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Supply chain finance - a viable option for smallholder farmers?

Often, the business models of classic financial service providers are not tailored to the special needs of farmers,
especially those of small-scale farmers. A number of other models have evolved in which the actors from the upstream
and downstream areas see to financing. Our author presents the most important ones together with their pros and cons.

By Michael Briintrup

Access to finance continues to be a major
problem for farmers in developing countries,
especially in sub-Saharan Africa. The lacking
availability of agricultural credits is seen as a
central, if not the most important, obstacle to
the expansion, modernisation and diversifica-
tion of production and the adoption of inno-
vations. A more recent, very detailed analysis
of national operating data for four countries
in sub-Saharan Africa by Serge Adjognon and
colleagues demonstrates that while 70 per cent
of all farms in Malawi and Nigeria buy fer-
tiliser, pesticides and seed as external inputs,
a mere 16 to 18 per cent do so in Tanzania
and Uganda, showing relatively few system-
atic differences regarding farm size (in all four
countries, the smallest farms, with less than 0.5
ha, have the lowest use rate). But an average
of just 6 per cent (3—11 per cent, depending
on country and farm size) purchase on cred-
it, mainly buying fertiliser, and almost every-
where, except for Nigeria, the medium-sized
and large farms acquire significantly more on
credit than the small ones. So there is an urgent
need for more financing, which also has to be
more diversified.

However, farmers tend to be difficult financial
clients. Owing to their exposure to collective
weather and other natural and economic cri-
ses, they are seen as particularly risky borrow-
ers. Low levels of formal education and liter-
acy rates make information and counselling
on financial and business management matters
a complicated issue, as does the provision of
good planning documents for granting cred-
its. Usually, farmers also have few material
collateral, and even in the case of mortgages
on registered land and other real estate titles,
it is often difficult for lenders to liquidate such
collateral in rural areas. Given the frequently
large distances, the transportation, information
procurement and other transaction costs are

high anyway.
Supply chain finance - pros and cons
For all these reasons, pure financial organisa-

tions of the most various kinds (banks, micro-
finance organisations, finance cooperatives,

Input credits are granted for some cash-crops, especially if this can check side-selling via monopoly
marketing - for example for cotton-growing in northern Benin.

Photo: Michael Briintrup

savings banks, etc.) have difficulty or little in-
terest in adapting their business models to the
special needs of farmers and their production
processes. This is why a number of other fi-
nancing models have evolved providing prod-
ucts, services or finance which do not reach the
farmers via financial service providers but via
actors in the upstream and downstream areas
of agriculture. They are referred to with the
generic term of supply (or value) chain finance.

There are a wide range of models, although
they do share some common features. Supply
chain financers dispose of a good knowledge
of cultivation, products, markets and services
which are important for farmers. They also
take an interest in the goods or services pur-
chased being of high quality, and can partly
influence or guarantee the latters’ quality. In
many developing countries, lack of quality
constitutes a major problem, and farmers have
hardly any options to control quality. One fur-
ther advantage of major economic actors in
particular is that they frequently have access
to international financial markets with (at least
in the past) favourable interest rates and make
these available to farmers. The general disad-
vantages are that under such systems, indepen-

dent markets for the upstream services do not
develop so easily, that farmers become even
more dependent than is already the case, and
that the real-term credit costs lack transparen-
cy owing to their being subsumed under other
costs. Such credits are usually not covered by
financial market regulations, even though they
can be quite relevant to the financial system
given their aggregated dimension. Depending
on the lenders, interests and relationships with
the farmers tend to vary.

The demand side

The purchasers of agricultural products offer
pre-financing of inputs, interlinked credits or
tied credits, usually in the context of contract
farming. Credits for inputs are frequently pro-
vided in kind in order to cushion risks on the
input markets and safeguard production. One
big advantage of obtaining credits via buyers
is that the latter are familiar with the require-
ments of the sales markets, especially if they
themselves are active in cultivation (e.g. nu-
cleus-outgrower schemes). Often, the credits
are then part of entire packages of financial and
non-financial services, including the prices or
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price-fixing regulations for the products being
sold. Everything is financed through market-
ing and its margins. One core problem of the
model is so-called side-selling, which refers to
being in breach of delivery contracts by the
farmers, and hence the risk of non-(re-)pay-
ment of credits and other services. Non-com-
pliance with price-fixing or other agreements
on the part of the buyer can be a reason for
side-selling, but so can more attractive prices
and purchasing terms of third-party buyers. In
all cases, a partner’s short-horizon thinking en-
courages this form of granting credits.

Where monopoly situations or the special
structure of a cash crop sector encourage this,
marketing boards (still) exist. The monopoly
situation hardly allows for side-selling, which
makes granting and repaying credits easier.
Sometimes, a farmer can also use the cash crop
guarantee (e.g. cotton) for another crop (e.g.
maize). These boards were widespread in de-
veloping countries between the 1960s and 80s,
often encompassing all functions of the sub-
sectors or even the entire agricultural develop-
ment in a region. However, for similar reasons
to those in the case of specialised agricultural
banks (see article on pages 18—19), they were
very frequently ineffective and not sustainable
financially, at least under the then prevailing
conditions of one-party governments taking
advantage of these organisations to steer the
economy, siphoning off agricultural profits
and, often enough, radically exploiting the
farmers. Therefore, most of the boards were
done away with in the course of structural ad-
aptation measures. If they do happen to have
survived (for example for cotton in many West
African countries or cocoa in Ghana and Cote
d’Ivoire), their roles and their power have
usually been reduced. Therefore, longer-term
credits and extensive non-financial support is
rarely provided nowadays.

Such contract-farming arrangements on a usu-
ally smaller scale also exist in private sector val-
ue chains. Owing to the problem of side-sell-
ing, they either focus on certain cash crops
for which there is either a local private mo-
nopoly or where the product can be bought
at a higher price than the local market price
(in niche markets such as fair trade or organic
agriculture). Buyers with high investment and
fixed costs (processors), of highly perishable
products (logistics costs), low availability on
the free market (dependence on producers)
or sophisticated buyers (penalties for breach of
contract, risk that non-fulfilment of contracts
will lead to the end of commercial relations)
are also more inclined to enter contract farm-
ing and grant credits. Or the credits are based

Most supply chain credits consist of labour only paid for after the harvest - here, soil is being tilled to grow
yams in northern Benin.
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largely on trust, experience and safeguarding
within social networks. The already referred
to multi-country survey mentions such credits
on an extensive scale for tobacco and partly
also for cotton, but otherwise, cash crops do
not benefit more frequently from credits than
food products.

The supply side

The providers of upstream products and ser-
vices can also grant credits for the purchase of
their products, and this is then mainly done
directly in kind. These credits are usually re-
paid during or after harvest, sometimes by an
already contractually agreed retrieval at source
when the farmers are paid for their products.

Specialised suppliers such as the fertiliser in-
dustry have a restricted range of products from
which individual farmers only need small
amounts. However, they require various prod-
ucts and services at very specific times during
the planting and growing season. Often, spe-
cialised agro-dealers or farmers’ organisations
compile the products needed and see to the
“last mile” of delivery. Whether these middle-
men offer credits or allow buying on credit de-
pends on the financial capacities of the traders
and trust, transparency, formal legal security
and whether debts can be legally recovered.
Even in these local business relationships, so-
cial pressure plays an important role in fulfill-
ing obligations.

Purchasing cooperative societies reduce some
of the transaction costs and provide better
negotiating power. They can also compile
customised product ranges from individual
suppliers. Social pressure to observe payment

discipline is considerable. However, these so-
cieties do bear the familiar problems of co-
operatives: they are slow in decision-making,
have a tendency to exclude the poorest, are
sometimes little bankable and are often less
innovative and financially strong than purely
private enterprises.

Leasing agencies now and then devote their
services to agriculture, e.g. for tractors and
machines. As yet, they only rarely occur in
rural regions, one example being the KfW-fi-
nanced Equity for Africa Group in Kenya.
Leasing agencies are not necessarily cheaper,
but they do reduce the considerable procure-
ment costs to regular, smaller payments in in-
stalments, which of course in farming have to
be synchronised with the seasonal cash-flows.
In order that the leased investment goods can
serve as guarantees, training has to be offered
and a legal framework has to be in place. Fur-
thermore, a second-hand market must exist for
further selling off.

One special form of supplier credits is labour
with wage payment postponed until after the
harvest. It is much more widespread than
credits for input — the study referred to above
states at least 20-30 per cent of farms in Nige-
ria and up to 50-80 per cent of farms in Ugan-
da, across all farm sizes in all countries. This
confirms that, at least at certain times, labour
is a key factor which is hard to come by for
farmers. Moreover, delayed payment backs the
hypothesis that massive credit access problems
exist for farmers. The workers are probably
among the poorest of the poor (landless peo-
ple, micro-smallholders, houscholds experi-
encing acute difficulties). One special case is
direct government sales of input and invest-
ment goods. In many African countries, fol-



lowing the example set by Malawi, fertiliser
subsidies have been introduced since the mid-
2000s. Strictly speaking, these are not usually
credits, but strongly reduced prices for certain
items, although they often facilitate credit
granting by the private supply chain partners
of the farmers. However, tractors, machines
and even entire processing plants are still di-
rectly supplied by governments (or by devel-
opment organisations) on credit. Many studies
report very poor repayment rates for products
financed by government credits.

Some final reflections

The requirement for more agricultural financ-
ing which is also more diversified is huge in
poor developing countries. The demands on
agricultural financing are complex, and there
is a very wide range of needs. And yet, the
financing of other supply chain actors whose
profiles of needs are often very different has
not even been referred to here. If they are un-
derfunded, entire supply chains and hence also
farmers often run into difficulty, or a supply
chain might not even evolve.

Each of the different supply chain models has
its own advantages and disadvantages, usually
depending on the context, the products, sup-
ply chains, market power, competitive situa-
tion, regulatory framework, etc. But basically,
supply chain financers cannot and do not want
to provide general and multi-purpose finan-
cial services but necessarily seek to above all
promote their own supply interests. As long as
finance independent of supply chains is avail-
able, supply chain financing is not objection-
able, it then constitutes one funding option
among several for farmers rather than being
the reason dominating all other crucial factors
to consider for entering a certain type of pro-
duction. And then well-adapted supply-chain
financing, if possible in a well-adapted pack-
age, can make use of its advantages to the full.
If this is not the case, efforts ought to be made
to develop alternatives which allow credit di-
rectly from financial organisations. Develop-
ment cooperation interventions and political
regulation can contribute to this.

Development cooperation can seek to en-
sure that financing of farmers is at least part-
ly secured via financial organisations (FOs) in
promoting supply chains and in private sector
and financial sector programmes. This can for
example be achieved by supporting triangular
cooperation schemes in which payments by
and to farmers are performed via their own
FO accounts. Once the money is in one’s own
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Types of agricultural financing via supply chain actors and their suitability for

credits for smaller farms

Suitability f Buyers Suppliers Leasing Government
ultability for Formal Informal Formal Informal agencies input sales

Small volumes + /[ 4+ ++ -/ ++ +/ +++ o By

Large volumes +/ +++ - +/ +++ [y - +

Costs (interest) o+ [+t -] 4+ +-tt +++ 4+ [+4+ +/ +++

Short-term credits ++ ++ +++ 4 4 -

Long-term credits - - - - -+ +

Availability in rural ++ ot ++ +/ ++ o -

area and for all

Combination of 4+ ++ ++ -/ + + /+

finance and non-

financial services

Source: own assessment and description; the assessment is meant to correspond to the text but is subjective,

./" indicates “up to” in cases of very strong deviations.

account, saving becomes simpler. Then farm-
ers can develop their own savings and cred-
it record, which is an important criterion for
FOs granting their own credits. At least partly
cashless transactions are also preferable from a
transparency and security angle.

Certain constellations can also be influenced in
supply chains via political interventions. They
are legitimate and often necessary to make up
for the multitude of imperfections and failures
in the finance and agriculture sectors of devel-
oping countries. Many actors such as farmers or
groups of farmers, smaller suppliers and buyers
as well as supporting structures like rural com-
munities are often weak and poorly organised
(another result of high rural transaction costs)
and have little political and economic power to
act. In some chains and sub-sectors, they face
all-powertful private individual actors in nation-
al and international agro-business, and this can
perhaps also constitute a case for regulation.

For these and many other reasons, the agri-
cultural sector is often shaped by strong reg-
ulations which in turn have to be considered
in financing. For example, this sector is more
strongly affected than others by considerable
government interventions in trade, food se-
curity and the environment. Pricing policies
for inputs and crops as well as the choice of
distribution systems can massively change the
preconditions for agricultural financing, for
example when pan-territorial prices are set
(which reduces the risk of side-selling), when
trade policy stabilises prices (reduces credit
risks) or destabilises them (raises credit risks),
or when subsidies are handed out in the shape
of government distribution of goods (weakens
the private sector) or as coupons for private
distributors (strengthens the private sector).

However, all too strict regulation inhibits en-
trepreneurial development and institutional

and organisational innovation. Financing the
wrong (unsustainably operating, not repay-
ing) actors via government credit steering,
the undermining of repayment discipline e.g.
through politically motivated debt relief, or
the introduction of non-cost-covering interest
rates can force production chains into ineffi-
ciency for several years or even bring about
their collapse. This is not just a theoretical
danger but a practice which has been frequent-
ly observed for decades.

Special attention ought to be given to the as-
pect that different types of farmers may require
very different packages of financial and non-fi-
nancial technologies, inputs and services. In
addition to technical support, the smallest
among them in particular need significantly
more organisational as well as psychological
support (functional and awareness-creating
alphabetisation, group forming, etc.). Here, it
has to be borne in mind that support needs
to change in the course of time, and with the
evolution of the clients, the supply chains and
the framework conditions.
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