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SMALLHOLDER AGRICULTURE CREDIT SCHEME

Richard Maru' & Caspar Auntari?

ABSTRACT

The purpose of this paper is to brief the stakeholders at the NAC on the implications on rural
agricultural lending, by the decision ofthe Government, to corporatise the Rural Development Bank
Limited, in 1998. The paper also provides a review of the SAC Scheme since implementation in
1997. The key objective of the review is to highlight the key lessons learned from the perspective
of prudent fund management by the Bank and to suggest policy recommendations to the NAC to
strengthen and improve the performance of the SAC Scheme, to achieve the objective of self -
sustenance of the revolving fund, in the medium term.

The paper seeks a resolution from the delegates at the NAC Strategy Conference to secure an
NAC resolutionto support a joint submission by both DAL and RDB to seek an additional seed capital
from the Government of K20-K30 million in the 2001 PIP to allow for further lending under the SAC
Scheme. The paper further recommends the soliciting of donor funds for seed capital for the SAC
Scheme, for exclusive lending to women under the theme of pursuing gender quality in business
opportunities, in the smallholder agriculture sector.

IMPLICATIONSFOR RURAL AGRICULTURE
LENDING BY THE RURAL DEVELOPMENT
BAMK UNDER CORPORATISATION

Without operational subsidy the Bank was
forced out of necessity to redefine the vision of
the Bank. The new vision of the Bank is to
position itseif to be a viable and self-sustaining

Background

The Government decided to corporatise the
Rural Development Bank in 1998, under the
currentprivatisation strategy. Thedecisicnhas
wide ranging implications for both the Bank and
its key stakenolders, especially farmars in the
rural communities.

While the mission of the Bank is {0 provide
affordable financial services for the balanced
deveiopment of the national econory and the
advancemant of the indigenous population of
FNG, the Government ceazed providing annual
grants to the Bank, to subsidise the cost of
providing cheaperand more accessible banking
products and servicas.

' Strategic Planning, Rural Dev Bank Ltd, Port Moresby.
2SAC Coordinator, Rural Development Bank Ltd, Port Moresby.

DevelopmentFinance Institution.

Without sufficient annual profits and adequate
cash flow to meet all its operating cost, and
sufficient loanable funds to lend each year, the
Bank could not survive,

ne devalopment rele of the Bank, is no longer
congruentwith the overriding survival objective
of the Bank. Strategies were formulated and
are being implemanted to improve the liquidity

- position of the Bank, ensure profitability to se-

cure the financial and operational viability of the
Bank.

The overriding survival objective of the Bank has
and will continue to have wide ranging implica-
tions in the ability of the Bank to continue to play
its developmentrole especially inthe agriculture
sector.
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The following are some of the strategies the
Bank has and will continue to pursue toimprove
the liquidity and profitability of the Bank.

Cost Reduction

The Bank has reduced staffing costby reducing
staff from 470 in1994 to 210 in 2000, including
the reduction of expatriate employees down to
only one in 2000. The sale of surplus assets
including the sale of houses under the new staff
home ownership scheme, will reduce mainte-
nance cost and bring in much needed cash
income to improve the liquidity of the Bank.

The profit centre concept was introduced resuilt-
ing in unprofitable branch operations like
Lorengau, Vanimo and Kerema closedto reduce
cost.

Increase in Interest Rates

To generate increased income and profitability,
interest rates of the Bank were also reviewed
with agriculture interest rates increased from
10%to 15%. Commercial and industrial interest
rates were also increased to rates similar to
commercial banks.

t.oan Portfolic Composition

The loan portfolio composition is changing with
more and more emphasis on commercial and
industrial loans. These sectors attract much a
higher rate of interest rate and are less risky
relative to agriculture loans.

QualityoflLoans

There is a major drive on quality lending with the
priority customer strategy of lending to previous

- customers with good repayment records, ag- -

gressively pursued.
Deposit Mobilisation

The Central Bank has declined the application of
the Rural Development Bank for a partial banking

license to commerce deposit mobilization by
accepting deposits even on a pilot basis. The
industry and the Bank should consider a joint
collaborative approach to deposit mobilization
fromfarmers, to provide essential capital to lend
to farmers.

Arrears Revovery

The Bankembarked onits most comprehensive
arrears recovery program this year, with 4 addi-
tional staff employed as dedicated Arrears Co-
ordinators in the four regions, along with the
assistance of a JICA expert, to assist the Bank
onrecoveries. Theresults up to June 2000 has
shown a significant improvement in arrears re-
covery.

Establishment of Credit Schemes

With the emphasis on commercial and industrial
loans, the Bank will reduce its loanable funds
over time, for the agriculture sector lending.
The Bank needs to pursue more credit
schemes with external seed capital for exclu-
sive lending to the smallholder agriculture
sector, as no other Bank has the experience or
the commitment to lend to smallholder agricul-
ture sectorin our rural communities. The long-
term sustainabiity of the SAC Scheme is being
pursued by the Bank, to provide continued lend-
ing to the sector, without which there will be no
accessible loan funds and hence the cessation
of the flow onbenefitsto the rural families and
the naticnal economy.

The Bank is and will continue to lend more and
more of its limited loanable funds to the commer-
cial and industrial secter to.achisve.its vision of
a seif-sustaining Bank, at the expense of re-
duced lendsng tothe agrlcultura! sectorinfuture.

The sector will have to take the responsxblhty to
partner the Bank to continue with facilitating
agriculture lending, by assisting the Bank secure
additional seed capital forthe SAC Scheme, until
such time the revolving fund under the SAC
Scheme is self-sustaining.
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MAJOR IMPLICATIONS

Mlajdr‘implications for the Agriculture sector, as
aresultofthe new vision and the revised strate-
gies, the Bank is now pursuing include:

Reliance on Commodity Agencies

The Bank will rely on commodity agencies to
provide all extension, loan processing and
credit management especially securing loan
repayment from farmers. The Bank role in the
SAC Scheme will be restricted to loan adminis-
tration and the SAC fund management.

Reduction in Provincial Operations

The Bank has reduced its national presence and
will not be able to support many smaltholder
farmers or the agriculture sector in Provinces
where the Bank does nothave apresence. The
Bank will depend on commodity agencies to
establish apresencetobe ableto assistwith the
smallholder sector in those Provinces.

Without Government budgetary supportthe Bank
will rely on the sector to assist the Bank secure
seed capital, to enable the Bank to continue to
nrovide cheap and accessible credit to ourrural
farmers.

Table 1. Subsector Seed Capital

Allocation

Commodity Seed Capital %
Coffee 2,800,000 28
Cocoa | 1400000 | 14
Oil Palm 1,200,000 12
Coconut 1,200,000 12
Livestock 1,000,600 1
Food Crops 1,400,000 14
Spice 500,000 5
Rubber 500,000 5
Total K10,000,000 100

REVIEW OF THE SMALLHOLDER AGRI-
CULTURE CREDIT

Background

Agriculture supports the livelihood formore than
85% of the total PNG population, which live in
rural areas. The smallholder agriculture sector
contributes an estimated at 80% (K800 million)
ofthe agricultural exportearnings annually.

inspite of the vast available land and labour as
input, resources many rural villages have not
been able to become active participants in the
developmentofthe national economy.

Thebulk of our potential village-based business-
men and women who are willing and able to
participate inthe casheconomy, toimprove their
livelihood and contribute to national develop-
ment, do not have adequate access to rural
credit. These potential businessmen and women
are unable to provide security of a type orin an
amount, which normal commercial banks would,
in their normal cause of business require.

These village-based enterpreneurs have been
restricted frcm entry into the cash economy
because of inadequate access to rurai credit.

The opportunity cost is increased production
and exports from the smallthoclder sector.

Those who already have tree crop smaliholder
blocks have had no structured programforreha-
bilitation, to secure increased production, hence
the provisioncof very cheap and very accessible
seed capital, under the SAC Scheme is a very
strongincentive for the various commodity bod-
engage in rehabilitation which will significantly
boostfuture export earnings from ourtree crops.

inrecognizing credit access as akey constraint,
the government ailocated K10 millicn seed capi-
talin 1996 to establish the Smallholder Agricul-
ture Credit (SAC) Scheme, in order to revitaiize
the smaliholder agricultural sectorin Papua New
Guinea. (Table 1).
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The SAC Scheme comes as anintegrated pack-
age, which consists of: creditfinance, extension
and other support facililties. The scheme also
combines the resource available within the Rural
Development Bank (Bank), Department of Agri-
culture and Livestock (DAL), and various com-
modity agencies to maximize the benefits aris-
ing from the scheme.

In orderto ensure effective implementation of the
scheme and to minimize the risk of project
failure, a Memorandum of Agreement (MOA)
was executed by the key implementing partners
DAL, RDB and various Commodity Agencies.

The DAL has overall control of the scheme in
terms of coordinating and sourcing of further
fundingforthe scheme. The Bankis responsible
for managingthe funds; administer viableloans
and receiving loan repayments, whilst the re-
spective industry bodies and their affiliates are
responsible foridentifying and appraising viable
projects, recommending viable projects to the
Bank for decision and ensuring continuity of
extension support to the approved projects.

The SAC Scheme operates on arevolving con-
cept, thereby the principal portions of loan
repayment are reinstated back into the fund to
assist more borrowers.

Commodity Agencies are also responsible for
creditmanagement, with the Bank role reduced
to accounting support for debt recovery, under
the SAC Scheme.

Thefundis also structuredin suchawaythatihe
fﬁnd will be adequate to meet cost associated
with subsidized interest rates and defaulted
loans.

The maximum loan amount for any one project
is K10,000 and a subsidised interest rate of 5%
is charged to borrowers. The difference be-
tween the Banks usual lending rate and the
rate charged to borrowers are taken from the
revolving fund to cover the operational cost of
the scheme. ’

OPERATIONAL PERFORMANCE

Lending statistics as at 30/06/2000 are summa-
rized intable 2.

Table 2. Lending statistics of the Bank.

Number of Loans Approved K 3,116
\alue ofloans approved K10,038,986
Total Disbursement since

inception K 8,984,944
Total Repayments since

inception K 1,856,392
Qutstanding Loan Balances as

at 30/06/2000 K 7,481,865
Total Arrears Balance K 2,208,448
Arrears % 29%

Loan approvals for various commodity sectors
are summarized in Table 3.

The Bank has since implementation in 1997,
approved 3,116 loans as at 30/06/2000 valuing
more then K10 million and disbursed over K8,9
million already to SAC Scheme loan beneficiar-
ies. :

The Bank has committed more then K10 million
asloanapprovalsto 3,116 smallholders as SAC
Scheme loan beneficiaries.

Coffeeisieading other sectors inlending, whilst
Spices and Rubber experienced low lending for
the reason thatthere has beennoextensionarm
to facilitate lending to those sectors.

Total repayments collected since inception is
more then K1,8 million. On current trends,

collections should reach K2 million by Decem-
ber2000.

There has been significant improvement on

Cocoarepayments from deficit cash position of
K60,000in January to a surplus cash position of
K7,000 as at 30/6/2000.
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Table 3. Loan approvals (in Kina) for various commodity

sectors.

Commodity Number of Value of Average loan per
Sector Loans Loans farmer
Coffee 793 2,017,327 2,544
Cocoa 684 2,384,631 3,486
Oil Palm 384 1,692,074 4,406
Copra 468 1,490,206 3,184
Livestock 525 1,391,240 2,650
Food crops 215 935,541 4,351
Spices 23 123,828 5,381
Rubber 1 4139 4139

3,116 10,038,986 2,246

Table 4. SAC Repayments (in Kina) - By Sector.

Year 1997 1998 1999 2000 Total %
emth

Coffee 3,338 49,308 235,361 | 41,827 329,834 | 17.8
Cocoa 2,323 85,840 282,419 | 138,250 508,832 | 27.4
OilPalm | 182 . 40,366 | 178,591 | 93,638 312,777 116.8
Copra 43,991 137,521 | 69,860 251,272 1135
Livestock 162 103,282 190,887 | 46,119 340,550 {183
Food Crops 17,960 70,658 | 18,936 107,554 | 58
Spices 4,138 1 1,360 5498 { 0.3
Rubber

Total 6,053 240,747 | 1,099,574 {410,018 | 1,856,392 | 100

REVOLVING FUND

The cash position of the various commodities as

at 30 June 2000 is summarized in Table 5. - -

Thetotal fund availabie inthe revolving fund as at
20/06/2000 is K5.54 million. However these
balance will be depleted by December 2000
should disbursements be made forappiications
already approved.

The revolving fund urgently requires an
injection of significant seed capital, to sus-

tain lending under the SAC Scheme.

Therelatively high balance inthe revoiving fund,

despite disbursement of K8 @8 millienoutofthe . . .

total of K10 miliion seed capital is largely atlrib-
uted to the high interest income earned by the
Bank by reinvesting surplus funds in short term
money markets.

Atotal of K4 million has been earned in interest
income, without which there will no longer be
funds for lending under the SAC Scheme be-
cause of both the high arrears by some sectors
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Table 5. Cash positions (in Kina) of various commodities.

Commodity Seed Cash % Seed | %Seed | Status offund
sector Capital Position as Capital Capital

at30/06/2000| Utilized | Available
Coffee 2,800,000 | 1,672,796 40 60 OK
Cocoa 1,400,000 7,320 99 1 CRITICAL
Oil Palm 1,200,000 | 885,045 26 74 OK
Copra 1,200,000 | 427,466 64 36 CRITICAL
Rubber 500,000 | 685,791 -37 137 OK
Spices 500,000 | 589,382 -18 118 OK
Livestock 1,000,000 { 179,234 82 18 CRITICAL
Food Crops 1,400,000 | 1,094,326 22 78 OK
Total 10,000,000 |5,541,360 45 55 OK

like livestock and the extended grace period for
most tree crop commodities, who come into
production after more than three years after
planting (coffee, cocoa & Oil Palm).

EMERGING ISSUES - KEY LESSONS
LEARNED ' :

Since implementation of the SAC Scheme in
1997, a number of emerging issues have sur-
faced in the use and administration of the SAC
funds. Useful lessons have been also been
learned. From the benefit of experience gained
by DAL, commodity bodies and the Bank, neces-
sary reforms must be implemented by all
stakeholders, to ensure we are all working te-
wards the self sustainability of the SAC Scheme
revolvingfund. Someofthe keyemergingissues

three years shows the popularity and demand
for the SAC loans by the smailholder farmers.
The initial seed capital of K10 million is insignifi-
canttomeetdemand. The nature of cash crops
which require grace periods of up tothree years
before loan repayments can flow back into the
revolving fund, does not assistthe liquidity of the

revolving fund account. To date there are up to
K& million of loaned funds, which are not due for
repaymentyet; hence seed capitalis tiedup and
notrevolved, to sustain continuous lending.

The initial seed capital of K10 million s seri-
ously insufficient to secure the sustainability
of the revolving fund. : :

Arrears Trend

Adisturbingtrendistheleveiof arrears, whichis
greater than the acceptable level of around 10
percent. Livestock, cocoa and food crops are
sub sectors of concern. Table 6 provides a
summary of the status of the arrears owed by
commodity type.

The level of arrears for each commodity is di-

bodies, interms of boththe focus and ownership
at all levels of the organization including top
management, andthe structure, processes and
the resources provided by these commodity
bodies, to ensure there is repaymet of loans.

Lending Outside Commodities Bodies
Livestock (28%)andfood crops (22%) have high

arrears reflecting the not too well coordinated
extension system.
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Table 6. Status of arrears owed by various

commodities.

Commodity | Loan Balances| Areas @ %
outstanding 30/6/2000

Coffee K2,041,875 K 173,000 8
Cocoa K1,808,567 K575,752 | 26
Oil Palm K 757,337 K 33,072 2
Coconuts K1,067,986 K315,806 | 14
Livestock K 878,002 K609,753 | 28
Food Crops| K 820,712 K 485,072 | 22
Spices K 106,221 K 15,894 1
Rubber K 1,164
Total K7,481,865 K2,208,448| 100

Thereis no accountability forthose loans thatare
recommended by DAL staff. The Bank has
experienced greatdifficulty inrecovery, because
of the high turnover of DAL staff (no continuity).
DAL does not havethe extensionresources and
the resources and expertise in credit manage-
ment.

commodities bodies have shown superior loan
repayment performance in nearly all cases.

The Bank has learned that lending must be tied
to commodity bodies with the resources, man-
agement commitment, procasses and exper-
tise to ensure there is security of loan repay-
ment.

Hest Practice

inthree years the Coffee Industry Corporation,
has clearly established itseif as the most effec-

tive and efficient commodity body in the total

SAC Scheme management and delivery. The
basis ofthe Bank assessmentis both gualitative
andquantitative. Onthebasis ofthe quantitative
measures like the levei of arrears and the pro-
duction of quarterly physical reports, CIC is su-
penior,

The QOil Palm Industry Corporation despite se-
vere resource constraints has developed very

harmonious working relationships with the mill-
ing companies, and farmers. The milling com-
panies, which are monopolies, make loanrepay-
ments directly to the Bank, hence in credit per-
formance to date (1% arrears) there is relatively
littie risk in lending SAC seed capital to farmers
in the oil palm industry, other than future drop in
export prices.

Distribution of SAC Loan by Provinces

Since the inception of the SAC Scheme, loans
under this scheme has been distributed to 18
provinces in PNG except Western Province.
Lending has not occurred in Western Province
because there is no Extension arrangement in
place to facilitate lending in that Province.

There is such awide spread dispension of pen-
etration of leanding to various commodities and
the flow on benefits to various Provinces, de-
pending on the spread of commodity bodies
presence inrespective Provinces, the up take by
the various Provinces and the physical presence
of Bank operations in Provinces.

RECOMMENDATIONS

Afterthree years of valuable experiencein man-
aging the revolving fund, the following recom-
mendations are made {o strengthen and im-
prove the financial performance of the SAC
Scheme. These recommendations are consist-
ent with our objective of achieving seif -
sustainability of the scheme, in the medium
term.

POLICY RECOMMENDATIONS
Role of DAL

All future lending under the SAC Scheme are to
be provided in partnarship with commodity bod-
ies and the Bank. No ioan funds should be
provided with DAL as the extension body. DAL
functionto berestricted tothe lead agency roles
of policy formulation and implementation, com-
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pliance auditing, coordination, impact assess-
ment and stakeholder managementroles espe-
cially the Government through the Ministry of
Agriculture and Livestock.

Criteria for Seed Fund Allocation

Futureloans from additional seed capital should
be allocated on the basis of the repayment,
actual arrears performance and compliance with
otherobligations underthe MOA signed between
the Bank and the various commaodity bodies.

Use of Best Practice

Allcommodity bodies are to adopt the CIC model
for the management and implementation of the
SAC Scheme, as arequirement to secure addi-
tional seed capital for future lending. DAL to
ensure compliance by commodity bodies and
where necessary assist with PIP or other assist-
ance, to secure compliance.

Equitable Distribution of Accessible Credit

In order to get more smallholder farmers to

spread the benefit of cheap accessible credit to
a greater proportion of our rural poputation, a
policy for farmers to benefitfrom SAC loans only
once is required.

Those who are successiul in paying their lcans
should graduate to the normal agricuiture loan of
the Rursal Development Bank, where interestis
notsubsidizedlikethe cumrentSACIoans. These
customers will be treated as priority customers
of the Rural Bank under the Bank's priority cus-
tomerlending strategy.

Apolicy ongendar compositionis recommended
inorderto encourage and supportmore women
farmers to access the SAC loans.

Recommendationfor Additional Seed Capi-
tal

DAL and Rural Development Bank to jointly sub-
mitan NEC information paperonthe status ofthe

SAC Scheme since implementation in 1997.

The paper to include a submission for an addi-
tional K20 - K30 million seed capital in the 2001
budget, to allow the Rural Bank to continue
lending under the SAC Scheme.

Recommendation for Exclusive SAC Funds
forWomen

DAL, the National Council of Women and the
Bank should collaborate to seek seed capital to
supplement National Government seed capital
for exclusive lending to women under the SAC
Scheme, using the theme of gender equality as
the catalystin marketing the conceptto potential
donors.
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