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PART 2: COUNTRY CASE STUDIES

4, Restructuring agricultural development banks in South
Africa

Gerhard Coetzee and Douglas Graham
4.1 Introduction

The policies of development finance and thus the development of financia markets
are in a continuous search for the answer to whether there should be intervention in
the market by governments and if yes, in what format should this intervention be.
Over time the question of whether there should be intervention faded in the
background in favour of the discusson on the format of intervention. If we only
concentrate on the Post WWII period we see an emphasis on the agricultura
development bank as intervention insrument up to the late 1970s. Theresfter the
NGO bravely entered the arena while the development bank was pushed to the
background.

Recently, in the late 1980s, the NGO push started to subside and other formeats of
intervention were once again dusted of or rediscovered. Commercid banks started to
enter the fray and some development banks reformed into entities resembling
commercid organisations with a development profile. Some NGOs shrugged of
Sructurd congraints and turned themsalves into banks, once again with a commercia
gpproach and a development profile. In many countries (and in South Africa) this
range of players expanding the microfinance market broadened to include furniture
dores, organised microlenders, agricultura processors, mining houses, saif organised
groups (in many guises, eg. ROSCASs, Village Banks, Credit Unions) etc. Today the
inditutiona profile of development finance at the retail level iswide and varied and
far different from the mono-inditutiona culture of the 1950s to 1980s.

The result in terms of clients obtaining access to financia markets is saggering.
Sincethe 1970sit isdso an urban gory. Accessto financid servicesin rurd areas of
deve oping countries continue to be a vexing problem and the debate il rages of
what would be the best indtitutiond format for improving access. During this debate
the “should there be intervention” lobby aso made themselves heard from timeto
time. In this paper we are turning to these debates on a country specific bass. After
providing an overview of the discusson on whether or not we should intervene we
will gart the discussion on agenerd overview of development banks (emphasising
agricultura development banks) and then rlate experience and lessons to the
restructuring of development banksin South Africa We will base our discussion on
the experience in three provincesin South Africa, covering four development banks.
Theam of this paper isto highlight issues and someinitia experiences

4.2 Beyond the market and the state*

! This section draws on a report by Graham, Coetzee and Brandes (1999).



Government intervention is typicaly defended to provide public goods (hedth,
nutrition, mass vaccinations, education, etc.) snce without this intervention supply
would be less than optimd. Thisis dueto the inability of private agents or suppliers

of these services to interndise the pogtive externdities to ciety at large generated
by the supply of these goods and services. These sarvices have been characteridticaly
supplied directly by government through traditiond channels of Public Finance (i.e.
government expenditures). However, more recently in some developed countries a
voucher movement has emerged chalenging the governments continued supply of
these services.

Deveopment finance, on the other hand, is not generdly involved in supplying public
goods. On the contrary, as the name implies development finance indtitutions (DFIS)
supply loans or equity finance to, inter dia, private businesses, individuads and locd
authorities. The contrast to public finance is clear. DFIs are not engaged in generating
expenditures. They expect to berepaid. The question arises why can't private lenders
meake these loans? What judtification is there for the government to intervenein
private markets to either provide these services or subsidise their supply by others?

Four arguments are frequently made to judtify theintervention of government in
financd markets: (i) monopaly; (i) externdities; (jii) imperfect information; and (iv)
contract enforcement problems. Monopalies are frequently associated with markets
segmented by geography. Introducing more competition into these markets increases
the supply of loans beyond the profit maximising level determined by the monopalist.
Hence government intervention to correct for the under-supply of finance does not
necessaily have to imply direct supply by a government lender. The same effect
could be achieved indirectly by bresking down barriers to entry and encouraging
additiona competitors through temporary tax credits or subsidy schemes or increesing
access to the segmented area through the expansion of public goods like roadsthet in
turn generate other postive externdities. When the monopolist enjoys increasing
returns to scae, governments typicdly intervene with margind cost pricing formulas
to regulae the monopolists output behaviour and returns.

Externdities are the dassic form of market failure. In the reelm of financia markets
externdities can emerge on the Sde of borrowers or lenders. On the borrowers side,
defaulted borrowers increase interest costs to good borrowers as lenders pass on the
higher cogts of their bad lending experience to the rest of ther dlientde. Externdities
exis on the lender’ s side when borrowers have access to more than one source of
credit (i.e. obtaining partid funding for a project from more than one lender). This
multiple lender scenario crestes a potentid free rider problem in monitoring sSncethe
lenders benefit each other viatheir monitoring. Another scenario is where a borrower
borrows for severa projects from different sources of credit. The effort on each
project is not separable. The terms and conditions of one lenders contract can affect
the effort and payoff for the other lender (Bedey, 1992).

Multiple indebtedness, a feature common to rurd financid markets where both formal
and informd finance intermingles can generate more loans than is socidly optimdl

(i.e excessive indebtedness). While government interventions to ded with this
feature of multiple indebtedness would be desirable, it is not dear what form this
intervention could take. Private lenders could undertake denying or reducing the size
of loans to those who are dready in debt to another source. However, one would need



to generate an dl-embracing credit bureau that shared (or charged for) this universa
information base for this to become effective. It isnot cear what form government
intervention could take to directly address thisissue of excessive indebtedness
through multiple lending unless it undertook to carry out or subsidise this credit
bureau clearinghouse role.

Asymmetric or imperfect information is the third and most discussed perspective on
market failure. Thisrefersto the uneven, one-sded didribution of information
favouring borrowers at the expense of lenders. Adverse sdection highlights how
interest rates do not clear the market between supply and demand sincerising risk
premiums only induce risk averse borrowers to leave the loan market while
encouraging relaively more riseprone borrowers with riskier projectsto say in the
market. The end result isarisein loan losses for the lender, hence lenders choose not
to raise interest rates (beyond some reasonable risk adjusted level) but rether ration
the quantity of credit in the market. Thisis consgdered socidly inefficient sSince even
acongrained Pareto optimum has not been reached with under-investment governing
the supply of credit (i.e. some credit-worthy borrowers are denied credit since the
lender cannot tdll the difference between some good and bad borrowers). Thisisthe
classic market failure example used to argue for government intervention in credit
markets.

Mord hazard underscores the possibility thet individuas with loanswill exert less
effort to restrain risky behaviour the higher the interest rate. This adverse incentive
effort on borrowers behaviour dso increases the likeihood of aworsening portfolio
for the lender who in turn faces this chalenge by rationing credit a lower interest
rates. The quantity of loans lent to an individud is restricted for incentive reasons.

Adverse sHection and mord hazard jointly generate a socidly inefficient supply of
finance, i.e asmdler supply that thet which would obtain in aworld without
asymmetric information problems where truly creditworthy dients would not be
rationed out of lender portfolios. This creates an argument for government
intervention to ded with the problem of imperfect information. Cregting the
argument isonething. Carrying it out is another thing dtogether. This brings usto
the fourth and mogt important dimension behind market fallure, namely, the lack of an
effective contract enforcement framework. Practicaly al the writersin the
asymmetric information school assume away this problem. Perhgpsthisis dueto the
fact that they dl live largely in the United States where contract enforcement is
reasonably robust. However once one moves to the deve oping world, especidly the
world of the disenfranchised within the developing world, one hasto face thisissue
and cannot assume it avay. The lack of dearly specified property rights and cost
effective and equitable contract enforcement machinery are severe problemsfor
financid marketsin these societies. Therole of the government hereis obvious.
Strengthening property rights and streamlining more rigorous contract enforcement
procedures and mechanisms are likely the mogt sgnificant action governments can
undertake in developing societies to improve the aleged market failure of financia
market.

Most researchers of market failure invariably end their statements for government
intervention by recommending once again, the tried and tested policies of government
falurein the padt, i.e. government credit programs, targeted credit, and subsidised



interest rates. This is done despite the fact that the financid landscape of developing
countries is littered with the carcasses of dead and haf-dead government, targeted
lending programs with subsidised interest rates. None of these traditiond
recommendations get to the “core’ of the problem, i.e. the causes of informetion
deficiencies and/or contract enforcement problems. They only address the issue of
increasing the supply of loans through government auspices regardless of the codts.

Indeed the trandfer of more lending into government hands carries the risk of
increased mord hazard. Everyone in developing countries knows that the sector in
which contract enforcement is weskest and frequently corrupt, is the government
sector. Borrowers from government targeted credit programs know they likey will
not suffer any consequences for defaulting on their loans, hence the large dement of
rent seeking behaviour in these programs. Y et andlysts of market failure frequently
overlook this fact, no doubt, because they assume in their modelling exercises no
problem with contract enforcement.

It isingructive to note that the mgjor bregkthrough, substantialy reversing financid
mearket failure in the past decade, owes nothing to the traditiona recommendations
outlined above. Thisis the breskthrough in lending technologies for the "best

practice” microenterprise organisations. These organisations directly addressed the
core problem of subgtantidly reducing the imperfect information problem, enhancing
monitoring, and devisng innovative ways around the contract enforcement problem.
Direct government intervention in financid market variables played no rolein this
unique effort except to fund a sdect number of donors who in turn supported, in an ad
hoc manner, consultant and non-profit organisations carrying out these innovetionsin
financid technology.

A further aspect isthat over time one would expect the private sector to play an
increasingly important role in rura areas following the market based approach and the
development of the aspects rdevant to the existence of a market over time. Thus,
based on the efficiency of the market based gpproach and the inefficiency of
government based approaches, private sector inditutions will provide servicesin
preference to government based ingtitutions. This line of thought is questioned where
the private sector decrease sarvicesin rurd aress based on the inability of rurd private
sector bank branches to adhere to increased profit targets. In South Africawe find an
overdl decrease in commercid bank branches (following internationa trends). For
ingdance, whereasin 1995 gpproximately 54 percent of South Africanswerein
proximity of commercid bank branches, this decreased to 32 percent in 1998 (Eskom,
1998). The closureis more severein rurd aress and increasng.

4.3 Agricultural development banks

“Why are specidisad farm credit inditutions founded in low-income countries, and
why do they frequently flounder?” were questions posed by Von Fischke (1978).
Added to these inherent difficulties associated with specidised farm credit,
inditutions have often been used by States as conduits for carrying out agriculturd
and socid policies, such as compensating the farm sector for excessive taxation of
agriculture and urban bias. Thishasled to alack of autonomy. It isthislack of
autonomy that has crippled these indtitutions rather than state ownership per se. In
effect, financid markets were used to dlocate subsdies, rather than fulfil ther role of



efficient dlocators of finance (Adams, 1992). Because government has pursued
socid and agriculturd policy objectives via rurd finandd inditutions, these
ingtitutions have been particularly vulnerable to colluson by ther paliticdly

organised dients. Using specidisad financid inditutions to compensate farm sectors
or pursue socid objectives has mostly been futile. All the participantsin the
agriculturd sector suffer from bad policies, bad prices and/or bad weether, however
only aminority of better off clients have accessto credit and therefore received

“compensation”.
The pendulum swung

The redlisation of this Sate of affairs necessitated are-look at theway rurd financid
markets are gpproached. This darted with the publication of the USAID sponsored
Soring Review of Agriculturd Credit Programmes (Dondd, 1976). In the period
following the mid seventies the donor agencies tended to ignore the specidised fam
credit indtitutions that they had cregted as part of their earlier effort to throw money at
deveopment problems. The market was rediscovered and these indtitutions, being
upply-led in nature, obvioudy did not meet the requirements of the so-cdled new
gpproach to rurd finance. In the new gpproach afew basic rules changed:

0 Savings were seen as important: It was realised that most poor people did not
make use of credit and saved in some liquid form to serve as areserve to be
gpplied for consumption smoathing due to income shocks.

o Transaction costs were given more attention and the redlisation dawned thet the
frictionless market of the neo-classical schoal is somewhat removed from redlity.

o Information flows and risks inherent in asymmetric information Stugtions were
highlighted.

0 Inditutions mattered as sustainable services to poor clients were impossible
without sustaingble inditutions. This unlocked research on dl aspects of
inditutiond sustainebility.

o Financid markets were treated as markets and not as conduits anymore.

Unfortunately, in the mad rush towards the market the specidised credit indtitutions
were Sdelined. Recently, the redlisation dawned thet in countries with awesk private
sector these were the only ingtitutions providing servicesin rurd aress, dbeit withina
skewed policy framework. Even where the private sector has a more prominent
presence, it dill is not willing to provide services on abroad basisin rurd aress. The
dtention is now shifting back to these inditutions as one inditutiond form of arange
of retall indtitutiona options to increase outreach. However it isnot yet clear whether
thisrefocusis noticed in the large multilateral development finance ingtitutions.
Further, development banksin their conventiona guise would obvioudy hold no
answers. Emphasisis placed on the restructuring of these ingtitutions with the
objective of emulaing commercid operations with adevelopment face, thus taking up
the chdlenge of being sdf-sugtainable and having a development impact and vast
outreach & the sametime. Indeed a formidable chalenge and to date, with alimited
success record.

4.4 Restructuring of specialised credit institutions



The latest gpproach on apossible role for specidised credit ingtitutions can be
illustrated with the following discussion drawn from the work of Graham (1995)2.
Attemptsto restructure credit ingtitutions must recognise the high socia costs and rent
seeking behaviour of many of these inditutions - qudities that characterised the
performance thet left many of them insolvent in the 1980s. In many African

countries, especidly in West Africamost development banks have been closed, or are
in the process of dosing.

Any regtructuring plans should recognise thet inditutions thet specidisein farm
finance are frequently candidates for failure since they do not diversify risk in their
portfalios (thus high incidence of covariant risk). Hence any reform of agriculturd
development banks must accept the fact thet they should increasingly diversfy. In
some countries they are the only banks operating in rura aress, giving them a
potentid franchise vaue. When their current financia state does not make them
aufficiently tractive to investors for immediate privatisation, congderation should be
given to improving their condition to the point where they can be sold to private
buyers. If thisis not possible, a second best dternative may be to restructure radically
thelr internd organisation and externd mission to survive as sudainable inditutions
supplying redigticaly priced financid services earning decent rates of return.

Much of what follows didtils the experience gained in reformed sate banksin South
East Asa(Yaonet al, 1996; Yaron, 1992) and in arecent South African study
(Strauss Commission, 1996; Coetzee, 1997). “Banksfail because of bad policies,
poor banking practices and week ingtitutiond frameworks’ (Sheng, 1996). This
datement was made regarding commercia banksin developing countries. If we add
to these reasons dl the additiond alments of Sate agriculturd banks, it is clear that
restructuring becomes a formidable task. The question is how to reorganise these
inditutions so that they do not fal prey to the same vices thet largely destroyed ther
usefulness as financid inditutionsin the past. Basad on the experience restructuring
and transformation should attend to the following generd areas (Coetzee, 1997;
Strauss Commisson, 1996; Graham, 1995)):

Role of government, clarity of role and functions, and political commitment
Experience shows that government is rarely successful when it triesto engage directly
in financid markets. However, government should provide an environment thet is
conducive to the devd opment of financia markets and set the operationa framework
for financid indtitutions that use public funds. Day to day paliticd interferenceis
detrimentd. Politica support and objectives mugt rather be embodied in the
inditution’s purpose and policies. Operaiond autonomy is then the only gpproach that
can be consdered.

Autonomy and gover nance

Thisimplies protection againg palitica intruson, which in turn requires a Board of
Directorsin which no government officid is the chairperson, on which no dected
officids should serve, and where members drawn from the private sector carry more
weight than those drawn from the public sector. This gpproach mooted by Graham
(1995) has an interesting twist. Consider the gpproach that one should have alink

2 The rest of this section is drawn from the work of Graham (1995). Graham and Von Pischke (1995)
were of the first researchers to question these extremes in approaches to rural financial markets.



between ownership and governance, but aso would like to get away from government
interference. Thus, what we ask from government is to capitdise, but not to govern. If
we expand ownership to the private sector, one surdy will loose much of the
development imperatives. Thus, ensure viable business with the current dientde end
convince the government thet their commitment is reflected in their hands-off
gpproach!

Ingtitutional considerations

South Africais characterised by a multitude of uncoordinated public sector inditutions
with overlgoping mandates and competencies. The creetion of new, additiond

inditutions should nat be actively promated, given exiging limitations on human
resources and other capacities. There dso isadire need to optimise cost effectivenessin
the operations of financid ingtitutions and to rationalise public ingtitutions thet serves

the same dientdle. Where gpplicable, therefore, exigting ingtitutiona structures should
be transformed to serve the needs of the reconstruction and development process.

Flexibility

Asdifferent circumgiances prevail in different provinces, and due to the dynamic nature
of devdopments in South Africa, ingdtitutions should be dlowed the flexibility to focus

on loca circumstances, provided that they do so within a coherent framework. An
expandon of this argument is that within the basic guidelines reflect the redity of
context.

Minimising systemic (DFS) and ingtitutional (individual DFI) risk

The prudent management of systemic risk requiresthat financid ingtitutions manage
diversfied portfolios. The Sability of the development finance system depends on
development finance indtitutions spreading risk across different types of clients,
different sectors and/or different geographic arees. The high potentia for covariant
risk, especidly where inditutions are locked into serving one sector (for example
agriculture), should be mitigated by diversfying portfolios.

Sysemic risk isaso related to funding structure (as reflected by balance sheet ratios)
and should be minimisad, inter alia, by subjecting inditutions to regulaion and gdrict
commerdd principles. Cogt recovery is centra to commercid principles. Subsidy-
dependent entities should nat be supported in the long term and subsidy support should
be minimised in order to contain government fisca exposure.

Sound management information systems are aiticd to minimisng inditutiond risk.
DHsmus have accurate, timey and reigble financid information to be ableto plan
and measure performance and impact under various sectora conditions and in dynamic
financid markets and to take early, gopropriate corrective actions. To the extent that
DF's make use of public resources, they need to comply with and report on the basis of
specific sandards, codes of conduct, disclosure and information requirements.

Mobilising financial resour ces

Commercid principles are essentid to the financid and fiscdl soundness of a

deve opment finance system. Innovetive gpproaches to the mobilisation of fundsto
enaure less reiance on government contributions are needed. This could be achieved,
for example, by an institution that has a strong deposit base, offering a wide range of



deposit fadilities throughout its branch network. The matching of financid insruments
on the mobilisation and gpplication Sdeis part of asound gpproach.

Capitalisation

Initid re-capitdisation should be done by the government (if necessary), with additions
to capitd limited to retained earnings and sdes of sharesto the public. The indtitution’s
charter should specify its minimum capitd ratio (for example for afinancid ingdtitution).

Allocation of resources

DH s should preferably function on the badis of pinpointed financia market failures and
should design and use appropriate rigesharing arrangements to maximise private sector
finandd involvement. They need to devdop innovaive financid mechanismsto
address neglected or emerging markets (for example, the venture capita market).

Loan policy

Interest rate policies should be designed so that the DF does not crowd out private
sector involvement. An emphasis on portfolio diversification is gppropriate, especidly
in rurd areas, where non-farm rura enterprises should be regarded as just as important
as farming enterprises, in order to decrease risk exposure. Explicit targeting should be
avoided. Commercid short-term overdraft fadilities should be incorporated into the loan
portfolio to balance mediumterm lending, aong with remunerative government
treesury bills up to a specified portion of itsfinancia assts. This gives the indtitution
the means to manage both risk and liquidity.

Saffin

A DH gr]equiresan efficient employment policy of creating the right potentid capacity,
where no government interference is dlowed in terms of placements and termination of
employment, within acceptable nationa norms and rules as egpousad by the nationa
labour legidation.

Decentralisation and incentive measur es

A branch-based gpproach should be followed, qudified by opening branchesin phases,
from part-time to full time, as the volume of transactions judtifiesit. Decentralised
decison-meaking should prevail a branch level. Performance based remuneration and
related bonus schemes should prevail for branch managers and relevant loan evauation
and collection personnd, basad on criteria such as the number and volume of loans,
loan recovery, and deposit mobilisation. Bonus schemes should only be triggered after
meeting a high loan recovery sandard. Trangfer pricing incentives would be required
to reward deposit mohilisation beyond that used to fund locd loans. DFIs should
furthermore provide the appropriate incentives and pendties to dign the behaviour of
ther dients with market Sgnds and principdly red interest rates. Client-
responsivenessis aso closdy related to incentives and pendties.



Transparency, measurement of performance and reporting
State-owned indtitutions, especidly financid indtitutions, should be a the forefront of

disdosure. Accountahility should include quarterly and independently audited annud
reports issued to the public, specifying financid conditions truly and fairly. Reports
should include baance sheets, income statements, source-and-gpplication of funds
datements, and additiond tables showing the ageing of loan arrears by loan type, write-
offs, reserves and the market value of the investment portfolio. Mogt importantly,
subsdy dependence indexes should be carried out yearly and must figure prominently
indl annud reports. Price differentials between market prices and the pricing policy of
the inditution should be included in reports. Large exposures and large defaulters
should be liged by name and not afforded the confidentidity that is appropriate for
private banks and their dlients. Speciaised government supported inditutions should
clearly differentiate between those activities they execute as an agent for government
and for which government should pay them, and those activities on which they should
achieve full cost recovery.

Following the private sector emphasis on reporting by companiesto aleve above
financid reporting, eg. the impact of the company's activities on the environment and
contribution to socid development, more and more pressure will be exerted on public
sector entitiesto report in even more detail. Severd innovative measurements areedy
exigt to measure outreach of development finance ingtitutions and reliance on subsidies.
The public and government would expect to be able to evduae the levd of investment
needed of kegping the indtitution afloat compared to the resultant devel opment
performance of the inditution.

Co-ordination

Experience in the current system and internationaly suggests that the most efficient
development impact is generdly achieved where devel opment investment occurs within
acoherent and economicaly sustainable framework. This requires linkages between
agpects like marketing and production and between investmentsiin, for example,
physica and socid infrastructure. 1t o requires co-ordination between different state
supported and owned indtitutions, as wel as with the private sector, to ensure that no
duplication of efforts and subgdies exist and that programmes are being executed
comprehensively.

Donor support (external)

Donations (where recaived) should generdly not be used to fund loans, but rather to
build up humean capitd to manage credit risk intelligently. Important hereisthe
implementation of amanagement informetion system that permits the tracking of loans
on aweekly basis. Thustraining, technica assstance and judicious support for
computerisation are gppropriate. Some of the indtitution's own funds should be
committed to these endeavours as well, to ensure continued investment in management
information systems upon donor withdrawa. Support should aso not be directed a
indtitutions, but a a sector. Therefore the same ass stance should be possible through
other indtitutions serving the same dients.

If such an indtitution performed well, it could offer through its extensive rurd branch
network arange of deposit and savings services for the poor (aslegitimate ademand
asfor loans) far better than many NGO programmes (Graham & Von Pischke, 1995).
Moreover portfolio divergfication and extensve branching would dleviate the



covariant risk associated with site specific unit banks or limited reach NGOs. These
inditutions can serve an agricultura dientde that isrardy induded in NGO
portfolios. Reformed state-owned banks should be in agood position to sarve the
input suppliers and output buyers a the wholesale levd who play such an important
rolein lending downstream to micreentrepreneurs. In short, these banks could
positively shepe the market environment within which micreenterprises operate. In
the end reformed rural development banks and NGOs (as well as other financid
service providers) could complement each other in rurd aress.

These reformed indtitutions would clearly not expand as repidly asin their heyday of
irrespongble portfolio growth. However, it isimportant that agriculturd producers be
relieved of any price pendisation and indeed benefit from well-desgned government
investmentsin human capita formation, agricultura reseaerch and related support
sarvices. Otherwise there will be an unfortunate tendency for policy makers to resort
to subsidised credit through developmert banks as a convenient subgtitute for their
failure to provide these services. In short, athreat will aways exist for donors and the
government to re-colonise these ingtitutions with targeted loan programs and a
politicd agenda, however, thisislesslikdy in countries with intelligent agriculturd
support services and gppropriate price policies (Graham, 1995).

4.5 Experience in South Africa

The tranformation of South Africa reaches widdy and has in many ways caught the
country unawares. The transformation of its devel opment finance system did not
receive priority attention. Reather, specific inditutions were transformed in piece med
fashion and the rest of the development finance sector had to take its cue from the
implied policy of government emanating from restructuring of netiond leve
inditutions. The process at the provincid leve (retall level) was rather unstructured
and transformation approaches were not standardised between provinces. Thisled to
arange of development finance indtitutiona formats being present. 1n some
provinces the functions were pooled in one indtitution and these provide a so-cdled
one-stop sarvice. Other inditutions were closed. The end result was thet of the more
than 150 paragtatd indtitutions in the country in 1990 very few survived the palitica
and indtitutiona changes. The reasons mostly focus around the abolishment of the
homdand system in the country with the demise of gpartheid and grossinefficiencies
asindicated by the Strauss Commission (1996).

The development banks and specificaly the agricultural development banks escaped
the willy-nilly gpproach to transformetion. A nationd level sudy precedes the
restructuring of the provindid development banks (Strauss Commisson, 1996). This
study investigated access to financid servicesfor rurd people and concluded that dl
inditutions providing retall financid sarvicesin rurd areas suffers from running a
extremely high cogts or suffering from limited reach, or both. Thisincludes
commercid banks, NGOs and development banks

Immediately after the Strauss Commission reported the four development banks
sarvicing rurd areas were submitted to restructuring studies and strategies. These



were the Ithala Development Finance Corporation® (Ithaa) in the KwaZulu Natal
province (who started the process dreedy while the Commission was ective), the
Agricultura Bank of North West Province (Agribank), the Ciskeian Agricultura
Bank (CAB) and the Agriculturd Bank of Transkel (ABT), both from the Eastern
Cape Province. In therest of this section the main experiences gained during the
restructuring processes of these indtitutions will be highlighted and compared. It will
be shown that specific differencesin the restructuring processes resulted in specific
outcomes. Note that the restructuring processes are not complete and that we are
highlighting preliminary lessons.

4.5.1Three case studies

The background and relevant context of each indtitution will be sketched and then the
retructuring process will be compared in terms of ownership, governance and the
management of the process of transformation. The objective isto highlight essentiad
difference in process and concomitant differences in outcome.

Eastern Cape province in context

The Eastern Cgpe is one of the poorest provinces in South Africa (see Table4.1 for a
comparison with South Africa). It suffers from the legacy of grossinefficiencies of
the Transke and Ciskel homdand governments. The incdlusion of these two
homeands government departments mede it difficult to rationdise the provincid
government inditutions. Mgor problems were experienced in the transformation and
closure of aplethora of development parastatds. The process included court cases
between the adminigration of the Eagtern Cape and the employees of these
paragatas. The two agricultura development banks were excluded from the
transformation process of the rest of the parastatals for two reasons. Firstly, based on
aspecific grategy of the restructuring committee to separate the processes, and
secondly, due to the fact that these two indtitutions were under the jurisdiction of the
Department of Agriculture while severd of the other paragtatd indtitutions resorted
under the Department of Economic Affairs of the province.

® This is the new name of the institution after the new legislation with respect to this institution was
promulgated in March 1999.  Previously the institution was known as the KwaZulu Finance and
Investment Corporation.



Table4.1: Somecomparativeindicatorsfor South Africa and the Eastern Cape Province

Indicators Eastern Cape South Africa Eastern Cape/
South Africa (%)
Area(Knf) 170616 1223201 139
Population (1996) 6302000 40583 000 155
Population growth, 198594 (%) 2.96 27 109.6
Functiona urbanisation level, 1994 (%) 433 57.9 86.6
Literacy rate, 1991 (%) 72.34 82.16 879
Life expectancy, 1991 (years) 60.65 62.77 96.6
Human development index, 1991 0.507 0.677 74.8
Labour absorption capacity, 1993 (%) 448 50 89.6
Unemployment rate, 1994 (%) 453 326 139.0
Persond income per capita, 1994 (R) 3985 8418 47.3
GDP growth, 1980-91 (%) 17 13 130.8
Contribution to GDP, 1991 (%) 76 100 76
Real GGP per capita, 1991 (R) 2971 6438 46.1

The politicd ingability in the province dso impacted on the transformetion process of
the two agriculturd banks. In the beginning of the process the provincid minister of
agriculture resgned and anew minister took over. Midway in the process, thiswas
repested, thus ancther new minigter. The time spend by the minister on parastatal
restructuring was mostly focused on those with problematic restructuring processes,
including court cases. Thus, those not providing problems that had more low key
approaches did not get the necessary atention and support from the political powers.

North West Province

Indicators North West South Africa North West/
Province South Africa
%
Area (KnT) 118710 1223201 9.7
Population (1996) 3355000 40 583000 8.3
Populaion growth, 1985-94 (%) 32 27 1185
Functiond urbanisation level, 1994 (%) 49.8 57.9 86.0
Literacy rate, 1991 (%) 69.46 82.16 84.5
Life expectancy, 1991 (years) 59.66 62.77 95.1
Humean development index, 1991 0543 0677 80.2
Labour absorption capacity, 1993 (%) 50 50 100.0
Unemployment rate, 1994 (%0) 36.6 326 1123
Persond income per capita, 1994 (R) 4995 8418 59.3
GDP growth, 1980-91 (%) 12 13 92.3
Contribution to GDP, 1991 (%) 5.7 100 5.7
Redl GGP per capita, 1991 (R) 4335 6433 68.1

The North West province depends largely on mining, agriculture and the public sector
for itseconomic activity. Thusthe Agribank of North West Province is supposed to
play a prominent role in terms of financing development agriculture. Unfortunately
the Bank isadasscd example of the conventiond agricultura bank extending
severdy subddised products, very inefficient in follow-up and arrears management



resulting in a periodic transfer from government to carry the Bank. Severd atempts
have been made to restructure the bank and earlier reports advised the bank to
broaden its portfalio to indude non-farm lending, to improve efficiency and to
mobilise savings. However, none of the proposas were implemented and the Bank
suffered from politicd interference, both during the time of the homeland government
and after the palitical changesin South Africa It isindeed aso unfortunate thet after
the Bank’ s restructuring report wastabled in 1997 (Agribank Restructuring Report,
1997) ro action was taken by the provincid Minister of Agriculture towards
implementation. This politica indecison resulted in further weskening of the Bank.

KwaZulu-Natal

KwaZulu-Natd isthe province with the largest population is South Africa
Geographicdly it isa province of large contrast and the topography ranges from the
fertile flatlands of the Natal midlands to the mgestic pesks of the Drakensburg. It has
ardatively large rurd population involved in amyriad of ectivities

The Kwa-Zuu Finance and Investment Corporation (KFC), now Ithaa, has been
active in the province as the only provincid development finance ingtitution and one
of ardatively smdl number of paragtatd inditutionsin the province. Ithdais
engaged in three functiond aress, viz. property development to house entrepreneurs,
training and financid services. These three functions are operated separately.
Wheresas the other three banks are servicing only the agricultura sector, Ithaais
engaged in various economic sectors, including agriculture. Thismust be considered
in the interpretation of comparative figures.

Indicators KwaZulu-Natal  South Africa | KwaZulu-Natal/
South Africa (%) |

Area (KnT) 91 481 1223201 7.5
Population (1996) 8417000 40583000 20.7
Population growth, 1985-94 (%) 291 2.7 107.8
Functiond urbanisation level, 1994 (%) 45.9 57.9 79.3
Literacy rate, 1991 (%) 84.26 8216 1030

Life expectancy, 1991 (years) 6155 62.77 98.1
Human development index, 1991 0.602 0677 88.9
Labour absorption cgpacity, 1993 (%) 44.8 50 89.6
Unemployment rate, 1994 (%) 322 32.6 98.8
Persond income per capita, 194 (R) 5924 8418 70.4

GDP growth, 1980-91 (%) 17 13 1310
Contribution to GDP, 1991 (%) 14.9 100 14.9

Red GGP per cpita, 1991 (R) 4559 6438 714

The transformation process unfolded within a politica context thet reflected the
struggle between two strong political partiesin the province. However, the
transformation process directly resorted under the jurisdiction of the Minister of
Economic Affairs and Tourism (today the Deputy President of South Africa) whoisa
grong politicd figure and who was dosdly involved with and supported the whole
transformation process.



4.5.2 Performance indicators before restructuring

The Strauss Commission (1996) evauated the four ingtitutions under discussonin
detall in 1995. Certain performance indicators are presented in Table 4.4. It isclear
from the table that these inditutions (excdluding Ithaa) had limited reach and were
quite cogtly to operae. The andyd's shows the portrait of conventiona devel opment
banks. To bring it in context with internationa ingtitutions a comparison was drawn

with afew well-known internationd indtitutions and Agribank of Northwest province.

Table4.4: Performanceindicatorsfor the provincial development banks (1995)

Indicator CAB ABT Agribank Ithaa
DI (%) 807,57 307,03 63,16 54,33
Typical loan % 16 14 14 16
Implied lending rate (%) 124,08 99,35 39,62 2543
Market reference rate (%) 16,00 16,00 16,00 16,00
Return on equity (%) 1,98 51,47 17,33 431
Branches 2 5 12 40
Deposit accounts 10882 0 225 214297
Average deposit Size 510 nr 217034 797

L oans outstanding 1775 4774 4431 30980
Averageloansize 3671 3122 16713 20805
Agricultura loans outstanding 1323 4774 4431 10702
Average agriculturd loan Sze 6705 3122 16713 2773
Arrears (% by volume) 14 39 35 12

L oang/staff - 106 47 69
Volume lent/staff 465426 331215 787819 1432300
Loang/loan officer 24 23 148 620
Volume lent/loan officer 930839 745236 2468500 12890700
ROA -4% -14% 4% 4%
Implicit subsidy (Rmillion) 64 41 10,0 55,0
Implicit subsidy/borrower (R) 3,634 858 2,369 1,775
Interest earned/average portfolio 19 24 24 17
Interest paid/average portfolio 15 0 11 4
Gross margin 4 24 13 13
Non-interest expences/Ave. Port. 136 122 21 12
Return on averag loan book -132 -98 -8 0
Typica deposit % 6 nr 13 4

Table4.5: Comparativeindicators

1993/4 data K-Rep ACEP FINCA Corposol Bancosol Agribank
Kenya Senegd CRica Colombia Balivia NWP*

Loan book - $ million 11 21 15 117 248 234

Number of borrowers 5,303 2,109 5121 32,022 46,428 4,015

Averageloansizein $ 2074 995.7 292.9 365.4 534.2 5828.2

Sdariesas % of average 12.9 10.6 87 18.2 125 113

portfolio

Other operating expenses 6.1 85 47 33 85 46

as % of average portfolio

Admin. expenses as % of 19.0 191 134 215 210 159

average portfalio (ind.

sdaries)

Sdlaries as % of tota 68 55 65 75 60 71

adminigrative expenses

* ($1=R4.5). Source: Eagtern Cape Banks Restructuring Committee, 1997.




Table 4.6: Selected statistics for South African niche banks

Fiddity Future Mercantile NRB Agribank
Provison / gross advances (%) 18 35 na 11 01
Codgis/ totd income (%) 40.8 67.2 9.1 60.8 1139

Source: IBCA (1995) quoted by Eastern Cape Banks Restructuring Report, 1997.

In Table 45 and 4.6 it is clear that performance of Agribank is lacking when
compared to both international development finance institutions and South African
niche banks. The situation of Agribank was representative of all the development
banks (excluding Ithala) at the same time in South Africa.

4.5.3 The restructuring process

Severd issues are a Sake in the restructuring process of development banks. Firstly,
the argument need to made whether a specific inditution should continue to exig, thus
an economic judtification is needed for its exigence. Where the inditution is highly
successful the argument can be made that it may be crowding out the private sector.
Whereit isquite inefficient it can be argued that it is costing the state more than the
benefits flowing fromit. Thiswill be the firs arguments mede and the first hurdle to
cross on the way to restructuring.

The second issue of importance is the guiddines or framework of restructuring. This
refers to the emphasis of the new gpproach to development finance where inditutions
should grive to be sdif -sugtaineble and have a positive devel opment impact and
outreach. In this regard the issues concentrate on governance, ownership, autonomy,
incentive-based systems and many more (see section 5 for the discussion of these
agpects). These guiddines will ensure that most of the negetive dements of the
conventiona approach will not be present in arestructured indtitution.  Of paramount
importance is the governance rules and gpplication of those rulesin the selection of
appropriate governors and goplication of the governance rules. This emphasis echoes
the internationd trends in the corparate sector where governance is being regarded as
an important agpect of the organisation and where Board Members of ingtitutions have
an increased responsibility. 1t is seegped with principd agent problems and the cost of
enforcement of contracts and monitoring these contracts.

Thethird important component has to do with the management of transformation and
restructuring. Even where a good argument has been put forth on the reason for the
inditution and dl governance and other rules have been adhered to the process of
trangformation and the way this process is managed and supported will ensure the
difference between success and failure. Kotter (1995) argues that most transformation
effortsfail due to the inability to manage the process of transformetion. He proposes
eight steps that should be followed (seetable 4.7).

Once again fallowing the eight stepsin Table 4.7 may not necessarily lead to a
successful transformation. It isimportant to ensure that the people responsible for
change and being impacted on by change must accept dl the benefits and the costs of
change. People who perceive the changes and transformation to threeten their
interests and positions will do anything in their power to block and derail the change
process (Strebd, 1997). In the case of the trandformation of the development banksin
South Africa the four essentia groups to buy into the process of change will be the



dients of these inditutions, the political establishment, the employees and their trade
unions and the management of the banks. Thistrandates to the fourth important
component of transformation, being the palitics of the change process. In the change
process stakeholders can be classfied in terms of the strength of their response to
change and ther attitude to change. It can be a strong reaction but postive, thusit
will assigt the transformation. If it isawesk response but negative, it can be
managed. But a strong negetive reection can be severdy damaging to the change

process.

Table 4.7: Eight steps to transforming an organisation

Stepl Egtablishing asense Thorough examination of the market, identifying and discussng crisis,
of urgency potential criss, and potential opportunities
Step2 Forming a powerful Assembling agroup with enough power to lead the change effort and
guiding codition encouraging the group to work together asateam
Step3 Cregting avison Creeting avision to help direct the change effort and developing strategies
for achieving that vision.
Step4 Communicating that Using every vehicle possible to communicate the new vision and
vision srategies, teaching new behaviours by the example of the guiding
codition
Step5 Empowering others Getting rid to obstacles of change, changing systems and structures that
to act on visons serioudy underminesthe vision, encouraging risk taking and non-
traditiond idess, activities and actions
Step6 Panning for and Planning for visible performance improvements, cregting those
cregting short term improvements, recognising and rewarding employeesinvolvedinthe
wins improvements
Step7 Consolidating Using increesed credibility to change systems, structures and policies that
improvementsand do not fit the vision, hiring promoting and devel oping employess who can
producing still more implement the vision, reinvigorating the process with new projects,
change themes, and change agents
Step 8 Inditutionalising new Articulating the connections between the new behaviours and success of

approaches

the organisation, devel oping the means towards leadership growth and
successon

Assessment of the transformation process of the provincial development

banks

In this section the transformation processin the three provinces is discussed in terms
of the four aspects outlined, viz. the rationd for the existence of the inditutions, the
guiddines assigting in refocusing the indtitutions, the management of the change
process and the palitics of change. The trandformation process of each of the three
banks (consdering CAB and ABT as one process) is described in broad brush strokes
in Tables4.8t0 4.10.

Table 4.8 specificaly refersto the transformation process of Ithda. It is clear that
governance and transformation process management issues were emphasised in the
trandformation. A closa andysis of the process reved's a close adherence to the eight
seps of transformation (Kotter, 1995).

The formation of a powerful guiding codition was embodied in the formation of this
guiding group a minigerid level (as mentioned the Chairperson has recently been
eected as Deputy Presdent of South Africa). Consultation with dl stakeholders
throughout the process ensured thet the palitics of change were attended to and this
resulted in awdl-managed processthat progressed, dowly, but surely from initiation
to completion and implementation. 1t must be noted that the sound corporate
governance structure thet was in existence, track record and financid position of




Ithdla and the less complicated paragtatd ructuresin the province must have
contributed to the level of success of the transformation processthusfar.

In the case of the Eastern Cape Banks the judtification of the motivation for a sate
asssed development bank was based on the lack of financid servicesin therurd
areas of the province and the closure of alarge number of commercia bank branches.
The process of transformation of the Eastern Cape Banksis depicted in Table 4.9.

03/95to 01/96

O Review business pradi-

ses, suggest process of
tranformation, some
initid organisaiona
restructuring, review

07/96 to 09/96
QWorkshop with responsible
minister and department officias.
QProvincid cabinet establishesre
structuring body consisting of
minister and members of

Table4.8: Transformation processof Ithala from 1995 - 1999

11/96 to 07/97
0 Egablish aresource team and team
of specidiststo draft policy and
legidation.
Q First consultation with stakeholders
to explain processand invite

products and services, parliament and representative of comments on process.
adoption of single KFC board. Q Correspondence from Minister
trading name Ithda QBrief: recommend mandate, informing stakeholders of progress
governance structure, funding and
name
10/97 to 02/98 02/98 to 05/98 06/98 to 09/98
Submit policy document Qlnviting and addressing extended QDraft and findise legidation
Consult with external stakeholder comments period Q Request comments from al forma
stakeholders Qlnvestigated private sector equity bodies
Incomporate written participation Q Submit legidation to cabinet
comments by stake QFinalise policy document committee and gpprove for
holders submission to parliament
10/98 to 02/99 03/99 to 04/99 05/99 to 06/99
Submissonand Qlthala Developrent Finance Act QRoall-out of transformed organisation,
publication of legidation promulgated launch of new corporate identity,
Public hearings QBoard of Directors nominated, review of current activities
Approval for submission selected and appointed
to provincia parliament Qlnaugura Board Meeting
QShareholder confirms Chairperson

and Deputy Chairperson




Table4.9: Transformation process of Eastern Cape Banksfrom 1996- 1999

09/96 to 02/97
Q Appoint restructuring team
Q Investigate and study the two
banks
Q Submit restructuring report
detailing current state of banks,
principles for reform, reform

03/97 to 06/97
QMinister studies the report
QMinister approves report and
present it to stakeholders

01/98t0 12/98
Q Appoint same interim board
for both bankswith brief to
implement restructuring
process
QAIlsobrief to oversee
operation of banksin

strategy in broad brush strokes interim period
0 Process dow and drawn-out
with no specified milestones
0O Board sdlected designated
CEO
01/99to 03/99 04/99 to 05/99 06/99 to 09/99
O Completedlegidationand QL egidation not served as 0 Still awaiting legidation to
submitted scheduled be passed by parliament and
Q Devised busnessplan QTask teamswork on human cabinet
Q Consult with employees resources policy, credit and
Q Devisadinformation sy stem financia policy
requirements QaDelays provide opportunities for
QO Legidation not served as unionisation of one bank and

scheduled

entrenchment of the power of
labour unions

The guiddinesfor transformetion and following the new gpproach were well defined
and reflected in the Eastern Cape Bank's Restructuring Report (1997). When one
consder the third aspect, management of the change process, it is clear that severd
dements have been neglected. The most prominent being the formation of a powerful
cadition to drive the process and secondly the achievement of short term gains.
However, the biggest problem in the Eastern Cape was the complete lack of
management of the palitics of change. Neglect of this aspect resulted in polarisation
of the trandformation team. Thiswas especidly severe in that the transformation
process will necessarily result in retrenchment of some staff, a Stuation that was
capitalised on by the trade unions. This was aggravated by the neglect of the palitical
playersto afford the process the necessary atention resulting in continuous delays and
alack in the sense of urgency regarding trandformation.

In the case of the Agribank of the North West Province the same arguments were
followed to justify the transformation decison. Similar to the other rurd aress
concerned commercia bank activity was on the decline and a palitical imperative was
placed on the development of the small farmer sector. The guiddinesin terms of the
new gpproach were goplied in the transformation proposds. However, it was evident
that these were not to the liking of the palitica fraternity who commissoned the
transformation report. Autonomy of the inditution and a specific structuring of the
governance dructure to ensure no palitica interference with day to day management
of the Bank went directly againgt the profile of interaction between the powers at be
and bank management. Management of the transformation process could not be
implemented, as government has never formally accepted the report. The subsequent
decisons by the government in the province reflected their tecit disagreement with the
report as their decisons were directly opposite to the guiddines thet directed the
thinking of the transformation team and that was Sated in the report (Agribank
Restructuring Report, 1997). The transformation process of Agribank is summarised

in Table 4.10.




Table4.10: Transformation process of Agribank of Northwest Province 1997 - 1999

03/97 to 07/97 08/97 to 11/97 12/97 to 09/99
After earlier attemptsin 1992 and 1994 QMinister studies the report Q No evidence of
appoint restructuring team QSeverd discussonsonthe implementation
Investigate and study the bank report, no conclusive QBank arrearsincrease
Bank suffersfrom staff corruption and loose decisons a darming reteand
largeamounts QMinister decideto suffers from interna
Submit restructuring report detailing current amagamate bank and problems
state of bank, principles for reform, reform another parastatal
strategy in broad brush strokes

It isclear from the above andysis that the three transformation endeavours have
digtinct differences that resulted in digtinctly different outcomes. In the next section
the performance of these inditutions are measured to ascertain the impact of the
transformation process (incomplete asis) on the performanceof the inditutions.

Measurement of performance

The direct relationship between specific gpproach to transformation and concomitant
impact on development performance indicators has not been investigeted. Some
deveopment performance indicators are however presented in this section merdly as
indicative of the performance of the different inditutions during the transformation
period. Datawas not avalable from dl the inditutions for dl the years. The 1995
andyss of the Strauss Commission (1996) save as benchmark of the start of the
transformation period in most of these indtitutions under discussion.  Information was
avalable from dl the inditutions except Agribank of North West Province, for which
the latest information available is for the 1997 financid year.

Infigure 4.1 the changes in the SDIs of the different banks are indicated. Ithda
managed to improve their SDI over the period from 54 to 20 per cent. In the same
period Ithaaincreased the number of savings dients from 214 297 in 1995 (totd
vadue of R171 million and average bdance of R797) to 731 145 in 1998 (totd vaue
R421 million). In 1999 the number of savings accounts opened increased by a further
123 807 accounts to 854 952 (totd vaue of R561 million and average bdance of
R648). Ithdaisthe only provindd leve development finance inditution thet

provides information on development performance. They reported in 1999 (Ithda
Annud Report, 1999) on agricultura |and redigtributed, home owners crested, jobs
crested, people trained and tota enterprises assisted and established. These were dl
favourable improvements on a year to year basis over the lagt five years. For every
R1 share capitd of the provincid government Ithaainvested R5.48 in development in
the province in 1999. The Ithdainvestments further incentivised a private sector
invesment on a Rand to Rand basis over the same period. The subsidy flow from the
provincid government to Ithala decreased from 17 per cent of totd capitd investment
to 8 per cent of totd capitd investment. The provincid government’s transfer is used
asasource of capitd for further investment rather than a source of funds for recurrent
expenditure.

Agribank’s SDI worsened from 63 per cent in 1995 to 153 per cent in 1997. They
further experienced mgor difficulties with the repayment of debts and repayment of
dients Internd problems, indluding corruption, aso contributed to this dismd
performance (Coetzee, 1997; Coetzee et d, 1999).




The SDIs of the Eastern Cape Banks indicate amixed performance. ABT s SDI
worsened from 307 per cent in 1995 to 749 per cent in 1998. The bank’s bed debt and
arrears Stuation worsened and today the Bank isincgpable of expanding its book with
aminimum of new loans added on amonthly bass. Thus both sustainability and
outreach suffered tremendoudy during the transformation process. The CAB’s
performance measured in terms of the SDI improved from 808 per cent in 1995 to 249
per cent in 1998. Their outreach decreased in terms of larger loans (to farmers) and
increased in terms of smaller loansthat are extended on agroup basisto abroad
spectrum of rura entrepreneurs. The uptake of the latter isat a high rate and over the
last 18 months a repayment rate of 100 per cent was achieved. The SDI of this bank
is negatively influenced by a consarvetive gpproach to expanding their book, resulting
in alarge portion of funds kept in reserves.
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Figure4.1: Changesin Agricultural Development Bank SDI values (%) - 1995 to
1998

The discussion on the performance indicators does not attempt to relate the changes as
experienced directly to the transformation process. Severd other influences are not
discussed, inter dia, the management approach and efficiency of each organisation,

the economic and agro-climatic redity of the environment thet they operatein, the
overdl existence of other support services and the state of physica and socid
infragtructure. Thisimplies that the improvement or deterioration in levels of

indicators may be ascribed to severd other influences, than only the impact of the
trangformation process. However, it is argued that the transformation process will

aso have an impact and that aloose correlation would exist between the success of
transformation processes and the broad environment within which it take place.

4.6 Conclusion

The redlity of the absence of private sector retall financid ingtitutionsin rural aress,
compared to urban aress, necessitate the gpplication of a broad range of inditutions
and dso arelook at therole of agriculturd development banks. This, however,
implies development banksin a different guise and dso implies the need for
restructuring and the economic rationde and principles of restructuring need to be
clearly spdled out. Thisisaso not enough. The process of transformation must be
managed efficiently and the political agpects of transformation must be attended to as



well. Thisrdatesto theimpact of transformation on the different Sakeholdersin
these indtitutions. Experience in South Africaindicates thet over and above the four
critical rules or questions, the process must have a clear vison of the eventua
outcome and al stakeholders mugt share this. Also, specificaly with regect to the
politicd leaders the process will not succead without the palitica will to go through
with the trandformation. Financid and deve opment indicators provide agood
indication of the success story when these aspects have been adequately addressedin
the trandformation process.
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