Value Chain Development Fund:
An Approach to Improving Rural Poor’s Access to
Financial Services in the Hills of Nepal
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Introduction Objective

In order to bring about positive changes in the lives of rural communities Substantially improve food and nutrition security through enhanced
in Salyan district, a three-year project entitled ‘Improving the Livelihoods livelihoods

of Marginalized Groups in Salyan District (ILMC)" has been initiated in

November 2015 with financial support from The Federal Ministry for Purpose (Outcomes)

Economic Cooperation and Development (BMZ) and Welt Hunger Hilfe
(WHH), Germany. With project oversight provided by WHH Nepal, the

project is implemented jointly by RRN Nepal, LI-BIRD and Aasaman Nepal in *  Agricultural productivity and income increased through sustainable
elght VDCs highlighted in Map 1. integrated farming systems and value chain development

e Empowered communities made aware of right to food issues

Expected results (Outputs)

Majhkada Kubhindedaha

1. Strengthen Community Based Organizations (CBOs) to ensure right to
food by promoting good governance

Kabrechaur 2. Increase productivity by adapting sustainable integrated farming systems
(SIFS)

3. Develop Value chains of three commodities and establishing financing
Kalimatirampur models

Kalimatikalche

Laxmipur

4. Substantially improve the nutrition status on household level

Map 1: Working VDCs of the ILMC project in Salyan



Target area and target groups

The project targets around 6,000 households with approximately 35,000
people representing about 80% of the total population of the eight VDCs.
The target group consists of marginalized ethnic groups including Janajatis
(Magar, Tamang and Gurung), Dalits and other vulnerable groups. Women,
poor, peaple in need, and children below five are the priority target groups
for consideration throughout the project implementation.

LI-BIRD is accountable mainly for result 3, i.. value chains of three
commodities are developed and financing models established. However, it
will maintain close coordination with other implementing partners and work
as a team to achieve the overall objective of the project.

Asseries of participatory exercises in the eight VDCs, followed by district
level workshop with participation of district level stakeholders and leader
farmers from project VDCs selected five value chain products, namely, goat,
ginger, turmeric, timur (Sichuan pepper) and fresh vegetables for project
implementation.

Background of Value Chain Financing

Value Chain Finance for agriculture has become a topic of interest for the
Government of Nepal, development agencies and financial institutions.
The terms ‘Value Chain Finance (VCF)' refers to the use of a value chain and
the way in which it supports participants by tailoring services and products
to one or more points in a value chain in order to reduce the risk and cost
of financing, and increase the efficiency of the value chain as a whole. VCF
can help meet the growing need for agricultural finance and investment

in response to consumer demand for more processed or value-added
products.

The major issue, besides production and market related issues, currently
faced by farmers and value chain actors of eight working VDCs is access to
credit at reasonable terms and conditions. The majority of population have
no access to formal banking services. They don't have bank account and
there are no formal banking service providers in and around the project
VD(s.

Access to credit is a recurrent problem faced by progressive farmers and
entrepreneurs when it comes to starting or expanding their business.

To overcome this obstacle, LI-BIRD piloted the concept of Value Chain
Development Fund (VCDF) of forest enterprises through Multi Stakeholders
Forestry Programme (MSFP) in Parbat, Baglung and Myagdi districts. A
preliminary assessment of the situation in the project area indicates that
the project needs to play a catalytic or facilitating role to attract Bank and
Finandial Institutions (BFIS) in remote area, where the transaction cost

is relatively higher for business operations. Nevertheless, the project
understands that for longer term sustainability of value chain development,
sustained engagement of BFls and market actors is crucial. Hence, LI-BIRD
would like to extend its hands for partnership with private institutions
including BFIs in the process of better serving the rural communities.

The Concept of VCDF

The majority of rural population still depend on informal sector for their
financial needs. The policies of Nepal Rastra Bank and the subsequent
establishment of Microfinance Institutions and cooperative movement
have enabled rural people in accessing financial services from semi-formal
institutions. However, the reach of semi-formal institutions is limited in
terms of capital and ability to raise its own fund. This in turn leads to higher
lending rate (>15% pa) that is too high for rural people.
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Figure 1. Trickling of resources from formal and semi-formal sectors to informal sector (Source: Thapa & Rana, 2014)




To overcome the obstacle, LI-BIRD has envisioned to involve formal and
semi formal sector, which has huge resources and the interest to invest in
rural areas, but lack suitable partners and a mutually acceptable model for
lending.

The concept of LI-BIRD's VCDF is presented in Figure 1. At the base of the
pyramid is a large informal sector comprising individual farmers, value chain
actors, entrepreneurs mostly unorganized, with a need for capital either to
start their business or to expand their business o to diversify their business
ventures, or a combination of these interests. Second tier in the pyramid
comprises of microfinance institutions and cooperatives providing financial
services to informal sector players. Finally, at the apex of the pyramid lies the
formal sector (commercial and development banks), with financial resources
at their disposal. The pyramid shape indicates that at the base, the number
of potential actors (users, money recipients, entrepreneurs, etc.) or possible
investment opportunities are high and the number of people/clients and
service providers involved decreases as we move up the pyramid while at
the same time the concentration of funds increases. Thus, BFIS are looking
for investment opportunities. Yet, these institutions are primarily urban-
centric in their operations with limited reach in rural areas. This is where an
organization like LI-BIRD comes in with extensive reach in rural communities,
ability to mobilize local people and provide technical backstopping support
in income generating activities, and working as a bridge/facilitator between
formal institutions (banks) and informal sector (farmers, producers, local
entrepreneurs, etc.). Gradually over time as trust and business grow
between the parties, LI-BIRD's role becomes redundant. The idea is to make
the informal sector more competitive with the engagement of formal sector
thereby contributing to wealth creation in rural areas. The concept has been
first piloted by LI-BIRD in Multi Stakeholder Forestry Programme (MSFP).
Currently, the programme is implemented in three districts of Dhaulagiri
area i.e. Parbat, Baglung and Myagdi. We have partnered with Muktinath
Bikas Bank Limited for the mentioned three districts.

Working Procedure of VCDF in the
District

There are several mechanisms by which VCDF can be operationalized. In
this document we would like to focus on Direct Lending Mechanism as the
financing mechanism (Figure 2). This is the model that we have piloted and
found promising for scaling up with different partners. That said, we are
open to experiment with other lending mechanisms in the project in due
course of time.

In this model we have the following actors involved as shown in the Figure 2.
Beneficiaries/community members

2. Cooperative/Groups

3. VCDF Management Committee — District Entity

4. Private Sector Investor/Bank

5. LI-BIRD (Facilitator)

After completing the identification of the value chain products, LI-BIRD in
collaboration with cooperatives/groups, will list out the interested members
in taking up loan for the value chain. After identification of the members
and proper vetting from our side, we will assist individual members in
preparing business plan (during project period). Cooperatives/Groups

will submit these applications or business plans to the District Entity for
review and approval or otherwise. The District Entity will then evaluate the
applications and recommend them to Bank/PSl, in case of approval. Once
the applications reach bank, through its own rigorous credit appraisal
process, it will evaluate the applications and if accepted will provide the loan
to members/groups.

The loan will be disbursed in installment basis and the members/groups
will directly repay the due installment to bank. Nevertheless, we expect that
the cooperative/group will facilitate the repayment process with regular

FINANCING MODEL - DIRECT LENDING MECHANISM
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Figure 2. VCDF operational model (Source: Thapa, 2014)



follow up with their respective members that have taken the loan. This
requirement will be communicated to the cooperative/groups by LI-BIRD
during orientations/interactions. In case of any default, the bank will seek
help from the District Entity, Cooperative/Group and LI-BIRD to recover the
loan.

Understanding Among the Stakeholders

The major obstacle s the lack of capital with the value chain actors and
the unwillingness of BFI's to Serve the target population in the rural area.
To promote private sector’s participation in Value Chain Finance, project
has established VCDF of NPR 1 million. The fund is expected to encourage
private sector (BFIs) by providing credit to the unbanked target population
of the project. With the help of this fund, the project is trying to clear the
hurdles in the form of collateral, minimized high operation cost and high
lending rate.

Fund Management

Under the fund management, a separate District Entity led by the District
Chamber of Commerce and Industries (DCCI) with membership of 5-8
stakeholders had been formed comprising of participating bank and
financial institutions, District Agriculture Development Office(DADO),
Gharelu Samiti, NGO federation and other relevant stakeholders (as and
when required) to manage and monitor the fund. The DCCI will open an
account in its name. Signatories for the account will be decided by the
District Entity.

During the project period, LI-BIRD will be there to guide, contribute and
participate as a member of the committee. LI-BIRD will also strengthen
capacity of different bodies including District Entity to undertake its functions
effectively and efficiently. So, by the time the project is about to phase out

in about two and a half year time, DCCI will have developed the capacity to
manage VCDF fund on its own.

Monitoring and Evaluation

The biggest hurdle faced by the formal and semi formal sector in pro-poor
financing is ensuring proper fund utilization by the beneficiaries as per the
business plan. Regular monitoring from the formal sector to assess the
fund utilization by clients is costly and dissuades the sector from making
significant investment. In this regard, the project intends to utilize social
mobilizers stationed in each VDC to monitor individual clients and give
regular report on utilization of fund by beneficiaries.

In the project, regular visit of bank officials and other stakeholders is an
inbuilt activity. Through their visits we expect not only monitoring of the
investment activities, but also working on the shortcoming of our modality.

Inclusion of Insurance Scheme in
VCDF

In earlier partnership, insurance was not part of the piloted model. But,
given the precarious nature of agriculture enterprises as well as increased
interest of insurance sector towards agriculture, LI-BIRD has initiated
dialogue with insurance companies. NLG Insurance have shown interest

to partner with us for agricultural insurance. With an insurance company
onboard, the risk of doing business is cushioned thereby prompting
farmers, producers and local entrepreneurs to invest in their business. This
is something new for LI-BIRD as well, so we expect there would be plenty of
learning in the process.

Conclusion

Through the VCDF modality we are confident that we will create an
environment of win-win situation among the participating stakeholders.

Beneficiary/community members/entrepreneurs: These are
individual members of groups or cooperatives that require credit for their
businesses (production inputs — quality seeds/breeds, fertilizers, agro-
chemicals; post-production — storage space, processing, grading equipment,
transportation etc.). The beneficiaries will get much needed access to
finance for upgradation of their livelihoods.

Cooperative/Groups: Members through these institutions will have
access to much needed credit thereby enhancing trust and confidence

of their members on the organization. The banks will directly deal with
Cooperatives/Groups, which will enhance their governance and compliance.

BFIs: Awhole new world of their customers with minimum risks. Credit is
not the only product they will use, in fact, banks can promote other services
such as remittance and savings through the same platform/network.

LI-BIRD: As an NGO, LI-BIRD has successfully tested a Multi Stakeholder
model that benefits rural communities. It will open up a whole new horizon
for commercial agricultural value chains directly impacting the income of
households. We will have a model for replicating it in other areas.

District Entity: The committee will benefit from the initiative and replicate
the initiative with other partners and provide services to a large number of
beneficiaries in the district thus contributing to agricultural development
framework of the Government of Nepal.
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