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The vast majority of smallholder farmers

are financially underserved. Providing

these smallholders with access to

appropriately structured financial products

and services can help bridge the
smallholder finance gap and, in turn,

combat extreme poverty by supporting

2OSN) (g2 oAfftAZYy 27
people who live in households that depend

on agiculture for their livelihood.

Globally, over 150 finance providers
currently offer directto-farmer finance.
These providers use a range of approaches
to address core challenges associated with
lending directly to these smallholders, but
their lending activities still remain small in
scale when compred to the vast demand
for smallholder finance. Closing this gap will
require additional learning, knowledge
sharing and blending of distinct
approaches, and continued development
and testing of innovative products and
services.

---------------------------------------------------

ABOUT THIS BRIEFING

Thisbriefing is thesixth in a series by the

> a multidonor effort designed to demonstrate how sfie
products and services can expand the reach of financing for smallholder
farmers. Initiative activities include targeted market research, product
development and testing, and investment facilitation in the smallholder
finance market.

from the Initiative for Smallholder Finance has
explored local lending to smallholdersmallholderimpact and risk
metrics, the role of government in developing agricultural finance, and
the social lending sector.

---------------------------------------------------

Introduction: Directto-Farmer Finance

The vast majority of smallholder farmers have difficulty
obtaining appropriately structured credit ad other
financial servicesSmallholders who operate in tight value
chainsg characterized by strong, consistent relationships
with buyers ¢ often have access to finance, inputs,
agronomic training, and other support from the buyers
they work with. Howeve an estimated 90% of
smallholders lack these strong buyer relationships and the
support that accompanies them! Typically, these
smallholders grow primarily staple crops, operate on land
sizes of two hectares or less, and consume the majority of
their harvest within their households; when they grow
caphyerdps angfophayg syiplas rodugtign, heytyRicaly]
sell crops through local markets that operate on a
relatively informal basid.¢ KS & S
strong buyer relationships, as well as theslatively small
landholdings and limited commercial activity, often
translates to constrained access to credit and other
financial services.

More than 150 finance providers offer finance directly to
these smallholder farmer§ ¢ KSa S -tafarm&B O
FAYLFYOS LINPOARSNEE: AyOf dzRS
poverty lenders, diversified branch bartksjon-bank
microfinance institutions (MFI§)and informal financial
institutions such as savingsid-loan group8 Some of
these providers ¢ public policy lenders and diversified
branch banks, in particulag also provide finance to
farmers via cooperatives, buyers, or other aggregation
points, in addition to their directo-farmer finance
activities.

The identified directo-farmer finance providers are
concentrated in Susaharan Africa. While there are fewer
identified providers in Asia, several of the providers in Asia
have a particularly large reach, exceedifige million
smallholders insome cases. These providers include
agricdtural development banks that have grown with
significant government support and microfinance
institutions with a long trackecord of serving smallholder
and other rural populations.

| 26 SOSNE GKS aoltsS 2F (kKSas
activities signifcantly trails demand.The total amount of
formal debt financing supplied by local lenders to
smallholders in the developing world is approximately $9
billion 2 meeting less than 3% of the total smallholder
financing demand ($300 billion excluding Chihahe
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TYPES OF DIRERFFARMER FINANCE PROVIDERS

Public Policy LendersState and agricultural development bal
that local governments originally established but later fully
partially privatized

Niche Poverty Bankdvlicrofinance (MFI) bankand banks focuse
on lending to the poor that have moved into customer segme
adjacent to their urban lending base (typically including p
farmers)

Diversified Bank BranchesCommercial banks that have co
GR2g6y YIFNJSGé (G2 28FSNI LINR R

Non-bank Microfinance Institutions (MFIs): Microfinance,
institutions that are not licensed to mobilize deposits

Informal Financial Institutions: Deposittaking institutions
collectively owned and managed by members

scale of formaldirect-to-farmer lending is even smaller
than $9 billion, as that figure includes smallholder lending
via intermediaries such as cooperatives. While Hbamk
MFIs and informal financial institutions like savhags-

loan groups meet some of the remainingerdand, a
significant gap remains; for example, Finscope estimates
suggest that 30% to 60% of the rural population in-Sub
Saharan Africa has no access to financial services, whether
formal or informal?°

Common Challenges and Practices

The approximately90% of smallholders who operate
outside of tight value chains are some of the most difficult
clients for finance providers to reach given three key
challenges associated with direit-farmer lending:

Smallholders have unique financial needs.
Smallholder busehold cash flows are often cyclical.
Many smallholders require cash for inputs and other
farming needs (such as labor) during the planting
season. However, they often do not earn the income
required to repay these loans until several months
later, afterthe harvest. Smallholders also might need
to pay other relatively large household expenses,
such as school fees, at points in the year when
household liquidity is particularly low. This cyclical
nature of financing needs and repayment abilities
conflicts with traditional microfinance and group
saving and loan models that are structured around
regular repayment schedules.

Smallholder lending carries additional riskis.can be
challenging for directo-farmer finance providers to
make welinformed credit @&cisions, because most
smallholders lack the credit history and collateral that
traditionally inform loan assessments. In addition,
agronomic factors create significant risks for both
smallholders and finance providers. Many
smallholders have limited knoedilge of agronomic
best practices and some lack access to high quality
inputs ¢ both of these factors can contribute to low
yields and revenue. Smallholders are also vulnerable
to weather events (e.g., flooding, drought) and other
agronomic risks (e.g., gooor livestock disease) which
can drastically decrease their income and ability to

NESLI & t2Fyad CAylftesz YvYzad

and consistent buyer relationships contributes to
price risk when selling their surplus, which can further
jeopardizetheir repayment ability.

Delivering financial products and services to
smallholders is difficult.It typically costs more to
provide finance to smallholder clients than to clients
who live in urban and pefirban areas. Many
smallholders live in rural aes characterized by
relatively low population density, which increases the
time providers must spend to reach these clients and
also contributes to additional operating risks, such as
those associated with loan officers transporting cash
over long distance Infrastructure constraints to
reaching and serving smallholders, such as poor road
conditions and lack of reliable electricity and
connectivity, further contribute to higher operating
costs. Human resources requirements also make
delivery challenging fo directto-farmer finance
providers. As providers expand into rural areas, they
often find it difficult to recruit appropriately skilled
staff, particularly at miemanagement levels, given
the relatively low education levels of many rural
populations. Whg | LINE A RSND a
necessary combination of both finance and
agricultural expertise, it is more difficult for the
provider to develop appropriate products and make
informed lending decisions.
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Key challenges

Smallholderdhave unique financial

Common practices observed to
address challenges

needs

Offering agriculturespecific
> financial products

Smallholdetending carries
additional risks

Deliveringfinancialproductsand
services tsmallholders is difficult

J Bundlingeredit withinsurance and
i savings

\. Promotingagronomic best practice

and value chain linkages

Financial providersapply four common practices to
overcome these challengesWithin each of these
common practice areas, there are more prevalent
approaches as well as some that are less frequently
observed.

1. Offeringagriculturespecific financial products

2. Bundling credit with insurance and savings

3. Promoting agronomic best practices and value
chain linkages

4. Interacting with smallholders via groups

Offering agriculturespecific financial
products

Financial providers h&ve changed their

portfolios to include offerings that better

product
meet

Interactingwith smallholder
> farmers viagroups

products. Assebased financing helpgmallholders access
more expensive productive assets such as livestock,
irrigation systems, and vehicleThese assets serve as
collateral for he finance provider, while also helping
smallholders increase their productivity and/or household
income With agriculturefocused commitment savings
products,smallholdersontribute savings when income is
generated and lateg during the next planting sesong
apply these funds to purchase inputs. These savings
products help smallholders better manage the cyclical
nature of their agricultural cash flowsithout taking on

the risk associated with credit productd-or providers,
these savings products are apportunity to expand their
client base and begin serving smallholders who may not
yet be eligible for loan products. As these clients increase
their production and income, providers may then be able
to offer them a wider range of financial products.

AYFEEK2f RSNEQ dzy The mzst camingnl v O BHIECNIIy0s gogedd with insurance  and

agriculturespecific offering is @easonal loanin which
the disbursementhappensduring planting seasgnto
cover the cost®f inputs and other planting needandall

or most of the repaymenis due after harvestn the form

of a bullet paymentThese credit offeringallow providers
to better meetsmallholder® I 3 NR Odzf (i dziy f
aligning repayment requirements Wit harvest cycles
However, when compared to traditional microfinance
loan products with regular repayment schedules, seasonal
loans with bullet repaymentsincrease the length of
financial provider&ash turnover cycles

Less frequently observed agriculsspecific offerings
include assebased financing and commitment savings

savings

Many directto-farmer finance providers bundleredit
with insurance and/orsavings productso managesome
of the keyrisks associated with lending to smallholders.

T Asy is Ycéhimory QrfdR@ neagricultural microcredit

offerings, providers often include mandatory personal life
and/or funeral insurance as part of their agricultural credit
offerings. These products protect both the finance
provider and the smallholder familggainst default and
AYRSO60GSRySaaz NBaLSOlA@Stex
death. While this model is currently less prevalent, some
providers bundle their credit products with agricultural
insurance (including both index crop and weather

I
/
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insurance and, ithe case of assdtased financing, asset
insurance) to protect against losses due to major
agricultural risks. However, the limited availability and
high cost of these products have thus far kept adoption of
this model low.

Someproviders also require satlholders to contribute
savings before receiving a loan. These mandatory savings
accounts typically range froh0-25%o0f the loan valué!

and serveas a form ofpartial collateral for providersn

case of smallholder default.

Promoting agricultural best mactices
and value chain linkages

Directto-farmer finance providers broadly recognize the
importance of effective agronomic support services for
smallholder borrowers to mitigate production and price
risks. These servicesnost often include training to
promote agricultural best practicand improve yields. In
some cases, these services also encompass market access
supportto connect smallholders to buyers and improve
the prices realized.

CAYylyOS LINE GA RS NAE Q
agronomic support seices varies. Some providers deploy
support services directly via dedicated field staff or loan
officers. These providers typically charge smallholders for
these services, either through a mandatory service fee
bundled with the loan or a separate fixed c¢ba for these
services. However, these providers often report that the
price smallholdes are willing to pay for agronomic
training does nofully coverthe costsof provision

Other providers outsourcsupporting services delivery to
partners. In these ases, the partner is responsible for
covering the costs associated with these support services,
through fees charged to smallholders, philanthropic
capital, and/or other revenue sources.

While a less prevalent form of agronomic support, some
providers alsmffer clients inkind loans, delivering high
quality seed and fertilizer to the farmer on credit rather
than disbursing cash. This approach is particularly valuable
for smallholders who lack access to higlmlity inputs
near their homes. For providerspWwever, this practice
increases operational complexity and exposes them to
additional risks associated with input price fluctuations.

Build & Partner

{

Build & Integrate Extend & Mobilize

Leverage & Network

W

Interacting with smallholders via groups

Many directto-farmer providers interact with
smallholders via groupstructuresto decreasethe costs

of reaching smallholderand lower the risk of default.

¢CKA& GellsS 2F fSyRAy3ad RAFTFSNE
producer organizations in that the groups involved in
directto-farmer finance are smalletypicallyfewer than

100 members), less formal in nature, and often formed by

I LILINE | Ghe fingnge prRvilers ¢hémerlivesin sofmg Sases,

particularly when working with nowommercial
smallholders, providers extend one loan to the group,
which then disbursesthe loans to its membersand
manage repayment In other cases, providers offer
individual loans with group guaranteesallowing
smallholders to accedsans with more flexible tens and
sizes relative to groujmans In both models, groups serve
as a point of interaction for disbursementjonitoring,
FYR NBLI&YSyisz 46KAOK f286SNE L
addition, goup guarantees can replace the need for
collateral as peer pressureencourags loan repayment
FYR RSONBI&aS ft SYRSNEAQ N&aj

Alongside the benefits, there are limitations associated

with group lending approaches. Smallholder willingness to
participate in group lendingvarig8 A Sy a42YS Ay RA
F@SNBRAZ2Y (2 3Jdzl NI yi Sa8fikwhyd 2 0 K S
obtaining larger loanswithin the group structure.
Furthermore, he often informal nature of group
guaranteescan make enforcement difficult for finance
providers.
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Business Model Archetypes

PNE OARSNBRQ aLISOATA O-to-farndrINE |-
finance cluster around four businesaodel archetypes.

While each of the business model archetypes have
strengths and merit, each also faces limitations to scale.
Understanding these archetypes can help funders,
investors and finance providersbetter align models
across smallholder farmersegments and identify
opportunities to address scaling challenges.

Build & Integrate archetype

oBuild & Integrate¢ financial providers aim to fill a
market gap by serving primarily non-commercial
smallholders with little to no access tdinance and
farming related services. Fieldbased staff deliver
financial products, typically developed specifically to

& dzLJLJ2 NJi AYFffK2ft RSNAQ | 3ANA
agronomic training and other support services. The hands
on and fieldbased nature of Build & IntegfiaS
approach helps them build strong relationships with
smallholders and a deep understanding of their financial
and nonfinancial needs. However, this approach also
translates to a low farmerto field officer ratio of
approximately 10200 farmes per field officer¢ the
lowest observed across archetypes.

Given their approach to serving smallholdeBjild &
Ly S 3N ( Keychsl2rgds B SddlB d@eost often
delivery and cost related. In particular, as providers grow,
they often face rewitment and training challenges
particularly at the middle management levéh addition,
providers report thatthe pricefarmers are willingto pay
for agronomic training often does not cover the cost of
provision. Therefore, most Build & Integrate agtypes
are partially reliant orshortterm philanthropic capital,
which createsa need for continuous fundraising as they
grow.

Build & Partner archetype

oBuild & Partnek financial providers also aim to fill a
market gap by serving rural populationsncludingboth
non-commercial  smallholders and commercial
smallholders in dose value chainsSimilar to the Build &
Integrate model, these providers operate in close
proximity to clients, delivering financial products through
field-based staff. HoweverBuild & Partner providers

LINE A R

typically outsource the development and delivery of
agronomic training and other support services to formal
: y S b <L 3 P JARSNAQ

%‘r?(m§|r| y resglc\J%-iibleF%oé jikln‘gncia activities only, Build &
Partner providers typically have farmer to field officer
ratios of approximately 30800farmers per field officer
higher than those of Build & Integrate providers. A focus
on financial product and service provision and greater
emphasis on commercial snadlders allows Build &
Partner providers to rely more exclusively on investment
capital to fund lending and operations. Some Build &
Partner providers also seek out philanthropic capital to
support higher risk activities such as new product
development orextension of services to necommercial
smallholders.

For Build & Partner providerkey challenges to scale are
typically deliveryand risk related. Similar to Build &
Integrate providers, they ofterface recruitment and
549G qsoglignoes, eagiglary ay fhe gragdlp
management levelsas they growand need to recruit
@N%r&l fieldbased staff Build & Partner providers also
face important riskrelated challenges given their
dependence on partnerships for delivery of agronomic
support services. Spediéilly, when these providers
pursue growth, they are limited by their agronomic

& dzLJLJ2 NJi
operational sustainability

Leverage & Network archetype

oLeverage & Network financial providers use existing
infrastructure to broaden their client base by serving
commercial smdholders, including some in loose value
chains To do so, providers typically deploy existing capital
sources (including revenue, client savings, and investment
capital) and staff to deliver full set of financial products

to smallholders. Most Leverage & Network providers
serve smallholders from branches and seek out informal
partnerships with other organizations who can provide
training and other agronomic support to their clients.
Given thee factors, Leverage & Network providers
typically have the highest farmer to field officer ratios:
more than 1,000 farmers per field officer. However, when
compared to other providers, Leverage & Network
providers usually operate farther away from smaltheis,
which can affect the depth of their client relationships and
knowledge of smallholder needs. These factors may limit
0KS&aS LINPDGARSNEQ loAfAGE G2
smallholderspecific risks.

adlr ¥F
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primarily driven by riskelated challengesSimilar tothe
Build & Partner archetype, Leverage & Network providers
seeking to scale are also limited by agronomic supp

& SNIAOS LI NIAUAByNEN@ sustaiabilitk
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knowledge, caminderscaling potential as firm leadership
seeks to minimize perceivedsk.

Extend & Mobilize archetype

oExtend & Mobilizé financial providers are typically
memberrun organizationsset upto meet the needs of
the rural communitiesin whichthey operate.Thousands

of these providers exist, and some have extended their
financial product offerings to include agricultural focused
products for non commercial smallholders. Most Extend
& Mobilize providers depend on their existing staff and
capital base (typically member savings) to support their
agricultural finance activiégs. Agronomic supporting
services are typically member driven and provided more
informally on a volunteer basis.

Whenscalingdirect-to-farmer finance activities, Extend &
Mobilize providers are limited by internal challenges.
Providers often struggle taneet smallholdes), dzy A [j d
financial needsthe seasonal nature of agriculturaeans
that all borrowersrequirecredit at the same timeand this
syncing placepressure onii K S LINBading®&seHE Q
capital pool that is oftenlent out on a rotating basisn

LINE @A RS NEadditioh,S Exte@K & tMotHizeBISA O & iRsBt&tBnBIf S | NJ

capacity constraintgelated to staff and management
ability, internal processesand mfrastructure further I|m|t
their ability to scale.

b § i Mgl the pgvigeys RASNUfRd Yo ZLY{Y%?\@?ANB ast
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Given the typically informal nature of Extend & Mobilize
providers, however, thousands of small institutions in this
archetype are informally documented and were not
captured in this research

The different annroaches taken across archetypes
translate into differences in key drivers of peglient
revenue and costsWhile additional research is required
G2 Y2NB | OOdzNY G4St & RSGI AT
revenue structures, both quantitative and qualitative
proxies can help us understand relative values across key
drrvers

LJIN

Looking Ahead to Achleve Greater
Scale

h@SND2YAYI | NDOKS( etasécalennd] &8 O
increasing the amount of finance deployed directly to
Zg’nallholders will require further learning, kuwledge

sharing, and innovation across the Sector.



