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AGRARIAN ECONOMY AND RURAL DEVELOPMENT - REALITIES AND PERSPECTIVES FOR ROMANIA

HOW TO UNBLOCK THE FINANCING OF SMALL AND MEDIUM SIZE
FARMSIN ROMANIA?
FINANCIAL INSTRUMENTS PROPOSAL FOR RDP 2014-2020

Cornelia MIHAI, Alexandra TODERITA

Abstract: Recent evidence shows that that over 60% of private investment contracts have been canceled due to the
lack of private co-financing. Basically, a large part of the EU funds for agricultural development cannot be accessed
due to the current poor access to finance of (small and medium-size) farmers. Several factors, such as guarantees of up
to 150% of the loan value, low profitability, or high default risk that hinder the sector’s access to the credit market,
should be mitigated by state intervention. Such a measure can be included in the 2014-2020 RDP, consistent with the
European Commission’s recommendation to include financial instruments for supporting access to finance for farmers
and a gricultural as sociations. The anal ysis pr esented i n t his paper builds on t he solutions proposed in a previous
CRPE report focusing on microcredit, based on the existing mechanisms of the state. Firstly, it aims to support OUG
43/2013 by establishing: (1) a fund for middle-size farms for investment of up to 300,000 Euro, significantly lower than
the previous ceiling of 3 mil. Euro and (2) a microcredit fund (max. 25,000 Euro), both measures coupled with an
interest rate subsidy facility. Ultimately, the aim is to reduce the interest rate that farmers are facing by at least 4
percentage points. Secondly, we propose extending and improving the instruments designed for bearing part of the risk
burden, through (1) a state aid scheme for reducing the cost of the guarantees for projects undertaken by young farmers
and start-ups, and (2) providing 100% guarantee for young farmers that access RDP funds for agricultural investment.
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INTRODUCTION

Overview of Agricultural Funding

Although credit institutions have recently manifested a higher openness and willingness to
finance S MEs i n t he a griculture a nd a gri-food s ectors, t he pr oblem o f poor access to finance
remains the burden to bear by most farmers in rural areas.

Many applicants fort he f inancial ai d offered byt he N ational R ural D evelopment
Programme (RDP) are facing difficulties in procuring the private funds required by the co-financing
program. In the absence of sufficient own capital, and often rejected by banks, potential applicants
are constrained to abandon their development projects, thus directly affecting their income and the
local economy, as well the RDP funds absorption rate.

According t o recent da ta from the M inistry o f A griculture', ove r 60% of t he ¢ ontracts
concluded for t he pr ivate i nvestment m easures w ere canceled duetothelack of private co -
financing. Ceilings established in the current R DP for investment m easures in the food industry
(Measure 123), and in agricultural businesses (measure 121) proved to be overestimated in relation
to the sector's capacity to absorb these funds effectively.

Projects w orth hund reds of t housands of dollars ha ve b een dr afted for t he al legedly
"cheapest money" (EU funds), but the issue that was not taken into account was that for every euro
spent from the EU, the beneficiary has to contribute with a euro, either from its own capital, or
burrowed from the credit market, to which the ineligible expenses should be added. Although most
of these contracts have benefited from letters of comfort from commercial banks, pointing to the
promise of receiving funding for the projects, subsequently the co-financing loans were either not
granted, or the credit conditions were tightened.

On the one hand, the state considers attracting young people in agriculture (hence start -ups),
as well as the development of middle-sized agriculture and family farms, to be among its priorities.
However, the paradox is that no s pecific options for of fering financial support for accessing co-
financing credit have been offered to them.

'Data supported by explanatory memorandum HG 682/04.09.2013
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There i s a n obvi ous m ismatch be tween t he p ace of de velopment of t his s ector a nd t he
requirements of the agriculture credit system in Romania, for which there are a few explanations:
Credit institutions place most farmers and aid recipients of the E AFRD for micro-enterprises and
SME:s in the high-risk category:

Most of them are not able to meet the current indicators required by banks (e.g. regarding liquidity
and solvency) or they cannot provide evidence of previous credit commitments;

Most of t hem do no t h ave s ufficient c ollaterals ( banks r equire a m inimum 110 % , s ometimes
reaching 150 %) for obtaining an investment loan;

Loan m anagement fees are t oo hi gh c ompared to the financial m eans of the applicants (i.e. the
income stream from production activities);

The profitability of the sector is low, compared to higher added value sectors. The average area of
farms in Romania (3.45 ha)? is below the economic sustainability threshold. This means that, in the
first years of impl ementing the projects, farmers are not able to reap sufficient inc ome for both
repaying the requested loans, and supporting the production activities;

Credit i nstitutions l ack expert s taff f or unde rstanding t he p eculiarities a nd ne eds of agricultural
credit. M oreover, there is a dire need o fhaving access to targeted 1 ending pr oducts t hat w ould
complement the financial contribution from both National and European funds.

MATERIAL AND METHOD

Current Credit and Guarantee Facilities

In the current framework for agricultural funding, the chosen approach was to apply a credit
guarantee scheme for co-financing projects through the RDP.

Thus, the fund selected by the MARD has facilitated, by me ans of be aring the farmer’s
(beneficiary of the RDP) credit risk, a switch in the focus of the banking sector towards investment
in agriculture supported by European funds.

In the current RDP, two schemes for offering guarantees for private investment projects in
agriculture and food industry are offered (Measure 121 - Modernization of agricultural businesses
and M easure 123 — Increasing the added value of agricultural and forestry products), as well as
developing SME:s in rural areas that focus on non-agricultural activities (Measure 312 — Support the
creation and development of micro-enterprises and Measure 313 - Encouraging touristic activities).

The w arranties of fered are s trictly related to the funding by the credit institution, falling
within a maximum of 80 % ofits value, and no more than 2.5 million Euro. Based on the annual
reports of the R DP implementation, we can say that the average collateral is currently below the
ceiling, which shows that the maximum eligible value of a project was too high (e.g. €2 million for
modernizing the agricultural businesses — measure 121).

In addition to European funds, M ARD has adopted in 2013 a national lending instrument
through Ordinance 43/2013 regarding measures to develop and support family farms and farmers'
access to finance.

The or dinance 1 s i ntroducing t he ¢ oncept of family farm, a Ithough w e be lieve t hat t he
technical de finition of this category is imprecise”. However, itis an indication that the Stateis
concerned byt he s mall and medium-sized f arming c ategory, ¢ onsidering t he e mphasis on a
financing vehicle that was so far ignored, namely non-bank financial institutions.

Unfortunately, O UG 43/ 2013 is s till not functional be cause it 1acks t he i mplementation
procedures ( no s election was made by credit ins titutions). Proceeding w ith the s election in the
nearby f uture w ould a llow a ccesst oc redit f or f armerst hrough b otht ypes of f inancial
intermediaries ( banks an d micro-credit ins titutions), hence me eting th e explicit obj ective of the
normative act: supporting small farmers.

* Data from the 2010 Agricultural Survey
3 The 2-50 ESU limit includes almost all farmers.
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CRPE Proposal: Financial instruments for stimulating agricultural investments.
Credit and microcredit in the new RDP

The ne w E uropean F ramework f or 2014 -2020 e ncourages M ember S tates t o 1 ntroduce
support facilities for private investment in their R DPs, by c oupling these s upport m easures w ith
financial instruments.

In the "Position of the Commission Services on the development of Partnership A greement
and programmes in ROMANIA for the period 2014-2020" document, the chapter dealing with the
competitiveness of s mall a nd medium-sized enterprises, the E uropean Commission explicitly
recommends facilitating the access to microfinance, particularly in the agricultural sector, especially
in the agricultural sector and targeted at young people and the people that are furthest from the labor
market, as well as micro-enterprises’.

Furthermore, the draft of the Partnership Agreement to be concluded between the Romanian
Government and the European Commission states the need for using financial instruments:

"Given t he c urrent economic s ituation a nd t he s carcity of publ ic r esources, f inancial
instruments are expected to play a more important role in 2014-2020. Their introduction will allow
a higher efficiency and effectiveness in using the funds. Financial instruments may be used for any
kind of investment or by the beneficiaries.

Although during 2007-2013 the implementation hasn’t had the expected success, Romania
intends to use financial instruments in the next programming period in order to facilitate access to
finance for SMEs, for innovative businesses generating added value and encourage demand for eco-
innovation, as well as for using venture capital in research and development investment in order to
boost start-ups and innovative spin-offs."”

L Including a Credit and/or Microcredit in the new RDP

This fund should be included in the available financial allocation, under the measure that
was recently announced by MARD, from the 2014-2020 RDP, "Investment in physical assets", for
which an allocation of 1832 million Euro was estimated. This measure is aiming at "modernizing
farms ( orchards, ot her investments)", "processing" a nd "adaptive i nfrastructure". T his a mount
should be large enough to also include credit facilities for the investment projects that are targeted
by the measure.

The credit and/ or micro-credit fund should be setup around clear, precise and measurable
goals that c orrespond to real ne eds o f support, for the re structuring of small and m edium-sized
farms (which are economically active and have expertise in relation to the project objective) into
farms that are economically viable and suited to market requirements.

The pr oposal w ill s upport a nd complement th e M ARD ini tiative manifested by OUG
43/2013. Through our proposal, the R omanian state may decide to continue this e ffort (currently
supported from national money) by means of also attracting European funds, starting from 2014,
using the financial instruments form the RDP.

What should the financial instrument include?

a. Credit fund for developing existing medium-sized farms — loans up t o0 300.000 E uro, covering
private co -financing, ma ximum of 50 % and some of the not eligible c osts a ssociated with the
investment project).

We estimated the ceiling by analyzing the average value of the projects contracted under the current
RDP. For example, in the year 2012 - the latest report published by M ARD, the average public
value of the projects contracted by APDRP were: measure 121, livestock sector - 627.925 Euro /

*"Position of the Commission Services on the development of Partnership A greement and programmes in ROMANIA
for the period 2014-2020"

> European F unds M inistry doc ument r egarding funding opportunities for 2014 -2020 in or der t o pr ovide a be tter
business environment (Partnership Agreement with Romania for 2014-2020)
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project, measure 121, the ve getable sector - 200.693 euro / project; measure 123 -930800 EUR /
project, measure 123, the agricultural sector - 604.071 euro / project.

b. Microcredit fund (max. 25,000 E uro) for young farmers w ho w ant t o s tart a n a gricultural
business, as well as for farm restructuring activities undertaken by small farms.

In both cases, the minimum lending criteria are:

1. Maximum credit period of seven years, maximum repayment period of 10 years.

2. Credits will be offered preferably in lei, only for investment projects under the RDP, and not for
working capital.

3. T he m aximum va lue of investment pr ojects through the R DP w ill be 600,000 E uro forthe
development of existing farms and 50,000 E uro for investment projects targeted at young people
who set up farms (start-ups) and for restructuring projects for agricultural activities undertaken by
small farms.

The financial i nstrument r egarding s etting up a ¢ redit fund for agr icultural i nvestment pr ojects
financed by the RDP could be configured using a simpler format, predefined in the technical sheet,
knowing from the very beginning the funding conditions of the grant percentage ceiling.

This r equires i ntroducing t he pos sibility of de ducting t he i nterest r ate subsidies from t he g rant
proportion (maximum 50 %). The proportion of the subsidy will be set on the basis of the ex-ante
analysis conducted by MARD for selecting the financial i nstruments to be included in the new
RDP. The proportion of the interest rate subsidy will be decided for the entire credit period and it
will be invariable.

The lending instrument is accompanied by a grant interest rate subsidy on the

fund performed.

A similar methodology, approved by the C ommission, has been implemented in Lithuania
through the 2007-2013 RDP. The interest rate subsidy rate on loans financed from the RDP was
calculated by applying a model based on the six months (VILIBOR) average interest rate for loans,
denominated in t he n ational c urrency, as presented by the C entral Bank. B ank m argin was not
higher than 3 %, and the credit fee was 0.5% of the loan amount.

Our proposal makes the interest rate on 1 oans depend on the NBR average interest rate for
loans denominated in the national currency. The situation in which the money from this scheme
would depend on the interest rate applied by other banking institutions should be avoided.

Sample calculation for Romania

Currently, the interest rate on | oans in lei for a griculture i s s omewhere from 10% -12%
(there a re ba nks t hat p ractice even higher i nterest r ates w hen the be neficiaries ar e s tart-ups).
Currently, the six-month Robor rate for loans denominated in lei set by the Central Bank 4%. If we
apply the calculation model used by Lithuania in their 2007-2013 RDP, we get the following result:
4% — (4% x4) + 3% =4% — 0.16% + 3%=6.84%.

This r educes t he interest r ate for 1 oans in the s ector from 11 % - 12% to about 6.84 %
(interest paid by farmers), out of which 4.16% is supported by the RDP. Hypothetically, for a credit
of approx. 1,300,000 lei (about 300,000 euro):

- market interest would be 143,000 lei (11% )
- out of which 54,080 lei is paid as interest rate subsidy from the RDP, whereas the beneficiary pays
88,920 lei.

Granting credit thr ough micro-credit institutions (NBFI) m eans higher operational c osts®,
making the NBFI margin higher than the bank margin (as shown in the previous example). In this
respect, it is necessary to consider the average level of these costs and the m ethodology s hould
include di fferent margins, de pending on t he financial ve hicle under consideration - bank o r

® “Financing solutions out of EU funds for small farmers in Romania: Micro-credits and guarantees”, CRPE Policy
Brief No. 20, May 2013
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microfinance institution. However, the interest rate paid by the beneficiary should be the same in
both cases.

Inor dert os implify t he implementation pr ocedure of this s upport f acility, s uch a
methodology s hould be included inthe RDP from the be ginning. This w ay, t he pot ential gr ant
recipients will know the level of non-refundable grants that could be accessed. Considering that the
percentage of non-refundable grants is lower than the usual, it should be noted that the cumulative
amount of aid must not exceed the maximum, amounting to 50% for public co-financing, or the
ceiling value.

This option allows one to submit proposals on priorities established for this measure and the
credit f acility r epresents a pow erful ve ctor for directing funds according to thes et p attern.
Furthermore, it could solve t he m ain pr oblem faced by national a uthorities, as well as by the
beneficiaries of t he cu rrent program: namely the delay in project impl ementation, cancellation
towards the end of the programming period and, hence, a low absorption rate of EU funds.

For an effective and ef ficient ope ration of such a scheme, and given t he c urrent R DP
experience, the maximum eligible amount ofa project should be reduced compared to the 2007 -
2013 period, and financial support for private investment projects, namely financial allocations set
for the 2014-2020 RDP are to be expressed in national currency instead of Euro. There are several
examples supporting such a proposal: the potential beneficiaries of investment in the agricultural
sector are mainly focused on t he local and national m arkets, rather than the foreign markets, so
foreign currency receipts are not the issue. Exchange rate fluctuations are an important factor. They
have to buy foreign currency to pay the rates, which induces an additional cost. Furthermore, in the
process of simplifying the implementation of the new RDP supported by MARD, using the national
currency for expressing the financial support under the RDP, and also in the procedures for the
selection and contracting of APDRP would lead to a significant simplification much awaited by the
applicants. Currently, under a financing agreement signed by a beneficiary with APDRP a level of
Euro / leu exchange rate is used upon selection of the project, another one upon signing the contract
and yet another one at the time of authorization of p ayment a pplications related to the project.
Within the application for funding for an investment projectitis provided a bud get line called
"differences in foreign exchange rates", amounting to 5 % of the project and it is provided in the
budget of an investment project. Thisisused by therecipient only atthe end of the project
implementation, based on well-grounded claims, and only with the approval of APDRP. Usually,
these funds are locked in contracts between beneficiaries and APRDP and in the end they are not
asked for by the customers. In conclusion, 5% out of the public allocation for investment in farm
modernization stays locked in the budgets of the contracted projects and cannot be used optimally
and efficiently for contracting and building of new projects.

In order to make the support package offered through the credit and microcredit fund more
effective and accessible to applicants, we recommend the introduction in the R DP of a measure
offering consultancy for the applicants to this credit/microcredit facility, whose support actions are
targeted on specific consultancy activities, tailored to the farmer’s needs. For example, in case a
young f armer wishes to access an investment p roject, t he pr oject's economic and financial
preparation can be carried out using funds from this provision.

We recommend two essential components:
1. An economic and financial component necessary for using RDP funds for private investment.
2. A technical component, specific to agricultural activities related to farm management.
IL. Decrease of the guarantees costs for projects undertaken by young farmers and by
start- ups that develop investment projects.
Providing 100% guarantee for young farmers accessing RDP investment funds

For start-ups, the guarantee fee is high (1.25 %) compared to the possibilities of access to
finance for young f armers (start-ups). T herefore, itis de sirable to institute state ai d scheme,
consistent w ith t he E uropean f ramework, for building t he ¢ onfidence of ba nks and non -bank

268



AGRARIAN ECONOMY AND RURAL DEVELOPMENT - REALITIES AND PERSPECTIVES FOR ROMANIA

financial institutions in the capacity of the agricultural start-ups of accessing finance and financial
instruments. Under this facility, the minimis aid is in the form of a collateral.

This can be achieved by establishing a minimis scheme by taking a portion of the risk
incurred by guarantee funds upon providing guarantees for SMEs in the agricultural sector.
Currently, t he a mount of minimis aid cannot exceed E UR 7,500 f or t hree fiscal years. Such a
scheme may be established by MARD for small farms and young farmers (start -ups) in order to
improve access to the EU funds.

The main reasons are related to the high cost of the guarantee fees currently charged by the
guarantee fund for investment projects (start-ups), which amounts to 1.25 % of the guarantee. In
addition to these costs, the start-ups must de monstrate the availability of funding amounting to a
minimum of the interest due for the first year. Furthermore, to increase the impact of the credit
fund and/or micro-credit on young farmers we recommend a 100% guarantee (based on two
guarantee schemes, one established by RDP funds whose coverage level to be within 80 % and
another one through state budget funds, the level of which will be a maximum of 20%). To
reinforce each other, the two schemes should operate in parallel and be available to ensure
investment projects made by young farmers using funds from the 2014-2020 RDP.

What is the target market of our proposal?

The p roposals are addressing the categories of be neficiaries of t he private inve stment
measures of the 2014-2020 RDP as follows:

1. Young farmers with legal status in accordance with the national legislation. The program
must include the definition of young farmers who have access to RDP funds;

2.Small and medium-sized farms with legal status in accordance with the na tional
legislation, whose definition in terms of economic size is determined by RDP using the European
methodology (provided by EUROSTAT) of farms, based on the "Standard Output" coefficient set
by the European Commission for Romania;

3. Associative f orms, firsta nds econd de gree cooperatives, agricultural a ssociations,
producer organizations from all agricultural sectors, as defined in the national legislation.

CONCLUSIONS

Strategic Direction

The political will to improve access to capital for small and medium a griculture must be
followed by concrete implementation instrument. O ur p roposal comes w ith such an instrument,
hence providing a link with European funds. Being a very important project, the use of European
funds for capitalization of smallholder farmers is consistent with the Common Agricultural Policy
reform.

Popularization

Popularization of s upport s chemes i s r equired fort hemt o have an impact. Financial
instruments are used as support actions through EAFRD for the final beneficiaries of the RDP and,
in this respect, it is absolutely n ecessary for MARD to promote these undertakings, as well as
choosing the promotion activities based on the vulnerabilities of the credit market with respect to
funding investment in agriculture;

Attention to preparing the implementation

Financial instruments can help to increase the efficiency and effectiveness of public resource
allocation. This is why it is necessary to define them in the programming stage, c onsidering the
strong c onnection to the subsequent i mplementation process. This p rogramming s tagehas to be
preceded by a preliminary stage of preparing the national legislation necessary for implementation,
of preparing the documents by the beneficiary, procedures w hich must be de fined by the paying
agency, specialized training for the employees ofthe agency for payments, and for those of the
management authority.
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Multiplier effect of capitalization in agriculture

If these capitalization tools will work in the future R DP we have achanceto overcome
major bottlenecks in the relationship between banking-agriculture. Currently, 60% of the contracts
that ar e be ing terminated and t his should be a w arning for t he future. T he s tate can he Ip t o
overcome this bottleneck and it can make through the realistic adoption and implementation of our
proposal.

Accompanying the financial instruments with risk management tools in agriculture
The Romanian authorities have started regulating risk management measures for agricultural
production activities through Pillar I of the CAP. This aspect complements the RCEP proposal.
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