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ABSTRACT

DETERMINANTS OF CREDIT CONSTRAINTS ON MICRO AND SMALL
ENTERPRISES IN THE NORTHERN PROVINCE OF SOUTH AFRICA

By

Charles Lepepeule Machethe

There is a widespread belief in South Africa that the contribution of micro and
small enterprises (MSEs) to employment and income generation is limited by credit
constraints. However, there is limited knowledge of the significance and
determinants of such credit constraints. This study is concerned with determining
the proportion of MSEs that are credit constrained and identifying determinants of
credit constraints on MSEs in the Northern Province of South Africa. A logit
framework, using data obtained from 270 peri-urban and rural MSEs, is employed
to identify determinants of credit constraints on MSEs. The estimation of the
proportion of credit constrained MSEs and identification of determinants of credit
constraints are done for the overall credit market, formal credit market and informal
credit market.

An important finding of this study is that many but not most MSEs included
in the analysis are credit constrained. Forty-eight percent of all the MSEs in the

sample are credit constrained in the overall credit market. The proportions of credit



constrained MSEs in the formal and informal credit markets are 30 and 42 percent,
respectively.

The results of the study indicate that the most important determinants of
credit constraints in the overall credit market are household/business wealth,
location of the business, and the economic sector in which it operates. MSEs that

are more likely to be credit constrained in the overall credit market are (a) from poor

households; (b) located in rural areas; and (c) in the manufacturing sector. The

most important determinants of credit constraints in the fqr_(pp_l)_grggijt_ market are

éducatio&and@endég of the MSE operator, and the(économic sectchn which the
- / | - _
MSE operates. MSEs in the@\anufacturing sector, and those operated @y less

S
educated and male entrepreneurs are more likely to be credit constrained in the

formal credit market. Determinants of credit constraints inithe.’lfir)fgr_m"‘a—l.\carre»c’i_it___mgrket

are @usehold/business wealt}y; whether the firm is @}ﬁcially registerea/\ as a
business, and ﬁcatiori Pf the business. MSEs frorr(goor households,,,&)t officially

registered /as business concerns andj"located in rural areaé .are more likely to

experience credit constraints in the"'in/fa-rm‘a\credit_ma[kgt,
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CHAPTER ONE
INTRODUCTION

This chapter outlines the socio-economic problems confronting South Africa
and highlights the emphasis placed on the promotion of micro and small enterprises
(MSEs) as a partial solution to the problems. The research problem, research

questions and hypotheses of the study are also described in this chapter.

1.1  General problem

South Africa is experiencing problems of high unemployment, skewed
income distribution and poverty. The problem of unemployment can be attributed
mainly to previous government policies that favored capital-intensive production
(World Bank, 1994b) and inadequate attention to employment generation in the
former homelands. Apartheid policies that discriminated against the majority of the
population and favored the white population have contributed to poverty and
created the most unequal distribution of income in the world.

Among Africans, only 47 percent are employed in the formal sector (World
Bank, 1994b). The formal sector is no longer able to provide employment for a
large number of people seeking employment. The labor absorption capacity of the

formal sector in urban areas has declined rapidly. In 1965-70 the urban formal
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sector could absorb 75 percent of annual labor entrants but the absorption capacity
dropped to only 12.5 percent in 1985-89 (Ligthelm and Kritzinger-van Niekerk,
1990). The inability of the urban formal sector to absorb a large proportion of labor
entrants contributes significantly to unemployment in the former homelands. Many '
of the unemployed are in the former homelands, with women experiencing higher
rates of unemployment than men. Men who are less than twenty-five years of age
have greater difficulty in finding employment (World Bank, 1994b).

Approximately 50 percent of South Africa's population of forty million can be
classified as living below the poverty datum line (SAIRR, 1993). More than 36
percent of all households are classified as poor (Data Research Africa, 1995).
Poverty is more pervasive in rural areas, with the incidence of poverty being the
same in the rural areas of the former white areas and the former homelands (World
Bank, 1994b). The proportion of the poor living in rural areas of South Africa is
estimated at 70 percent (Government of South Africa, 1995). Approximately 50
percent of all rural households and 68 percent of rural people are poor. In urban
and metropolitan areas, 39 and 17 percent of the population, respectively, can be
classified as poor (Data Research Africa, 1995). The incidence of poverty in rural
areas is highest among Africans: 71 percent of poor rural households are African.
Carter and May (1997) note that 77 percent of the poorest decile of the population
of South Africa are Africans living in rural areas and control just over one percent
of household and adult equivalent expenditure. The wealthiest ten percent of South

African households account for 40 percent of the household and adult equivalent
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expenditure and only four percent of these households are Africans living in rural
areas.

South Africa has the world's most unequal distribution of income (Deininger
and Squire, 1996). The per capita incomes of whites in 1987 was on average 9.5
times that of Africans. Gini coefficients are estimated at 0.69 for aggregate income
in 1980, 0.82 for farmland ownership in 1989, and 0.82 in the manufacturing sector
in 1982 (Bureau for Market Research, 1993; World Bank, 1994b). In 1993, the Gini
coefficient is estimated to be 0.65 (see Blumenfeld, 1997). These coefficients are
among the highest in the world.

The alleviation of poverty, unemployment and income inequalities (problems
inherited from the previous apartheid government) are major priorities of the South
African government. The government's plans to deal with these problems are
outlined in a document entitied The Reconstruction and Development Program
(RDP) (African National Congress, 1994). The RDP emphasizes the role of micro
and small enterprises in poverty alleviation and narrowing the income gap between
different race groups through employment and income generation. The potential
contribution of MSEs to equitable income distribution and employment and income
generation in South Africa is also acknowledged in the White Paper of the
Department of Trade and Industry (Department of Trade and Industry, 1995).

The role of MSEs in employment creation and poverty alleviation is, thus,
undisputable. However, to date, the contribution of MSEs to employment and
income generation and poverty alleviation in South Africa is considered to be

inadequate. The limited contribution of MSEs may be attributed to constraints they
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face. These constraints include insufficient capital and tend to be severe in rural
areas, especially among women (Department of Trade and Industry, 1995).
Capital for MSEs can be accumulated from various sources of household
income, including wage employment in farm and nonfarm sectors, remittances from
migrants, agriculture, self-employment in farm and nonfarm sectors, old-age
pension, and loans from informal, formal and semiformal lenders. Carter and May
(1997) identify remittances from migrant workers, employment in the secondary
market', and agricultural production as the three most important (in terms of the
proportion of households that indicated that they derive income from the various
sources) sources of income for rural households. However, income from agriculture
for rural households is relatively small (Carter and May, 1997; May 1996). Old-age
pensions is also an important source of capital for MSEs. Ardington and Lund
(1996) note that old-age pensions are of critical importance to household income.
Some MSE operators manage more than one business and income from one
business can be reinvested in the other business. Another source of capital for
MSEs is credit from formal (e.g. commercial banks, development corporations, etc.),
semi-formal (e.g. NGOs) and informal lenders (family and friends, traders, etc.).
The high unemployment rate and the declining labor absorption capacity of

the formal sector in South Africa imply that the proportion of households generating

' Burawoy (1975) distinguishes between primary and secondary labor

markets. Primary labor market refers to that labor market in which workers are well
paid and have job security and prospects of career advancements. The secondary
labor market is defined as that labor market with low-paying jobs and little job
security and career advancement.
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income from wage employment and remittances is likely to decline. Thus, the
relative importance of wage employment and remittances as sources of household
income will decrease. The dependence of smallholder agriculture on erratic rainfall
means that rural households cannot rely on agriculture as the main source of
income. Income from old-age pensions is inadequate for the financing needs of
households and MSEs. Capital accumulation from self-employment in other
businesses is likely to be limited because of the small number of MSE operators
who can afford to own more than one business. Therefore, in addition to other
efforts to solve the problem of insufficient capital, it becomes important to pay
attention to credit as a possible tool for removing capital constraints on MSEs.
Credit has the potential to alleviate capital constraints on MSEs and, thus, enable
them to increase their contribution to income and employment generation and

poverty alleviation.

1.2 Specific problem

Many analysts and policy makers in South Africa believe that credit
constraints are among the major constraints limiting the contribution of MSEs to
employment, income generation and poverty alleviation (African National Congress,
1994; Department of Trade and Industry, 1995; Coetzee et al., 1994). Credit
constraints occur in a firm when its effective demand for credit exceeds its supply
of credit at the rate of interest prevailing in the market. Effective demand for credit
is demand which reflects wants translated into action (which is borrowing coupled

with the ability to repay a loan), not mere intention or desire to borrow (notional
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demand). The supply of credit to the firm refers to the schedule of quantities of
credit lenders are willing to make available to the firm at prevailing rates of interest.

Credit constraints are reported to be the most persistent complaint of
operators of small businesses in South Africa (Moore and Schoombee, 1995; World
Bank, 1993; Zeidler, 1994). The belief in the existence of credit constraints is often
based on results from surveys in which MSE operators are asked to indicate
whether lack of credit is a problem. These surveys usually do not ask whether
respondents did attempt to obtain credit and, if so, whether they obtained the
requested amount of credit. Ideally, determining whether credit constraints exist
should entail comparing the firm’'s supply of credit and its effective demand for
credit. However, due to difficulties often encountered in gathering data to determine
the effective demand for credit, the distinction between effective and notional
demand for credit is usually not made in the literature. To determine whether there
is effective demand or not requires assessing the ability of potential borrowers to
repay loans. This is difficult because it requires judgments about the future
behavior of borrowers and the future profitability of an investment project.

Results from surveys which only ask whether lack of credit is a problem for
MSE operators are not very useful for policy because they do not separate people
who are credit constrained from those that are not credit constrained. Government
and donor agencies may expend resources to remove credit constraints on people
who do not face such constraints. This may result in misallocation of society's

resources which could be used to remove other important barriers to firm growth.
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Therefore, there is a need for research to determine whether credit
constraints on MSEs in South Africa exist recognizing that such constraints occur
only when the firm's demand for credit exceeds its supply of credit. Determining
whether credit constraints exist will enable policy makers and others to know the
proportion and type of MSEs whose credit constraints should be removed.
However, to draw conclusions about which MSEs are credit constrained requires
knowledge of the viability of projects people want to use credit for. This is very
difficult to determine from a survey and involves guesses about the future.

Currently, there is a paucity of information on what determines credit
constraints on MSEs in South Africa. Research focusing on determining whether
credit constraints exist among MSEs in South Africa and, if so, what determines the
constraints would be interesting to policy makers in other countries because of the
historical exclusion of blacks from the mainstream economy. Knowledge of what
determines credit constraints is important because it sheds light on possible policy

measures that could be taken to remove the constraints.

1.3 Research questions
This study addresses the following questions:

(@) What is the proportion of MSEs that are credit constrained?

(b) What are the determinants of credit constraints on MSEs and, therefore,
which types of MSEs are likely to be credit constrained?
These questions will be addressed in a specific study area, namely, the

Northern Province of South Africa.



14 Hypotheses

The hypotheses of this study focus on the determinant variables that reflect
key problems associated with credit constraints in the literature. These problems
are common characteristics of the credit market of the Northern Province. They
include high transaction costs of borrowing and lending, insufficient collateral for
loans, imperfect information, and institutional constraints. These problems are
described in more detail in chapter 3.

The specific hypotheses of the study are:

Hypothesis 1: MSEs from poor households are likely to experience credit
constraints.

Many formal lending institutions in South Africa and elsewhere require
collateral for loans. This means that firms that cannot provide collateral or can only
provide insufficient collateral are likely to be credit constrained, especially in the
formal credit market. Poor firms are the ones that fail to provide sufficient loan
collateral and, therefore, are likely to be credit constrained.

However, there is some ambiguity in this hypothesis. It is possible that MSEs
from poor households may not face credit constraints because they do not demand
credit. A possible reason for this is that MSEs from poor households may lack
investment opportunities which generate the demand for credit. Thus, the richer
may actually face more credit constraints than the poorer.

Hypothesis 2: MSEs located in rural areas are more likely to be credit

constrained than those in peri-urban areas.
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Peri-urban areas are defined to include townships in which black people
reside in the former homelands and some of the areas that were designated for
occupation by white people located near cities and towns. A possible reason to
expect MSEs in rural areas to be more likely to be credit constrained include high
transaction costs of borrowing and lending associated with credit transactions
involving lending and borrowing in rural areas. Transaction costs include actual
monetary expenses and the opportunity cost of time involved in executing credit
transactions (see chapter 3 for further discussion).

However, it may also be possible that MSEs in rural areas are less likely to
be credit constrained because of little or no demand for credit. This could happen
if there are limited investment opportunities to generate demand for credit.

Hypothesis 3: MSEs operated by less educated persons are more likely to
be credit constrained.

Less educated MSE operators are not likely to obtain the amount of credit
they ask for because lenders tend to associate repayment ability with the level of
education achieved by the borrower. In rural areas, less educated persons are not
visible to lenders and, therefore, the cost of information to evaluate their
applications for credit is relatively high.

Hypothesis 4: Younger businesses are more likely to be credit constrained
than older ones.

Information required by lenders to evaluate and process loan applications
from younger businesses is not likely to be readily available because these

businesses often do not have an established track record . Thus, transaction costs
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associated with lending to younger businesses are likely to be relatively high.
Furthermore, younger businesses are not likely to meet the loan collateral
requirements of lenders because they have not accumulated sufficient assets.

Hypothesis 5: MSEs in the manufacturing sector are more likely to be credit
constrained.

MSEs operating in the manufacturing sector require relatively large
investments in assets. These asset requirements coupled with problems
manufacturing MSEs experience in obtaining credit are likely to lead to these MSEs
being credit constrained. Assistance programs for MSEs tend to neglect
manufacturing MSEs in favor of MSEs in other sectors. However, there is also a
view that assistance programs are biased towards manufacturing MSEs.

Hypothesis 6: Female-operated MSEs are more likely to experience credit
constraints.

Rural women in South Africa were considered to be minors in terms of past
laws of the country. This means that they could neither own land nor enter into loan
agreements with lenders without the consent of their husbands. Furthermore,
women tend to be less educated than men. These factors are expected to make
it more difficult for women to obtain the amount of credit they request.

Hypothesis 7: MSEs operated by younger people are more likely to be credit
constrained.

Younger people are expected to have little business experience. In addition,
according to the life-cycle hypothesis, younger people are likely to have

accumulated little wealth and, therefore, they cannot provide their own finance.
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Hypothesis 8: MSEs registered with government as business concemns are
less likely to be credit constrained.

Evidence from other countries indicates that formal registration is a
requirement for obtaining credit from formal lenders. This implies that unregistered
businesses may experience difficulty in obtaining credit from formal lenders.
Furthermore, formal registration may overcome problems of imperfect information
and this could make formal lenders interested in lending to registered firms.
However, there is some ambiguity in the hypothesis. Unregistered businesses are
likely to be engaged in activities that do not require credit. Thus, they may be

expected to be credit unconstrained because their demand for credit is zero.

1.5 Outline of subsequent chapters

This study is organized into eight chapters.

Chapter 2 provides background information on the Northern Province. This
chapter also describes the small business sector and sources of capital for MSEs
in South Africa.

Chapter 3 focuses on explaining the meaning of a credit constrained firm.
This chapter also provides a theoretical framework for the determinants of credit
constraints.

The data source and characteristics of the sample analyzed in this study are
described in Chapter 4.

Chapter 5 reviews methods used in previous studies to identify credit

constrained firms/households.
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Chapter 6 specifies the regression model and describes the estimation
procedure. This chapter also outlines the approach adopted in this study to classify
firms as credit constrained or unconstrained.

The results of the study are presented in Chapter 7. This chapter begins with
a description of the characteristics of MSEs according to their credit status (i.e.
whether credit constrained or not). The findings of the study on determinants of
credit constraints on MSEs are then presented. Determinants of credit constraints
are outlined for each credit market (i.e., overall credit market, formal and informal
credit markets).

Chapter 8 presents a summary of the study and also draws implications of

the findings of the study for policy and future research.



CHAPTER TWO

BACKGROUND ON THE NORTHERN PROVINCE, THE SMALL BUSINESS
SECTOR AND SOURCES OF CAPITAL
This chapter provides background information on the Northern Province
including a description of the small business sector in South Africa and sources of

capital for MSEs.

2.1 Geographical location

Northern Province is one of the eight provinces in South Africa. The province
is located in the northern part of South Africa and shares borders with Botswana,
Mozambique and Zimbabwe. Three former homelands and former white areas
comprise the province?. The three former homelands are Gazankulu, Lebowa, and

Venda. Each former homeland area is divided into magisterial districts. A

2 Former homelands refer to areas that were set aside for black people to
“govern themselves” in terms of past apartheid policies. Some of these homelands
were later granted political “independence” by the apartheid regime. Venda was
one of these “independent” homelands. White areas were meant for white people
and people belonging to other racial groups were not allowed to live or do business
in these areas.

13
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magisterial district consists of a number of villages. Some of the magisterial districts
may consist of only rural villages while others include both rural and peri-urban
villages.

Peri-urban areas are usually located not too far from towns and cities
because blacks were supposed to commute from there to cities and towns to work
and shop. Towns and cities are located in the former white areas. Some of the
major towns and cities in the Northern Province include Pietersburg, Louis Trichardt,

and Tzaneen.

2.2 Socio-economic characteristics

Northem Province is one of the poorest provinces in South Africa. Poverty
and unemployment are more pervasive in the former homelands which are
predominantly rural. About 70 percent of the population in the province live below
the poverty line. Kirsten (1996) notes that 62 percent of households and 69
percent of individuals live in poverty. It is estimated that 49 percent of the
economically active population in the formal economy in 1994 were unemployed.
More than 90 percent of the economically active population who are unemployed
are in the rural areas. The promotion of small businesses is considered to be one

of the ways to alleviate the problems of unemployment and poverty in the province.

2.3 The small business sector in South Africa
The small business sector in South Africa is comprised of survivalist, micro,

small, and medium enterprises (Department of Trade and Industry, 1995). The
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Department of Trade and Industry (1995) defines these four categories of
enterprises as follows: Survivalist enterprises encompass activities undertaken by

poor people in an attempt to survive. Microenterprises are “... very small
businesses, often involving only the owner, some family member(s) and at the most
one or two paid employees.” Small enterprises are considered to be part of the
formal economy, employing between five and fifty people per enterprise. Medium
enterprises, often difficult to distinguish from small and large businesses, include
businesses that employ between fifty and two hundred persons and with capital
assets not exceeding five million rands?.

Microenterprises in this study are defined as any enterprise employing less
than six persons®. Microenterprises are, thus, defined to include survivalist and
non-survivalist enterprises. Defining microenterprises in this manner is not meant
to suggest that we ignore the fact that survivalist and non-survivalist enterprises are
different and, therefore, may require different strategies for growth. This definition
is adopted mainly because, in practice, it is difficult to separate survivalist from non-

survivalist enterprises. Small enterprises in this study are as defined by the

Department of Trade and Industry above.

3 Rand (R) is the South African monetary unit equivalent to about US$0.20

4 This definition is different from that in USAID guidelines where
microenterprises are defined as any enterprise employing less than ten persons
(see Boomguard et al., 1989; Boomguard, 1991). By South African standards, a
firm employing more than five persons would be considered too large to be
described as a microenterprise.
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The small business sector in South Africa is dominated by the retail sector,
followed by service and manufacturing sectors (Zeidler, 1994). However, Tendler
(1996) notes that the number of manufacturing MSEs is underestimated. The
majority of retailers are street vendors. The sectoral composition of the small
business sector is as follows: retail (40-70%), manufacturing (14-36%), and service
(9-38%) (Zeidler, 1994). These statistics should be viewed as rough estimates
because there is no agreement among researchers on their validity. The sectoral
breakdown of the small business sector in the Northern Province as provided by
Kirsten (1996) is as follows: trade (48%), manufacturing (13%), service (6%),
construction (4%), transport (19%), repairs (5%) and food processing (4%). These
figures may not provide a representative picture of the sectoral composition of the
small business sector in the Northern Province because they are derived from a
case study.

Based on survey results involving two townships in South Africa, McPherson
(1992) finds that the majority of MSEs are run by females. Female-run MSEs tend
to be smaller than those run by males.

McPherson (1992) observes that the majority of MSE activity in Southern
Africa is in the rural areas. In South Africa, the disproportionate share of rural and
township MSEs is the result of restrictions on blacks to live and own businesses in
former white areas. Restrictions on blacks date back to the 1920s when they were
regarded as only temporary residents in former white areas and were there solely
to provide labor for the white-owned industry (Krige, 1988). These restrictions were

lifted in the early 1990s. Legislation became more restrictive in the 1960s when
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black entrepreneurs living in urban areas were encouraged to move to newly
established “homelands”. Legislation required that black businesses be located in
black residential areas and their market was limited to areas in their vicinity. Black
businesses were not permitted to serve customers from other racial groups (Krige,

1988; Kahn, 1983, Southall, 1980).

2.4 Sources of capital for MSEs

Sources of capital for MSEs may be divided into credit and noncredit
sources. Credit sources include loans from informal lenders and formal and semi-
formal lenders. Noncredit sources consist of remittances from migrant workers,
old-age pensions, self-employment in farm and nonfarm sectors and wage

employment.

2.4.1 Credit sources

The credit market may be subdivided into formal, semi-formal and informal
credit markets. The formal credit market is comprised of all lenders whose activities
do not fall within the regulatory framework of the country’s central bank. The semi-
formal credit market includes all lenders that cannot be easily classified as formal
or informal lenders. This is because some of the lending activities of these lenders
may resemble those of formal lenders while others appear to be informal. The
informal credit market encompasses lenders whose activities are not regulated by

the country’s central bank.
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24.1.1 Formal lenders

The formal credit market is comprised of commercial banks in the private
sector and parastatals (development corporations and development banks) in the
public sector.

Commercial banks are located mainly in urban areas (Commission of Inquiry
into the Provision of Rural Financial Services, 1996) and have traditionally directed
their lending mainly to big businesses. Because commercial banks are located
mainly in the former white areas, MSE operators have to travel long distances to
obtain financial services such as credit. Some of the major banks and other lending
institutions have outlets in the townships. This means that the distance traveled by
MSE operators in townships to banks is shorter than for rural MSE operators. There
are virtually no banks in rural areas although some commercial banks provide
mobile banking services (perhaps once a week and provide mainly withdrawal and
deposit services). Commercial banks are not well adapted to the needs of
disadvantaged people and have been reluctant to lend to the small business sector
(Zeidler, 1994). The reluctance may be attributed to a number of factors, including,
high transaction costs associated with lending to the small business sector,
problems related to loan security and the perceived high probability of default on
loans.

Commercial banks usually require collateral for loans and many businesses
in the small business sector are not able to meet this requirement. These banks
also charge market rates of interest on loans. Some of the assets owned by the

poor such as land are usually not acceptable to commercial banks as collateral.
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This is because land in the rural areas is largely communally owned and cannot be
sold.

Development corporations include former homeland development
corporations and the Small Business Development Corporation. These
corporations were established to provide financial and other services for black
people. The Small Business Development Corporation is located in a former white
urban area and has branches in smaller towns, including, peri-urban areas in the
former homelands. Former homeland development corporations are located in peri-
urban areas in the former homelands. Development corporations provide loans to
small black businesses at subsidized rates of interest. These interest rates are
usually fixed and do not vary with the characteristics of the borrower. Loan
collateral requirements for some of the development corporations have not been as
stringent as those for commercial banks. Loans may be granted on the basis of
potential to repay rather than on the availability of collateral.

Development banks include the Development Bank of Southern Africa and
former homeland development banks. The Development Bank of Southemn Africa
was established to act as a multi-sectoral institution providing financial and other
services to the former homelands. The bank is located in a former white urban
area. Former homeland development corporations obtained substantial amounts
of money for on-lending from the Development Bank of Southern Africa. Former
homeland development banks are registered as commercial banks and are located

in peri-urban areas in some of the former independent homelands. They were
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established to provide financial services in predominantly rural areas (Commission

of Inquiry into the Provision of Rural Financial Services, 1996).

24.1.2 Semi-formal lenders

Semi-formal lenders include nongovernment organizations (NGOs) and
savings and credit cooperatives. These organizations became involved in the
financing of MSEs in South Africa recently and little is known about their lending
activities. Zeidler (1994) notes that these organizations are concentrated in black
townships and are less engaged in rural areas. Zeidler (1994) estimates that the

formal credit sector and NGOs reach only one percent of MSEs in South Africa.

2413 Informal lenders

Informal lenders include individuals (e.g. relatives, friends, neighbors,
moneylenders, traders - input or raw material suppliers, etc.) and groups (e.g.
rotating and savings associations or ‘stokvels’, burial societies, etc.). The informal
credit market is the main source of credit for rural households in South Africa.
Coetzee (1988) found that 71 and 57 percent of MSE credit transactions in the
former homelands of Lebowa and KaNgwane, respectively, occurred in the informal
financial market.

Loans from friends and relatives are a significant source of finance in many
developing countries. This is also true for South Africa’s rural areas and townships.
Friends and relatives are the biggest source of credit for MSEs in South Africa

(Coetzee et al., 1994). Liedholm and Mead (1987) and Liedholm and McPherson
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(1991) observe that family and friends are the most important source of funds for
working capital and fixed assets for MSEs.

Rotating and savings associations or ‘stokvels’ (as they are called in South
Africa) also play a significant role in informal finance in South Africa. However, they
are more important in the townships. Moore and Schoombee (1994) note that a
third of the black population in metropolitan areas participate in ‘stokvels’.

Traders (including input and raw material suppliers) are also important role
players in rural financing in many developing countries. Fafchamps (1997) notes
that trade credit provided by suppliers is the principal source of external finance that
firms owned by Africans have access to. However, this conclusion does not seem
to be valid for South Africa. Results from several studies indicate that the most
important source of credit for MSEs in South Africa are family and friends. In South
Africa, firms from which MSEs purchase their supplies are located mainly in cities
and towns. These firms are owned mainly by whites. A large number of these

firms sell only on cash basis.

2.4.2 Noncredit sources

Rural households derive income from various sources such as wage
employment, remittances, self-employment in the farm and nonfarm sectors, old-
age pension and agriculture. Since MSEs and households are intertwined, these
income sources also serve as sources of capital for MSEs. The composition of
income for black rural households in South Africa is as follows: wages (34.1%),

remittances (22.1%), transfers (22.4%), informal sector/other (15.3%) and
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agriculture (6.1%) (see Ardington and Lund, 1996). Remittances from migratory
workers and old-age pensions (transfers) are the second and third most important
sources of household income, respectively. Income from MSE (informal) sector
activities and agriculture rank fourth and fifth, respectively, in terms of their
contribution to household income. However, if importance of household income
sources is measured in terms of the proportion of households that derive income

from a particular source, agriculture ranks as one of the top three sources.



CHAPTER THREE

CONCEPTUAL FRAMEWORK

This chapter describes the meaning of a credit constrained firm. Previous
studies are reviewed to find out how other researchers define a credit constrained
firm. A theoretical framework is presented to provide an understanding of
determinants of credit constraints. Because whether a firm is credit constrained or
not depends on its demand for and supply of credit, this chapter also provides

theoretical explanations of determinants of demand for and supply of credit.

3.1 Credit in the context of other sources of capital

Firms require fixed and working capital for operation and growth. The capital
may be derived from various sources, including credit and noncredit sources, as
outlined in previous chapters. It is within the context of multiple sources of capital
that credit as another source must be placed. Noncredit and credit sources of
capital may substitute or complement each other. On the one hand, access to
capital from credit sources may eliminate the demand for capital from noncredit
sources. On the other hand, having access to capital from noncredit sources may
make it unnecessary for the firm to borrow. It is typical for capital from noncredit

sources to serve as collateral for a loan.

23



24

Firms usually use their own resources to finance their operations and
projects and resort to external sources of capital when their resources are
inadequate. Thus, noncredit sources will be sought first and only when capital from
these sources are inadequate for their financial needs will firms consider credit
sources. Also within the credit market, MSEs usually borrow from informal lenders
first, especially family and friends, and approach formal lenders when they cannot
raise sufficient capital from informal lenders.

A firm faces capital constraints when the amount of capital is inadequate for
its financing requirements. The amount of capital may be inadequate because
capital raised from either credit or noncredit sources or both is not sufficient. Credit

constraints are a sufficient condition for a firm to be capital constrained.

3.2 Whatis a credit constrained firm?

A firm is credit constrained when it obtains less credit than it requested at
the prevailing rate of interest and cannot secure more credit by offering to pay a
higher interest rate (Feder et al., 1990; Jaffe and Russell, 1976). Carter and Olinto
(1994) describe a credit constrained household or firm as one that is willing to
borrow more than what the lender is willing to supply at the given rate of interest.
In the economist’s language, the interest rate is ‘sticky’ because it does not adjust
to allow market clearing in the credit market. The ‘stickiness’ of the interest rate is
an important explanation for the divergence between the amount of credit the firm
demands and the amount it obtains. The interest rate may be sticky because

lending institutions find it unprofitable to raise the rate of interest above a certain
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level in the presence of imperfect information (see section 3.4.1). That is, lenders
do not use the price of credit (interest rate) to ration credit and market clearing does
not occur.

Stiglitz and Weiss (1981) define credit rationing as a situation in which either
(a) among loan applicants who appear to be identical some obtain loans while
others do not - those who do not obtain loans are unable to do so even if they offer
to pay a higher interest rate or (b) some identifiable group within a population are
unable to obtain a loan at the given supply at any given interest rate even though
they would with a larger supply of credit (see section 3.4.1 for further discussion).
Thus, we may distinguish between two situations under which credit rationing might
arise. First, a firm or household may be credit rationed even though the lender has
adequate funds to lend. Second, the lender may have a fixed amount of money to
lend and, therefore, only a certain number of firms or households obtain credit.

Kochar (1992:17) distinguishes between "access rationing" and "quantity
rationing." Access rationing refers to a situation in which the amount of credit
supplied to a household/individual/firm is zero at the given rate of interest. This
situation is depicted in Figure 3.1(a) and corresponds to the definition of credit
rationing as provided by Stiglitz and Weiss (1981). In Figure 3.1(a), firm-level
supply of credit (i.e., borrower's access to credit) at the rate of interest (r) is zero
although demand for credit is positive. The firm (borrower) faces a vertical supply
curve for credit which coincides with the y-axis. Quantity rationing occurs when the

borrower gets less credit than requested at the given rate of interest, i.e. when
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demand exceeds supply. Quantity rationing is illustrated in Figure 3.1(b). The
focus in this study is on access rationing.

Conning (1995) éuggests that to determine whether a borrower is rationed
or not the demand for and the largest supply of credit at the current rate of interest
should be compared. In Figure 3.1(b), the largest quantity of credit supplied to the
firm at the current rate of interest (r) is Qg while the quantity demanded is Q,. The
amount of credit received by the firm is less than the desired amount by Q;Q,. The
downward-sloping demand curve reflects the inverse relationship that exists
between the amount of credit demanded and the rate of interest on a loan. At lower
rates of interest, there are a number of possible projects that a borrower can invest
in and earn a good rate of return to his/her investment. Thus, more credit is
demanded. However, as the rate of interest rises, the number of projects with a
good rate of retun declines. This causes the borrower to demand less credit. The
upward-sloping supply curve for credit indicates the positive relationship that exists
between the rate of interest on a loan and the amount of credit the lender is willing
to supply to the firm. As the interest rate rises, the lender expects to earn more
from lending and will be willing to supply more credit to the firm.

A distinction is often made between price and nonprice credit rationing. Price
rationing occurs when the lender allocates the amount of credit by varying the rate
of interest. Nonprice credit rationing refers to credit allocation that occurs not as the
outcome of varying the rate of interest. In credit markets with imperfect loan
information, information costs may be significant. In such situations, the lender

may find it optimal to ration credit through nonprice means rather than raise interest
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rates even though there is excess demand for credit (see section 3.4.1 for
explanation). Such nonprice means may include measures taken by the lender to
make it difficult or impossible for loan applicants to obtain a loan (e.g. requiring a
loan collateral, loan application procedures requiring lots of documentation,
soliciting bribes, etc.). Carter and Olinto (1996) note that quantity rationing occurs
in formal credit markets where imperfect information problems are more relevant.
Imperfect information problems are less relevant in informal credit markets because
informal lenders deal with a small clientele known to them. Informal credit is, thus,

often price rationed.

Interest S a. Access rationing Interest _ D. Quantitﬂ rationing
rate rate

I T

! |

! |

! |

[ i

! |

! |

5 I

: Qs QD

Loan size Loan size

Figure 3.1. Access and quantity rationing

Determining whether a firm is credit constrained requires comparing the firm's
effective demand for credit and its supply of credit at a given rate of interest. The
firm’s supply (firm-specific supply) of credit refers to the schedule of quantities of
credit available to the firm at current rates of interest. A firm whose demand for

credit exceeds the supply of credit would be considered to be credit constrained.
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The gap between the amount demanded and received is a measure of the extent
of the credit constraint. Barham et al. (1996) classify firms into three categories:
fully constrained, partially constrained, and unconstrained (see Figure 3.2). A fully
constrained firm has a zero supply of credit and a positive demand for credit
(access rationing). A firm is partially constrained when it receives some credit and
its demand for credit is positive and greater than its supply of credit (quantity
rationing). A partially constrained firm fails to obtain a loan large enough for it to be

on its demand curve.

Credit Constrained Credit Unconstrained
(D>S? (D=8, or D<S, or D=0)
Partially lConstrained Fully Constrained
(0<S<D) (D>0 anT §=0)
|
Applied for Credit Did not Apply for Credit

Note: D =Demand for Credit
S = Supply of Credit

Figure 3.2. Credit constrained and unconstrained firms

A credit unconstrained firm is a firm whose demand for credit is less than or
equal to its supply of credit. Carter and Olinto (1994) describe a credit-
unconstrained firm or household as one whose demand for credit is less than or

equal to the amount offered by the lender at the prevailing rate of interest.
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A firm or household may be credit unconstrained because it has no demand
for credit or its demand for credit equals its supply at the prevailing rate of interest.
These situations are depicted in Figure 3.3. In Figure 3.3(a), the quantity of credit
demanded at the prevailing rate of interest (r) is zero and at this rate the lender is
willing to supply Q. Figure 3.3(b) depicts a situation in which the quantity of credit

demanded and supplied to the firm at the prevailing rate of interest is the same (Q).

Interest] a. Demand equals zero S Interest] b. Demand equals supply = g
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Figure 3.3. Credit unconstrained when demand equals zero and supply equals
demand

Since the firm's demand for and supply of credit determine whether the firm
is credit constrained, an insight into what determines the firm's supply of and

demand for credit is crucial to understanding determinants of credit constraints.

3.3 Determinants of firm-specific demand for credit

The firm's demand for credit refers to the schedule of quantities of credit the
firm is willing to obtain (and able to repay the loan) at different rates of interest,
ceteris paribus. The firm’'s demand for credit is derived from its demand for capital.

Firm-specific demand for credit may be expressed as a function of household
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wealth, cost of borrowing, asset requirement, and expected return to investment in
the economic activity to be financed. Algebraically, the relationship may be

expressed as follows:

D, = fCW,AR) ..ottt cetteiteste e s stesste e see e s see s saa e s s e s saaeaens (1)
where:

D, = amount of credit demanded by the firm;

C = cost of borrowing (includes interest on loan and

transaction cost);

W = household wealth;

A = asset requirement of the firm; and

R = expected return to investment in the activity for which
is credit sought.

Determinants of firm-specific demand for credit may be divided into those
that (1) cause a movement along the demand curve and (2) shift the demand curve.
These two categories of determinants are discussed below. In explaining the effect
of each determinant on demand for credit, we shall assume that all other factors
which may affect credit demand are constant.

A change in interest rate results in a movement along the demand curve and,
thus, affects the quantity of credit demanded. Interest rate is the price paid by the

borrower for credit. Therefore, the quantity of credit demanded by the firm and the



31

rate of interest are inversely related. An increase or decrease in interest rate
causes the quantity demanded to decrease or increase, respectively.

Demand curve shifters include transaction costs, household wealth, expected
return to investment, and asset requirement.

Transaction costs of borrowing include the actual monetary expenses
incurred by the borrower and the borrower's opportunity cost of time involved in
acquiring a loan (e.g., traveling to and negotiating with the lender and completing
application forms). Transaction costs of borrowing determine the position of the
demand curve. This means that a borrower facing higher transaction costs will have
his/her demand curve more to the left relative to the demand curve for a borrower
with lower transaction costs. If the borrower’s transaction costs are currently high
and something happens lowering the transaction costs, the demand curve for credit
for the borrower will shift to the right indicating a rise in the demand for credit.
Anything that increases the borrower's transaction costs would shift the demand
curve for credit to the left implying a decrease in demand for credit. This means that
at a given rate of interest, a smaller quantity of credit will be demanded.

The firm's demand for credit changes with household wealth and resource
endowment. Household wealth could affect demand for credit positively or
negatively. Wealth might cause the firm not to demand more credit because it no
longer needs credit (i.e. economic activities can be financed from household
wealth). On the other hand, knowing that there is sufficient collateral for loans made
possible by a higher level of household wealth might encourage the firm to demand

more credit. Thus, an increase in household wealth may shift the demand curve for
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credit either left or right. However, in conventional analysis of the relationship
between wealth and demand for credit, it is usually assumed that an increase in
wealth shifts the demand curve for credit to the right.

The firm’'s requirement for assets affects its demand for credit. An increase
in the firm's asset requirement results in an increase in the firm’'s demand for credit.
Asset requirement is related to the economic sector in which the firm operates.
Firms in certain sectors will require more money to invest in equipment, machinery,
buildings, labor and raw materials than firms in other economic sectors. That is, the
nature of economic activities the firm engages in determines the level of investment
required and, thus, asset requirement of the firm. Firms engaged in economic
sectors which require a high level of investment are likely to demand more credit.

The expected return to investment in the activity for which credit is to be used
and demand for credit are positively related. Changes in expected return to
investment can result in a movement along the demand curve for credit or a shift in
the demand curve. At a lower rate of interest, a borrower in a particular economic
sector might expect a higher pay-off from his/her project, and, therefore, the quantity
of credit demanded increases (a movement along the demand curve). If the
borrower decides to switch to another sector which promises to yield a better retumn
to investment, the demand curve for credit shifts to the right. This implies that at
any given rate of interest the borrower demands more credit than before the change
to the sector with a higher return to investment. [f the borrower shifts to a sector
with a lower expected retum to investment, the demand curve for credit shifts to the

left.
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3.4 Determinants of firm-specific supply of credit
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