes a perfect market devoid of asymmetric information, transaction costs and risks among other things. In such a hypothetical world, the market is expected to clear efficiently at an     equilibrium determined by the market forces. However, some scholars have noted that the terrain in the real world especially in the financial and credit markets is normally rugged. It is wrought with widespread asymmetric         information, high transaction costs and inherent risks. Consequently, these markets operate differently from the other markets and they are often          characterized by an inefficient equilibrium (Stiglitz 1986; 1993). 
The sources of asymmetric information in an economy are diverse and varied while their impact can be pervasive. Asymmetric information implies that one party to the contract or transaction has more information than the other; different people know different things more than the other. It implies that the lender and the borrower have different knowledge of the relevant     information; a borrower will know more about his/her own business than the lender and lender may know more of the business conditions in general than the borrower (Clemenz 1986; Frieden et al 2009; Stiglitz 2002; Srinivasan 1994). 
The wide spread information imperfection in the financial and credit markets gives rise to problems of moral hazard
, adverse selection
 and      incomplete contracts. This makes these markets fundamentally different from other markets such as product and commodity markets. Hence, they should be treated differently because when information is imperfect and costly, the lender cannot directly control the actions of the borrower (Stiglitz and Weiss 1981). Further, signaling and screening devices of applications in the insurance and credit markets have been found to be socially wasteful under asymmetric     information and perfect competition due to problems of endogeneity that arise in the process (Rothschild and Stiglitz 1976; Bester 1985). 
It has been argued that the standard competitive model which           informed the SAP reforms ignored the presence of market imperfections and             asymmetric information. It assumed that all players in the market have access to costless perfect information as and when they need it (Byres 2003; Todaro 2009). However asymmetric information has been to be widespread in the real world making information very costly and not free as claimed by the neoliberal paradigm. In the presence of asymmetric information, people do not often   acquire perfect information, thus, their behaviour may be markedly from what it would have been had they acquired the perfect information. This has been observed especially in the theory of rural organization based on rational       peasants in environments where information is imperfect and costly (Stiglitz 1986; 2002). 
The SAP reformers argued that any form of government subsidy,      directed agricultural credit included, created distortions in the market by     breeding a culture of dependence on state benevolence with a consequent          escalation in political patronage and interference (Muuka 1997). They therefore advocated for competitive free markets, promotion of free trade and export      expansion, attracting foreign direct investment and elimination of the plethora of government regulations and price distortions in the factor, product and   financial markets in order to stimulate both economic efficiency and growth (Byres 2003; Todaro 2009). It was further claimed that with a lean, mean and non-interventionist state, the untrammeled market would allocate resources to the most efficient users (Byres 2003; Chang et al 2004).   
However, in their model, Leland and Pyle (1977) claimed that having some stake in a business was positively correlated with the reduction in    asymmetric information. They found that ownership that increases the        informed party’s share signaled a higher quality of the underlying project,    thereby reducing the cost of asymmetric information. This assertion lends   support to the theory which suggests that ownership can be an important    factor in mitigating the delirious effects of asymmetric information (Ivashina 2009). Since privatization deemphasizes state ownership of business, the     challenge of asymmetric information and transaction costs would be expected to escalate in a predominantly rural environment in the absence of the state. This seems to hold in the case of Zambia where the state’s retreat from the market was followed by contraction in the presence of financial and banking actors in rural areas on account of high operational costs (Mwanaumo 1999; Chiumya 2004).
The standard competitive model further postulates that transaction contracts between economic agents are costless to enforce and all economic agents are able to write and enforce detailed transaction contracts without   incurring any costs in the process (Gertler and Rose 1994).  This assumption, like others has also been faulted and found frail because in the financial and credit markets, enforcement of transaction contracts may entail enormous costs due to imperfect information and inability by actors to effectively enforce financial contracts. Further, many small scale farmers may not possess the    ability to write transaction contracts (Stiglitz 1993; 2002; Gertler et al 1994). 
2.3 
Financial Liberalization and the Agricultural Credit Market in Zambia.

Zambia’s financial sector like other sectors of the economy was tightly        regulated by the state prior to the SAP economic reforms. Prices for financial products such as foreign exchange rates were determined by state agents.    Ceilings on interest rates, high reserve ratios and discretionary credit allocation were also determined by the state. The Zambian agricultural credit market was modelled after the pattern of a supply led directed credit model which held sway in most LDCs at the time with negative interest rates. The highly        subsidised interest rates offered greatly influenced the farmers’ production   decisions (Deininger et al 2000). 
Living under the shadow of McKinnon (1973) and Shaw (1973), some of the proponents of liberalization claimed that tight government financial regulation and involvement led to distortions in the financial market that     almost amounted to financial repression (McKinnon 1973 and Shaw 1973 in Anderson and Tarp, 2003). Consequently, reforms were undertaken to         liberalise the financial and banking sectors through the introduction of       prudential regulation and supervision. 
The reformers roundly criticized the old model of agricultural credit for being supply led as opposed to being demand driven. It was therefore to be replaced by the new demand driven model, the financial systems development           approach, under which the borrowers are considered as clients as opposed to being beneficiaries (Klein et al 1999). The reforms therefore called for the withdrawal of the state from the product and credit markets coupled with    scaling down in the provision of extension and research services (Saasa 1996; Mwanaumo 1997; Pletcher 2000). 
It was envisaged that liberalization would lead to efficient outcomes in credit allocation. Consequently, with the rigorous implementation of the reforms from about October 1991, an elaborate system of SOEs that existed prior to the reforms was dismantled with the view of facilitating entry into the market by other actors. This move saw the demise of NAMBOARD, Lima Bank, the Cooperative Bank, ZCF-FS and CUSA (Saasa 1996; Kelly 1999; Mwenda 2002; Maimbo 2002).  
However, as in other LDCs, agricultural credit transactions in Zambia are conducted in a market that is inherently imperfect, wrought with risks and high transaction costs. Corollary, the sudden demise of the SOEs caught the private sector ill-equipped to fill the vacuum that arose leaving the retracing state’s tracks uncovered for a long time exposing most farmers to lack of credit (Mwanaumo 1999; Deininger et al 2000). This is consistent with what Wiggins et al (2002) found in Mexico where the private sector failed to provide credit and other agricultural inputs to rural Mexico on the heels of liberalisation due to asymmetric information and other market imperfections. A similar pattern has also been documented by Gingrich (2010) in El Salvador where many areas of the agricultural sector reacted negatively to liberalization.
Meyer et al (2004) recounts that in Uganda, liberalization of the          financial sector resulted in a gradual increase in the deepening of financial    intermediation.  While it was hoped that the financial deepening would result in significant flows of credit to the agricultural sector, this did not happen. 
Perhaps the reformers grossly underestimated the possibility that endogenous constraints, such as imperfect and incomplete credit markets, could be      significant barriers to efficient and improved credit allocation to agriculture. Apart from these imperfections, the policy also disregarded peculiar structural features of Uganda’s financial system, such as the dominance of a collusive commercial banking system and nonexistent equity markets, and the       problems that these pose for efficient credit market operation. Whilst         experience has shown that imperfect government is not good at picking      viable investments, there is little evidence to suggest that a banking sector working under an inappropriate financial market structure would do any     better (Meyer et al 2004:13). 
As in the case of Uganda, Zambia did experience an initial proliferation of financial institutions after economic and financial liberalisation. However, the proliferation was swiftly followed by a number of major bank failures and a reduction in financial intermediation (Chiumya, 2004). Nevertheless some form of stability has since been registered which has resulted in an increase in the number of financial players. However, this increase has not translated into   increased agricultural credit transactions (BOZ 2009). A number of arguments trying to explain this poor response have been advanced. They range from the failure by the state to completely withdraw from the market to the nature of the agricultural credit market. Some have argued that coming from a legacy where private initiative was held hostage by inhospitable state-market relations; the sudden state withdrawal caught the private sector off-guard. It therefore failed to seize the opportunities that were presented by liberalization (Mwanaumo 1999; Deininger and Olinto 2000). 
It has also been argued that the continued ad-hoc state involvement in the market could have severely undermined Government policy predictability thus raising the degree of uncertainty among the private actors. While that could be true, the incidence of asymmetric information, high transaction costs and risks inherent in agricultural lending are equally culpable for the lack of credit especially to the smallholder farmers who constitute the bulk of       Zambia’s farming community. The lack of credit has adversely impacted their farm level investment and output (Chizuni 1994; Chiwele et al 1996; Deininger and Olinto 2000; Carter and Olinto 2003; BOZ 2009). 
Agriculture unlike non-farm undertakings is prone to a number of risks and uncertainties. This thrusts unique challenges on agricultural credit market players that non-farm credit market actors may not face (Klein et al 1999).   Unlike other credit markets, the agricultural credit market is riddled with a number of perverse risks whose sources are diverse and varied impacting both lenders and borrowers differently. Huirne et al (2000) and Hardaker et al (2004) identified two major types of agricultural risks namely business and    financial. Business risks in agriculture relate to production, market, institutional and personal risks. On the other hand, financial risks relate to different     methods of farm level financing. These risks are symbiotically intertwined   because farm level business activities determine the volume of revenue to be realised by the agricultural household. Prominent among the business risks in agriculture is seasonality and the longer gestation period of agricultural      products compounded by market uncertainties (ibid). The longer gestation   period exposes lenders to liquidity risks in that it becomes difficult to match assets and liabilities, this may distort their balance sheet. Seasonality also entails that farmers tend to seek credit at one peek period during the year while the other times of the year remain as lean periods. The sector is also vulnerable to the vagaries of nature which expose farmers to covariate shocks such as droughts, floods and some livestock diseases (Klein et al 1999).  
In dealing with some of the agricultural sector inherent risks, most formal lenders practice security based lending. However, many small scale farmers have been kept outside the fold of formal lending because they lack title deeds to their land. For example in rural India, this requirement to provide bank guarantees and titled mortgages has alienated most agricultural         households from the credit market (Kumar 2005). 

Agricultural creditors serving small holder farmers face high          transaction costs in processing small loans due to sunk costs that are            insensitive to the loan size. Transaction costs are incurred because credit      involves a relationship between the lender and the borrower that contains an element of trust for future repayment. To nurture this relationship, credit processing, delivery and backstopping costs tend to escalate because most of the measures are costly to undertake. Agricultural lending therefore involves relatively higher resource costs in terms of delivery and monitoring credit. Consequently, the high lending risks in the agricultural credit market tend to reduce the volume of credit transactions (Klein et al 1999; Kumar 2005). 
More often than not, the high transaction costs and risks plaguing the agricultural credit market in most LDCs are often a function of the unique   features of the agricultural sector and the inability by some borrowers to    provide collateral (Klein et al 1999). In many LDCs, agriculture is a rural based activity   carried out mainly by widely dispersed small scale farmers. This wide           dispersion in the face of poor road network characteristic of most LDCs is a challenge to lenders. For lenders who may not have rural representation as is normally the case, it confronts them with high transaction costs in loan       appraisal, loan monitoring and enforcement of loan repayments (Gurgand et al 1996). While the process is necessary in establishing the credit worthiness of a prospective client, it may hinder credit flow. However, given that most rural agricultural households are integrated production and consumption units it is an important backstopping measure that helps in combating the problem of fungibility of credit (Klein et al 1999).  

On their part, borrowers also face high transaction costs when          accessing formal credit given the opportunity cost that they have to incur. In most cases, a number of trips to the nearest Bank branch may have to be      undertaken in order to complete a cumbersome bureaucratic loan application process. This may weigh heavily on borrowers in lost valuable production time and loan compounded by corruption on the part of bank officials who may ask for bribes in order to speed up the process (ibid).  
The Zambian financial reforms involved two main components. The first step involved the liberalisation of the interest rates and the foreign        exchange markets in 1992 and 1993 while the second component involved   reforms to the system of prudential regulation and financial institutions       supervision and included the enactment of new banking laws in 1994 (Brownbridge, 1996a; Chiumya, 2004). In October 1992, borrowing and lending rates were decontrolled while Treasury Bills were introduced as a less inflationary form of deficit financing. These measures were followed in 1993 and 1994 by the removal of foreign exchange controls on current account transactions and the liberalisation of the capital account foreign payments system (Maimbo 2001; McCulloch et al. 2000; Brownbridge 1996b).
Attendant to the above, very stringent fiscal and monetary measures aimed at arresting the high inflation rate which had hit three digit numbers among other reasons were instituted. Initially, these reform measures saw the bank base and real lending interest rates surge upwards from around 60% to a peak of around 148% in the 1991/92 agricultural season. Without recourse to SOEs credit institutions that had been either liquidated or dissolved, many farmers especially the small scale, were placed outside the credit bracket by the high interest rates (Saasa 1996; Seshamani 1998). Exacerbating the situation was the withdrawal of the fertilizer transport subsidies, a measure that placed the commodity, fertilizer, out of the reach of many farmers especially those in the outlaying areas (Chizuni 1994; Kelly 1999). 

Ironically, though the austerity measures have managed to arrest the high inflation rate reducing it from the three digit figures characteristic of the pre-liberalization period, to below 15% for most of the last decade, the        prevailing bank lending interest rates are still too high despite showing a      corresponding declining trend (BOZ, 2010). Figure 2.1 below shows the trend between inflation and interest rates between 1991 and August 2010. From the     figure, it can be inferred that the reforms resulted in an initial sharp increase in both inflation and interest rates between 1991 and 1993. However, there has been a steady decline in both inflation and interest rates from 1994 to 2010. Notwithstanding the downwards trend, the interest rates have maintained an average of more than 25% for most of the period although the inflation rate has been averaging below 15% over the same period. In fact, for the month of    October 2010, the annual inflation rate for stood at 7.3% while the lending   interest rates are still between 25-30%
. 
The wide spread between the base and lending rates has irked the ZNFU, who have lamented that Zambia’s agricultural finance market is     fundamentally ‘abnormal’ owing to the scarcity and high prices of working credit. ZNFU has claimed that these constraints have severely limited the    capacity of the farming community to expand their operations or                 diversification in other more profitable agricultural activities. However, the Bankers’ Association of Zambia (BAZ)
 has contended that the obtaining lending rates are reflective of the market conditions because agricultural     lending in Zambia is very risky and expensive due to the nature of the local agricultural community. The sector continues to top the list of non-performing loans at 37% as compared to 13% across the other sectors in 2009
. 
Fig 2.1. Inflation and Interest Rates between 1991 and August, 2010.
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Source: Author’s own illustration based on BOZ data.
Although the evidence of colluding among the financial sector players has not been empirically established by this study, the banks’ behaviour on this score tends to suggest otherwise. Far from having perfect competition as      envisaged by the standard competitive model, the financial and banking sector in Zambia is dominated by about four big players namely; BBZ Plc, ZANACO Plc, Standard Chartered Bank and Finance Bank who may not be price takers.   Consequently, their failure to pass the benefits of low inflation to borrowers smacks of some form of collusion. This inference lends support to the findings of the 2004 SAPRI report on some Latin American countries and Bangladesh where the reforms tended towards encouraging non-competitive oligopolistic practices. In the absence of a well functioning equity market, the same           behaviour was also noted in Uganda where some dominant commercial banks exploited the reforms to their advantage (Meyer et al 2004). 
2.4 
Definition of Market Failure

While bringing efficient outcomes in the market was one of the objectives of the economic and financial reforms instituted in the early 1990s, the situation obtaining in the Zambian agricultural credit market seems to point in the     opposite direction. The post liberalization period has been characterized by high real interest rates and an unstable financial environment. In a hypothetical market, such as the one envisaged under the neo-liberal paradigm’s standard competitive model, there is perfect competition, complete information and no transaction costs. In such an environment, the allocation of loans and credit is mediated by the interest rate in an efficient and competitive manner (Gertler and Rose, 1994). In such a market therefore, there is no adverse selection and moral hazard among other things. However, literature shows that the terrain obtaining in the agricultural credit market is rugged and often inundated with most if not all of the aforementioned challenges. Consequently, they are far from being Pareto efficient and in some instances do not even approach the Pareto constrained model. As such, a market failure occurs when the        competitive market process fails to bring about an efficient allocation of credit (Besley 1994; Stiglitz 2002).  
Mankiw (1986) argues that asymmetric information can result into an inefficient, precarious market equilibrium in which small changes in the      risk-free interest rate or a small increase in the perception of the riskiness of the pool of borrowers can cause large and inefficient changes in the allocation of credit. In this model, an allowance is made for a total collapse of the credit market in which no loans are offered. At any interest rate, the banks view the population of borrowers to be too risky for them to get any return on the loans advanced (Mankiw 1986 in Andersen and Tarp, 2003). 
For the purpose of this paper, an agricultural credit market failure will be defined as failure on the part of a competitive market process to bring about an efficient allocation of credit due to the incidence of asymmetric      information, imperfect information, segmented (uncompetitive) markets and high transaction costs among other things (Besley, 1994; Stiglitz 2002). It will be measured by farmers’ literacy levels, nature of land endowments, bank’s market share, the interest rate and the presence of banking and financial       institutions. Some more details on this have been given in chapter 4.5.  
2.5 
Conclusion
Literature shows that economic liberalization in many LICs including Zambia has not worked well in many sectors of the economy including the agricultural credit market. In the agricultural credit market, the incidence of asymmetric information, imperfect information, agricultural inherent risks and high     transaction costs seem to have confounded the market. Despite the above frailties, the neoliberal paradigm’s standard competitive model that assumes a hypothetical perfect market informed the standard SAP package that was    implemented in LDCs. 

CHAPTER 3  
3. 
AN OVERVIEW OF THE BANKING AND 
FINANCIAL SECTOR IN ZAMBIA. 
3.1 
Introduction

Although empirical evidence linking financial development to enhanced     economic growth is divided, it is widely acknowledged that a viable financial sector is among the major drivers of economic growth. This chapter traces the          development of Zambia’s banking and financial sector. Emphasis has been placed on the post economic and financial liberalization period with the view of answering the main research question and its attendant sub-questions; how well can a liberalized banking and financial sector service small scale farmers with          agricultural credit?        
3.2 
Zambia’s Banking and Financial Sector Overview.
Zambia’s banking and financial sector can be categorised into four major types of institutions namely; the pre-independence foreign banks, state owned banks, post independence foreign banks and locally owned private banks. However, of the four, the pre-independence foreign banks are the most dominant. They include Barclays Bank Plc which started operating in 1918, Standard Chartered Bank which commenced operations in 1906 and ANZ Grindlays Bank (now Stanbic Bank) which launched its operations in 1956 (Maimbo and Mavrotas, 2003). 
In the immediate post independence era, the pre-independence foreign banks were perceived to be biased towards a clique of foreign entities especially those in the mining industry. Despite this perception, the fear of a fall out with the owners who had threatened to withdraw their expatriate management saved these banks from nationalisation after the Matero watershed economic reforms of 1969 (ibid, Bertha, 1996). Thus, in a bid to address some of the perceived imbalances in the financial and banking sector, the Government set up its own financial enterprises to meet some special needs of its nationals. This effort saw the establishment of ZANACO in 1969 and the National    Savings and Credit Bank (NATSAVE) in 1973. Further, two agro based       financial institutions Lima Bank
 and the Cooperative Bank were established in 1987 and 1989 respectively (Brownbridge 1996a; 1996b; Musokotwane, 1997; Simatele and Ndulo 1998). 

While ZANACO and NATSAVE are still in existence albeit with   radically transformed ownership and management structures, Lima Bank and the Cooperative Bank have since been liquidated. They ran into serious       operational problems as a consequence of high overhead costs occasioned by high transaction costs, poor management and political interference. Over and above, the withdrawal of government subsidies on which they had thrived for years could have dealt them a mortal blow (Chiumya, 2004). However, there is troubling evidence suggesting that the demise of these institutions has had a telling effect on the farming community, especially the small scale farmers, most of whom were solely dependent on them for agricultural credit (Mwanaumo 1999; Kelly, 1996). 

Besides the establishment of the banking financial institutions in the post independence era, the Government also established some monopolistic   non- bank financial institutions (NFBIs) as well. The notable ones include the Zambia National Building Society (ZNBS) and the Zambia National Provident Fund ZNPF (now called the National Pensions Scheme Authority, NAPSA). The former was established to provide mortgages from its deposits and shares whereas the latter was established to provide social security to the salaried and wage earning citizenry through the compulsory statutory contributions it     attracted from workers (Maimbo and Mavrotas, 2003). 
Before the religious and rigorous implementation of the SAP austerity reforms in 1991, the banking and financial sector in Zambia was highly        regulated by the state. Prices for financial products such as foreign exchange and interest rates, determination of the reserve ratio and offering of discounted directed credit to certain sectors of the economy were centrally determined by state agents under the supervision of the Central Bank (Bank of Zambia) henceforth BOZ. It has been claimed that the Government’s imposition of interest rate controls and the setting of high reserve ratio requirements bred inefficiency and non-competitiveness. Coupled with deteriorating macroeconomic conditions and political interference, the negative interest rates and     directed credit policies militated against bank profit margins and private      savings for most of the time leading to the reforms. This provided a lush    premise for reform through financial liberalization (Brownbridge 1996b). 
Although the changes brought about by the liberalisation policies have seen an increase in the number of new entrants into Zambia’s banking sector, the sector is still dominated by a few major players, especially those with     foreign equity. This tends to suggest that there is imperfect competition in Zambia’s banking and financial sector making it vulnerable to monopolistic and other pervasive tendencies. This may help explain their failure to           significantly reduce the interest rates even though inflation has fallen           substantially. In Table 3.1 below, Zambia’s banking and financial sector       continued to be dominated by five players in the year 2008. From the table, with the exception of ZANACO
 and Finance Bank (a locally owned private Bank), the other three banks out of the top five performers are all foreign owned pre-independence entities. According to the BOZ 2008 Annual report; 
The banking industry's market share, based on the proportion of assets, loans and deposits held of the industry's totals as at 31 December 2008, continued to be dominated by Barclays Bank, Zambia National Commercial Bank,   Standard Chartered Bank, Stanbic Bank and Finance Bank. The five largest banks, in terms of asset size, were Barclays Bank, Zambia National        Commercial Bank, Standard Chartered Bank, Stanbic Bank and Finance Bank, which together accounted for 76.4% of the industry's total assets   compared to 73.4% in 2007. The five banks that accounted for the largest portion of the industry's total profit before tax, in order of significance, was Finance Bank, Citibank, Barclays Bank, Zambia National Commercial Bank and Standard Chartered Bank (BOZ 2009).
Table 3.1. Commercial Banks’ Market Share and Performance Indicators, 2008.
	Bank


	Percentage

of assets


	Percentage

of  loans


	Percentage

of deposits


	Percentage

of  profit

before tax


	Return on

Assets (%)
	Return on

Equity (%)

	Barclays
	24.8
	36.6
	18.5
	15.7
	2.2
	14.1

	ZANACO
	16.4
	12.1
	18.9
	12.5
	3.1
	28.3

	Stanchart
	14.3
	13.5
	16.6
	9.7
	2.4
	13.7

	Stanbic
	11.8
	13.5
	13.3
	7.1
	1.9
	14.3

	Citibank
	6.1
	3.6
	5.4
	17.8
	9.3
	27.6

	Indo Zambia
	6.7
	3.4
	7.2
	7.8
	4.8
	14.6

	Finance Bank
	9.1
	8.6
	10
	20.3
	7.8
	43.5

	Bank of China
	3
	0.2
	3.1
	3.2
	4.1
	29.5

	First Alliance Bank
	1.3
	1.1
	1.3
	4.6
	13.1
	24.4

	ABC
	1.9
	3.2
	1.1
	-0.8
	-1.8
	-12.3

	Investrust
	2.7
	3.5
	2.8
	3.5
	4.4
	34.8

	Cavmont Capital
	1
	0.3
	1.1
	1.1
	3.8
	20.8

	Intermarket
	0.6
	0.5
	0.6
	-1.1
	-14.4
	-79.5

	Access
	0.3
	0
	0.3
	-1.4
	-62.7
	-175.4

	Total/Weighted average
	100
	100
	100
	100
	3.6
	20.8


Source: BOZ
During the same period, subsidiaries of foreign banks also dominated the banking industry in terms of assets, loans and deposits. As at                        31st December, 2008, they owned 63.8%, 65.2% and 60.2% of the banking   industry’s total assets, total loans and total deposits compared to 62.8%, 71.1% and 58.8 in 2007, respectively. Government owned banks on the other hand accounted for 20.6%, 16.5% and 23.8% of the industry's total assets, total  loans and total deposits compared with 23.1%, 15.5% and 26.0% in 2007, in that order. Local banks accounted for 15.5%, 18.4% and 16.0% compared with 14.1%, 13.4% and 15.2% the previous year (ibid). As will be seen later in   chapter 5, this domination by a few actors tends to suggest an existence of   imperfect competition in Zambia’s banking and financial market.  
3.3.   
The Current Structure of the Banking and Financial Sector 
   in Zambia 

Fig 3.1. The Structure of the Zambian Banking and Financial Sector as at 31/07/2010.
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Source: Author’s own illustration from BOZ sources.
Fig 3.1 above presents Zambia’s banking and financial sector as at 31st July, 2010. At the apex of the structure is the Bank of Zambia established by an Act of Parliament. It is the country’s banking and financial sector regulatory and supervisory authority charged with among other things the responsibility of providing policy guidance to the banking and financial sector actors. As at 31/07/2010, there were eighteen (18) Registered Commercial Banks operating in the country out of which the two most active in agricultural lending were picked as the case study in this paper. It is worthy indicating that before the reforms, the number of Non-Bank Financial Institutions was very minimal and limited to the pension houses. However, this has changed drastically in that the non-bank financial institutions category now consists of 25 Micro-Finance   Institutions (MFIs), 12 Leasing Companies, 3 Building Societies and 1         Development Bank, while the Pensions Scheme houses (Other Financial         Institutions) stand at 5. The liberalization of the foreign exchange has also seen the emergence of Bureau De Change Companies whose number stands at 45.
 
Table 3.2 below, gives a picture of how the Non-Bank Financial       Institutions have developed between the year 2003 and 2009. Whereas the total number of non-bank financial institutions was only 43 in 2003, it stood at 85 in 2009 disaggregated as indicated in the table 3.2.   
Table 3.2.  Number of Non-Bank Financial Institutions, 2003-2009.
	
	2003
	2004
	2005
	2006
	2007
	2008
	2009

	Micro Finance Institutions
	     3
	      3
	      4
	      6
	      8
	21
	  25

	Leasing Companies
	     6
	      6
	      8
	      8
	      6
	10
	  12

	Bureau De Change
	29 
	  30
	   32
	  31
	  35
	39
	  43

	Other Financial Institutions
	     5
	      5
	      5
	      5
	      5
	
5
	   5

	Total
	43
	  44
	49
	50
	54
	75
	  85


   Source: Author’s own illustration from BOZ sources.
3.4    
The Agricultural Credit Market in Zambia and Banking       
  
Sector Reforms. 

In the immediate aftermath of the reforms, a surge in the number of new    entrants was witnessed. This was spurred in part by the liberalization of the foreign exchange and interest rate which boosted the banking sector’s        profitability. As fig 2.1 above indicates, the country experienced a sharp rise in interest rates from an average of 53.9% in 1992 to 113.3% in 1993. This saw an increase in interest rates on loans and government securities though this      was not proportionately matched by a corresponding increase in the interest rates on deposits. Consequently, the banks experienced a boom in nominal profits, a factor that partly led to an increase in new entrants (Muke 1996; Maimbo 2000). 
Nonetheless, the boom was short lived because as the inflation and       exchange rates began to level off in the last quarter of 1993 and the first    quarter of 1994, the huge nominal profits fizzled out. This was worsened by an       increase in the cost of funds and declining returns on treasury bills.           Compounded by factors such as imprudent management, a number of bank failures became inevitable. In May 1995, Meridian BIAO Bank which was the fourth largest bank at the time was claimed as one of the casualties, followed by African Commercial Bank and Commerce Bank later in the year (ibid). 
Fig 3.2 below gives a graphical trend in the number of registered   commercial banks between 1991 and 2010.  From the figure it can be inferred that the initial turbulence that characterised the financial and banking sector in the aftermath of liberalisation seems to have dissipated. The figure tends to suggest that the sector started stabilising towards the end of the last decade into the 2000s despite a little turbulence that was experienced in 2005. From 2007, the number of registered commercial banks started picking up and it now stands at 18. Unlike the developed countries whose financial sectors are highly integrated in the world financial system, the Zambian banking and     financial sector is still in its nascent stage and is not as integrated. This could be the explanation behind the numerical growth that has been noted in the face of the just dissipating global financial crisis.
Fig 3.2. Number of Registered Commercial Banks 1991-2010.

    
   Source: Author’s own illustration from BOZ sources.
. 
Despite the apparent increase in the number of registered commercial banks that has been noted in the post liberalization period, there is no bank that has entered the sector with a specific focus of serving the interests of the   farming community. Most of the banking houses have concentrated on the traditional retail banking and other less risk lending activities. Moreover, most of the recent developments in the banking sector are concentrated around the urban enclave, mainly in the nation’s capital Lusaka and the Copperbelt     Province
. While it would have been expected of some of the MFIs to be   engaged in agro lending, they have also limited their scope of operations to   providing loans to salaried employees to the exclusion of the agricultural sector and the SMEs (BOZ, 2009). This urban bias has left most of the rural areas uncovered by financial service providers. Consequently, agriculture being a   rural based activity, the demise of Lima Bank, CUSA and the Cooperative Bank has thrust some serious challenges on the farming community. 
Under liberalisation, it was envisioned that private entities would be   attracted into the agricultural credit market with the withdrawal of the state agencies from there. However, the private sector has retreated from rural areas while expanding its coverage of the wealthier and less risky segments of        society. Its agricultural credit market coverage has been erratic and very       limited. This has left most farmers even those who have the desire and capacity to transact with banks without easy access to financial and banking facilities on account of high transaction costs due to long distance to the urban bank branches. In the pre-liberalisation period, banks were statutory required to   operate a certain proportion of rural branches for every urban branch opened (Chiumya, 2004). With liberalization, this statutory requirement was waived with a consequent reduction in the number of rural bank branch networks.  
Figs 3.3 to 3.5 give a picture of how BBZ Plc and ZANACO Plc have fared in this area. Although disaggregated data pertaining to BBZ Plc’s        pre-liberalisation branch network was not available, there is an indication that the bank has greatly increased its branch network following an initial period of contraction. Like ZANACO Plc, BBZ Plc’s recent branch network expansion shown in fig 3.3 below indicates a strong urban expansion bias as opposed to rural penetration. Of the 55 branches that BBZ Plc is currently operating, 45, which represents 82% of the total are in urban areas while only 10 representing only 18% are in rural areas. Of the 10 purportedly rural branches, 5 are located in the provincial administrative centres located away from the urban enclave on the line of rail. These provincial administrative centres do not meet the national definition of a rural area as they are regarded as urban areas. This therefore leaves only five (5) of the BBZ Plc branches being located away from some sort of urban area.  
 Fig. 3.3 BBZ’s Current National Branch Network
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In the case of ZANACO where the pre-liberalization data was       available, figs 3.4 and 3.5 below tend to suggest that there has been a reduction in the bank’s rural presence from 39% (17) of the bank’s branch network    before liberalization to 31% (19) as at 31/07/2010. Over the same period,   urban branches have grown from 61% (30) to 69% (38). Among the major   reasons advanced for rural branch network contraction, both banks have cited low volumes of business resulting in high operational and transaction costs. The situation has not been helped by the poor state of the road network and other communication infrastructure obtaining in most parts of the country.
Fig. 3.4 ZANACO’s Pre-Liberalization National Branch Network
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Fig. 3.5 ZANACO’s Current National Branch Network
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Although there are a few regional branches, it is worthy indicating that they are concentrated in an area stradling the rail line from Chililabombwe in the north to Livingstone in the south
. This area represents an enclave of modernity in a sea of squalor. Thus, the further one goes away from this enclave, which covers less than 20% of the country, the harder it is to access banking and financial services. Corollary, agriculture being a predominantly rural activity in Zambia, the absence of banking services in most rural areas has had a negative impact on the farming community. Prior to the reforms, the small scale farmers were among the major beneficiaries of the low-interest loans that were offered by Lima Bank and other state owned agro based      financial institutions. However, the reforms had this privileged status reversed thus negatively affecting the agricultural sector’s productivity over the same period (Tembo et al 2009).
The liberalization reform measures have not only been cited for having superintended over the death of many local firms but also for having raised the cost of production through policy measures such as deregulation of the foreign        exchange. Some of the firms that exited were involved in the production of off-farm agricultural inputs such as chemical fertilizers, seed and other farm implements. Following their demise, these requisites have had to be sourced from beyond the borders at a great cost, a factor that has pushed the cost of production up. Further, the demise of many local firms resulted in depressed business activities in many areas. Without recourse to subsidised credit, many farmers, especially the small scale, can ill afford the new costs (Muuka, 1997;   Simatele, 2006). 

3.6 
Conclusion
From the foregoing, it can be deduced that despite a quantitative increase in the number of financial institutions, the level of financial intermediation in   rural areas has reduced. This follows a contraction in the number of rural bank branches. Zambia’s banking sector has been found to be dominated by BBZ Plc and ZANACO Plc near monopoly position seems not to have been     threatened by the new entrants. This dominance suggests an existence of     imperfect competition in the banking and financial sector and by the same   token in the agricultural credit market as well. Further, none of the industry’s new entrants is wholly dedicated to serving the interests of the agricultural sector leaving only two banks. Literature shows that in the presence of imperfect competition, the likelihood of a market failure is high (Besley 1994; Stiglitz 2002; Meyer et al 2004). 
CHAPTER 4.  
4.
METHODOLOGY
4.1 
Introduction 
This chapter focuses on the methodology and data analysis tools used in the study. It presents the data collection instruments, sampling method and the data analysis tools employed in the study for both the demand and supply sides. It closes by relating these instruments to the case at hand.  
4.2 
Data collection Method 

The study was non-experimental in nature because it was conducted in an   uncontrolled environment employing both primary and secondary data. The main data collection tools used in this study was the survey questionnaire,    chosen for its ability in enhancing reliability and validity of findings when    triangulated with some secondary data from both published and unpublished materials. The demand side data was principally primary in nature and was    collected through a small scale field survey from Mazabuka and Chongwe   Districts. Notwithstanding the narrow nature of the Zambian financial sector, it was not possible to collect data from all the 18 registered commercial banks currently operating in the country owing to the binding time constraint.      Consequently, ZANACO Plc and BBZ Plc the country’s biggest registered commercial banks based on their lengthy of operations and interaction with the country’s agricultural sector were picked for a case study. The Central Bank provided general data pertaining to the operations of the banking and financial sector in Zambia. 


A small scale field survey covering 60 agricultural households aimed at eliciting responses to some of the pertinent issues on the demand side of the agricultural credit market was conducted in Mazabuka and Chongwe Districts. The two Districts were picked out of the 72 districts in the country has based on the fact that they have a relatively good mix of both commercial and small scale farmers; hence they are more representative of the national picture  (GRZ, 2003). Initially, 90 agricultural households from three Districts should have been covered though time and financial constraints threw the plan     overboard. Consequently, Chibombo District was dropped from the study   because it bears striking similarities to Chongwe District in many areas. The field survey was conducted with the help of some three Research Assistants who recently graduated from the University of Zambia. 
4.3   
Sampling Technique
4.3.1 

Demand Side Data

A small scale field survey was conducted in two Districts located in the Southern (Mazabuka) and Lusaka (Chongwe) Provinces of Zambia in order to get the farmers’ perspective. The District Agricultural Coordinator’s official farmer database was the sampling frame used in this study. A total of 30 agricultural households were sampled from a population of farmers from each of the two Districts using stratified random sampling. The two Districts were further stratified up to the camp level using the agricultural block as the stratum. The respondents were therefore picked using stratified random sampling and     simple random sampling methods. This approach was chosen in order to     increase the validity of the findings. The questionnaire containing questions on how the respondents were dealing with challenges of asymmetric information, transaction costs and the perceived agricultural inherent risks when dealing with creditors was administered by Research Assistants. 

Table 4.1 below gives the distribution of the sample for the 60        agricultural households from which the demand side data was collected. In this study, a total of 43 male headed agricultural households representing 71.7% of the sample were interviewed while the remaining 17 (28.3%) were female headed households. 
Table 4.1. Total Number of Respondents (Field Survey)

	
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Male
	43
	71.7%
	71.7%
	71.7

	 
	Female
	17
	28.3%
	28.3%
	100.0

	 
	Total
	60
	100.0
	100.0
	 


Source: Author’s own computation from field survey using SPSS.
4.3.2 

Supply Side Data
For the supply side data, BBZ Plc and ZANACO Plc were purposively chosen from the 18 registered commercial banks in Zambia based on their lengthy, ownership structure and scope of operations in the Zambian financial market. Since its inception in 1969, ZANACO Plc has been a SOE until its partial   privatization in 2007 while BBZ Plc is a multinational company with a long history of operations in the Zambian financial sector, having started its        operations in 1918
.  Between them, they operate 110 branches (55 branches apiece) of the country’s 263 bank branches. Hence, they are fairly represented nationwide. Further, they also have a wide range of financial products ranging from retail banking to agribusiness. 
A questionnaire eliciting responses to questions pertaining to their    agricultural credit operations was administered by the writer to staff in the   Agribusiness Departments of the two Banks. The questionnaire sought       answers to questions relating to how the respondents dealt with the challenges posed by asymmetric information, transaction costs and risks inherent in     agricultural lending. The information was collected through in depth face to face interviews with the Heads of the Agribusiness Divisions of the two banks. At the Bank of Zambia, the Economics and Bank Supervision Departments provided both primary and secondary data on the general operations and    structure of the Zambian financial and banking sector since the                   implementation of the liberalization policy. 
4.4 
Data Analysis Techniques 
The data (both primary and secondary) was triangulated at the processing and analysis stage. The demand side primary data was processed and analyzed using SPSS
 while the supply side data from the two commercial banks and the BOZ has been analyzed using some exploratory techniques employing         descriptive statistics, graphs and tables. Although inferences have been drawn from these analyses, it has been a bit difficult to make generalizations to the entire population due to the small sample size and the nature of cross section data. 
4.5 
Choice of Variables and Questionnaire.
Two elaborate questionnaires containing questions on various aspects of the agricultural credit market were administered to elicit responses from both the demand and supply sides of the market. The demand side questionnaire had questions on the demographic and socio-economic characteristics of the     respondents and the presence of financial institutions in the area. Focus was given to the respondents’ general and financial literacy levels, type of land      endowment and distance from banking or financial institution. An analysis of how these characteristics relate to our variables of interest (i.e. asymmetric     information, transaction costs and risk) has been done in chapter 5. 
The supply side questionnaire had some questions on the banks’           agricultural lending activities, market share, incomplete information and risk management. The questions have been analysed and related to the variables of interest in chapter 5. The copies of the two questionnaires used in this study have been given in Appendices I and II.   
4.6
Conclusion 
The study used both primary and secondary data, collected through a small scale field survey and personal interviews with the heads of Agri-business      Departments of BBZ Plc and ZANACO Plc, the two case study banks, and Economics Directory of the Central Bank. The data was triangulated at analysis stage through exploratory techniques and descriptive statistics using graphs and tables. Given the nature of the data (cross-section) and the small sample size, generalizations to the entire population have been difficult to make. 
CHAPTER 5
5. 

DATA ANALYSIS AND DISCUSSION OF THE                
      

RESULTS 
5.1 
Introduction

This chapter presents the analysis and discussion of research findings with the view of answering the study’s research questions. The analysis and discussion is done in light of a liberalized credit market in view of constraints such as    asymmetric information, transaction costs and agricultural sector inherent risks. It closes by showing that in the presence of asymmetric information, high transaction costs and agricultural sector inherent risks, there is bound to be a market failure because most of the fundamental principles of the          neo-liberal theory’s hypothetical perfect market are not only defied but also violated.  
5.2. 
Post Liberalization Agricultural Credit Demand in Zambia
5.2.1 
Demographic Characteristics of the Respondents
As noted under section 4.2.1 above, the field survey conducted covered a total of 60 agricultural households disaggregated on gender lines as shown in table 4.1. The field survey found out that agricultural related activities formed the main life line for most people aged above 39.5 years and above in the sample from the two Districts studied as shown in fig 5.1 below. However, most of the respondents in this age category indicated that they took up farming due to lack of formal employment opportunities. 
While the SAP economic reforms cannot be sorely apportioned the blame for the high unemployment level currently obtaining in the country, it is equally difficult to completely absorb the reforms of the blame. When this   scenario is viewed against the background that most of the respondents had attained some formal education up to secondary school, it may be inferred that a fractured manufacturing sector has pushed a number of people into the    informal sector, of which agriculture is one. It was further indicated by some respondents that the higher cost of tertiary level education had prevented them from obtaining education at that level. 
Fig 5.1 Respondents’ Age Distribution.

    Source: Author’s own computation from field survey using SPSS.
Although agriculture is the main source of livelihood for the majority of the respondents, it is still taken as a way of life and not as an economically gainful activity. Thus there is very little or no serious investment expended in most of the land holdings that were in sample. While 91.7% of the respondents had attained some formal education as shown in table 5.1 below, this literacy level does not go beyond empowering its holders with basic numeracy and   literacy skills. It does not empower its holders with critical hands-on life skills. Out of the 91.7% who had some formal education, only 11.7% had attained tertiary level education, the level at which practical technical skills in the       current education system is imparted. Hence most of the respondents, 88.3 %, had very low agronomical, farm management and other requisite skills        necessary in running a successful agricultural undertaking. 
Further, the above majority does not possess skills to produce financial statements, business plans or audited accounts. As a standard operating       procedure, most commercial banks and other financial institutions demand a certain level of financial literacy from their prospective clients before credit is advanced. They demand financial statements, audited accounts, detailed     business plans, feasibility studies and business management skills among other things. This requirement by creditors pervades all sectors of the economy where operating credit is required. Consequently, its lack by small scale farmers leads to their exclusion from the credit market. The study also found out that most small scale farmers were unable to draw up complete transaction         contracts due to their low technical literacy levels. 
Table 5.1.  Respondents’ Education Level
	 
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Never been to school
	5
	8.3
	8.3
	8.3

	 
	    Primary
	16
	26.7
	26.7
	35.0

	 
	Secondary
	32
	53.3
	53.3
	88.3

	 
	Tertiary
	7
	11.7
	11.7
	100.0

	 
	Total
	60
	100.0
	100.0
	 


Source: Author’s own computation from field survey using SPSS.
Consequently, the low financial literacy levels taken together with the small scale farmers’ inability to draw up complete transaction contracts, some of the major assumptions required of a perfect market are significantly        violated. Over and above, literature has shown that the neoliberal theory’s standard competitive model does not hold where there is asymmetric           information and high transaction costs. In such a situation, there is likely to be a market failure (Besley 1994; Stiglitz 2002).
5.2.2

Socio-Economic Characteristics of the Respondents

Many sectors of the Zambian economy have been liberalised, however, land remains largely untouched, and it remains mostly communal under the        custodian of traditional authorities. There currently exists a dual land tenure system in which statutory and customary land tenure co-exist side by side. This dual land administration provides for statutory tenure for state land while    traditional customs, rules and regulations apply to the customary land. Whereas the state land is amenable to titling which empowers the title holder to        leasehold of up to 99 years, customary land which is by far the widest spread land administration system is not (GRZ 2006).
 

Table 5.2 below gives a cross tabulation between title deeds and credit approval rates. From table 5.2, of the 60 respondents, 22 respondents representing only 36.7% of the total had title deeds to their land endowments while 63.3% did not have any title to their land endowment. Of those who had title deeds, only 7 had applied for agricultural credit using land as collateral in the previous farming season (2009/2010 farming season) and 5 of those who applied managed to access some form of credit. Out of the 5 respondents who managed to access agricultural credit, only 2 got the credit from commercial banks while the reminder benefitted from the government run Farmer Input Support Programme (FISP).  It must be noted that most of the respondents regarded the FISP as a form of agricultural credit. However the FISP does not tie its support to the availability of land title deeds in its eligibility criteria.     

Table 5.2. Title deeds * credit approved Cross tabulation
	 
	Credit approved
	Total

	Title deeds 
	Yes
	No
	Not applicable
	

	
	Yes
	5
	2
	15
	22

	 
	No
	1
	2
	35
	38

	Total
	6
	4
	50
	60


   Source: Author’s own computation from field survey using SPSS.
While title deeds seem to have a positive effect on the success rate of           application for credit especially from commercial banks, it does not seem to have the same effect on farm size as shown in table 5.3 below. Ordinarily, it would have been expected that as the farm size increased, the tendency       towards having title deeds would also go up. However, this does not seem to hold in the case at hand because the relationship between farm size and title deeds seems to be a bit spurious and ambiguous. This ambiguity could be    attributed to the fact that most of the land in the study area and in Zambia in general falls under the customary tenure which is not amenable to titling at the moment. The study also found that on average, Mazabuka District based     respondents tended to have relatively large land holdings and had more title deed holders as opposed to those based in Chongwe District.
     Table 5.3. Title deeds * farm size Cross tabulation
	 
	             Farm size                               Total

	 Title deeds
	less than 1 hectare
	1 hectare - 3hectres
	4 hectares and above
	

	
	Yes
	2
	4
	16
	22

	 
	No
	7
	14
	17
	38

	Total
	9
	18
	33
	60


Source: Author’s own computation from field survey using SPSS.
It is noteworthy that most banks and financial institutions operating in the country admit land as collateral. However, untitled land is inadmissible for fear of some legal ramifications should a dispute arise. Corollary, the people holding customary land endowments cannot use it as collateral in financial transactions because it is not legally admitted under the country’s current    statutes. Thus, most of the small scale farmers who hold customary land      endowment cannot use it as collateral to access agricultural credit. 
Besides lacking titled property, small scale farmers also lack other forms of legal mortgages such as agricultural charges, farming equipment and cash collateral. Thus, their risk profile perception by the financial institutions is severely dented. In an effort to mitigate some of these risks, high transactions costs in processing, disbursement, monitoring and recovery may have to be incurred by the agricultural credit market actors. Inadvertently, there seems to be an inherent form of adverse selection and moral hazard that may lead to a market failure. 
5.2.3 

Access to Banking and Financial Services  
The study established that one of the major vitiating factors to the lack of    access to agricultural credit was the absence of banking and financial            institutions in the study area. Of the two districts that were studied, Chongwe District which is just 45 kilometres east of the nation’s capital, Lusaka, does not have a fully fledged bank or financial institution operating in the area. On the other hand, Mazabuka which is 145 kilometres south of Lusaka is well    serviced by a good number of banks and other financial institutions which    include both ZANACO Plc and BBZ Plc. This disparity could be attributed to the fact that Mazabuka lies on the urban enclave, as such it plays host to a number of businesses including a major agribusiness multinational corporation, Illovo Sugar, which bought off the Zambia Sugar Company. However, before the liberalisation reforms which saw the demise of Lima Bank, CUSA and the   Co-operative Bank, both areas were adequately serviced by these SOEs.
Under section 3.4 above, it has been shown that the number of rural bank branches has been shrinking over the years. It has been found that both BBZ Plc and ZANACO Plc have scaled down on their rural presence whilst spreading their tentacles in the urban areas. This could help explain the high incidence of asymmetric information and high transaction costs reported by both the banks and the farming community. Furthermore, despite the         proliferation of MFIs in the aftermath of liberalisation, the study has found that most of these institutions have concentrated their lending activities to the urban areas with a very strong bias towards payroll secured clients and those involved in retail trade (BOZ 2009).
During the 2009/2010 farming season as indicated in table 5.4, the study found out that, 47 of the 60 respondents, representing 78.3% did not apply for any form of credit from the financial institutions. The main reasons advanced for this were long distances to the banking and other financial       institutions coupled with ignorance on what kind of financial products the banks were offering. In spite of the presence of other constraining factors,     ignorance on the existence of any form of agricultural credit ranked quite high and this was attributed to the absence of financial players within the farming communities. 
Table 5.4. Financial Institution Credit application

	 
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Yes
	3
	5.0
	5.0
	16.7

	 
	No
	47
	78.3
	78.3
	83.3

	 
	Not applicable
	10
	16.7
	16.7
	100.0

	 
	Total
	60
	100
	100.0
	 


Source: Author’s own computation from field survey using SPSS.
These findings tend to suggest that the presence of financial               institutions could be significant in ameliorating credit access constraints and could also raise financial literacy levels to some degree. Consequently, it may be     asserted that the absence of banks and other financial institutions in rural areas has robbed the farming community of an opportunity to be abreast with the available financial products from which they could benefit. This rural absence therefore has therefore denied the farming community of complete              information on the availability of appropriate financial products on the credit market without incurring heavy transaction costs (Klein et al 1999). Corollary, since complete information without transaction costs for all economic agents is one of the fundamental principles upon which the free market paradigm is pivoted; its violation tends to suggest an existence of an agricultural credit market failure (Besley 1994; Klein et al 1999; Stiglitz 2002). 
Further, the study found out that during the last agricultural season only 5% of the respondents managed to obtain credit from a formal financial institution (see table 5.5). Incidentally, they are all located in Mazabuka District where ZANACO Plc in conjunction with some partner organisations is      running a group lending pilot project, the Lima Scheme. Under the project, the farmers are encouraged to form an association (group) which is then           empowered with agronomical and farm management skills through an          intensive training programme that involves numerous farm site visits. Upon        successful completion of the training programme, the group is asked to raise cash collateral amounting to 50% of the desired loan amount. The cash        collateral is then deposited with ZANACO Plc before the loan amount is      disbursed to the group. The project further uses some form of social capital among the group members to guard against moral hazard and adverse selection given the chequered credit culture among small scale farmers in Zambia. 
Table 5.5.  Respondents’ Sources of Capital for the 2009/10 Agricultural Season.
	 
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	FISP
	23
	38.3
	38.3
	38.3

	 
	Own capital
	30
	50.0
	50.0
	88.3

	 
	Relatives/friends
	2
	3.3
	3.3
	91.7

	 
	Money lender
	2
	3.3
	3.3
	95.0

	 
	Bank/ NGO
	3
	5.0
	5.0
	100.0

	 
	Total
	60
	       100.0
	100.0
	 


  Source: Author’s own computation from field survey using SPSS.
Of the respondents who were involved in agricultural activities prior to liberalisation, over 61.1% indicated that they mostly obtained agricultural credit and inputs from government agencies such as Lima Bank, CUSA and the Zambia Cooperative Federation-Financial Services (ZCF-FS).  The remaining 38.9% indicated that they used their own money as capital to finance their   agricultural activities. However, in the 2009/2010 season, 56.6% of the        respondents either used their own capital (50%), support from                    relatives/friends (form of remittances) (3.3%) with the other 3.3% having to rely on local money lenders. The other 38.3% accessed inputs from the FISP. 
Attendant to the difficulties faced in accessing credit and inputs, most of the respondents especially those who did not access any form of credit also reported having had difficulties in cultivating their fields. They attributed this difficulty to the decimation of the cattle population due to endemic livestock diseases. Animal traction forms the main source of draught power for small scale farmers. Over 80% of the respondents blamed the decimation of cattle    population on cuts in government expenditure that accompanied the SAP   reforms. The cuts saw the cessation of compulsory livestock dipping facilities with a consequent rise in endemic livestock diseases. Given the communal   nature of the grazing land, these livestock diseases are among the covariate shocks that small scale farmers are faced with. 
Corollary, most small scale farmers have to depend on hired traction power or manual labour to till their fields. Given the time sensitivity of most agricultural activities, hired traction power results delayed cultivation of fields because there are very few people offering traction service at the moment. In a well functioning credit market, more farmers could have accessed credit to purchase farm traction equipment. It has also been established that ownership of such equipment and assets acts as collateral in some financial transactions.
It was also found out that 95% of the respondents (see table 5.6) were rarely or never visited by agricultural extension officers. This has not only     denied the farming community of critical information that could aid in        enhancing their agronomical, farm management and other relevant skills but also access to agro credit opportunities as well. As has been pointed out in   under 5.1.1 these skills are critical in the assessment for credit eligibility from banks. Some of the respondents have blamed this lack of visitations on        agricultural extension officers’ lackadaisical attitude towards work. However, it may not be the only factor because the standard SAP reform package           implemented in most LICs had cuts in public expenditure as one of its major hallmarks. Consequently, the Ministry of Agriculture, Food and Fisheries
   experienced low manning levels with inadequate logistical support for most of the time under and after the reforms (GRZ, 1994).
While lack of visitations by agricultural extension officers has not been the focus of this study, it can be inferred that it has had a negative impact on farmers. This inference is premised on the fact that the farmer’s skills level is one of the major factors that creditors, especially the commercial banks,      consider before advancing any credit. Subsequently, lack of relevant skills has placed the majority of small holder farmers outside the formal credit bracket. Hence, they are locked in the cultivation of maize employing rudimentary methods due to their inability to diversify into the cultivation of high value crops. 
Table 5.6.  Agricultural Extension Officers Visitations.
	 
	Frequency
	Percent
	Valid Percent
	Cumulative Percent

	
	Yes
	3
	5.0
	5.0
	5.0

	 
	Never
	54
	90.0
	90.0
	95.0

	 
	Rarely 
	3
	5.0
	5.0
	100.0

	 
	Total
	60
	100
	100.0
	 


Source: Author’s own computation from field survey using SPSS.
On average, the study has found that those farmers who accessed some form of credit recorded higher yields than those who did not access any credit. This tends to lend support to the view that agricultural credit constraints have   negatively impacted agricultural productivity in Zambia. The reduction in   government credit and inputs provision corresponds with the time during which the liberal market policies under the SAP economic reforms were at their peak. Inadvertently, this period is also characterised by poor agricultural yields (Tembo et al 2009; Saasa 1996; Kelly 1999).

5.3. 
Post Liberalization Agricultural Credit Supply in Zambia.
This section looks at the findings of the case study done on Barclays Bank Zambia Plc and the Zambia National Commercial Bank Plc. They were       purposively chosen from the 18 registered commercial banks operating and incorporated in Zambia under the Banking and Financial Services Act of 1994 and its subsidiary legislation. As indicated under section 4.2.2 above, the two were chosen based on among other things their lengthy of operation, range of financial products and branch network. Between them, they currently operate 110 branches (i.e. 55 branches apiece) of the 254 national bank branch       networks. Hence, they have a fair national representation. 
5.3.1 
General Lending Activities of BBZ Plc and ZANACO Plc. 
The two institutions’ involvement in general lending pre-dates the economic and financial reforms of 1991. BBZ Plc’s involvement in the Zambia banking and financial sector predates the country’s independence while that for ZANACO goes back to over a generation. In their general lending activities as with their agricultural lending, they tend to segment the credit market by      attaching more weight to different niches of the market as will be seen later in the text.
As indicted under section 3.4 above, BBZ Plc did not provide          disaggregated information. However, the average percentage advanced to the agricultural sector has been hovering around 18% of the total loan              disbursements. BBZ Plc claims that during the past 19 years the top five       sectors on its loan portfolio in order of magnitude have been mining,           agriculture, manufacturing, wholesale and retail and tourism. Considering that on average the agricultural sector got only 18% of the total, it can be inferred that the mining sector should have gobbled the largest chunk. 
Although ZANACO Plc provided disaggregated data for the top four sectors on its loan portfolio, the data provided only covered two years, 2008 and 2009.  Fig 5.2 indicates that retail trade and wholesale sector enjoyed the lion’s share, having appropriated 45% and 43% of the total disbursements in the two years respectively. Although the agricultural sector has registered a      marginal gain of 2 %, rising from 29% in 2008 to 31% in 2009, it is still low considering the strategic nature of the sector. Fig 5.2 therefore tends to       confirm the widely held perception that most of the banks are interested in lending to non productive sectors of the economy. In the wholesale and retail sector for example, the turn round period is quite short as opposed to sectors such as agriculture and manufacturing that have longer gestation periods      riddled with risks and uncertainties (Klein et al 1999). 
Fig 5.2.  ZANACO Plc 2008 and 2009 Loan Portfolio to Top Four Sectors.

Source: Author’s own illustration from ZANACO 2009 Annual Report 
While both banks indicated that they apply the same lending rate to all sectors of the economy, they also indicated that they run two parallel lending base rates; US$ and ZMK
 denominated rates. Currently, the former stands at 11% in both banks, while the latter stands at 19.5% for BBZ Plc and 20% at ZANACO Plc. These base rates are applied to clients depending on their risk profile. When this policy measure is considered in the context of the            agricultural sector, it can be inferred that only a small fraction of the farming community, mainly the agri-business firms and some commercial farmers can afford to borrow in the US$ denominated base rate. Both banks further        indicated that clients who borrow in the US$ denominated base rate are        advanced credit at a discounted rate that is less than the base rate. This leaves the small scale farmers who constitute the majority of the farming community without access to affordable credit because the ZMK denominated base rate is normally never discounted.
Table 5.7.  Commercial Banks Lending Rate, 1996-2009 (%)      
	Year
	Weighted Lending Base Rate
	Lending    Margin
	Lending Rate
	Weighted  Interbank Rate

	1996
	53.8
	11.0
	64.8
	43.2

	1997
	46.7
	11.3
	58.0
	25.0

	1998
	31.8
	8.5
	40.3
	17.0

	1999
	40.3
	8.9
	49.2
	25.2

	2000
	39.1
	8.8
	47.9
	17.2

	2001
	45.8
	8.5
	54.3
	20.5

	2002
	45.3
	7.8
	53.1
	24.3

	2003
	40.5
	7.8
	48.3
	20.9

	2004
	30.9
	7.3
	38.2
	8.4

	2005
	28.2
	6.9
	35.0
	13.6

	2006
	23.2
	6.2
	29.4
	7.5

	2007
	18.9
	6.1
	25.0
	11.0

	2008
	19.1
	6.1
	25.2
	11.8

	2009
	22.7
	6.5
	29.2
	4.2


Source: Bank of Zambia.
In answer to the question whether they were satisfied with the current     interest rates, both banks indicated that they were satisfied though they also acknowledged that the current interest rates were still too high for most sectors of the economy. They indicated that if cheaper sources of funding could be found, they would reciprocate by reducing the lending rates. Table 5.7 above, gives the commercial banks lending rates between 1996 and 2009. From the   table it can be concluded that while the weighted lending base rate has fallen significantly from 53.8% in 1996 to 22.7% in 2009, the lending margin has just fallen marginally. 

Whereas both banks claimed that the lending rates were driven by   market sentiments and to a large extent, some government actions such as the foreign exchange rate and the fiscal and monetary policies, they still have the latitude to decide the lending margin. Since this in turn feeds into the lending interest rate, they cannot be completely absolved of the current wide spread between the base rate and the lending rate. These oligopolistic tendencies due to market segmentation could be blamed on the narrow nature of Zambia’s banking and financial sector. The situation would have been different if there was perfect competition where all players were price takers. 
5.3.2 

Agricultural Lending Activities of BBZ Plc and ZANACO 
   Plc. 

Fig 5.4 below, gives BBZ Plc’s average agricultural loan portfolio for the past 19 years. The figure is based on disaggregated cumulative data for the bank’s agricultural sector clients during the period under review. According to fig 5.4, the bulk of the bank’s major agricultural clients are commercial farmers. The majority of these farmers are third to fourth generation European settler   farmers. Their settlement dates back to the pre-independence era and they are concentrated along the line of rail, an area straddled from the southern parts of the country to the Central region in the north. During the period under review, they received 64.3% of the total loan disbursement with the agri-business firms receiving the remaining 35.7%. 
 
Fig 5.4.  BBZ’s Average Agricultural Loan Portfolio since 1991.   

Source:   Author’s own illustration from BBZ Plc Sources
As can be seen from the fig 5.4, the bank does not have any dealings with the small scale farmers at the moment nor in the immediate future. This policy measure has been taken as a business strategy owing to the volatility           characteristic of agricultural lending occasioned by high transaction costs and asymmetric information. Further, the agricultural sector by nature is wrought with covariate shocks such as floods, droughts and livestock diseases. Further the agricultural sector has some seasonality peculiarities which other sectors do not face. The bank indicated that it does not have      adequately qualified human resources to ex-ante assess some the risks inherent in agricultural lending thus it does not give credit where the risk perception is high. While the afore-stated problems affect the agricultural credit market in general, they tend to be more acute when small scale farmers are brought into the picture, because most of them lack collateral and cannot afford to take up insurance resulting in their exclusion. However, this exclusion of this critical mass in Zambia’s agricultural sector on account of high       transaction costs, asymmetric information and risk among other reasons tends to suggest the existence of an agricultural credit market failure. 
Whereas ZANACO Plc did not have cumulative data for the past 19 years, the available data was quite indicative and telling of the bank’s current and past agricultural lending activities. While BBZ Plc has commercial farmers as its major clients, ZANACO Plc seems to have netted the agri-business firms as its major niche. This could be historically traced to the ownership structures of business in Zambia. Before the reforms almost all the major agribusiness firms were state owned and were required to deal with other SOEs and ZANACO was one such entity. Although almost all the agribusiness SOEs have been privatised, the pre-reforms banking ties seems to have weathered the economic reform storm. Fig 5.5 shows that the agri-business firms constitute ZANACO’s major clients, they got 55% of the total loans disbursed in 2009. Though its lending activities to individual commercial farmers commenced less than 15 years ago, commercial farmers got 42% of the total loan disbursement while the small scale farmers only got a paltry 3%.  
 Fig 5.5.  Distribution of ZANACO’s 2009 Loan Share in the Agro-Sector

Source: Author’s own illustration from the ZANACO 2009 Annual Report 
Notwithstanding ZANACO Plc’s seemingly wide reach in terms of   clientele variety, like BBZ Plc, it has also acknowledged that agricultural      lending in Zambia is wrought with high transaction costs, asymmetric          information and other related costs. This is especially true of the small scale farmers whose geographical spread, low financial literacy and agronomical skills compounded by a poor credit culture and agricultural sector inherent risks tend to exacerbate the situation. Further, the market niches preference between these two major banks seems to suggest some form of agricultural credit market segmentation.
In a bid to address some of these challenges, ZANACO Plc working with the ZNFU and other partner organisations has devised a group lending scheme called the Lima Scheme. The scheme being piloted in Mazabuka     District is targeted at small scale farmers with the view of raising the skills level of the participants. Under the scheme, the participants are encouraged to form farmers’ associations and are then offered skills training in agronomy, farm management and financial management. Upon successful completion of the training, the group is encouraged to apply for credit from ZANACO Plc. However, they are required to raise 50% of the intended loan amount, which money is deposited with the bank and it acts as cash collateral. According to ZANACO Plc agribusiness department staff, under this scheme, the clients are given credit at a discounted lending rate. At the moment, it is claimed that they are borrowing at 15% which is 5% less than the base rate. The 3% share of the agricultural loans indicated to have gone to the small scale farmers in fig 5.5 has been disbursed under this scheme.
On face value the Lima scheme appears to be attractive, however, it has its down side. Some of the beneficiaries claimed that some of the measures accompanying the scheme though meant to counter some of the frailties      associated with the agricultural credit market were too intrusive. They cited measures such as frequent visits and close monitoring of their premises as     being too intrusiveness and an affront to their privacy. Further, while this scheme may lower some of the risks inherent in agricultural lending; it also raises transaction costs due to the frequent visits and a number of training    programmes that have to be undertaken. 

Unlike BBZ Plc, ZANACO Plc indicated that it has adequately        qualified human resources to assess and manage inherent risks. The claim   notwithstanding, the study found that both banks lacked ex-ante screening and ex-post monitoring mechanisms of loan applicants. Consequently they both         depend on frequent field visits to their clients’ premises among other measures. This can imply significant monetary and time costs which raises the cost of doing business (transaction costs). Literature has shown that where asymmetric information and transaction costs are high, the incidence of a market failure tends to be high as well (Besley 1994; Stiglitz 2002). 

5.4 
Conclusion
In fine, it may be asserted that when asymmetric information, high transaction costs and imperfect competition is viewed against a background of some risks inherent in the agricultural sector, a liberalised banking and financial sector   cannot offer credit to small scale farmers. 
While the study has not empirically established collusion between banks, their behaviour in failing to significantly narrow the spread between the lending and base rate is source of a concern. This could be attributed to the presence of imperfect competition due to market segmentation. Further, most of the banks’ business transactions tend to favour sectors that have a short   gestation period and those perceived to be less risky. 
The contraction in the rural bank branch networks has negatively     impacted the agricultural credit market by raising transaction costs on both the supply and demand side. The contraction has further heightened the incidence of asymmetric information with its attendant ills. Under such conditions, a        liberalized banking and financial sector may not offer agricultural credit to small scale farmers. The reforms have therefore not increased the private     sector’s intercourse with the small scale farmers; they have instead escalated their alienation from accessing banking services.  
CHAPTER 6. 
6. 
CONCLUSION AND POLICY IMPLICATIONS 

This chapter focuses on the summary of findings of the study based on the research objectives and research questions. This will be done in view of the analysis of the findings, theoretical framework and literature. 
While there was some unanimity in economic circles on the need to reform Zambia’s economy, with hindsight many are now less sanguine with the manner in which the SAP economic reforms were implemented. It is therefore not surprising that the reforms’ impact on the various sectors of the LICs’ economies have not been devoid of controversy. While the state led directed credit model has few defenders, this study has found out that in a fragmented environment, the market cannot also not function efficiently. 
The standard competitive model upon which the liberalization reforms were pivoted encapsulates a hypothetical perfect market. Contrary to most of its postulations, the study has found that the agricultural credit market in   Zambia like in most other LICs is riddled with among other frailties        asymmetric information, imperfect competition, high transaction costs and agricultural lending inherent risks. It has been found that the incidence of asymmetric information in Zambia is partly a function of the absence of banks from rural areas and the high levels of financial illiteracy among the small scale farmers. 

While the banks claim to have withdrawn from rural areas on account of high operational costs due to depressed business activities, the decision has         adversely impacted the agricultural credit market. Their rural absence has    heightened and widened the gulf between the lenders and creditors by         eliminating relationship banking which is a vital antidote in any credit         transaction.  It has been noted that credit transactions involve a high degree of trust between the lender and the creditor; in Zambia however, relationship banking seems to be confined to the urban based economic activities as       opposed to the rural ones. 
In the face of asymmetric information, trust is greatly impeded. Since asymmetric information undermines the development of this antidote, its high incidence tends to point to the presence of a market failure. Enhanced        extension and research activities can greatly help in combating asymmetric    information through raising the farmers’ skills level and enhanced flow of     agricultural information. This would help smallholder farmers and other actors in the sector to make informed decisions. 
The absence of banks in rural areas has also bred high transaction costs for both the borrowers and the lenders. For the borrowers it implies huge         opportunity costs in lost production time as they have to make many trips to the urban centres to complete some cumbersome application process before they can access credit. Agricultural households being integrated production and consumption units raise the challenge of fungibility of credit for creditors. Consequently they may have to incur costs in appraisal, disbursement and backstopping of the loan process so as to overcome the challenge of fungibility of credit and other ills such as moral hazard and adverse selection. An          improvement on the physical infrastructure (access or feeder roads) leading to productive areas would help pacify this difficulty. 
While the reforms superintended over the death of some state        monopolies, there is strong evidence suggesting that there is an emergence of some oligopolistic tendencies owing to market segmentation. This may help explain the banks’ failure to significantly reduce the interest rates even though inflation has fallen substantially. Consequently, an eclectic market where the state and the market coexist would be more appropriate in keeping the        excesses in check.   
The study also found that the dual land tenure system has exposed a lot of small scale farmers to lack of collateral as the hold land under the traditional tenure that is not amenable to titling at the moment. Further the state of      disrepair for most silos and warehouses in the country has not helped matters resulting in non admittance of warehouse receipts. Reforms to the current land administration system coupled with an improvement to the physical            infrastructure would help ameliorate some of these challenges.

The agricultural sector has some unique peculiarities such as seasonality and some risks that other sectors of the economy do not face. It is exposed to some covariate shocks such as weather vagaries, plant and livestock diseases. At the moment most Zambian banks cannot predict most of these risks        ex-ante due to lack of expertise in risk assessment. Currently most of the      agricultural sector inherent risks are not covered by any form of insurance. 
Given the high transaction costs, asymmetric information, imperfect competition and agricultural lending inherent risks obtaining in the Zambian credit market, the standard competitive model as envisioned by the neo-liberal theory is not plausible. Under such conditions, the liberalised banking and         financial sector cannot service small scale farmers with credit. Owing to the foregoing, the liberalisation of the financial and banking sector in Zambia     under the SAP reforms seem to have precipitated an agricultural credit market failure. 
Appendices

Appendix I. Questionnaire for the Small Scale Field Survey. 
Section One. Demographic Characteristics. 

Answer by ticking in the box provided unless otherwise stated.

1. Sex of head of household.

        Male                Female

2. Marital status of head of household

           Married         Widow/ Widower            Divorced 


           Separated                  Never Married

3. Age of head of household 


19.5 - 29.5             29.5 - 39.5           39.5 – 49.5          49.5 – 59.5




59.5 – 69.5            Above 69.5

4. Level of education of head of household

Never been to School         Primary           Secondary         Tertiary

5. How big is your household?
  

2 – 4           5 – 7          8 – 10          Above 10 people

Section Two. Socio-Economic Characteristics.

6. Type of roof on the housing unit


Iron/Asbestos/Tiles Sheet                Grass Thatched


7. Type of floor in the house          Cement
    Mud

8. Do you have title deeds for your farm?


Yes 
 
No

9. If no to question 9 above, what type of tenancy occupancy to do have?

Rent            Sharecropping           Customary

10. How big is your farm? 



<1 hectare             1 hectare – 4 hectares          >4 hectares 

 11. What is your main agricultural product? 

Maize           Wheat           Livestock          Fish farming                 

Other (please elaborate)…

12. Do you have other sources of income besides agriculture?





Yes 
 
No

13. If yes to question 12 above, what type of income source is it?

          Trading          Off-farm wage labour          Others……...…………...      

14.  Please give the range of your total annual income last year

……………………………………………………………………

Section Three. Presence of Financial Institutions   
15. How did you finance your agricultural activities last season?


  
 Farmer Input Support Programme         Own capital           Support from NGO           Relatives/Friends           Money lender


 16. Is there a financial institution in your area?


Yes

No (Go to question 15)

17. What type of an institution is it? 


   Private commercial/merchant bank           Public commercial bank 


             Micro credit institution/ NGO

18. Did you apply for credit from a financial institution in the last twelve months?



Yes 

No 

19. Was your application successful?



Yes 
          No (go to Q28)

20. How much money did you apply for?

………………………………………… (Please provide the range)

21. How much money did you obtain?

………………………………………… (Please provide the range)

22. Could you provide the range of the interest rate?

        Below 10%         11-20%            21-30%         31-40%         Over 41%

23. How do you view the interest rate?


        Too High      
Too Low         
Normal

24. Did you provide any kind of collateral?

        Yes    
No 

25. What kind of collateral did you give?




          None
   Livestock 
    Land         Building         Future Harvest

26. What did you borrow the money for?


Agricultural related activities          Other business interests




Consumption smoothing

27. How did you use the money?



Agricultural related activities          Other business interests




Consumption smoothing

28. Why was your application not successful?

………………………………………………………

Thank you for your cooperation

Appendix II. Questionnaire for the Banks.
Section I. General Information. 

1. Name of Institution


       ZANACO        BBZ

2. When did your bank start operating in Zambia?

…………………………………………………………….

3. How many branches did your bank operate nation-wide before 1991?

        Urban Branches       Rural Branches    

4. Could you please indicate your current national branch network?

        Urban Branches          Rural Branches    

5. Could you please indicate the number of branches you have in the following districts? 


      Mazabuka       Chongwe

6. Were you involved in agricultural lending before 1991?

        Yes         No                                   
7. Who were your major agricultural clients before 1991?   


        Agri-business Firms          Commercial Farmers         Small scale farmers         

8. Could you provide your bank’s loan portfolio per sector in the last 19 years?

………………………………………………………………………………..
9. Could you provide an average percentage of your bank’s current loan portfolio that has been advanced to the agricultural sector in the last nineteen years? 




      Agri-business Firms         Commercial Farmers         Small Scale Farmers

Section II. Agricultural Lending.

10. Could you provide an average percentage of your bank’s current loan portfolio that has been advanced to the agricultural sector in the following districts? 

       Mazabuka                  Chongwe

11. What is distribution of the above figure among the different categories of farmers? 




        Agri-business Firms       Commercial Farmers          Small scale farmers

12. Could you provide the current prevailing market real interest rates charged on agricultural loans, is it different from that charged to sectors? ………………………………………………………………………………

………………………………………………………………………………

13. Farmers view the prevailing interest rates exorbitant, what would be your response to this perception? 

………………………………………………………………………………

………………………………………………………………………………
14. Did you bank play any role in the determination of the current market real interest rate chargeable on agricultural loans?

………………………………………………………………………………

………………………………………………………………………………        
15. Are you satisfied with the current level of interest rates? 

………………………………………………………………………………

………………………………………………………………………………

Section III. Asymmetric Information.

16. Does the relevant information required of a prospective agricultural loanee different from that required of other loanees?

        Yes                   No

17. Could you provide the main relevant information required of a prospective agricultural client before a loan is given out? 

………………………………………………………………………………

………………………………………………………………………………

18. How difficulty is it to obtain such information from your agricultural clients? 

………………………………………………………………………………

………………………………………………………………………………

19. Could give some of the main difficulties encountered in this process?

………………………………………………………………………………

………………………………………………………………………………

20.  To what do you attribute the difficulties?

………………………………………………………………………………

………………………………………………………………………………
21. How do the difficulties encountered in collecting client information affect your agricultural lending activities?

………………………………………………………………………..
………………………………………………………………………..
Section IV. Transaction Costs.   
22. The Zambian agricultural sector is dominated by small scale farmers scattered nationwide, how does this affect agro-lending activities? 

…………………………………………………………………..        
…………………………………………………………………..

23. Could you give specific examples on how your agro-lending activities are affected by the dispersion of farmers?

…………………………………………………………………..
…………………………………………………………………..

24. Does the size and cost of administrating an agricultural loan affect the level of interest rate that is charged?

…………………………………………………………………..

…………………………………………………………………..        
25. Please could you give some of the other factors that affect the level of interest rates in agricultural lending? 

…………………………………………………………………..

…………………………………………………………………..

26.  Is there any relationship between the sizes of the loan amount applied for and its success rate?

…………………………………………………………………..……………………..………………………………………………………

27. Do you have a set floor (minimum) amount required for an application to be successful?

        Yes    
                       No 

28. If yes to question 23 above, could you provide an indicative figure of that amount?

………………………………………………………………………..……

…………………………….………………………………………….
Section V. Risk   Management. 

29. Agricultural lending is perceived to be too risky, could you give some of the major risks involved in agricultural lending? 

…………………………………………………………….…………..

……………………………………………………….………………..
30. Is there any Insurance Company in Zambia that is providing insurance to cover some of these risks? ………………………………………………….
………………………………………….……………………………..
31. Could you indicate how some of these risks apply to your institution? ……………………………………..………………………………..

…………………………………….………………………………..
33. Is there a mechanism that could be devised to assess and manage some of these risks? 

………………………………………………………………………..

…………………………………….…………………………………..
24. Do you have the human resources with the appropriate capabilities and skills to assess and manage these risks? 

………………………………………………………………………..

………………………………………………………………………..
35. What type of collateral do you require of your agricultural clients before they are offered credit (loans)? 

………………………………………………………………………..

………………………….........………………………………………..

36. Is it adequate to cover the risks involved?

………………………………….……………………………………..

….........……………..…………………………………………………..
37. Is there is anything you would like the government to do in mitigating some of the risks in the agricultural credit market?

……………………..…………………………………………………..

……………………………..…………………………………………..

Section VI.  Government Presence in the Credit Market.   
38. It is often argued that Government Presence in the Credit Market is distortionary, how far do you subscribe to this view? 

 …………………………..……………………………………………..

………………………………………………………………………….
39. What role if any would you like the government to play in a liberalized agricultural credit market?

………………………………………………………………………….
………………………………………………………………………….
40. How has the implementation of the Farmer Input Support Programme (FISP) by the Government affected your agro-lending activities? 

………………………………………………………………………….
………………………………………………………………………….
41. What kind of advice if any would you like to offer on best the FISP could be ran?

……………………..…………………………………………………..

Thank you for your Cooperation.
Appendix III. ZANACO Plc’s National Branch Network

[image: image4.png]




Source: www.zanaco.co.zm accessed on 06th September, 2010.
This map shows the Zambia National Commercial Bank Plc’s branch network which is    concentrated along the urban enclave (rail line) from South to North. Incidentally this is the same area where Barclays Bank Plc’s branch network is also concentrated as well.  
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Registered Non-Bank Financial     Institutions (NBFIs)





Other Financial Institutions





Bank of Zambia





























� GRZ is an acronym standing for the Government of the Republic Zambia. In this paper it will be used whenever official Zambian Government documents are cited. 


� These monolithic state owned enterprises (SOEs) included Credit Union and Savings Association (CUSA), National Marketing Board (NAMBOARD), Lima Bank and the Cooperative Movement [the Financial Services Division of the Zambia Cooperative Federation (ZCF-FS)].  Extension and research activities were provided by           Government Departments under the Ministry of Agriculture and other                   quasi-government institutions.


� LICs (Low Income Countries) will be used interchangeably with LDCs (Least           Developed Countries) throughout the text.


� It was a loan recovery mechanism through which part of the agricultural output was automatically ceded to the state through the SOEs to recover the previous season’s credit. 


� SGS Zambia Limited is a subsidiary company of Societe Generale de Surveillance (SGS), a Switzerland domiciled company.  


� Fertilizer Support Programme (FSP) now rechristened Farmer Input Support      Programme (FISP) is a government run programme aimed at providing subsidized maize seed and fertilizer to small holder farmers. It does not carter for commercial farmers neither does it carter for other agricultural activities.  


� Defined by the Central Statistical Office (CSO) as farmers who cultivate no more than 20 hectares per year (see Tembo et al 2009).


� Zambia National Farmers’ Union (ZNFU) is an organization that represents the interests of the farming community in Zambia especially the commercial farmers most of whom are descendants of the colonial settler community.


� � HYPERLINK "http://maravi.blogspot.com/2010/01/zambias-agriculture-financing-is.html-accessed" �http://maravi.blogspot.com/2010/01/zambias-agriculture-financing-is.html-accessed� on 11/04/2010.


� Moral hazard refers to the observation that a contract which promises people    payment on the occurrence of certain events will cause a change in behaviour to make these events more likely. For example, it suggests that if possessions are fully insured, their owners are likely to take less good care of them than if they were uninsured (See Black et al 2009) 


� Adverse selection in credit markets arises when borrowers have unverified hidden knowledge about their likelihood of repayment (See Srinivasan, 1994 for details).


� � HYPERLINK "http://www.boz.zm/accessed" �http://www.boz.zm/accessed� on 02/11/2010.


� BAZ is a body that represents the interests of the registered commercial banks   operating in Zambia.


� � HYPERLINK "http://maravi.blogspot.com/2010/01/zambias-agriculture-financing-is.html-accessed" �http://maravi.blogspot.com/2010/01/zambias-agriculture-financing-is.html-accessed� 11/04/2010.


� Lima Bank was born out of a merger of  two Government Owned institutions namely; Agricultural Finance Company and Agricultural Development Bank 


� ZANACO is now partially owned by Government of the Republic of Zambia, though 49% of the shares in the Bank were sold to Rabo Financial Institutions      Development B.V. (RFID) a subsidiary of Cooperateve Centrale Raiffeisen-Boerenleenbank B.A. (Rabobank) of the Netherlands in 2007 (ZANACO 2009      Annual Report).


� � HYPERLINK "http://www.boz.zm" �http://www.boz.zm� accessed on 26/07/2010





� The Copperbelt Province is the region where most of Zambia’s mining houses are located. 


� Please refer to Appendix III for the map showing this urban enclave.


� � HYPERLINK "http://www.boz.zm" �http://www.boz.zm� accessed on 26/07/2010


� SPSS is an acronym for Statistical Package for Social Sciences-a software package used in empirical manipulating and analysis of data in social sciences. 


�� HYPERLINK "http://www.sarpn.org.za/documents/d0002601/Zambia_land_administration_Oct 2006.pdf" �http://www.sarpn.org.za/documents/d0002601/Zambia_land_administration_Oct 2006.pdf� accessed 08/11/2010.


� The Ministry of Agriculture Food and Fisheries has since been split into two       ministries namely; Ministry of Agriculture and Co-operatives and Ministry of         Livestock and Fisheries Development.


� ZMK is an acronym standing for Zambian Kwacha which is the country’s official currency. The indicative exchange  rate as of 22/10/2010 is US$1 = ZMK4646.88
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