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FOREWORD
An extended and much more detailed version of this document under the title Hortifruti
in Central America: A Case Study about the Influence of Supermarkets on the
Development and Evolution of Creditworthiness among Medium and Small Agricultural
Producers was prepared for the Accelerated Microenterprise Advancement Project
(AMAP), as part of the Rural and Agricultural Finance Initiative (RAFI), a joint effort of
the USAID Office of Agriculture and the Microenterprise Development Office. Claudio
Gonzalez-Vega is Professor of Agricultural, Environmental and Development Economics
and Director of the Rural Finance Program at The Ohio State University (OSU). At the
time of the research, Geoffrey Chalmers worked in the Microenterprise Development
Office at USAID. Currently, he is USAID’s Financial Markets Advisor in Mexico.
Rodolfo Quirós is independent consultant and Senior Researcher at Academia de
Centroamérica, in Costa Rica. Then, Jorge Rodríguez-Meza was Senior Research
Associate at OSU. He is currently with The World Bank.
All four researchers visited the Hortifruti headquarters in San Jose in November of 2004,
to interact with officers, from the top management to agronomists/buying agents. The
researchers also interviewed representatives of Banco de San Jose as well as several
financial institutions where the participating farmers usually borrow, in the three
countries. The field work, including producer interviews with a sample of participants,
was implemented by Quirós in Costa Rica, Chalmers and Rodríguez-Meza in Nicaragua,
and Rodríguez-Meza in Honduras, in early 2005.
The authors are grateful for the collaboration offered by Hortifruti and related enterprises
within the Corporación de Compañías Agroindustriales (CCA), at all levels, in particular
for the support of Javier Gallegos, Jorge Cavallini, Rodrigo Sánchez, Armando González,
José A. Jiménez, José Ruzicka and Jorge López and their staff and for the help of the
buying officers who accompanied the researchers into the field. The authors are also
grateful with the numerous farmers who were interviewed about their experience and
with the representatives of other supermarket chains and financial intermediaries who
provided information and offered their perspective. Finally, the authors are grateful with
the USAID Missions in Managua and Tegucigalpa, for their support, and with the RAFI
team in Washington, D.C. and participants in the OSU seminar in Columbus, Ohio, for
their comments on the design and preliminary results of the study. Additional comments
were received from Elizabeth Dunn and participants at the VIII Inter-American Forum on
Microenterprise, in Santa Cruz, Bolivia, and from Calvin Miller and participants in the
Seminar on Value Chain Finance organized by FAO, RUTA, and Academia de
Centroamérica in San José, Costa Rica. The views expressed here are those of the authors
and not necessarily those of the sponsoring organizations.

Value Chains and Financial Intermediation:
Some Theory and a Case Study about Creditworthiness,
Supermarkets and Small Producers in Central America
1.

Introduction: value chains and financial markets
This paper examines two dimensions of the expansion of access to financial

services (particularly credit) for small and medium agricultural producers in developing
countries, both related to their participation in new types of value chains. The analysis
focuses on ways that existing or potential value chain relationships facilitate access to a
broad range of financial services and explores ways in which expanded financial
intermediation facilitates increased smallholder participation in modern chains.
Intriguing examples of new value chains are the structures of vertical integration
and implicit contracts created around supermarkets. Following dynamic changes in
consumer preferences and demand patterns, supermarkets are expanding vigorously and
are revising the arrangements for their purchases from small and medium agricultural
producers, with implications for the producers, the financial transactions in which they
engage, and the opportunities for financial intermediaries to expand their rural outreach.
The purpose is not to examine the new value chains but, rather, their influence on
the pace and style of rural financial deepening. The analysis also sheds light on whether
greater access to financial intermediation can assist in democratizing these very chains,
by helping small and medium producers overcome finance-related barriers to entry.
Efficient and sustainable financial intermediation can assist the farm-households’ income
generation and risk management, in support of their welfare-enhancing participation in
modern value chains.
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A more effective integration of small and medium producers into rapidly growing
and modernizing value chains contributes to their welfare and the creation of wealth in
poor communities (Downing, Field and Kula, 2005; Dunn, 2005). For this, rural
households demand a broad range of financial services, beyond short-term credit. While
the traditional financial arrangements found along value chains do not typically satisfy
many legitimate demands for these services, participation in modern value chains may
facilitate access to finance elsewhere.
The new contractual relationships associated with supermarkets have been
examined by others (Reardon et al., 2005a). Less has been studied, however, about the
implications for the evolution of financial intermediation of the resulting changes in
marketing structures. There is also a gap in the literature related to how access to finance
changes the dynamics of market participation (i.e., who are able to participate and who
are not). The paper attempts to fill these gaps.
The general questions to be addressed are the following:
(a)

To what extent are the existing credit constraints a barrier to entry for small and
medium agricultural producers into high value-added chains? To what extent can
financial deepening facilitate the entry of larger numbers of small producers into
these chains?

(b)

To what extent can participation in these new value chains improve the producers’
overall access to credit? What are specific channels through which the expansion
of access to credit takes place?

(c)

To what extent can the multiplication of the new contractual relationships create
conditions favorable to an expansion of the rural outreach of financial
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intermediaries’ portfolios? How does development of the modern value chains
influence access to financial services other than credit?
The paper focuses on two channels for the potential influence that value chains
may have on differential degrees of access to credit. One is related to the role that
marketing intermediaries along a value chain (such as crop consolidators, traders,
wholesalers, retailers, processors, supermarket chains, fast-food chains, exporters, and
input suppliers, among others) may play directly as a source of credit for producers. This
is the perspective adopted by traditional input supplier/output buyer credit models.
According to these models, vertical linkages within marketing systems create
opportunities for numerous financial transactions, with funds and/or goods (inputs and
outputs) flowing in both directions. Funding at least in the form of short-term advances
or short-term supplier credit is usually extended from one stage of the marketing chain
to another (Shepherd, 2004). Frequently the farmers are users of credit while, in other
cases, they are credit providers, to the extent to which they accept short-term deferred
payments from traders and other buyers of their crop. The presumption is that these
vertical linkages facilitate access to credit for various types of actors along the chain.
The recent expansion of supermarket chains has led to the development of
bundles of formal or informal contractual linkages between new institutional buyers and
several types of agricultural producers, frequently by-passing traditional wholesalers and
other existing marketing structures. The paper addresses the implications for financial
deepening of the resulting transformations of the structure of wholesale and retail markets
for agricultural goods in Central America. Thus, the second dimension considered is the
indirect impact that long-term contractual arrangements and key business development
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services provided by some marketing agents, such as the new institutional buyers
associated with supermarket chains, have on different degrees of access to credit and
other financial services, outside of the value chain.
Efficiently received non-financial services and other dimensions of the new
contractual relationships may indeed assist in the generation and expansion of
creditworthiness. This can occur in several ways. It can increase the profitability and
reduce the risks faced by the producers and thus enhance their core repayment capacity. It
can also facilitate their cost-effective signaling to potential lenders of their
creditworthiness as well as improve these lenders’ ability to assess and recognize this
creditworthiness. This indirect impact on access to credit may also result from the efforts
of specialized public and private sector providers of key business development services,
made available either by a buyer or a seller along the value chain or by a specialized
provider, such as a consulting firm or a non-government organization (NGO) that offers
technical assistance.
One question is whether the contractual relationships offered by supermarket
chains to a broad range of producers not exclusively linked to one specific crop induce
a greater expansion of financial services than relationships facilitated by value chains for
specific commodities, such as coffee, cocoa, sugar cane, tobacco or cotton (RodriguezMeza, 2003). Supermarkets offer a new breed of interlinked transactions, not linked to a
particular crop. Also, there seems to be more rivalry among supermarket chains than
among single-crop buyers, while the year-long demand of supermarkets for multiple
products allows producers greater opportunities for diversification. Thus, the new
contractual relationships may create an environment more conducive to the expansion of
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the supply of a broad range of financial services from outside the value chain, since
diversified producers are more likely to demand a wider array of financial services and
since their diversified portfolio mitigates credit risk.
Finally, farmer participation in modern value chains requires willingness to adopt
profitable but risky innovations and ability to invest in their implementation. Funds from
sources external to the producer are usually required for this. Thus, the absence of
financial intermediation may create barriers to entry into these chains. Once participation
in the new market relationships has been established, however, the resulting linkages may
improve the producer’s creditworthiness and thereby its ability to gain access to
additional financial services.
The document proceeds as follows. The second part develops a conceptual
framework, centered on a rigorous discussion of the specific concept of creditworthiness
used here. This framework serves to organize the observation of the purchase
arrangements and contractual relationships of a private distributor of fresh fruits and
vegetables, Hortifruti, an institutional supplier of a multinational supermarket chain, and
its influence on the development of small and medium producer creditworthiness in three
Central American countries (Costa Rica, Nicaragua and Honduras). Hypotheses for the
empirical research are derived from the conceptual framework.
The third part describes the rise of supermarkets in Central America and the
implications of their operations for the expanded creditworthiness of the associated
producers. The fourth part identifies key features of the new contractual relationships and
business development services offered by this supermarket chain, describes the field
work, and presents some results. The different degrees and patterns of expansion of the

9

purchasing activities of Hortifruti and their influence on creditworthiness in the three
countries studied are contrasted. The fifth part derives lessons from the experience.

2.

Conceptual framework: defining creditworthiness
Rural firm-households demand a broad range of financial services:

(a)

safe and convenient deposit facilities and instruments that facilitate saving and the
accumulation of liquid reserves, including those for precautionary purposes;

(b)

various types of loans that allow additional investment, production, marketing
gains, and consumption smoothing, beyond self-financing;

(c)

low-cost instruments that facilitate transactions, such as a stable means of
payments and facilities for currency exchanges and remittances, and

(d)

insurance and other efficient tools to smooth consumption and anticipate and cope
with risk.
These services are demanded to improve the management of liquidity, deal with

risk and cope with adverse shocks in less costly manners, implement improvements in
technology and productivity, and accumulate assets more efficiently. Increased access to
sustainable financial intermediaries, able to supply a broad range of financial services at
competitive prices and terms and conditions adapted to the demands of small and medium
producers, augments the welfare of the rural population. In most developing countries,
however, formidable obstacles keep the rural outreach of financial intermediaries quite
limited. These obstacles arise from demand and supply shortcomings and are greater
when the clients are poor, the transactions are small, risk cannot be easily mitigated,
information is scarce, and mechanisms for contract enforcement are unavailable.
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The rural demand for financial services is constrained by high transaction costs, a
limited ability to signal creditworthiness to potential lenders at reasonable costs, and low
repayment capacity due to lack of market opportunities. Supply is similarly restricted due
to lack of reliable information about potential borrowers, the difficulties of contract
enforcement, and covariant risk facing potential lenders in rural areas. Costs and risks
increase with distance, in all of its dimensions geographic, social, ethnic, cultural,
linguistic, occupational, and the like and with isolation. Usual shortcomings include the
narrow range of financial services offered. Few services are offered, in ways that do not
adequately address the requirements of the portfolios of activities found among
participants in value chains.
Faced with the insufficient outreach of financial intermediaries, farmers along
agricultural value chains find in interlinked credit transactions with buyers, processors or
input suppliers an incomplete substitute for financial intermediation. These arrangements,
sometimes called supplier finance or value chain finance, rest on the advantages that
different actors have in lending to other actors along the same value chain. These
advantages overcome information gaps, because of the familiarity and trust between
actors.
There are important drawbacks of such arrangements, however, including the
limited range of services offered (typically only short-term credit), the constraints of the
lending entity (without access to funds from outside the value chain, most of these actors
will have a difficult time in expanding their credit portfolios), the high probability for the
credit relationship to disappear when market dynamics change (since such transactions
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are often tied to specific crops), and the greater potential for exploitative lending
(Chalmers et al., 2005).
In these environments, the emergence of financial transactions depends on the
types and frequency of all kinds of past and present interactions between borrowers and
lenders, on the learning processes involved in these relationships, on the accumulation of
information and of critical intangible assets (such as reputations or credit histories), in
addition to the tangible assets (for example, land) traditionally accepted as collateral for
loans, and on the development of infrastructure that assists in the reduction of transaction
costs and facilitates the adoption of particular lending technologies. Actual access reflects
differences in creditworthiness.
A rigorous definition of creditworthiness is developed next. In any credit
transaction, the lender faces three basic types of problems:
(a)

how to forecast the probability that the loan will be repaid,

(b)

how to design incentives to increase the probability of repayment by the borrower,
and

(c)

how to adopt mechanisms to reduce the lender’s losses when repayment does not
actually occur (when there is default).
Overcoming these challenges requires information to establish ability and

willingness to repay and designing a structure of incentives to induce a greater
willingness to repay. Ability to repay depends on a number of circumstances, including
the nature of the whole portfolio of economic activities undertaken by the household.
Two features of this portfolio matter. One is profitability, which makes it possible for the
borrower to repay and keep something to address the household’s own needs.
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Profitability depends, in turn, on features of the productive opportunities available to the
borrower.
The lender must encourage and monitor the borrower’s diligence in keeping its
ability to repay intact. Because monitoring is costly, the design of the contract usually
incorporates incentives for the borrower to be diligent (compatible incentives). For
example, the threat that a defaulting borrower will not be allowed in the future to sell his
product to a key buyer is an incentive for the producer to perform well in a credit
transaction.
The other central feature of the household’s portfolio is risk, given by the
possibility that, if things do not go as expected, the outcome might be short of the amount
needed for repayment. Sometimes risk is related to shortfalls in yields and in output (for
example, due to pests or losses of livestock); sometimes it is related to the fall of market
prices for outputs, as experienced by coffee growers in Central America, or the increase
of market prices for inputs, as with petroleum-related products. Risk is also influenced by
the state of nature, namely, the actual materialization of circumstances beyond the
control of borrower and lender but that, nonetheless, influences the outcome. One feature
of agriculture that makes it risky in the eyes of lenders is the high incidence of these
exogenous circumstances. Ability to repay also comes from accumulated wealth, namely,
from assets that can be sold in order to repay outstanding loans.
Willingness to repay originates from a number of circumstances, related to what
lenders describe as the borrower’s honesty or reputation of having fulfilled contractual
obligations. The efficient operation of credit bureaus and other credit rating instruments
not only encourages honesty but it actually creates a credit history, an intangible asset for
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the honest borrower that increases creditworthiness. Willingness to repay is mostly
determined by the structure of incentives embedded in the contractual relationship;
namely, it is determined by the expected penalties faced by defaulters and/or by the gains
accruing to those who build robust reputations of contract fulfillment. Incentives to repay
also emerge from fears of loss of assets pledged as collateral. In microfinance, key
incentives to repay originate from the value of the relationship between the two parties.
Given incomplete, imperfect and asymmetric information about risk/return
combinations information that is costly to acquire and interpret lenders are unable to
easily identify potential defaulters and thus develop costly risk-reducing technologies, to
identify good clients.
There is a basic, objective element of creditworthiness. This not easily observable
component represents the core creditworthiness, based on the applicant’s actual ability
and willingness to repay, with repayment never being certain. If all the required
information were available, it would be possible to identify this core creditworthiness at
no cost. Information, however, is imperfect and the lender cannot easily observe it.
Moreover, information asymmetries introduce incentives for opportunistic behavior,
which further increases risk.
Thus, given an applicant’s actual ability and willingness to repay (which are the
foundations of legitimate demand for credit) and given a lender’s degree of risk aversion,
a loan will not be granted unless the lender has been persuaded that the expected losses
from default are sufficiently low. Therefore, in addition to the core ability and willingness
to repay, there must be a recognized creditworthiness, namely the lender’s subjective
appreciation of the applicant’s core creditworthiness.
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This appreciation always imperfect depends on the information available to the
lender, the effectiveness of contract design in creating sufficient incentives to repay, and
the existence of cost-effective mechanisms for contract enforcement (i.e., on the various
components of the lending technology). Implementation of the lending technology is
always costly. The potential borrowers can, however, contribute to a reduction of these
costs by issuing credible signals about their ability and intentions to repay. That is,
potential borrowers can help in revealing their own creditworthiness.
In summary, effective creditworthiness is created only when the borrower has
persuaded the lender to trust its ability and willingness to repay a loan of a given amount.
Therefore, any loan transaction requires both the presumed existence of core
creditworthiness as well as the revelation-recognition of this creditworthiness jointly by
borrower and lender. Any circumstances that may reduce the costs of revealing or
recognizing creditworthiness promote greater access to credit.
Differences in the pace of incorporation of producer-borrowers into rural financial
markets reflect, on the one hand, different combinations of their ability and willingness to
repay loans (i.e., the objective, core creditworthiness of each applicant) and, on the other
hand, the different capacity of potential borrowers to signal their creditworthiness,
namely their capacity to demonstrate, in a manner that is cost efficient for both borrower
and lender, that creditworthiness exists. In turn, these differences also reflect the unequal
capacity of various types of lenders to screen applicants and recognize their
creditworthiness.
For these reasons, both borrowers and lenders have incentives to invest in the
creation and expansion of creditworthiness. They jointly engage in the offering-gathering
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of information and they jointly invest in the development of long-term relationships.
Once a first loan is granted, they engage in the building of reputations: the borrower, with
the punctual service of the loan, to gain continued access to services; the lender, with
good quality of services, to increase the value of the relationship for the borrower and,
thereby, improve incentives to repay. The lender must also gain a reputation of
sustainability, to make these promises credible. When successful relationships continue
over time, both borrower and lender benefit from the sunk costs of having been learningby-doing together. Additional transactions become possible at lower costs and risks for
both parties and, through demonstration effects, other financial institutions begin to copy
these successful efforts.
If the costs of jointly creating creditworthiness are not prohibitive, the transaction
emerges. As additional creditworthiness is built over time, there are gradual
improvements in the terms and conditions of access to loans: amounts increase, effective
interest rates and transaction costs decline, terms to maturity get longer, and the range of
services offered broadens. Indeed, access to credit is not defined here as the producer
having or not loans. Rather, access to credit is defined by the evolving attributes that
make a financial relationship a more useful instrument. Thus, even for those producers
who already have loans, the quality of their access can further improve. Frequently, such
improvements are indispensable in allowing a farm-household to upgrade by expanding
its current activities or taking advantage of new, higher-value opportunities (Fries and
Akin, 2004). Better access (to longer-term credit) is often needed to increase a rural
household-firm’s ability to invest.

16

The nature of a long-term relationship is also critical in defining the ability of the
farm-household to use other financial services (such as deposits and instruments to
manage precautionary reserves, remittances, and insurance) for the management of risk.
High costs in managing and coping with risk influence the producer’s willingness to
adopt highly profitable but risky innovations, such as those needed to participate in the
modern value chains. Access to broader and sustainable financial relationships are needed
to increase the producer’s willingness to invest and adopt these innovations. Indeed, in
the absence of adequate tools to anticipate and cope with adverse shocks (in consumption
smoothing), a risk-averse household will prefer traditional activities, with lower but more
stable and predictable returns, to the new options.
Most importantly, participation in modern value chains often requires both the
willingness to adopt innovations and the ability to invest in their implementation. Lack of
access to some of these dimensions of financial intermediation may represent barriers to
entry into the new value chains. Once participation in the new market relationships has
been established, however, the resulting linkages improve the producer’s creditworthiness
and thereby the terms and conditions of credit and access to other financial services. This
virtuous circle of increased creditworthiness and value chain participation is discussed
below.
In summary, given particular market conditions and household characteristics,
most producer-borrowers have incentives to invest in building up a set of relationships
that address their demands for a broad range of financial services and to choose those
sources that offer these services at the lowest cost (highest value) possible. Lenders, in
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turn, have incentives to invest in building up a set of relationships with established clients
that can generate a profitable and sustainable portfolio.
Different paths of incorporation of small and medium agricultural producers into
rural credit markets reflect, therefore, different ways of creating and expanding
creditworthiness. Along each one of these paths, increased access to credit occurs when
any one of the following circumstances takes place:
(a)

The core creditworthiness of the producer improves, leading to an expansion of
its legitimate demand for loans. This occurs, for example, when the producerborrower implements a better a more profitable and/or less risky project or
when it finds that the incentives to comply with the obligations of the loan
contract are more attractive than before.

(b)

The producer improves its capacity to signal to the potential lender its ability
and willingness to repay; namely, when a revealed creditworthiness that the
lender can recognize is generated. This occurs, for example, through the
reputation effect gained from a contractual relationship, such as the linkage with
the institutional buyer associated with a supermarket chain.

(c)

The lender adopts or develops a more cost-effective method to identify the
producer’s ability and willingness to repay; namely, when a recognized
creditworthiness emerges. This occurs, for example, through innovations in
financial technologies (such as the technologies introduced by microfinance best
practices), through the establishment of the supporting infrastructure (such as
property rights, impartial courts or credit bureaus), or through increased
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availability of the inputs (such as specialized human capital) required to
implement existing lending technologies.
The paper suggests that all of these influences come into play with the emergence
of the new types of value chains associated with supermarkets. To demonstrate this, the
next section briefly describes the emergence of supermarkets in Central America and
compares the procurement practices of the new institutional buyers with different types of
interlinked transactions highlighted in the earlier literature. This discussion leads to new
hypotheses.

3.

Interlinked transactions and the rise of supermarkets
One dimension of the globalization of retailing has been the supermarketization of

food markets in many developing countries (Reardon, 2005a). In response to shifting
consumer demands, retailing chains have become the main providers of market signals,
which cascade along the value chain to processors, wholesalers, and producers,
substantially influencing and modifying contractual relationships and marketing patterns.
Because supermarkets have responded to consumer demands in terms of cost, quality,
shopping environment, diversity and convenience, they command an increasing share of
the food market throughout Latin America (Berdegué et al., 2003).
These changes potentially influence rural financial markets, in particular by
improving the creditworthiness of small and medium producers. Moreover, the extent to
which small and medium producers may be left behind, as these trends continue, will
depend on their access to the financial services needed to improve their productive and
marketing activities through investment and innovation. These trends and transformations
represent major opportunities and threats for small and medium farmers.
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In this transformation, Central America has lagged behind the rest of Latin
America only by a few years, and it is catching up rapidly. On average, the share of
supermarkets in overall food retailing increased from 5-10 percent in the 1990s to 30-40
percent today (Reardon, 2005). Supermarket purchases of fresh fruits and vegetables
amounted to US$300 million by 2002, while exports of fresh fruits and vegetables from
Central America (excluding bananas) amounted to US$ 500 million (Berdegué et al.,
2003). This transformation has led to the centralization and eventual regionalization of
the procurement systems of leading supermarket chains. The recent purchase by WalMart of the holding company that owns Hortifruti will further accelerate these process.
The adoption of private quality standards has also grown (Balsevich et al., 2003).
Small and medium producers are expected to meet new cost levels and margins, safety
standards, and packaging and traceability requirements, approaching those used by
globalized retailing chains. Their ability to meet these standards will determine their
ability to take advantage of these new market opportunities. Expanded financial
intermediation will reduce some of the barriers to entry that constrain participation by
these producers in the modern value chains.
These developments have resulted in the consolidation of centralized buying
points and distribution centers, with flows of fresh fruits and vegetables moving away
from traditional wholesalers and markets toward the new institutional buyers. These
changes have transformed, in turn, the patterns of finance along these value chains. The
changes in procurement practices have resulted in a shift from spot markets to formal or
informal long-term contractual relationships between the new institutional buyers and
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new specialized wholesalers and/or enterprising agricultural producers who sell directly
to the centers (Reardon, 2005).
These contractual relationships involve complex bundles of commitments and
standards of performance for both parties, which entail major investments on their part.
First, to meet the volume and timing of the requests for produce and achieve the
standards of quality and conditions of delivery required by the institutional buyers
demands substantial investments of time and effort by the small and medium producers.
These investments take two forms. There is investment in learning, knowledge
and skills, acquired by exposure to others –producers in the same area, crop buyers, input
suppliers, providers of technical assistance and the like– and acquired through learningby-doing, experimenting, and trial and error, with the inevitable potential mistakes and
losses. New physical investments are also needed in irrigation structures, greenhouses,
trucks and other inputs required for enhancing productivity and increasing delivery
capacity. Both types of investment increase incomes over the long run, but both are costly
and risky.
The investments in learning are more likely to lead to improvements if the
producers gain access to a new set of knowledgeable actors. In turn, investments in
physical infrastructure will be more feasible if the producers gain access to a new set of
financial service providers. The farming household will engage in these extraordinary
efforts if there is a credible expectation of sufficiently high returns. For the farmer
considering this option, the possibility of sustained, repeat transactions is at the core of
incentives for participation.

21

Second, the supermarket chain and its institutional buyer invest in the
development of long-term relationships with the farmer suppliers. To meet dynamic
consumer demands, in an increasingly competitive setting, supermarkets need to be able
to handle large volumes of produce while maintaining quality standards. Success in these
efforts requires long-term, sustainable relationships with dependable suppliers (Alvarado
and Kiupssy, 2002).
This multiplicity of valuable contractual dimensions can be observed by a
potential lender, at the time of assessing a farmer’s creditworthiness. In ways similar to
the challenges faced by lenders, the institutional buyers work with imperfect and
asymmetric information about which specific farmers posses the endowments of
experience, skills, location, attitudes, and ability to respond to modern requirements.
Thus, institutional buyers incur search costs, in attempts to identify a list of preferred
suppliers ready to engage in long-term contractual arrangements.
The outcome of these information-gathering efforts is a process of careful
screening, through which the supermarket chain and/or institutional buyer accumulate
private information about specific farmers. This is equivalent to the costly management
of information undertaken by lenders. Moreover, failure of some farmers to comply with
performance requirements increases search costs, as only a portion of the producers will
be retained. Thus, to enhance their capacity to deliver, the buyer invests in training,
advising, and developing the entrepreneurial abilities of the participating farmers.
When there is desertion, side-selling, or lack of compliance among the producers,
the buyer cannot recover this investment and experiences a loss. Thus, it may be willing
to pay something to avoid these losses. Indeed, when a star producer is identified, the
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supermarket chain and its institutional buyer have strong incentives to not let this
producer go. There are, therefore, identifiable sunk costs for the organization in
developing long-term relationships with producers that have shown a good reputation.
Moreover, the buyer should be willing to offer something in return the equivalent of
efficiency wages to those producers that make special efforts, to retain them (Akerlof
and Yellen, 1986).
Potential lenders, in turn, are aware of both the superiority of the screening
techniques used by the institutional buyer including its knowledge of the market and
proximity to the producer and the special treatment that the preferred producers receive
over the long term. Thus, without incurring all the screening costs, lenders can enhance
their evaluation of creditworthiness simply by observing the sorting of farmers
accomplished by the supermarket chain. In this sense, part of the screening effort is
implicitly delegated to the supermarket chain. Creditworthiness is revealed/identified in
the process.
Among advantages for the participating small and medium producers, a reduction
in price instability is quite important. In Central America, exceptionally wide fluctuations
in the prices of agricultural products throughout the year are correlated with household
income instability and poverty and vulnerability (Beneke de Sanfeliú and Gonzalez-Vega,
2000).
Supermarkets are expected to offer fresh fruits and vegetables throughout the
whole year. In contrast to traditional specialized single-crop value chains, supermarket
chains demand a broad range of varieties and products. This allows for risk-reducing
diversification for the farmer and increased flexibility to shift production (while not
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losing the contractual relationship with the buyer) when market demands or tastes
change. Risks are lowered and core creditworthiness augmented by the reduction in price
instability, sustained demand throughout the whole year, and broader opportunities for
diversification. The task of lenders is thus facilitated by the credible signals generated by
this process.
Moreover, in the rural areas of Central America, where some of the required
endowments of experience, skills and attitudes may be comparatively scarce, these
producer attributes are frequently independent of farm size. Indeed, many small and
medium farmers –many of whom are poor– have been able to participate in the modern
value chains. As noted by Berdegué et al. (2006), farm size, education levels, and
incomes are generally less correlated with participation in these markets than other
factors, such as geography and the ability to accumulate assets. Nevertheless, important
barriers to entry, including credit constraints, may still prevent small producers from
taking advantage of these opportunities.
Clearly, the existing rural lag in financial intermediation risks placing a country’s
small and medium producers at a disadvantage in realizing the gains from this
transformation. This, by itself, highlights the importance of promoting efficient and
sustainable financial intermediation in the rural areas. Traditional buyer/supplier and
other types of value chain finance, such as credit delivered –often in kind– directly to the
producer by a buyer or an input supplier, typically fail to offer the range of financial
services needed to facilitate the entry of small and medium producers into the new value
chains. In many cases, limited or costly access to the services of financial intermediaries
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may deprive them of the opportunity to enter into these new relationships, right at this
entry point.
Central American participants in these arrangements have frequently been small
and medium producers of a wide variety of crops. The ability of such producers to
participate has been verified for tomato growers in Nicaragua (Balsevich et al., 2005 and
2006) and producers in Guatemala (Church, 2005; Reardon et al., 2005) and Mexico
(Berdegué et al., 2006). The field work for this case study also verified the participation
of numerous small farmers in the Hortifruti network. The producers taking part do
possess special endowments of skills, attitudes and experience, but many of them have
participated without any prior access to formal credit.
Indeed, in several instances, producer participation in the modern value chains has
been gained as a result of proven experience in growing specific crops, developed under
conditions of self-financing (the use of the producer’s accumulated savings or of funds
from friends and relatives, including informal loans, gifts, and remittances, which are also
the outcome of savings efforts). The expansion of safe and convenient facilities for
deposits and money transfers is critical for the efficacy of self-financing.
Self-financing also results from carefully planned and staggered planting and
harvesting schedules, which provide the needed cash flows, at the appropriate moment,
and which make possible the funding of the next crop cycle. This is possible only when
there is a steady demand for the produce, such as with the supermarket demand for fresh
fruits and vegetables. Liquidity management matters, then, as it facilitates the cash
flows needed to engage in self-financing. Prompt and reliable receipts of deferred
payments from the buyer play a critical role in this management.
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Thus, accumulated savings, informal transfers, and careful liquidity management
allow extended households to invest their own resources in the upgrading needed for
participation in modern value chains. Efficient and sustainable financial services, other
than credit, facilitate these self-financing efforts and support the successful entry by small
and medium producers into the chain. These other services are not typically offered by
the traditional actors in value chains. They require the presence of financial
intermediaries. Moreover, when the farmers’ incomes are low and amounts saved small,
it takes time to accumulate the funds needed for a particular investment. Even though
self-financing eventually makes the desired investment possible, it would materialize
sooner when there is access to credit.
The barriers to entry related to finance are higher when participation depends on
large indivisible investments (large, compared to the producer’s initial wealth) and when
the production technology shows increasing returns to scale. Many of the fresh fruits and
vegetables demanded by supermarket chains do not exhibit these characteristics,
however, and profitable opportunities actually exist for small and medium producers.
Once entry into the contractual relationship has been gained, the financial
dynamics of the process allow these producers at least those who do not experience
adverse shocks continued involvement, at least at their current levels of participation,
even without access to formal credit. Especially when the relationship is accompanied by
expert technical assistance, the producers learn to stagger their production and finance
new cycles with the proceeds from the earlier cycles.
These revolving cash flows may not be sufficient, however, for additional
investments in improving productive capacity, such as irrigation systems and greenhouses
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(Chalmers, 2005a). This suggests that a demand for longer-term investment credit,
provided in most countries only by financial intermediaries, may grow out of the new
procurement arrangements. Moreover, the additional creditworthiness required to access
these funds may evolve as a by-product of the expanded contractual relationship with the
institutional buyer.
Adoption of the new practices and accompanying investments is risky. Too much
producer risk aversion may have the same delaying effects as credit constraints have.
Reluctance may be lowered, nevertheless, with access to safe and convenient facilities to
keep precautionary savings in the form of liquid (financial) assets or access to emergency
credit and other tools for consumption smoothing and reserve accumulation, including
remittances. Moreover, the wide range of products handled by supermarket chains offers
opportunities for diversification as a tool for risk management, which are not available
within product-specific value chains either.
Reluctance to innovate may be reduced, even more effectively, with the
development of insurance markets, such as those that offer indexed contracts (Miranda
and Glauber, 1997; Skees, Hazell and Miranda, 1999). Indeed, during the field research,
both the managers of supermarket chains and potential formal lenders highlighted the
absence of adequate insurance programs as a major barrier to further expansion of these
linkages.
More importantly, to be able to participate in the new arrangements, the producers
must possess specific endowments of skills, experience, and attitudes, in addition to
specific factors of production. Not many producers possess these endowments. To help
small and medium producers gain the technical knowledge required to meet the
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requirements of the supermarket chains, some of the new retailers and their centralized
institutional buyers have taken innovative steps, including the provision of technical
assistance and market intelligence to those producers either linked to them in a long-term
relationship or that demonstrate high potential. Government, donor, and NGO programs
have also attempted to develop producer capacity to respond to these opportunities
(Chalmers, 2005b). When successful, such business development services can also
enhance creditworthiness, by improving the producers’ profitability and thus their
capacity to repay.

Traditional and emerging views on interlinked transactions
Interlinked credit transactions are not new in the rural areas of developing
countries. Any transaction is said to be interlinked when the prices of two products or
services such as the interest rate and other terms and conditions of a loan, on the one
hand, and the price and quality requirements of the produce to be delivered, on the other
are determined simultaneously and when the agreement to buy (acquire) or sell (provide)
one product or service is conditioned upon the agreement to buy or sell the other (Basu,
1995). In many low-income countries, interlinked contracts with traders, processors,
exporters, and other actors along specific value chains provide the bulk of the credit used
by small and medium agricultural producers (Shepherd, 2004).
There are two views on such linkages. The buyer/supplier-direct credit
perspective has been that buyers “reduce the production and operational risks associated
with lending to farmers by linking credit to the provision of technical advice (such as on
input use or on what crop variety to grow to meet market demands) or timely delivery of
appropriate inputs (seed, fertilizer) or by building relationships with farmers over one or
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more years. Many also tie credit to subsequent sales of produce . . . Operating costs for
providing credit can be low, because credit is built into crop purchase and input supply
transactions with farmers, for which agribusinesses may have existing physical
infrastructure (such as warehouses), agents, processing facilities, information technology
systems, farmer networks, and market knowledge” (Christen and Pearce, 2005, p. 22).
In contract farming, a more advanced variation of such interlinked transactions,
repayment is deducted when the farmer delivers the produce. “Tobacco and seed
companies, coffee and sugar mills, dairies and slaughterhouses, cotton boards, and even
wholesale buyers for supermarkets have developed packages that combine elements of
technical assistance, input provision, marketing assistance, price guarantees, and finance
as a way of ensuring the supply of a sufficient quantity and quality of a particular
product. By building formal contractual relationships with farmers, contract farming . . .
reduces the risk that farmers will side-sell a portion of the contracted amount to other
buyers” (Christen and Pearce, 2005, p. 22).
According to this perspective, the interlinked transaction facilitates the supply of
credit (often in kind) to the farmer, with the advances/loans being granted with funds
from the other party in the contract (that is, with funds from one of the actors along the
value chain). Several advantages and disadvantages for lender and borrower of
interlinked credit transactions have been extensively studied in the literature (Bell, 1988;
Basu, 1995; Bardhan and Udry, 1999; Rodriguez Meza, 2003). In typical cases, the range
of financial services supplied along these vertical chains (only during the cycle of
production) is quite narrow –only credit, only during the cycle of production, and
typically at short terms to maturity.
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Moreover, although several documents have claimed that similar supplies of
credit are forthcoming from supermarket chains, the case study found that such instances
are very much an exception, at least in the three Central American countries studied.
Typically, supermarket chains are not suppliers of credit, in this traditional sense.
Hortifruti, in particular, has not been a supplier of credit except under extremely limited
circumstances. Frequently, instead, it is the farmers who finance other actors, up the
chain, including the stores that sell their produce, by accepting deferred payments on their
sales. The case study found, however, that the institutional buyers associated with
supermarket chains make payments after a shorter period (usually between one and two
weeks from receipt of the produce) compared to the traditional wholesalers (which
usually pay after 30 days or more).
Furthermore, in the case of Hortifruti, such payments are certain and reliable (in
that the organization has never failed to make the payment within the agreed upon period
and that it is expected never to fail to do so). In contrast, this certainty and reliability have
not always been associated, in Central America, with farmer linkages with informal
traders and sales to traditional wholesalers. One important element of uncertainty and risk
is removed, therefore, in the relationship with the supermarket chain. The field work
suggests that small and medium producers value this certainty greatly. Clearly, the
elimination of this risk further improves creditworthiness with formal lenders. Also, in
the case of Hortifruti, weekly payments are deposited in a bank account in some cases
opened with assistance from the institutional buyer. This contributes to the creation of a
bank relationship for the producer, which may also lead to increased creditworthiness.
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An emerging and novel perspective suggested by the findings of the case study
is that the development of linkages with the supermarket chain can indeed (and to some
degree already does) lead to an increase in the supply of credit for the participating small
and medium agricultural producers. This occurs, however, because the explicit or implicit
contract with the centralized institutional buyer, in many of its valuable dimensions,
improves the creditworthiness of the producer in the eyes of financial intermediaries. No
direct credit is involved.
This enhancement of the producer’s creditworthiness takes place along several of
the channels suggested in the conceptual framework. Funding, in this case, does not come
from some other actor along the value chain; rather, it comes from outside the chain,
being provided by several types of financial intermediaries. The signals that resolve the
information problem for the lender come from relationships along the value chain; thus,
the financial intermediary leverages the strengths of the value-chain relationship.
Moreover, these intermediaries offer additional kinds of financial services, which also
contribute to the rural household’s welfare.
This novel perspective highlights some of the advantages of the new contractual
mechanisms. This is a very dynamic sector, in rapid expansion. In its entirety the chain is,
therefore, a deficit sector, and it should be attracting resources from elsewhere in the
economy (that is, from outside the chain), in order to allow for the expansion of its own
activities. It is not a surplus sector and, therefore, it cannot be a net supplier of credit to
others. Within the chain, in the aggregate its actors are credit-constrained.
In contrast, the traditional types of interlinked transactions require one actor along
the single-product chain to finance the other. In this way, during the period of the loan,
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these arrangements increase liquidity for some actors within the chain, while reducing it
for others. From this perspective, they are closer to a zero-sum transaction within the
chain.1 Instead, when funds are mobilized as a result of financial intermediation and
obtained from outside the chain, they allow an increase of the overall command over
resources available to all of the participants in the chain. In this sense, the new
arrangement is more of a positive-sum transaction.
When there is financial intermediation, as a cluster all the actors along any value
chain enjoy a greater amount of liquidity. The chain can expand more rapidly than when
it must only rely on its own internal resources. Moreover, in some sectors a few specific
actors are sometimes able to attract funds from outside the chain. This usually gives them
additional bargaining power in their dealings with other actors. Thus, a processor that
offers advances to producers willing to sell their crop only to this particular firm most
likely received a bank loan. Without this additional liquidity, the processor would not
command as much market power. If the producers gained access to credit in their own
right, this power could be counterbalanced.
Actors such as this processor have a finite capacity for getting into debt and, thus,
face a choice. The advances to the producers reduce their overall liquidity. They would
usually prefer, therefore, that the farmers fund their own production elsewhere.
Supermarkets, in particular, require liquidity all year round and expect to attract funds
from outside the chain to finance their rapid expansion. To grant loans to producers,

1

From a welfare perspective, the transaction is actually a positive-sum game. Even though the
additional liquidity acquired by one of the actors is surrendered by another one, they both
increase their welfare by engaging in a valuable intertemporal exchange. No additional command
over resources is provided, however, for the chain as a whole. Resources are simply
redistributed among its members, according to their intertemporal demands and supplies. When
funds come from outside the chain, all actors gain without anyone enjoying less liquidity.
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would limit their own ability to expand, including investing in new stores or packing
plants. If the enhanced creditworthiness of the producers, due to the new contractual
linkages, allows them to get loans elsewhere, the entire chain gains.
The final outcome is a virtuous circle, from the perspective of the producers, of
the value chain as a whole, and of the financial intermediaries. First, there is a virtuous
circle from the perspective of small and medium producers. Greater access to credit from
outside the value chain, facilitated by their enhanced creditworthiness, along with
business development services, allow the participating agricultural producers albeit a
select group among the rural population to take advantage of the new productive
opportunities created by the expansion of value added along the chain. This participation
results in higher and more stable incomes for these producers. This is a consequence of
the better terms and greater stability of the purchasing contracts that they receive. These
two elements (higher profitability and more reliable markets) are crucial to closing this
virtuous circle, by further improving their creditworthiness in the eyes of financial
intermediaries.
Second, from the perspective of the entire value chain, financial intermediation
services provided from outside the chain increase the ability of the actors inside the chain
to obtain the resources they need in their productive activities. This allows them to invest
and upgrade, and it increases their competitiveness, which in turn attracts additional
resources to the sector. Several actors along the chain, which in the traditional single-crop
model of interlinked transactions were expected to supply credit to the farmers, can now
channel their talent and attention, in addition to their funds, to the marketing areas where
they possess pronounced comparative advantages.
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Third, from the perspective of financial intermediaries, the development of the
virtuous circle allows them to use their own comparative advantages in assessing risk,
evaluating and monitoring entrepreneurs, and pooling funds from small and large savers
to finance the activities of several actors along the value chain (King and Levine, 2000).
They can use the signaling from several actors in the value chain to their advantage. The
transaction costs involved should be lower, given the opportunity that these
intermediaries have to diversify their portfolio, generate economies of scale and
economies of scope, as they are more able to dilute their fixed costs, and implement
lending technologies in a professional fashion (Gonzalez-Vega, 2003a). This, in turn, will
allow these intermediaries to offer a broader menu of services that expands the frontier in
a cost-effective fashion.
Moreover, because of the existing linkages between the institutional buyers and
the farmers, financial intermediaries can reduce their costs of lending by implicitly
delegating some of the screening functions to the institutional buyers. Financial
intermediaries can rely on the resulting signals, because compatible incentives emerge in
this situation. That is, the institutional buyer and the financial intermediary are both
interested in the success of the participating farmers, and they will invest resources in
making sure that this is the case.
In addition to creating a win-win relationship, these linkages among farmers,
value chain actors, and financial intermediaries take advantages of the strengths of each.
The supermarket chain and its institutional buyer specialize in what they know how to do
best, namely their retailing and wholesaling functions, while the financial institutions
specialize in intermediating funds and managing risk. Moreover, as the pool of potential
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borrowers improves, with the increased productivity and higher value added that arise
from the technical assistance and business development services provided by the
institutional buyers, the profits of the financial intermediary improve.
The additional profits allow the intermediary to consider an expansion of its own
supply of financial services in this segment of the market. This, indirectly, benefits other
small and medium agricultural producers, not yet involved in the modern value chain.
The increased supply of financial services, in particular the provision of deposit facilities
in rural areas, eases the future entry of new producers into these arrangements. Those
producers who already are involved in contractual relationships with the institutional
buyer also benefit from the broader supply of financial services, which go beyond those
that a traditional single-crop value chain can supply on its own.
In summary, the emergence and gradual dominance of retailing by supermarket
chains is already a fact of life in several Central American countries. For some small and
medium agricultural producers, linkages to the emerging modern value chains offer an
opportunity to increase and stabilize their incomes and pull themselves out of poverty.
Not all households currently involved in farming, however, possess the required
endowments of assets, skills and attitudes, while those who possess these endowments
may not be able to use them fully, given their credit constraints. The challenge, therefore,
is how to integrate more small producers into these value chains by facilitating their
access to the package of skills, information, and financial services required. The
strengthening of financial intermediaries should be a critical component of this strategy.
The purpose of this case study is to identify ways in which some of these farmers
need not be excluded from these options because of the rural lag in financial
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development. In order to test these ideas, the document next proposes two hypotheses.
The two approaches are not necessarily mutually exclusive. In actual practice, they may
complement each other. One purpose of the case study, therefore, is to assess their
relative importance in Central America.

Two hypotheses for the case study
The traditional view on interlinked transactions suggests that supermarket chains,
as several other agribusinesses and marketing actors, have advantages in engaging in
credit transactions with agricultural producers. This is the view of the supermarket chain
as a direct source of credit for farmers. In contrast, the emerging novel view developed
here considers the contractual linkages with these chains as triggers and enhancers of
creditworthiness. The impact on the farmers’ access to credit of their participation in the
modern value chain is, in this case, powerful but indirect.
This alternative approach has several advantages. Efficient and sustainable
financial intermediaries, able to offer a broad range of financial services, at competitive
costs, allow a more complete expansion of the frontier of rural finance. They can pool
funds from other sectors of the economy, diversify their portfolios, and offer services
beyond credit. Value chains based on a single product, in contrast, cannot cope with
systemic shocks that affect the entire sector, and they have difficulties in mobilizing
internal resources for long-term investment. Access to credit from outside the chain may
also improve the bargaining power of small and medium producers. Interlinked credit
transactions reduce transparency about either the effective prices paid for the goods or the
effective interest rates charged, and this may significantly reduce the producers’ market
power –that is, their ability to demand better terms from the transaction.
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Interlinked transactions may still play important roles in getting credit to small
farmers. Given the proximity of the lender/traders to the farmers, their transaction costs
are low, and they are not constrained by the prudence that is demanded from financial
intermediaries that mobilize deposits. These transactions are thus important components
of the supply of agricultural finance in the rural areas.
The discussion of empirical results attempts to shed some light on two possible
hypotheses about the role of value chains in increasing creditworthiness. The first
hypothesis is that the supermarket uses its information, incentive and contract
enforcement advantages to lend to its farm suppliers and that this credit relationship may
gradually allow the farmer to gain increased access to other sources of funds.
Increased access to credit thus takes place in two steps. In the first step,
participation in the new chain, per se, creates direct access to credit. That is, the
supermarket would agree to finance the producer’s activities in order to secure it as a
reliable supplier. The producer gains access to loans or advances on the crop while
engaging in a selling-purchasing contractual agreement and other linkages with the
institutional buyer.
In a second step, the development of a credit relationship between the
supermarket chain and the producer generates information about repayment, and it
creates a reputation for the producer –in effect, it builds a formal or informal credit
history. This credit history can be made portable, and it can then be used in
demonstrating creditworthiness to other lenders. That is, the private information about
repayment behavior that has been accumulated by the institutional buyer can be made
available to other lenders –in particular, financial intermediaries external to the value
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chain. The information about the farmer’s reliability in delivering the produce can also
allow the institutional buyer to issue references to potential lenders, but the hypothesis
here relates to issuing information on the of the buyer as a borrower.
This transmission of information may be explicit (through credit references or
reports to a credit rating agency) or it may be implicit (as it allows the producer to signal
to others for example, by showing cancelled amortization receipts that it has
successfully borrowed from the supermarket chain). Implicitly, this record as a borrower
from the supermarket means that the producer has demonstrated ability to repay. The
producer/borrower can then graduate to the services of a financial intermediary. This is
the graduation hypothesis.
The second hypothesis is that the producer’s complex contractual relationship
with the institutional buyer and, in particular, both the effect of the business development
services provided by the buyer on the productivity achieved by the farmer as well as the
steadier and more reliable access to the market guaranteed by the implicit contract can
contribute to the creation and enhancement of creditworthiness. The assumption here is
that financial intermediaries external to the value chain can incorporate, in their screening
efforts, documented or simply observed information about the producer’s contractual
relationship with the supermarket chain as well as the producer’s newly acquired skills.
This is called the signaling hypothesis.

4.

Hortifruti and access to credit: field results
The accelerated expansion of modern and highly innovative value chains, the

introduction of more demanding standards of quality for food, and the associated
transformation of procurement practices and distribution channels developed around
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supermarkets have had important implications for the degree and manner of access to
credit and other financial services by the small and medium agricultural producers linked
to these chains. The potential influence of this supermarket revolution on rural financial
deepening is substantial.
This section presents salient results from the researchers’ first attempt to evaluate
the new hypotheses. These hypotheses are predictions about the comparative importance
of direct and indirect influences that a contractual relationship with a supermarket chain
may have on a farmer’s financial history. The evaluation is based on interviews with
Hortifruti officials, representatives of financial institutions and NGOs, and participating
farmers. 2
There is much heterogeneity among the producers and observable characteristics,
such as farm size or level of education vary substantially within the samples. Location
(low transaction costs) and the possession of specific skills, experience and attitudes seem
to be stronger determinants of participation. One important implication of heterogeneity
is that the preconditions for participation in the new procurement arrangements may not
be related to the kinds of farmer characteristics that are traditionally recorded and may be
easily observed, such as farm size, demographic features of the household, level of
education of the head of the family and the like. Large and small, educated and
uneducated farmers have joined the preferred suppliers’ list.
Successful participation seems to be mostly related to less easily observable
characteristics, such as the types of specific skills possessed, nature of earlier experience,
attitudes towards attributes valued in modern production processes such as timeliness,
2

For a detailed discussion of the operations of Hortifruti, for the design of the field work, and for an
analysis of the differences among the three countries, see the original Gonzalez-Vega et al. (2006) study.
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thoroughness, flexibility, precision and the like as well as willingness to change habits
and innovate. These are the kinds of individual producer attributes that are observed by
loan officers when a non-standardized lending technology (in contrast to the standardized
information used in credit scoring) is employed by the lender, such as in microfinance
best practices and other types of relationship banking (Joshi, 2005).
Furthermore, while an existing credit relationship may be important in
overcoming barriers to entry into the modern value chain, access to even greater volumes
of credit may depend on the observation by the lender of these less easily observable
farmer traits and the intangible assets associated with the new contractual linkages. These
are precisely the farmer features evaluated by the supermarket buyer in looking for
preferred suppliers. Formal financial intermediaries and other institutional lenders,
however, may be too far removed from small and medium agricultural producers to be
able to evaluate these individual attributes at a comparatively low cost. In contrast, such a
fine-tuned screening ability is critical for the success of the operations of Hortifruti and
similar supermarket chains. Once the implicit possession of these attributes and
intangible assets has been revealed by the farmer’s linkage to the institutional buyer, the
prediction here is that the assessment of creditworthiness by regular financial
intermediaries should become easier.
In Costa Rica, the sample reflected the tremendous diversity of the pool of
farmers involved. While these farmers are quite educated by developing-country
standards they are typical among the Costa Rican rural population. Clearly, the success
of Hortifruti has reflected the role of this stock of human capital. The average level of
schooling is seven years (it is nine for the country). In addition to advantages that

40

education offers in the adoption of technological innovations, higher levels of schooling
also have been associated with a greater ability for Hortifruti to work successfully
through associations and to develop flexible contracts with its preferred suppliers.
There is no relationship between farm size and participation in the Hortifruti list.
The area under cultivation ranges from 1.1 hectare to 375 hectares. On average, these
farmers cultivate 9.3 hectares, and the median area is even smaller. Moreover, two-thirds
of the growers indicated that one of the major influences of their relationship with
Hortifruti was an increase in the area under cultivation, in some cases even a three-fold
increase. That is, farms were even smaller when their relationship with Hortifruti began,
in comparison to the size we observed. Thus, size, per se, does not seem to be a
significant factor in explaining a successful relationship.
Most of the farmers own their land, with clear title. However, some producers
who did not own it had rented land in order to be able to work with Hortifruti. Hortifruti
has developed strong alliances with several farmer associations in Costa Rica. These have
included the Asociación de Productores del Chirripó (APPTA), with 2,000 indigenous
members, of which 800-1,100 are producers of organic fruits, bananas and cacao.
The producers interviewed come from a recent cohort of preferred suppliers. On
average, their relationship with Hortifruti was 4.3 years old. The relationship ranged from
less than one to 13 years. Despite this comparatively recent association, major changes
have already transformed these farmers. Among the most prominent, there have been
changes in the composition of the portfolio of crops produced by each one. In some cases,
these changes have resulted in greater degrees of specialization; in other cases, they have
led to greater diversification.
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The interviews revealed that, in response to the demand from Hortifruti, some
farmers specialized in producing a crop for which they possessed pronounced
comparative advantages. The associated contractual security allowed them to stop
producing other less profitable crops, which had been cultivated only in order to lower
the risks of their income-generating activities. The contract lowered the risk of
specialization because of the steadiness and reliability of the agreement with the
institutional buyer.
In other cases, the farmers completely switched crops, to produce something that
is highly demanded by Hortifruti. In other cases, the relationship allowed them to further
diversify their production. In most cases, Hortifruti encouraged this diversification, both
as a risk-management tool and because, once it had identified star producers, it wanted to
take advantage of their unique skills as agricultural entrepreneurs and induce a more
varied supply of products for which there might not be adequate levels of procurement.
The producers reported that, to facilitate the required innovation, in several
instances Hortifruti provided the seed for the production of new varieties and other
critical inputs, sometimes on credit. In other cases, Hortifruti facilitated arrangements
with input suppliers. Although exclusivity is not strictly required, some growers have
fully specialized in selling to Hortifruti. This concentration of sales to only one buyer
creates risks, but the growers can always return to the open markets, if necessary.
According to the farmers interviewed, the volume of production increased, in part
because of the expanded area under cultivation, but mostly as a result of increased
productivity. Moreover, given a steady demand from Hortifruti throughout the year, these
farmers have been able to continue producing during times of the year when it was not
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traditional for them to produce. The advanced scheduling of purchases and the staggering
of production allow the farmers to rationalize their plans for planting and to stabilize their
volume of production. The demands from this steady schedule highlight the importance
of irrigation equipment and/or greenhouse services, which in turn underscores the
important role that long-term investment credit could play in facilitating the entry of more
such farmers into modern value chains.
Gross incomes have increased even more than farm output, as lower post-harvest
losses and improvements in quality accompanied by higher prices have been the most
salient impact of the relationship of these farmers with Hortifruti. Their own value added
in these sales has increased, given the additional cleaning and sorting, as have also
employment and their costs of production. In some cases the farmers sell smaller amounts
at favorable prices to rival supermarket chains and, in other cases, when quality is not
adequate for Hortifruti, they take the rejected portions to the traditional wholesalers and
open markets.
There was no agreement, among the growers in the sample, about the impact of
their relationship with Hortifruti on prices. In general, Hortifruti’s prices seem to be
similar to open market prices, but considerably less volatile –considerably higher in times
of low open market prices and somewhat lower than open market prices when these
prices are very high. Thus, by working within an implicit price band, Hortifruti de facto
stabilizes the prices received by the growers. The price volatility characteristic of these
products is sufficient, however, for the growers to prefer not to have a fixed price
agreement with the institutional buyer, which would bind them to a low price when
market prices are rising. Even though Hortifruti discourages side selling and the farmers
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have to deliver the amounts they promised to sell to Hortifruti (or risk losing their
preferred status), they seem to appreciate the ability to side sell some of their output
possibly by planting more than Hortifruti would be willing to buy when the price is
high, while being covered by Hortifruti when the price is low. They particularly value the
implicit price support, in the latter case.
Furthermore, as in any other interlinked transaction, there is no simple way to
define prices in the case of these relationships. For example, one must add the value of
the technical services provided for free, in order to compute effective prices for the
grower. Hortifruti has also supplied specialized inputs, at lower than market prices. In
general, this flexible arrangement seems to work well for both parties. The implicit
contractual relationship requires, however, the grower’s ability to deliver the amounts
requested by Hortifruti and of an acceptable quality, sometimes at a short notice. Indeed,
Hortifruti’s major concern is not to come up short on quantity or quality at any given
moment and the institutional buyer is willing to pay for this certainty. At the same time,
there is still sufficient competition from rival supermarket chains and even from some
exporting firms to contain an excessive exercise of market power in Hortifruti’s pricing
policies.
In Nicaragua and Honduras, the researchers did not have the same opportunity to
observe a broad range of participating growers scattered throughout the country. This
reflected constraints due to logistics and the less advanced stage of development of the
Hortifruti network in these countries. With a much shorter history in Nicaragua (since
1998), Hortifruti has been able to develop a less well-defined pool of preferred suppliers.
Learning takes time, and Hortifruti is still incurring in high search costs in looking for
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acceptable suppliers in this country. In the year after the interviews, however, the
numbers of suppliers grew rapidly, from 300 to 550.
Given a more limited ownership of farm assets in Nicaragua, including trucks,
Hortifruti has been forced to operate collection points close to where the farmers are and
to bring its own trucks right to the farm gate. The country’s less developed infrastructure
increases transaction costs for all the parties involved. Opportunities to participate are
thus sharply reduced for producers located in remote and less accessible areas.
Density matters. Hortifruti is willing to absorb the transaction costs in those cases
where there is sufficient concentration of producers. As barriers to entry, these
transaction costs weight disproportionately in the case of small farmers located in remote
areas. In response to transportation constraints and to meet their quotas with Hortifruti, a
network of participating suppliers who collect produce from their neighbors has emerged.
Important positive externalities are being generated through these indirect linkages.
In Honduras, where the Hortifruti operations are more recent (since 2001), the
contractual relationships with the farmers are more developed than in Nicaragua. There is
a core pool of preferred star producers, who seem to possess the right endowments of
entrepreneurial attitudes, experience and willingness to innovate. As elsewhere, Hortifruti
looks at these endowments of skills and intangible assets and at the producers’ ability to
stagger the scheduled production rather than at farm size. Nevertheless, the preferred
producers possess sufficient fixed assets, including trucks, and are able to deliver directly
to the plant in Tegucigalpa.
Working with a relatively small core of preferred producers, who already have
made some technological advances on their own or with support from other sources,
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direct technical assistance from Hortifruti has been less necessary in Honduras. Instead,
CDA/Fintrac and several NGOs have been providing various types of technical assistance
to the growers (Medlicott, 2005). As in the other two countries, the farmers in the
preferred pool gather produce from their neighbors, in order to meet their own delivery
quotas. Similarly, once a star producer is identified, Hortifruti encourages expansion
and/or diversification, to enable it to deliver several crops while meeting high standards
of quality.

Credit histories and the influence of Hortifruti
The farmers with contractual relationships with Hortifruti in Costa Rica have had,
at some point, access to credit. This is not surprising in a country where, in earlier
periods, close to 40 percent of all farmers had had access to some formal credit source
(Quiros, 1991). Indeed, all the growers interviewed had used, at some point before or
after they started their relationship with Hortifruti, at least one source of credit. None of
the producers in the sample had received loans or advances from Hortifruti, which does
not have any regular credit program for its participating suppliers, with the very few
exceptions mentioned.
The financial histories of the growers include a broad range of sources of credit.
One-fourth reported loans from friends and relatives, usually for starting up and to deal
with emergencies. One-tenth received loans from informal moneylenders. Several
farmers purchased vehicles on credit or took merchandise, on credit, from various types
of stores. Credit from input suppliers is the norm (in Honduras and especially in Costa
Rica) in funding production expenses, usually at short terms (from 30 to 60 days), with or
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without requiring liens on any assets purchased, and with or without any explicit interest
being charged.
Three-quarters of the participating farmers in the Costa Rican sample had had
loans from banks, either state-owned or private. Almost one-third had had loans from
cooperatives. The amounts borrowed from formal intermediaries are small, with
US$16,300 as their median value.3 These are not huge sums, given the different size and
profile of the farmers in the sample and the high input-intensity of the agricultural
activities they undertake, particularly after participation in the Hortifruti network.
The observation of a high incidence of loans from banks and cooperatives the
likely potential sources of investment credit in the Costa Rican sample raises questions
about the influence of the contractual relationship with Hortifruti on their
creditworthiness. This topic was explored both through questions to the farmers as well
as questions to officers of financial institutions. In several cases, the growers had
borrowed from banks even before they began their relationship with Hortifruti. This
raises the additional question about the role of credit in facilitating the upgrading of a
producer up to the level required for entry. In other cases, farmers with a long
relationship with Hortifruti no longer borrow.
Excluding producers of beans, who were part of the special arrangement with
Banco de San Jose described below, two-fifths of the growers in the Costa Rican sample
claimed that their relationship with Hortifruti has been critical in expanding their
creditworthiness. The typical mechanisms for this expansion have been the signal implicit
3

For the farmers in the sample, the maximum amount ever borrowed from a formal financial intermediary,
in a given year, ranged between US$ 1,623, for a small individual producer of tropical fruits, and US$
109,000, for a large and diversified farming business. Considering all the observations in the sample, the
median of this maximum amount was US$ 16,300 (that is, 50 percent of the farmers had never had loans of
a larger size).
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in the higher and more secured level of sales that the farmers enjoy as well as the
influence of the more steady cash flows on their ability to service loans, which have
affected the determination of the amounts borrowed. In their loan applications, some of
the farmers actually document their levels of sales with records of their Hortifruti
transactions. In other cases, the lenders simply learn about the existence of the
relationship and this signal is, in itself, valuable. In all these cases, the farmers reported
that the terms and conditions of their loan contracts, particularly loan amounts and terms
to maturity, improved.
In turn, many officers of cooperatives, banks and input suppliers confirmed the
role that this information plays in screening applicants. Even when the contractual
relationship with Hortifruti, per se, is not explicitly used as a lending criterion, the
guaranteed market does seem to influence lending decisions. Moreover, even if the
relationship with Hortifruti were not revealed to the lender, the actual impact of the
relationship on the evolution of the farming enterprise might lead to larger loans and
better terms and conditions. That is, the core creditworthiness would have improved and
this might in itself have led to such improvements in loan terms and conditions.
In contrast to Costa Rica, Hortifruti’s preferred growers in Nicaragua seem to
have enjoyed little access to credit. Some of the producers interviewed did not even know
of any institutional source of credit where they could borrow. Again, Hortifruti itself has
not been a source of credit, except in a few exceptional cases. Surprisingly, and unlike
Costa Rica and Honduras, there has also been very little credit from input suppliers.
Given the high levels of uncertainty experienced in the rural areas of this country, many
farmers indicated that they are reluctant to get into debt.
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Credit to finance agricultural investment has been almost inexistent in Nicaragua.
Some loans have been available from NGOs, but even these have required mortgages on
farm land and other real estate, which requires clear title. For smaller loans, of less than
US$ 600, personal guarantors and/or crop liens (cartas de venta) have been occasionally
used. Borrower transaction costs seem to be quite high in most cases; this has further
reduced the effective demand for credit. Some donor-sponsored projects are working with
financial institutions (such as the Fondo de Crédito Rural, among others) to encourage
lending based on the improved creditworthiness of buyers linked to stable markets.
Working capital requirements are mostly met by the farmers through the steady
cash flows that result from staggered production schedules. In this sense, the contractual
relationship with Hortifruti has radically improved the Nicaraguan farmer’s liquidity
management, has eliminated the severe payment risks they faced in the past, and has
helped them in smoothing income and expenditure flows over the year. Assured deferred
payments, after a very short waiting period, have given these farmers an opportunity to
consider longer horizons in their production decisions. Indeed, timely payments take
place once a week, and this seems to be the attribute of the relationship most valued by
the growers. It represents a substantial improvement over the uncertain and unreliable
deferred payment from traditional buyers, usually after several weeks.
In Honduras, the relationship of Hortifruti with its preferred suppliers is more of a
partnership than in Nicaragua. One important financial implication is a favorable cash
flow management for the producers, as a result of timely and assured payments, as in the
other two countries. There is also evidence that some credit to finance working capital
and investment has been available through NGOs, cooperatives, and even some banks,
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including Banco de Occidente. Several of these sources of credit have been associated
with special programs, such as those involving CDA/Fintrac and its successor, USAIDRED. Some of these channels are outside the regulated financial sector, creating
distortions in the development of rural financial markets (Falk, Quirós and GonzalezVega, 2006).
In Honduras, repressive regulation has reduced the set of sources of credit
available to farmers. Recent legislation eliminated the use of liens on future harvests,
which had been used by some banks to lend for agriculture. The country’s prudential
regulation classifies all agricultural loans as unsecured and, thereby, as subject to higher
provisions. This has further discouraged formal financial intermediaries from lending for
agricultural purposes. Finally, recent debt forgiveness (of 50 percent of the amount due)
and forced rescheduling (of the remaining 50 percent, at 10 years to maturity), ordered by
legislation, has resulted in an exodus of financial intermediaries from the rural areas
(Falk, Quirós and Gonzalez-Vega, 2006).
The most interesting example of the direct influence of Hortifruti on the access to
credit of its preferred growers has been the agreement with a private commercial bank,
Banco de San José, in Costa Rica. The Corporación de Compañías Agroindustriales
(CCA) is a major corporate client of Banco de San José. Using this relationship as
leverage, the CCA induced the bank to lend to the preferred beans suppliers of Hortifruti.
The initial transaction, in 2004, involved an agreement between the CCA, the bank, and
the Cámara de Granos Básicos de Los Chiles (a regional association of basic grain
producers).

50

The agreement included the obligation for Hortifruti to purchase the crop and to
pay within a certain price range. In turn, Hortifruti repays the loan directly to the bank,
by discounting the loan amortizations from the payments to the producers. This
significantly reduces the bank’s exposure to risk. Moreover, Hortifruti’s technical advice
and oversight of the growers played a critical role in persuading the bank to initiate this
pilot effort.
According to executives of the Banco de San José, these roles alleviate the bank’s
concerns about the borrowers’ repayment capacity. Furthermore, the close relationship of
the growers with Hortifruti gives the bank a strategic partner, with shared interests and
the willingness to pool risks. Further, this connection allows the bank to understand how
the value chain works, in a way that would be otherwise impossible for loan officers who
are removed from the field. Thus, as predicted by the conceptual model, the bank has
delegated a large part of the screening of these clients to Hortifruti. Because of the share
interests and shared risk (as both entities would suffer if the growers are unable to
deliver), Hortifruti’s judgment is trusted.
Significantly, the bank did not require the farmers to pledge traditional collateral
for these loans, a huge step for a private bank accustomed to lend only on the basis of
mortgages. The farmers were required, however, to get crop insurance in order to be
eligible for the loans –a factor that calls into question the replicability of this pilot in
countries without an insurance agent willing to issue such a policy. This was the only
instance, among the growers in the Costa Rican sample, when the farmers had purchased
any insurance. The farmers complained, however, that the state-owned insurance
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company works with an obsolete model of farm costs, based on 1992 input amounts and
prices, leading to extremely high premiums compared to the small protection expected.
The success of this initial credit transaction led to an expansion and formalization
of the agreement. In July 2005, the CCA and the Banco de San José publicly announced
their joint agreement, which they called the “Value Chain Program.” The bank committed
to offer several financial services, including working capital loans, investment credit,
electronic payments services, and factoring to Hortifruti’s preferred suppliers. The
opportunity to gain access to these financial services was expanded to both agricultural
and non-agricultural producers in other areas, beyond growers of beans. This is an
example of the explicit involvement of the supermarket chain in directly improving
access to credit to its suppliers. (http: //www.cca.co.cr/artman/publish/article_29.shtml).
There is the question of whether the Banco de San José is an isolated case,
involving only the relatively sophisticated Hortifruti producers, or if it represents a
replicable model. That is:
(a)

Is this pilot a template that could be further expanded downward, to reach smaller,
more marginalized producers?

(b)

Can this model be replicated with other buyers (including some of CCA’s strong
supermarket competitors) as well as in other countries?
Indications from bank executives are promising with regard to this second

question. Bank executives explained that the upper-end of the banking market is simply
saturated and that a future strategy perceives lower-income market segments as a major
opportunity. Further, during the interviews they described plans to expand the pilot to
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other smallholder-dominated crops, such as some vegetables grown in a protected area,
and to replicate the experience with other institutional buyers in Costa Rica.
Without a doubt, the most important determinant will surely be the performance
and profitability of the existing pilot portfolio. Moreover, if performance and profitability
prove satisfactory, this could become a model used by other financial intermediaries.
These organizations may be closer to other groups of producers and they may find it
attractive to engage in similar operations. The success of these replications will depend
on the existence of a set of sustainable financial intermediaries with the vocation and
strategic vision to work with these kinds of borrowers.

6.

Summary of Findings
First, a most general objective of this case study has been to learn lessons about

the extent to which participation in new types of modern value chains influences the
diverse degrees of access of small and medium agricultural producers to a varied set of
financial services, including several types of credit for working capital, consumption
smoothing, and investment.
Second, one specific objective has been to examine the potential influences of the
producers’ contractual relationships with a supermarket chain on the creation and
expansion of their creditworthiness. Third, another specific objective has been to assess
possible ways in which improved access for small and medium agricultural producers to
the services of financial intermediaries can remove a barrier to entry into such chains in
developing countries. The operations of Hortifruti in three Central American nations
provided an excellent empirical framework for an exploration of these questions.
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Several key findings respond to the initial hypotheses of the case study,
incorporate specific observations from the field work involving Hortifruti, and contribute
to the emerging conceptual framework developed here. Among the most general of the
findings are the following:
1. Participation by small and medium agricultural producers in modern value chains
such as those represented by Hortifruti in Central America improves their
creditworthiness, which in turn increases their access to several types of financial
services. This enhancement happens through three components:
(a) Participation enhances the producers’ core creditworthiness, through
improvements in their skills, access to expert technical assistance and timely
market information, and reliance on assured dynamic markets.
(b) Participation in the value chain improves the effective signaling to potential
lenders of the producers’ revealed creditworthiness, through the reputation
effect associated with membership of the producer in the list of preferred
suppliers of a successful supermarket chain.
(c) Participation improves the lenders’ recognized creditworthiness of the
producers, as the lenders implicitly delegate some screening and monitoring
tasks to the institutional buyer. The buyer may even engage the financial
intermediary in a risk-sharing arrangement. The enhanced ability to recognize
the nature and evolution of the producers’ creditworthiness may encourage
further investments in innovation of the intermediary’s lending technology.
2. Access to a broad range of financial services is an important factor in the
willingness and ability of small and medium agricultural producers to enter a
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modern value chain or upgrade their capacity within the chain. The trend towards
supermarketization in Latin America and the increased standards associated with
the new procurement arrangements present opportunities and threats to small and
medium producers. Access to efficient and sustainable financial services can help
in addressing the challenges and taking advantage of the opportunities.
3. The case study goes beyond the traditional view of value chain actors as suppliers
of credit. Instead, it develops a new view of value chain actors as facilitators of
access to credit and other financial services for producers, particularly through
their influence on the producers’ creditworthiness. The experiences in Central
America with Hortifruti and several financial intermediaries suggest that this
emerging approach presents a number of advantages over the traditional view, as
a model for improving access to rural financial services. Specifically, the
emerging view recognizes that modern agriculture/supermarket value chains are
net demanders of credit, attracting funds from outside the chain, and it
recommends the benefits from efficient financial intermediation as a way of
providing a broad array of financial services, beyond short-term credit.
4. Country context is an important factor in determining the degree to which this
approach can be successful in practice. Specifically, the existing depth of finance
in a country and the overall health of the financial system will determine whether,
and to what degree, financial intermediaries can and will take advantage of the
opportunity to expand their supply of financial services to small producers, based
on the improvements of creditworthiness listed above.
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A view from the traditional perspective of buyer/supplier credit and interlinked
transactions suggests that supermarket chains, as several other agribusinesses and
marketing actors, have advantages in engaging in credit transactions with the agricultural
producers that supply them with several products.
Nevertheless, in contrast to previous research findings, this case study has found
no evidence that Hortifruti plays or has played in the past this role in any significant way
in Central America. Some producers have received inputs on credit and have even
obtained loans from Hortifruti, but this has occurred only in special circumstances and
with a very limited scope. As an institutional policy, Hortifruti is not a source of credit
for its preferred growers.
In contrast, the novel view documented here considers the linkages and
contractual relationships with the supermarket chain as triggers and enhancers of
creditworthiness. The impact of participation in the value chain on the farmer’s access to
credit is, in this case, powerful but indirect. The case study has uncovered sufficient
pieces of empirical evidence to support this hypothesis. Additional research will be
needed to further document the relative importance of the different channels through
which this effect takes place and the nature of the linkages between access to finance and
entry into value chains.
Placed in the Central American context, the very limited observation of direct
credit relationships between the supermarket chain and its preferred suppliers is not
surprising. In this part of the world, supermarket chains are expanding rapidly. This fast
growth creates strong demands for liquidity, as rapid expansion requires substantial net
funding from outside of the chain. In these circumstances, loans to producers would
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imply a high opportunity cost for a supermarket chain. The chain most likely has more
profitable, productivity-enhancing ways of investing its own funds.
Moreover, the modern supermarket chains (correctly) perceive that their
comparative advantages are in the introduction of the complex innovations in
procurement and in retailing that are revolutionizing the food sector in these countries.
Efficiency suggests that they should focus their managerial resources toward these areas
and only be concerned with funding their suppliers if strictly necessary and in the absence
of alternative sources of credit.
Further, the supermarket chains may perceive that the addition of a lending
dimension to their already complex contractual relationship with the producer may
introduce a potential conflict of interests, as the producer’s repayment capacity will
depend on the terms and conditions of the purchases by the institutional buyer itself.
Thus, for example, a reduction in prices could threaten the repayment of loans. The
difficulties could be potentially severe when systemic shocks threaten all actors along a
value chain. In these circumstances, both the producer and the institutional buyer would
require emergency credit and other financial services, which can only be obtained from
outside the chain.
In Central America, the case study has observed, in contrast, evidence of the
indirect impacts of the contractual linkages with the supermarket chain on the producers’
access to credit. The accompanying creation and enhancement of creditworthiness are
related to several implications of the contractual relationship. These implications are
examined in detail next.
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First, the increased creditworthiness is, in large part, related to a reduction in the
risks faced by the producer and, thereby, by the lender. There are at least five dimensions
of the containment of risk that takes place as a result of these contractual relationships:
(1)

A reduction in volume risk. The relationship with the institutional buyer
guarantees the purchase of the amounts previously specified, and this makes the
producer less susceptible to transitory variations in market demand. In addition,
technical assistance about pest control and other reductions in yields reduce
production risks. This enhances the preferred supplier’s ability to repay, in
contrast to producers that face uncertain sales amounts in wholesale markets or
exogenous shocks on yields.

(2)

A reduction in price risk. Given the long-term nature of the relationship (implicit
contract) between the preferred supplier and the institutional buyer, the range of
price variability is reduced. This enhances the supplier’s ability to repay,
compared to producers who sell in spot markets where prices fluctuate widely.

(3)

A reduction in payments risk. There is almost certainty about the deferred
payments from the institutional buyer, in contrast with the great uncertainty
associated with sales to traditional wholesalers. This enhances the preferred
supplier’s ability to repay on time.

(4)

A reduction in rejection risk due to inadequate product quality. The technical
assistance from the institutional buyer or another provider of business
development services and the learning by the producer reduce the risk of
rejections due to inadequate product quality. This enhances the preferred
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supplier’s ability to repay, compared to occasional producers who are less aware
of quality standards.
(5)

A reduction in consumption smoothing risk. Sustaining minimum consumption
levels is a senior claim on the flows of income of the farmer’s household, which
precedes loan repayment in the case of adverse shocks. The opportunity to sell
throughout the whole year and to plan planting and income flows reduces this
risk, increasing the producer’s willingness to repay.
Parallel to these reductions in several dimensions of the risk faced by farmers, the

contractual relationship, jointly with the delivery of business development services,
improves the producer’s productive opportunity. This improvement has two effects. On
the one hand, it increases the farmer’s demand for financial services, in particular the
amount of credit demanded but also the demand of instruments for liquidity management
and risk mitigation. On the other hand, it increases the farmer’s ability and willingness to
repay loans (that is, creditworthiness).
The greater ability to repay is a direct consequence of the more attractive
productive opportunity enjoyed by the farmer. It also reflects the ability to make
payments on a regular basis, a feature of the farmer’s cash flows that allows the
implementation of typical microfinance lending technologies. Higher levels of
productivity, induced by technical assistance and other business development services,
can be achieved through innovation and increased specialization, while risk management
can be facilitated by the opportunities to diversify the set of crops sold to the supermarket
chain. These opportunities offset some of the increased innovation risk from the
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experimental nature of the new activities pursued by the small and medium agricultural
producer.
The greater willingness to repay (compared to a situation where the farmer does
not have the linkage to the supermarket) is a reflection of the greater value to the farmer
of the bank relationship, now that the farmer has an attractive opportunity that requires
external funding. The farmer understands that there is value in protecting the bank
relationship, in order to be able to participate in the value chain more fully. Combined,
these two effects should typically lead to more than proportional increases in the amounts
of credit available to the producer.
A rapid expansion of the rural outreach of financial intermediaries faces severe
information, incentive, and contract enforcement constraints. The enhancement of
creditworthiness resulting from participation in a modern value chain offers promising
opportunities for additional financial deepening in the rural areas of developing countries.
The breadth and depth of these financial markets will be critical, in turn, to allow small
and medium agricultural producers to overcome constraints to their incorporation in these
value chains. Practitioners, donors, and policymakers interested in financial development,
rural development, and value chain upgrading will find here a valuable common ground
to cooperate and promote rural development.
Access to the services of financial intermediaries may be critical in ensuring that
small farmers are not left out, as the market for fruits and fresh vegetables continues to
evolve. At a minimum, access to a broad range of financial services can help small
producers who already are integrated into such value chains to remain there and continue
to grow and improve as the value chain expands and diversifies. These producers would
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have already built their reputation with the institutional buyer, but they may need
additional financial services to keep up with the rates of change and expansion required
by the evolving value chain.
Greater challenges emerge in connection with the entry of new small producers
into such chains. In the absence of the signals of creditworthiness that emanate from the
contractual relationship with the institutional buyer, it may be difficult for small
producers to gain access to the credit portfolio of financial intermediaries. Here is where
further innovation in lending technologies, appropriate for the rural areas and, as in this
case, appropriate for farmers in a process of modernization will still be required. A
correct approach to promoting innovation in financial markets will be critical in these
efforts.
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