Excerpt from FS Series #5: value chain finance
B4. Buyer Contracts Facilitate Financing for Soybean Farmers in Paraguay
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The high transaction costs associated with geographically dispersed clients and the real and perceived risks of agriculture lending limit access to finance in rural environments. For farmers who grow a single crop, the perceived risk is even higher because the absence of diversified production makes the farmer’s income, and therefore repayment capacity, particularly vulnerable to price fluctuations, weather, and plagues (Wittlinger and Tuesta, 2006, p. 1). Despite these challenges, Financiera El Comercio, a regulated nonbank financial institution (NBFI) in Paraguay, has formed unique, strategic relationships with farmers and silo operators that have enabled it to identify creditworthy clients, mitigate risk, control transaction costs and expand its agricultural lending portfolio by providing financing to small-scale, single-crop, soybean farmers. Not only were these loans profitable, they provided opportunities to build relationships and credit histories with farmers and further developed El Comercio’s experience and expertise in rural financing (Wittlinger and Tuesta, 2006, p. 10).

B4a. Background and Environment

Agriculture is a critical part of the Paraguayan economy, representing approximately 25 percent of the country’s $12.2 billion GDP and employing 31 percent of the national workforce (Central Intelligence Agency, 2008a). Soybean is Paraguay’s main agricultural commodity, as well as the country’s largest export, constituting 22 percent of all exports (The World Bank Group, 2009). In recent years, increasing demand for soybeans has led to steadily increasing prices (Diaz and Hansel, 2007, p. 34). Despite the growth potential, historically, soybean farmers have been able to secure only in-kind credit, mostly from the silo operators who supplied inputs such as seed and fertilizers at between 27 to 35 percent interest annually (Diaz and Hansel, 2007, pp. 33). Farmers would enter into contracts with the silo, pledging to sell their crop after harvest, at which time the cost of the advanced inputs would be deducted from the payment (Wittlinger and Tuesta, 2006, p. 4). The process of contract farming was well established, and the legal environment in Paraguay honored the contractual arrangements, which prevented side-selling and enabled the enforcement of the contracts.
El Comercio saw an opportunity to expand its agricultural portfolio by providing supplemental financing within the soy value chain. With assistance from ACCION International and the Inter-American Development Bank, El Comercio expanded its lending in rural areas. In 2005, El Comercio sought to further entrench itself in agricultural lending to fulfill its social mission and to further capitalize on previously favorable repayment rates (Wittlinger and Tuesta, 2006, p. 8). El Comercio’s team identified soybean farmers as an underserved market with opportunities for future growth and decided to develop financing products appropriate for producers in this value chain. However, small-scale, single-crop farmers heavily dominated the soybean market, which compounded the risks of a systemic failure that would lead to poor performance in the loan portfolio.

B4b. Objectives

El Comercio sought to provide cash loans to farmers to supplement the in-kind financing provided by silos that could be used for other productive and household uses. Before El Comercio could expand into this new market, it needed to develop a mechanism to mitigate the high risk of agricultural lending and to control the costs of identifying creditworthy farmers, monitoring the performance of their loans, and collecting payment.

B4c. Approach

In order to mitigate the risk of these loans, El Comercio set up a strategic relationship with several silos to draw on the their knowledge of farmers’ experience and creditworthiness in assessing the risk of the loan. It also set up relationships to share the credit risk of cash loans with the silos by using the contracts buyers use in contract farming arrangements as collateral. Specifically, El Comercio sought to leverage silo management’s knowledge and relationships with the farmers by having them assist in identifying those who were in need of additional credit, monitoring the phases of the crop production, and helping collect repayment after harvest, all of which reduced the transaction costs of rural financing (Wittlinger and Tuesta, 2006, p. 5).

Once El Comercio’s leadership decided it was interested in developing financing products for soybean farmers, they thoroughly analyzed the soybean value chain to understand how the various actors interact and identify any financing constraints (Wittlinger and Tuesta, 2006, p. 2). Figure 7 presents the soybean value chain, which comprises input suppliers; small, medium, and large farmers; silos; processors; transporters; and exporters. El Comercio discovered that the soybean value chain is strong and well-integrated, consisting of transparent information-sharing, mutually beneficial relationships between actors, and well-developed infrastructure for transport and processing (Wittlinger and Tuesta, 2006, p. 6). The value chain analysis identified that silos were the key actor in the chain, interacting with nearly all other actors. In addition to providing storage for producers’ soybeans, silos also provide in-kind financing through formalized contract farming arrangements, deliver training and TA to farmers, and purchase soybeans for resale further up the value chain (Wittlinger & Tuesta, 2006, p. 4).

While silos were providing in-kind financing to small-scale farmers, El Comercio identified a gap to fill in financing the chain. In addition to the seed and fertilizer being provided, farmers required cash credit to prepare the soil, additional inputs, equipment maintenance and repair, payment for laborers, the purchase or renting of additional farming land, and personal and household needs that arose prior to harvest (Wittlinger and Tuesta, 2006, pp. 4, 9). El Comercio determined that some of the silos, particularly the smaller ones, also lacked adequate access to credit needed to provide profitable in-kind financing to farmers (Diaz and Hansel, 2007, p. 31).

Source: Wittlinger and Tuesta, 2006, p 3.

Of the approximately 50 silos in Paraguay, El Comercio established strategic alliances with 12 that needed financing and that had extensive experience working with small farmers. Through these alliances, the silos continued to provide in-kind inputs to farmers, secured through formalized contractual agreements that committed the silo to purchase the crop at harvest at a pre-negotiated price, a market-variable price, or a combination of the two (Wittlinger and Tuesta, 2006, p. 5). Silos also referred farmers who needed additional cash financing to El Comercio, which would provide a traditional cash loan to the farmer at around 40 percent interest, with a term that matched the soy production season (S. Mendez and C. Barrios, personal communication, July 3, 2009; Diaz and Hansel, 2007, pp. 32-33). These loans were partially secured by the buyer contracts with the silos or by partial guarantees, which the silos provided on behalf of the farmers. The silos, in addition to withholding the amount advanced to farmers under the contract farming arrangement, would also withhold the loan payment and pay it to El Comercio, providing a collection service that further reduced the cost of the transaction (S. Mendez and C. Barrios, personal communication, July 3, 2009). These contracts served as a form of collateral for the loan and created a risk-sharing arrangement with the silos (Diaz and Hansel, 2007, p. 31).
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Source: Wittlinger and Tuesta, 2006, p. 5.

El Comercio performed an independent credit-risk analysis on each farmer but relied on the silos, which had established relationships and credit histories with the farmers, to provide insight into the borrowers’ creditworthiness and expertise in farming. Also, because the silos had an interest in protecting their in-kind investment to the farmers, they monitored much of the crop production, eliminating the need for El Comercio to hire costly agricultural specialists to monitor their loans (Wittlinger and Tuesta, 2006, p. 6).

B4d. Results

According to Diaz and Hansel (2007), although El Comercio provided loans with higher interest than the silos, small-scale farmers found the loans attractive because the risk analysis and approval process was quick, partly because the silos provided such reliable credit information about the farmer. The cash loans were also flexible and could be used for “both business and household needs” (Diaz and Hansel, 2007, p. 34). The loan repayments were deducted from the sale of the crop to the silo at the time of harvest; while defaults were infrequent, when they did occur, the silos often provided assistance to the farmer, including paying some clients’ debts, offering additional guarantees for their eventual repayment, and continuing to provide in-kind financing so the farmer could generate income the next season to repay the loan (Diaz and Hansel, 2007, pp. 35).

In the first three years of the strategic relationship system, El Comercio disbursed 2,959 loans, primarily to small soybean farmers, and 246 loans to medium-sized enterprises, with loan portfolios totaling $1.8 million and $4.8 million, respectively (Diaz and Hansel, 2007, p. 35). The strategic relationships formed with the value chain’s key actor, silos, enabled them to easily identify potential, creditworthy clients, and helped control costs for loan monitoring and collection, allowing El Comercio to expand its rural and agricultural lending portfolio while minimizing defaults and risk (Diaz and Hansel, 2007, p. 35).

B4e. Key Findings and Lessons Learned
El Comercio’s value chain analysis and mapping, developed through site visits and interviews with each actor in the chain, was a critically important first step before it initiated its lending program. The analysis evaluated opportunities within the soybean market, identified relationships between chain actors, including financing and information flows, and determined existing financing gaps to fill. Additionally, the analysis provided the framework for the strategic alliance model with silos, the key participants in the chain that served as the hub for most loan transactions.

The El Comercio model demonstrates the opportunities for leveraging existing value chain relationships to reduce costs for the lender and mitigate the risk of lending to a single-crop farmer. By designing loan products that matched the soy crop cycle and supplemented existing forms of input credit rather than creating a product substitute, El Comercio provided a product that was in high demand by farmers, strengthened existing value chain relationships, and improved farmer and value chain competitiveness.

Each value chain is different — even within the same region — and what works for one may not work for another. Following its success with soybeans, El Comercio expanded its lending into other crops, such as sesame, tobacco, and cotton. It tried to replicate the soybean strategic model with these crops, but quickly learned that their value chains were not as strong and well-integrated as the soy value chain. The tobacco value chain, for example, was much weaker, and the silo operators were not providing many of the critical functions as in the soybean value chain (e.g., providing adequate TA to farmers, paying farmers agreed-upon prices at harvest, and helping El Comercio recover loans).

B4f. Prerequisites for Replication

The El Comercio strategic alliance model benefited from many unique circumstances of the soybean value chain in Paraguay that are not always present in other countries. For example, there was an established process of contract farming between silos and farmers and a legal environment in Paraguay that honored the contractual arrangements. Such an environment prevented side-selling and enabled the collateralization of loans (Wittlinger and Tuesta, 2006, p. 6). Additionally, the soybean silos enjoyed strong, well-established relationships with the farmers that allowed them to provide quality borrower recommendations and closely monitor the production cycle on behalf of the financial institution. The strong competition among the many silos in Paraguay also provided an environment in which silo owners were interested in entering into strategic alliances with El Comercio as a way to attract farmers’ business with the additional loan services they provided (Diaz and Hansel, 2007, p. 32).

While the growing demand for soybeans internationally helped ensure price stability and reduced the risk of farmers defaulting due to low profits, single-crop farmers in other value chains may be vulnerable to volatile price fluctuations, which make loans based on contract farming much more risky. Similarly, the geographic and climatic conditions favorable to soybeans and the short production cycle further reduces the risk for loans to soybean farmers and allows for less risky, shorter-term loans. Crops with longer production cycles represent increased risk to lenders.

Box 11. Country General Information Economy: Paraguay (2007)





Total population: 6.1 million


GNI per capita (Atlas): $1,710


Agricultural contribution to GDP: 25%


Agricultural growth rate: 4%


Rural population: Approx. 30% 


Main crops: Soy bean, maize, cotton, mandioca, wheat





Source: The World Bank Group, 2009. 





Box 12. Financiera El Comercio: 2005 Profile 





Headquarters: 


Asuncion, Paraguay


Staff: 213


Rural branches: 12


Assets: $18 million


Deposits: $12 million


PAR: 3.09 %


Clients: 27,000 borrowers


	6, 572 depositors





Source: The Mix Market, 2009.








Source: World Bank, 2009.





Source: The Mix Market, accessed June 10, 2009; PLP 12 











