EXCERPT FROM FS SERIES #8: RURAL AND AGRICULTURAL FINANCE FOR FOOD SECURITY

D2. Case 2: Comprehensive RAF Strengthening in Afghanistan[footnoteRef:1]  [1:  Extracted from USAID (2009). Designing a Financial System from the Ground Up. ARIES Project and USAID (2010). Program spotlight: A local Solution for stimulating SME financing in Afghanistan. ARIES Project Brief. ] 

USAID’s ARIES program, started in 2006, aimed to create a strong private-sector foundation for a sustainable, market-driven rural and agricultural MSME financial system in Afghanistan. A three-year, $100-million program managed by the Academy for Educational Development, ARIES built on the success of other USAID-funded programs. For example, the Rebuilding Agricultural Markets Program provided technical assistance and financing to many agricultural projects, including grapes and raisin processing. 

D2a. Objectives
The goal of the ARIES program was to expand sustainable access to financial services for MSMEs as a means of creating jobs and increasing incomes for rural Afghans, which would also improve food security by increasing food availability and access.

D2b. Approach 
 (
Box 7. Banking Reforms in 
Afghanistan
USAID’s Afghanistan Economic Governance Program, which focused on building regulatory capacity for the financial system, was slow to create results because the government’s absorptive capacity was limited. With time, however, the bank licensing process and laws were developed, and 17 private banks were established. (USAID 2009b; USAID 2010) 
)When ARIES started, there were few formal financial services being provided in rural Afghanistan. It had been only a few years since the country had been freed from Taliban rule, and the financial system was just beginning to develop. USAID and other multilaterals’ were working with the Ministry of Finance and other ministries to set up the Central Bank and create laws for the financial sector (see Box 7). Because the regulatory framework was still weak at the outset of the project, ARIES decided to focus on financial services that did not require a strong regulatory framework, such as microfinance and non-bank SME finance that could serve Afghanistan’s rural population. By working on initiatives at the micro and meso levels, ARIES supported and strengthened these institutions: 

1. FINCA Afghanistan offers low-tier individual and group microfinance (with loans from less than $200 to $2,000) through its village banking network. Sixty percent of its clients are women. FINCA Afghanistan ensured local buy-in by developing Shariah-compliant products (i.e., in accord with Islamic laws and teachings of the Qur’an)[footnoteRef:2]. As of August 2009, FINCA Afghanistan had cumulatively disbursed more than 90,000 loans worth $27.8 million in its ARIES-supported branches. [2:  Primarily, murabaha products, essentially “deferred sale financing,” in which the client puts down a down payment on a purchase and the intermediary (i.e., financier) makes the purchase for the client, which the client agrees to buy at a higher amount at a pre-agreed upon later date or in several installments.] 

1. The World Council of Credit Unions, through its credit union model customized to the Afghan context, offers Shariah-compliant individual and group microfinance loans and savings accounts from less than $200 to $5,000. While the organization has made an important contribution to developing savings outlets, even in the conflict-ridden South, its attempt to develop a sustainable savings-driven financial cooperative system has been hindered by Afghan’s low incomes and limited savings.
1. At the meso-level, ARIES supported Microfinance Investment Support Facility for Afghanistan, a wholesale lending institution that supports 14 partner MFIs that offer individual and group loans ranging from $200 to $1,000. With technical assistance from ShoreBank International, the program also supports four SME finance partner institutions that make loans of $1,000 to $100,000. 
1. ARIES worked with ACDI/VOCA’s implementing partner, the Afghan Rural Finance Company (ARFC), an independent finance company that uses a value chain approach to serve the upper range of SME finance, from $20,000 to more than $1 million, with conventional and Shariah-compliant options. 

ARIES’ objective in supporting ACDI/VOCA’s establishment of ARFC in 2007 was to advance upper-tier SME investment in USAID’s target areas to create a significant number of sustainable jobs, linked to growing value chains. The initial strategy to create agricultural cooperatives was quickly determined to be impractical within the project’s three-year timeline. ARIES shifted strategy to target direct investment in existing private sector agriculture-related firms. This allowed an almost immediate commencement of activities and investments, as the local conflict context called for rapid interventions. 

 (
Box 8. Investing in Livestock Fodder Improves Income and Food Security
In the arid southeast region of 
Afghanistan
, a lack of fodder for sheep, goats and cattle has become a serious food security and livelihood concern for a population that relies on livestock for food and income. Farmers find it difficult to obtain credit to buy fertilizers, improved seeds and other inputs to increase fodder production. The solution was a seed voucher program, jointly developed by a USAID rural agricultural project and ARFC. ARFC developed a short-term funding product for existing farm stores in the region to purchase an improved alfalfa seed. ARFC extended input supply loans of $36,000 each to 12 farm stores to purchase the perennial seed. In collaboration with local partners, the seed packages were distributed to over 12,000 farmers. Farmers and the farm stores receive training to improve planting, harvesting and packaging. The farmers have each planted about 1/3 acre of alfalfa, which is expected to yield up to 36,000 tons annually. ARFC structured the 90-day loans as a simple and verifiable credit mechanism to jump-start seed distribution in rural Afghanistan.
)ARFC leveraged its resources by working strategically with other USAID rural enterprise programs, particularly the Alternative Development Program – East and the Afghanistan Small and Medium Enterprise Development program. Jointly, they identified and supported qualified SMEs that required grant funding and technical assistance (offered by these “sister programs”), which also helped underwrite the business and credit risk to make the loans “investment-ready.” Following this methodology, ARFC focused on financing high-value processing and value-added lead value chain operators, rather than investing in farm production, due to their higher revenues, lower risks, and greater potential to create jobs in the rural areas. For example, the ARFC’s largest commitment, a $4.3-million loan to the Omid Bahar Pomegranate Juice Processing Factory in Kabul, is expected to create and/or support over 10,000 full-time, part-time, and seasonal jobs, including suppliers. Another example is highlighted in Box 8. 

D2c.ARFC Results
As of September 2009, ARFC had 66 active clients and had disbursed 84 loans worth $19.2 million, almost doubling its original target of $10.4 million. At that time, the ARFC portfolio had an outstanding balance of more than $13.9 million, and its portfolio at risk was 5.2 percent, with only one write-off to date. ARFC was nearing operational self-sufficient, with revenues covering 97 percent of its operational expenses. ARFC had contributed to food security for Afghan households by supporting or creating more than 38,869 jobs.

D2d. Key Findings and Lessons Learned 
ARIES faced many challenges, including the need to adapt financial products to comply with local culture and Shariah law. ARIES learned that though it is ideal for local development to be driven by local professionals, in countries that have suffered educational setbacks as a result of long conflicts, it can take significant time and investment to build sufficient local capacity to manage and lead formal financial institutions. Development professionals must be patient and willing to make substantial investments to develop local capacity through training, retraining, mentoring, and one-on-one technical assistance. 

Maintaining portfolio quality amid calls for rapid expansion and increasingly restrictive security concerns was also a challenge. Programs must be careful to ensure that the proper incentives and internal controls are in place to balance rapid RAF expansion with portfolio quality. If too much emphasis is placed on growth, portfolio quality will suffer, which can poison the entire financial sector as word gets out that loan repayment is not expected. 

ARIES found that banks are reluctant to finance farmers and SMEs because they tend to be more conservative than MFIs or lead firms operating within growing value chains. They are also more likely to be followers than leaders in exploring new markets, especially when they do not have the expertise to assess the risks. 

ARFC faced significant hurdles, particularly as a result of Afghan’s limited private investment capital, and ongoing security concerns, which limited its ability to improve food availability and access. The following points illustrate other challenges, how the project adjusted, and the lessons learned for others working in similar contexts. 

Challenge: The original concept of working with agricultural cooperatives to create jobs in the ARIES target regions was not realistic in terms of the project timeframe, human capacity, or the state of the conflict when the project began. As a result, ARIES revised the strategy to establish ARFC as a direct SME lender, which allowed for more rapid start-up. 

Lessons learned: Balancing expediency with effectiveness to achieve development outcomes is a constant struggle in conflict environments. In this instance, it was more politically imperative to rapidly create jobs as an alternative to poppy farming and to reduce incentives to band with the counter-insurgents than it was to develop an Afghan-led initiative. 

Challenge: SMEs engaged in rural and agricultural production in Afghanistan are high-risk clients because they are seasonal, subject to uncertain markets and vulnerable to drought, and other environmental disasters. Furthermore, electricity, roads, and the other infrastructure are inadequate and unreliable. So, ARFC adjusted its focus to off-farm rural and agriculture-related SMEs to include processing, manufacturing and distribution sectors with high potential for creating and supporting jobs in rural areas. This allowed ARFC to meet its institutional sustainability targets. 

Lessons learned: Opportunities for rapid sustainable job creation in conflict environments are limited, requiring program flexibility to achieve results. VCF of urban and peri-urban firms can have positive multiplier effects that flow-down to the rural sector.

D2e. Pre-requisites for Replication
ARIES was designed to work in an environment where there is a nascent financial sector. On the regulatory and legal side, however, a functioning central bank and basic banking laws needed to be in place for RAF to proliferate beyond the level of nonprofit MFIs. The project was also very capital-intensive; it included technical support, security costs, and funds for on-lending and the prolonged requirement to recruit and train local staff in a country that had almost no commercial and agricultural lending expertise.

