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1.0 Introduction

Zambia is a landlocked country surrounded by eight neighboring countries and covers an area of 752,614 square kilometers with a population of about 12 million (Central Statistics Office, 2007).  In rural areas agriculture plays a prominent role in the economy of Zambia with more than 50% of population living in rural areas, a pattern that is expected to continue for many years to come. This rural poor population derives most of their livelihood from agriculture, a sector that generates 18 -20% of the Gross Domestic Product (GDP) and absorbs more than 67% of the labor force.  For this reason, many rural SME’s are engaged in primary commodities and are scattered over a large geographical area and market shed. Although this large number of un serviced SME’s is a good potential market for financial institutions including micro finance institutions, bridging this financing gap is still a big challenge. This paper discusses some of these challenges and also offers some opportunities in the sector.
2.0 Challenges

It has been observed that most primary commodities in agriculture follow through the value chain approach which traces the commodity through production, processing all the way to consumption. This approach means that as one moves up the value chain a lot more business development actors are involved in the forward and backward linkages as well as in product differentiation and value addition. It has been observed in Zambia that financing most of the supply chains requires capital injection to a large number of different actors. Financial institutions are therefore challenged to develop the right product range to support intermediaries to enable and support individuals, groups and enterprise lending. Currently, most financial institutions do not have enough diversity in their product mix and are therefore unable to meet specific requirements of their small scale rural clients. For instance, there is need to increase the outreach of Microfinance institutions in the agricultural sector by extending finance to production and post production stages of many primary commodities. This huge demand for capital poses the initial constraint to many MFI who do not have a large financial investment to meet it. In addition, providing finance directly to small scale producers at transparent and market related rates is difficult because in a large country such as Zambia, the transaction costs are high. Further, different segments of the value chain have different financial requirements and as one move towards the lower end of the chain, the loan sizes become smaller, quality control diminishes and the condition to meet financing requirements such as collateral becomes an issue. There are a lot of challenges faced with collateral recourse due to property rights as land ownership in rural areas, is mostly communal (over 90% of land) and also the fact that it is takes too long to process a title for land. This is even more difficult among the women micro entrepreneurs who are sometimes marginalized. Although it is well known that financing this production end has the potential to open further downstream financing opportunities in the value chain, many financial insituations shun this market segment primarily because business is seasonal and relatively long term. In addition, there are not established financial track records for smallholder farmers, no previous dealings with any financier and in the rural communities there are very few if any input dealers from which to get supplies from. Preference is therefore made to support middle men and those enterprises dealing in trade because of the quick turn around of repayments.  
Another challenge in financing rural SME’s is in the transformation and monetizing a largely barter rural economy. In many rural communities, the use of money is still and the number of cash transactions is still limited. Therefore, interventions that try to promote cash based transactions face some inbuilt challenges. For example, according FinMark Zambia supply side survey, 2007, indicated that 66% of rural Zambians are still unbanked. In addition, the literacy levels among the client base, especially women are low and the business skills inadequate. There is also poor credit discipline that leads to high default rates. Couple with Government and Donor support and interference in the markets, can have a detrimental effect on other stakeholders. For example, the issue of free inputs can create a dependence syndrome and clients would not want to get money that they will have to pay back. Lack of rural banks also means that when MFI are dealing with their clients, they have to distribute actual cash instead of the use of cheques or bank transfers. Equally, this is a big challenge when collecting repayments because clients can not just make deposits in local banks. This phenomenon necessitates MFI staff to make physical collection of repayments. This increases the risk and cost of lending to rural clients.  

One of the biggest challenges in financing rural enterprises is that of risk exposure by lending institutions.  It is proposed that financial institutions can spread their lending risk by extending finance to many small scale lenders such as well managed third party out grower schemes. In this way, Financial Institutions can on lend to small individual borrowers in the farming sector, this enables outreach to a large volume of small scale producers. Even with alternative methods of financing these SME, prices of produce remain unstable. In the Zambian situation, prices remain volatile and rural activities are characterized with weak output markets. Lending is based on anticipated crop production rather than current cashflow for most small scale farmers. As a result of this, the lender takes a risk of natural disasters, disease, decline in markets prices, unexpectedly low yield and other production risks. The loan period with bullet payments, leaves little chance to develop repayment discipline as farmers do not receive a regular monthly income.
3.0 STRATEGIES /MITIGANTS FOR IDENTIFIED RISKS AND CHALLENGES

It is clear that servicing the rural enterprises has many challenges but some of these offer excellent opportunities to develop vibrant money markets specifically tailored to benefit a huge number of rural clients. Financial institutions should not be daunted by these many challenges but instead find innovative solutions which have the potential to grow their businesses. Some of the innovations would include;

· Incorporating insurance into loans to enhance the household safety net. Credit Life insurance may be included to cover the loan when the farmer dies

· Introduction of savings products to the farmer as this will help them manage their cash flows

· Tailor made loan terms and conditions to suit the cyclical cash flows and huge investment for individual crops 
· There must be a provision for high quality technical assistance in the form of agricultural extension services in an effort to improve land management and hence good yields. This will  maximize output and reduces credit risk

· Form strategic linkages with existing players in the market so as to reduce costs of managing rural clients at the minimum costs. Considerations can be made to facilitate agribusiness to enter into contractual arrangements with farmers to buy crops. This will reduce price risks and reduce the risk of poor repayments

· Business development services are key to address the component of lack of track records and financial information. This training should cover savings as well as borrowing cash flow and basic business disciplines to farmer groups and extension services. 
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