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ENVIRONMFNTAL THRESHOLD DECISION

location 1 Peru
Projeet Ttrle :  Ayricultural Production and Services Fund
Funding : Yy 74 - $10 million - Loan

Life of Frotect: 9hpee Years

Mission ecomuendation:

Bascd on the tntttal Yuvtronmental FPxami{nation, the Mission has con-
eduded that the prcelect w1l not have a stgnificant effect on the
batan cuvitonnent and therefore recotsends a Negative Determination.
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Annex IIX

INITIAL ENVIRONMENTAL EXAMINATION

Project Location: Peru

Project Title: Agricultural Production and Services Fund

Funding: (First FY) FY-1978 $10 million A.I.D. loan (Plus $5.2 million
Host Country contribution).

LEF, Prepared by: Date: October 5, 1976

Mr. Carl Leonard, USAID/Peru/CAF
Mr. Dallas Fowler, USAID/Peru/Erv.ronmental Coordinator

Environmental Ac*tion Recommended:

The USAID/Peru project committec for the Agricultural Production and
Services Fund loan project has undertaken an Initial Environmental
Exanination (IEE) of the potential envircnmental impact aspects of the
Project and has arrived at a recommendation for a Negative peterminacion,
as indicated on page 2, Thresholda Decision section of the IEE.

Concurrence; Date: October , 1976

I have reviewed the Initial Environmental Examination prepared by the
project committee and concur in the Threshold Decision recommendation for
a hceative Determination. (;//‘

/Z /:tj-'./,‘ /// —('L'/,
Donald R. Finbefg
USAID/Pexru Director
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Part II.

Description of the Project

The Project will consist of three components. The first will be a credit
fund administered by the Central Reserve Bank of Peru (BCR), making medium-
term .credit (2-5 years) available to eligible small farmers and cooperatives
through the banking system. Credit will be made available for sub-projects
which will increase food production for domestic consumption, on-~farm im-
provements, capital investments and marketing, processing and service facili-
ties. The second component will be technical assistance to establish an
evaluation system and assist with promotion of the Project. The third will
be creation of an office in the BCR within the Credit Division to admin-
ister the Loan and promote the participation of lending institutions and
eligible farmers and cooperatives under the Project.

Part III.

Identification and Evaluation of Environmental Aspects

This is an intermediate credit institution (ICI) project, and actions that
are likely to have an effect cn the environment are several steps removed
from A.I.D.'s action in authorizing the loan. However, the lending cri-
teria summarized in the Project Review Paper for medium-term credit to
boost food production and improive product processing and marketing enable
an illustrative list of possiklc sub-projects to be prepared. Such a list,
although by no means all inclusave, would include such items as livestock
and machinery acquisition, on-fzxrm improvements including drainage, land
leveling, crosion control, and irrigation ssstems, the erection of silos
and storage facilities, and the construction or expansion of food collec-
tion centers and processing plarts.

Within the lending criteria, such contemplated actions as livestock improve-
ments, machinery purchases ané on-farm improvements will have little envi-
romuzntal impact except within the small farmers' surroundings and these

ore of a winor level of change. The same is true of the limited amount of
sand elearing and water contrel and utilization measures that are likely

<0 Luke place. roject funds +:ill not be utilized for the financing of
seosticides, insecticides and fertilizer, since these will be furnished from
other resources that focus primarily on annual agriculture production. Agro-
industrial processing could heve slightly larger measurable effects, but
given the probable size of the investments and their dispersed location,
these can be expected to be minimal,

Threshhold Deccision

Basca on. the above analysis, and in compliance with the requirements of
A~ ) e~vivormicntal procedures, the Project Committee has determined that
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this Project does not have any significant foresceable environmental
cffocts on the national enviroriment of the Republic of Peru, its neigh-
boring countries, the global environment or that of the United States,
and therefore a Negative Determination is recommended.
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IMPACT IDENTIFICATION AND EVALUATION FORM

Impact Areas and Sub-areas 1/

Impact
Identification
and
Evaluation 2/

A. LAND USE
1. cChanging the character of the land through:
a. Increasing the poptlation .eeeeeecececoncacas N
b. Extracting natural reSOUYCEeS .....veeeessnces N
€. Land Clearing .cu.veececcccssecoonosancnsonasns L
d. Changing soil chareCter ....vicieneccnvennnnnns L
2. Altering natural defenses ......;................ L
2. Poreclocirng important BSOS L. i eeeine e, . N
4. Jeopardizing man or his works ..... vecereccanas .. N
B. WATER QUALITY
1. Physical state Of WaAteL civeveceencoarensecnacsss L
2. Chemical and biological StatesS vevveeeeeeeesennss N
3. Ec0logical balanCe ...eeeeeeereconnsonencnennnnns N
C. ATMOSDPHERIC
1o Air additiVes .iiviieiesreoeeeronenrsnnoeennnnaes N
Air pollution ........... Crecraentersrans tesecnns N
3. NoiSC POLIULION tureienereeneereseenoosonenannens N
2/ Usc the following symbols: - No environmental impact

Little environmental impact
Moderdate environmental impact
High environmental impact
Unknown environmental impact
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IMPACT IDENTIFICATION AND EVALUATION FORM
D. NATURAL RESOJRCES
1. Diversion, altered usc of water....ceovecacccenss L
2. 1Irrcversible, incfficient commitments .......... N
E. CULTURAL
1. Altering physical symbols ......... cecsessaaceanss N
2. Dilution of cultural traditions ....c.ceeveoecss N
3. Changes in cultural patterns ....cceeeerecenconse N
F. HEALTH
1. Changing a natural environment ......cococeconss N
2. Eliminating an ecosystem element ........cc0000n N
5. Giher {factorsi.c...o.. cereeranenenn et e .
Nutrition . P L
G. GENIRAL
1. Intcrnational impacts ......... Cheseeseranansnns N
2. Controversial impacts ..... Cereseriatesessanenas N
3. Larger program impacts ....cciiiieeiiecinesnienn N

Sco attached Discussion of Impacts
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JUPOKMATION MEMORANDUM FOR THE ASSISTANT ADMINISTRATOR M 4
9°
R 1T LA/DR, Mr. Cha 8 B. Weinberg C 6‘(}{' /J {O‘y

PLNLCTE 185UES PAPER:  Peru Agricultural Production )ﬁpﬂjﬁze
and Services Fund PRP U%Fz1

v Wi C mecting has been scheduled for Monday, Qctober 18 at ‘ “Zﬁ;’
st pem., to review the PRP for a $10.0 million FY 78 J}L ’
*-115-ultural Production and Services Fund loan to Peru. uibl&ftay,

he project proposes to establish within the Central Bank a et n*?ﬂ

++uanism fur refinancing medium-term loans made by inter- .
1ooviote credit institutiona (ICIs) to sub-borrowers which ?5
.oduce, process or market agricultral commodities or provide

e Temcntary nervices to the agriculture sector. The project

ils consist of three major components: (1) establishing a
. million Special Fund within the Central Bank ($9.8

l!lun in loan fundo and $4.9 million in counterpart) from
chac' sub-loan funds will be channeled through the ICIs; (2)
v teding technical assistance to help design and implement
s yuten within the Central Bank for systematically evaluating Ly
‘b succans and impact of the Fund, as well as to evaluate v
v e creditoactiviticeo of the Bank; and (3) establishing a l

mim - Jal office in the Bank's Credit Division to administer the k“h‘wﬁ

T

tie 1otal cout of the proposed project is $15.2 million of

vhioh the GOP contribution will provide $5.2 million (34%).

“1:on exceeds the 25% counterpart contribution rejuired by
ctian 110 (a) of the Foreign Assistance Act.

Yoo tARC will discuss the followingy issues and clarification
R UET R

1. twle of Central Bank (Issue):

A, In establishing a Special Fund within the Central Bank for
the purposen of facilitating medium-term credit, the project
¢u-1 be creating a system which is parallel to the existing
Agr.oodan Bank system for administering medium~term lending.

whe functinn of the Central Bank is to develop and implement
(0 wmonetary policy and to reqgulate operations of all banks

‘o reru. NWringing the Central Bank into the agriculture sector
thic.ugh the creation of the Bpecial Fund may be viewed as being

vutside the purview of the Bank, and it raises questions as to
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“he appropriateness of involving the Central Bank in the project.
Th¢ DAEC will discuss this issue and will consider other alter-
natives (e.g., use of the Agrarian Bank's existing system) as Iy
f\\\ potential vehicles for successfully reintroducing cowmmercial km%’ .
k\ W

hauks to agriculture sector lending. .
g g ﬁ% o -
B. In discussing the existing Agrarian Bank system, the DAEC ‘
J& 211 also review the Mission's basis for excluding the Bank as
d} the implementing agent for the Special Fund. The Agrarian Bank
2 Sf iy currently the only financial institution in Peru providing
N‘@ k\substantial financial support to the agriculture sector. The
PR analysis indicates this support is concentrated primarily
g_,)i.n annual production credit, and that the Bank is an intermediate
ﬁ\")_} jrngtitution likely to be involved with a significant portion of
¥ {project funds. However, this present area of concentration does
\; “w,L mean that the Bank could not be effective as the implementing
‘8 adqent for the proposed project, particularly if the Bank's
oxisting system has the ability to reach large segments of the

v “Acyral population.
vy T

Lo

g C. An alternative not discussed in the PRP but which will be
,T? e¢xplored by the DAEC, is the possibility of channeling project
f? Qﬂ? Tunds through both the Agrarian Bank and the Central Bank. The
Qﬁﬁ ¢ eAdirarian Bank would then be the implemerting agent for subprojects
gdn Q\liip 115 area of expertise, while the Special Fund created in the
?’Qf\v “eniral Bank could still be used to reintroduce the commercial
\}

hanks to agriculture sector lending. e a(’t

Institutional Capability (Issue): Sk 44«{?\ g:oz"’ Ceortan, .

- L Seom e e '
Since the initiation of the Agrarian Reform, .commercial banks /hg
1ave greatly reduced their participation in the agriculture P ’

); / sector because AEs and small farmers have been considered high- *ﬁ
P H;‘ risk borrowers. The result has been a severely restricted supply Q{u%
¢ ¢ WE credit from the banks, It is not clear, however, if this } =,
¢ % smeans that the supply of credit has dried up or if the banks are L__

veluctant to make loans to the agriculture sector. In either
c:aser, the question arises as to how the availability of funds
reduces the high-risk associated with AEs and small farmers. The
DAEC will examine the impact of credit availability wpon the high-
risk of lending to AEs and small farmers.

B. The PRP indicates that as a result of the reduced participation
of commercial banks in agriculture sector lending, investment
decisions for agricultural sub-projects may require technical
e@xpertise which may no longer be available in the participating
banks. The paper does not, however, provide any preliminary ideas
as to how such a situation would be accounted for as part of
project development, nor does it discuss the impact of any
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potential resource drain from other duties which may also result.
(EXZQ(ﬁﬂ‘The capability of the ICIs to technically evaluate the sub-projects
ls critical to the project's success, particularly since the
Sentral Bank's role is limited to checking proposals for conformity
to the eligibility criteria. The DAEC will examine what provisions
roject design should include (e.g., technical assistance) should
1@ ICIs lack this technical capability, and, also, the cost
‘i$ﬁﬁ inplications of any such provisions.

The TAEC will also discuss the need for technical assistance to

the sub-borrowers. The AEs and small farmers have been identified
as high-risk borrowers, yet the project does not provide for
technical assistance in order to reduce this high-risk association.

uﬂ“*;;53C5 The PRP assumes that the existing Peruvian banking infra- \7
. " siructure with its large number of branch offices located through-;
d*?‘ out the country "would appear to be a logical conduit for reaching
ﬁ( \5 those relatively poor individuals and enterprises requiring, and
5 capable of utilizing credit.” For this assumption to be proven
}ﬁ.h correct, the proposed program must provide for an active element
1,\)‘& w ©f project promotion, by the Central Bank and/or the commercial
” ¢ *  and other banks and participating ICIs. The PRP% recommended
N (py) financial incentives to the ICIs are not likely to motivate the
mepMP ICIs to the degree of promotional activ%tyﬁrequired to disburse
N7} the proposed Fund resources. The PRP indicates a "promotion
{ﬁljiﬁﬁcampaign" will be undertaken by the Central Bank, but does not !
bv‘, ébrovide details of what is contemplated. The DAEC will review i
the Mission's plans for addressing this aspect of the proposed ;

"(3 gyr pyogram. ~
{ N
/Wﬁ;*p. 3. Project Beneficiaries and Credit Availability:
-
!

(% oy

The target groups of the proposed project have been identified
as associative enterprises (AEs) and small farmers cultivating 15
hcctares or less. While the PRP discusses the two as separate
groups, the distinguishing characteristics between them are not
“lclear. It appears that the AEs membership$ consist of economically

marginal small farmers, although apparently\not all small farmers
are members of AEs. The DAEC will examine tﬁé relationship
between the two groups, the extent to which they may overlap, and
how projections of project impact are affected where any overlap
does occur.

B. The recently signed Agricultural Cooperative Federations
(Centrals) Development Loan is designed to strengthen the organi-
ational, financial and institutional bases of up to 20 Centrals.
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The Centrals will, upon completion of development plans,
finance short and medium-term investment funds for its member
organizations. Since its member organizations are the same
associative enterprises identified as the target group of the
proposed loan, the DAEC will consider the implications of (i)
any overlap between the two projects, including how sub-loans to
AES and small farmers will differ from sub-loans under the
Centrals loan since many of the eligibility criteria are same
for both projects, and (ii) potential implementation problems
since the Centrals loan requires a detailed development plan
prior t°.l?ndingmtgmﬁuh:bqrrowerswwheggagﬂyhe proposed loan

a-not. T —
.

-~

C. In addition to the principal target groups of the proéS"e
loan, agro-industries which provide services to the taﬁg‘

b are also eligible for loans. The DAEC will review the
£N & for sub-loans to the agro~industries, the conditions fortequi
v # contribution required for sub-loans, and the Mission's initial
prmﬁﬁ; estimates of the demand for loan funds among the three groups
(including the need for promotional activities or technical
assistance in order to assure the demand exists). In relation
éfA - to the demand for loan funds, the DAEC will also discuss the
t{“j utility of allocating specific quantities of the loan funds to
i acihh of the three eligible groups.

M e
(,v()w‘ )
ﬁ?{}“ 4. Interest Rates (Issue):

<

The PRP states that the interest rate to end users will be 14%
and will be divided as follows: 7% to the ICI, 5% to the Central

fﬁ;M‘ Bank, and 2% to an insurance fund. . e

¢ L S A Y S R LA S A T o ST S

P f - Lo Tyt L SR IR S g
o . The 5% return to the Central Bank | appears
'<§g§§f§iven that the Bank assumes none of the credit risks or
COIlection responsibilities. The DAEC will examine the appropri- ;:“
ateness of the proposed interest rate spread. ALY g
fer
AAULY,

5. Maintenance of Value: eadfint

Provision of a Maintenance of Value (MOV) Fund is specifically
excluded in the PRP, yet the Central Bank would be required to
make additional contributions to the Fund in order to maintain
its dollar value. The DAEC will examine other alternatives to
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the PRP proposal including establishing a MOV fund through ad-
justments to the proposed interest rate spreads.

6. Allowable Percentage of Refinancing:

The PRP proposes that eligible sub-loans be refinanceable in
their full amount. While such a policy represents a substantial
incentive to ICI participation in the program, it may be more

of an incentive necessary to gain the desired level of ICI
participation particularly in sub-loans to entrepreneurs from
eligible agro-industries (e.g., a level of 70, 80, or 85% may be
determined to be adequate upon analysis of ICI requirements).
Also, with refinancing set at 100%, no financial contributions
to the sub-project from the ICI is forthcoming, and the
Government "program" will absorb the total burden of financing
desired activities. The DAEC will review the Mission's rationale
for this initial decision.

7. Collateral Reguirements:

The PRP recognizes the need for detailed study of the ICIs'
probable collateral requirements, and the ability of sub-borrowers
to provide that collateral. The DAEC will discuss how these re-
quirements should be addressed as part of the intensive review.
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ACTION MEMORANDUM FOR TING ASSISTANT ADMINISTRATOR (LA)

kil e

FROM: LA/DR, Charle 2 Weinberg

¥roblem: To authorize intensive review for the preparation of
the Project Paper for the $10.0 million Peru Rural Development
Agribusiness Fund project.

Discussion: The PRP for the Peru Agricultural Production and
Services Fund was reviewed in October, 1976. 1In the guidance
cable following the review, the Mission was asked to prepare

an interim report responding to DAEC concerns regarding project
design. This report has been submitted and reviewed individually
by members of the DAEC. Based on this review, it is considered
to be responsive to the specific questions outlined in the PRP
guidance cable (see TAB B). A formal DAEC review, therefore,
will not be held.

Based on guidance provided by the DAEC, the Mission (in conjunc-

tion with the GOP) has modified the design of the project emphasizing
an agribusiness focus in order to best respond to effective demand
for sub-loans. The Mission also changed the project's name to

Rural Dzvelopment Agribusiness Fund to reflect the modification in
design. The provision of credit to small farmers for on-farm
improvements has been dropped as a component of the project primarily
because of recent increases in other donor initiatives in this area.

As a result of the redesign, the purpose of the project has been
slightly modified to (1) establish within the Central Bank an
effective facility for rediscounting loans made by financial
institutions to sub-borrowers which process or market agricultural
products or provide complementary goods -and services to the agri-
cultural sector; and (2) establish a program of promotion and
development of agribusinesses which will maximize benefits to

small farmers and the rural poor. Major constraints to be addressed
in working toward achievement of project purpose include: inadequate
marketing facilities, lack of agro-industrial processing facilities,
unreliable goods and service input industry, and incomplete linkages
within agribusiness systems.

The following paragraphs summarize the Mission's response to each

question raised in the PRP guidance cable: T

UNCLASSIFIED WHEN
SEPARATED FROM .
ATTACHMENT e

Coe®
L RECORF -



l. GOP Credit Policy - The guidance cable questioned whether project
design should include certain potential GOP policy changes aimed at
assuring the availability of additional credit to the agriculture
sector once the AID loan is disbursed. Whereas some of the policy
changes are not considered feasible (changes in reserve requirements
and indexing interest rate to the inflation rate), the Mission has
concluded that others are desirable and plans to incorporate them

in project design. Specifically, (a) the decree establishing the
Rediscount Fund will authorize intermediate credit institutions
(ICIs) to engage in medium and long-term lending for agribusiness
sub-projects; (b) the Central Bank will be revising the loan portfolio
coefficients of commercial banks to include agriculture projects

as first priority activities; (c) the project will reinforce the
Central Bank's concern for an adequate interest rate structure by
confirming the long range GOP goal of moving to a positive real
interest rate (including periodic reviews of progress toward meeting
the goal), by establishing interest rates in line with interest rates
for comparable types of credit, and by adjusting interest rates when-
ever necessary to maintain parity with comparable credit lines; and
(d) ICIs will now be required to contribute 10 percent of sub-~loan
costs rather than receiving 100 percent refinancing through the Fund
as was proposed in the PRP.

2. Implementing Agent - the redesign of the project toward an
agribusiness focus strengthens the role of the Central Bank as
implementing agent for the project. In addition to being the only
financial institution in Peru with experience in rediscounting
procedures, the Central Bank cites as one of its basic objectives

the promotion of credit availability and sectoral allocations of
credit to insure economic growth, income increases, and a high

level of employment. Thus it has a key role in influencing
allocations of credit away from the Lima area to other parts of

the country. Also, with its position at the center of the financial
system, the Central Bank has the general responsibility cf strengthen-
ing the country's financial system and, therefore, is the best insti-
tution to deliver technical assistance and training to ICIs. By
contrast, the Agrarian Bank should not be considered as the implement-
ing agent because (a) its programs are production oriented and (b)

it is heavily involved with several other AID and multilateral donor
projects.

3. Demand Analysis - The earlier DAEC concern of identifying the
extent of small farmer demand is no longer applicable as a result

of project redesign (as is need for considering differential interest
rates to end users). Discussions with ICIs and field surveys
conducted by the Central Bank and AID has led to the development of
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a list of over 100 potential agribusiness sub-projects valued in
excess of $30 million. The Mission's analysis makes it quite clear
that sufficient demand exists for agribusiness sub-projects and
that the ICIs are very anxious to participate in the program. The
PP will discuss in detail eligibility criteria for funding of
agribusinesses with special emphasis on benefits to small farmers.

4. Interest Rates - The Interim Report proposes an interest rate
of 16 percent to sub-borrowers which represents an increase of 2
percent over the rate proposed in the PRP. This rate is in line
with basic interest charges for medium and long-term development
credit, and, as indicated above, the rate will be adjusted
periodically to maintain parity with these rates and move toward
the GOP goal of positive real interest rates. The 5 percent spread
allotted to the Central Bank will permit a 3 percent profit margin
during the loan grace period (and 2 percent thereafter) from which
the Bank will pay for Fund administration, promotion, evaluation,
and technical assistance to the ICIs. The PP will contain a more
detailed analysis justifying this spread. The ICIs have indicated
that their 7 percent spread is an adequate incentive for their
involvement in the project. Finally, with the increased interest
rate, 4 percent of the spread will now be used for Fund recapitaliza-
tion and maintenance of value.

5. Promotion Campaign - Promotion activities have been recognized
as critical elements for successful pProject implementation, and
the Fund's administrative staff will include a full-time promotion
specialist. Mechanics of the system will involve direct contacts,
brochures and a manual from the Central Bank to the ICIs, and
direct contacts and brochures from the ICIs to potential sub-
borrowers. The Central Bank will also conduct seminars for the
ICIs on the rediscount mechanism. Initial promotion costs will be
financed by a Central Bank contribution, and once the Fund is
established the Bank and ICIs will support their promotion efforts
from the interest spread they retain.

6. Technical Assistance - Provision of T.A. will be facilitated

by project redesign. T.A. will be provided at the Central Bank
(organization design, operational systems and promotional techniques),
ICI (long-term project economic impact analysis), and sub-borrower
(preparation of studies to support sub~loan applications) levels.

Loan funds will finance the technical assistance to the Central Bank,
ICIs will finance technical assistance received from the interest
spread they retain, and the cost of technical assistance to sub-
borrowers will be included in total sub-project cost.

HWTED GEFICIAL UGt
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7. Relationship to Credit Needs of Sub-Tropical Lands Project -~ 1In
the Sub-Tropical Lands PRP guidance cable the DAEC requested that the
Mission discuss the similarity of purpose between the Rediscount Fund
and the medium to long-term credit required for capitalization of
farming operations in the Sub-Tropical Lands project. Although some
similarity did exist at the PRP stage, it has been eliminated with
the redesigning of the Rediscount Fund project. Credits from the
Sub-Tropical Lands Project will finance land clearing and leveling
and other on-farm improvements. Credits from the Rediscount Fund
will be limited to agro-industrial enterprises.

The Bureau believes the Interim Report is responsive to the DAEC's
concerns and that the redesign of the project is consistent with the
guidance contained in the PRP cable. We therefore believe that
intensive review for the Rural Development Agribusiness Fund should
be authorized. Members of the DAEC who participated in the PRP
review have also reviewed the Interim Report and have cleared this
memorandum.

Recommendation: That you approve intensive review for the preparation
of the Project Paper for the Peru Rural Development Agribusiness
Fund loan by signing the attached cable to the Mission (TAB A).

Attachments: TAB A - Cable to Lima
TAB B - PRP Guidance Cable - 76 State 296084
TAB C - Interim Report

LA/DR:KKé1ly:gah:6/7/77

LIMITED DFFIGIAL '\
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INFORMATION MEMORANDUM FOR TEHE ACTING ASSISTANT ADMINISTRATOR (LA)
FROM: LA/ &.Charles B. Weinber

SUBJECT: Issues Paper - Peru Rural D velopment Agribusiness Fund PP

A DAEC meeting has been scheduled for Wednesday, August 17, 1977,
at 2:30 p.m. to review the Project Paper for the $15 million Rural
Development Agribusiness Fund loan to Peru.

Following the review of the PRP for the Agricultural Production and
Services Fund, the Mission prepared an interim report in which the
pProject was redesigned to emphasize an agribusiness focus in order

to best respond to =ffective demand for sub-loans. The provision

of credit to small farmers for on-farm improvements was dropped as

a component of the project primarily because of recent increases in
other donor activities in this area. The name of the project was
changed to Rural Development Agribusiness Fund to reflect the modifi-
cation in design.

The purpose of the project is two-fold: (1) to establish in the Central
Bank a facility for rediscounting loans made by financial institutions

to sub-borrowers which process or market agricultural products or provide
complementary goods and services to the agriculture sector; and (2) to
establish a program of promotion and development of agribusinesses which
will maximize benefits to small farmers and the rural poor. Major
constraints to be addressed in working toward achievement of project
purpose include: inadequate marketing facilities, lack of adequate
processing facilities, unreliable goods and services input industries,
and incompl:te linkages within agribusiness systems.

Under the project, a $19.6 million Rural Development Agribusiness Fund
will be established in the Central Bank ($14.7 million in loan funds

and $4.9 million in counterpart) from which sub-lcans will be channeled
through intermediate credit institutions (ICIs). An additional $300,000
in loan funds will finance short-term technical assistance (to the
Central Bank and ICIs) and training. A Special Unit will be established
in the Bank to administer the Fund, and $100,000 in counterpart funds
will finance start-up administrative expenses of the Unit.

RECIRD GUry
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The total cost of the project is $26.0 million. In addition to the
$5.0 million contribution of the Central Bank, participating ICIs
will provide $2.2 million and sub-borrowers will contribute $3.8
million. The host country contribution, therefore, is $11.0 million
(42.3%) which exceeds the minimum counterpart contribution required
by Section 110(a) of the FAA.

An Advice of Program Change will be required for the project as it
does not appear in the FY 1977 Congressional Presentation (it is in
the FY 1978 CP as a shelf loan). In addition, the AID funding level
has been increased from $10 million to $15 million based on a higher
demand than originally anticipated and because additional funding will
contribute to the institutionalization of the Fund.

The Initial Environmental Examination for the project was submitted
with the PRP. The Latin America Bureau environmental committee
reviewed the IEE and concurred with the Mission's recommendation for
a Negative Determination.

In redesigning the project, we believe the Mission has done an excellent
Job in addressing the concerns considered important to the project's
success or failure. Two final concerns will be discussed by the DAEC:

(1) Funding Level

A demand study, conducted over a limited geographic area, has identi-
fied over $34 million in funding requirements. These requirements
have been divided into three categories: ready for implementation
($6.4 million), at a pre-feasibility stage ($8.7 million), and at a
promotion stage ($19.0 million). With the majority of the projects
identified in the pre-feasibility and promotion stage and given the
likelihood that only a percentage of these projects will reach the
funding stage, the DAEC will examine the rationale for the proposed
increase in project funding to $15 million.

(2) Target Group

A. Although entrepreneurs who provide services financed through sub-
projects are the primary beneficiaries of the project, the small farmer
target group will benefit indirectly through lowered input costs, a more
stable market for their crops, etc. The characteristics of these small
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furmers--e.g., size of land holdings and per capita income--are not
identified in the PP. The DAEC will ask the Mission to expand upon
the characteristics of the anticipated project beneficiaries as they
relate to the mandated target group definition.

B. A constraint facing small farmers which the project is designed

to alleviate is an inefficient marketing system. For example, lack of
adequate transportation limits the market information available to
small farmers. As a result, the few independent truckers willing to
buy marketable surpluses are in a position to dietate prices (particu-
larly for perishables) which do not reflect true market value. The
small farmers' imperfect xnowledge of market conditions leaves them no
other option but to sell at the quoted price. In dealing with the
problem through entrepreneurs, however, the potential exists for per-
petuating the constraint confronting the small farmer rather than
reducing it (e.g., updating or adding to the fleet of a transportation
firm could tighten its control of market information rather than lead-
ing to the improvement of the situation of the small farmer). The DAEC
will review the Mission's strategy for assuring that a sub-project will
not create a situation in which entrepreneurs can use their improved
marketing position to manipulate existing inefficiencies for their
benefit.
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ZRECUTIVE SECRETARIAY
ACTION MEMORANDUM FOR THE/ADMINISTRATOR

DEPUTY
THRU: ES

FROM: AA/PPC, Aleé:xéziLShakow

Problem: To authorize the $15.0 million FY 1977 Rural Development
Agribusiness Fund loan to Peru.

Discussion: The purpose of the project is two-fold: (1) to establish
in the Central Bank a facility for rediscounting loans made by financial
institutions to sub-borrowers which process or market agricultural
products or provide complementary goods and services to the agriculture
sector; and (2) to establish a program of promotion and development of
agribusinesses which will maximize benefits to small farmers and the
rural poor, Major constraints to be addressed in working toward
achievement of project purpose include: 1nadequate marketing facilities,
lack of adequate processing facilities, unreliable goods and services
input industries, and incomplete linkages within agribusiness systems,

The project emphasizes an agribusiness focus in orcder to best respond to
effective demand for sub-loans. Whereas credit to small farmers for
on-farm improvements is an area of recent increase in other donor
activities, medium and long-term credit to the agribusiness sector is
not available "nd is a critical gap in the development of the entire
agriculture sector. The project, therefore, is designed to establish

a new credit channel and stimulate the role of Peruvian financial
institutions in the development of a viable agribusiness sector,

Sub-projects financed under the loan will be screened to assure that
they will benefit the Peruvian small farmer and rural poor, Toward this
end, a methodology has been developed which will test each sub-project
against ten factors rclated to target group impact. These factors
include impact on the agriculture sector, number of jobs created both
on and off-farm, location, size of farms affected by the sub-project,
income effect, number of farm families who will be direct beneficiaries,
cost per job created, and impact on women, The weighting system devised
for each factor is such that a sub-project must clearly demonstrate
target group impact in order to receive a score which will qualify it
for financing,.

Under the project, a $19.6 million Rural Development Agribusiness Fund
will be established in the Central Bank ($14.7 million in loan funds

and $4.9 million in counterpart) from which sub-loans will be channeled
through intermediate credit institutions (ICIs). An additional $300,000
in loan funds will finance short-term technical assistance (to the
Central Bank and ICIs) and training. A Special Unit will be established

rﬁq
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in the Bank to administer the Fund, and $100,000 in counterpart funds
will finance start-up administrative expenses of the Unit. The total
cost of the project is $26,0 million. In addition to the $5.0 million
contribution of the Central Bank, participating ICIs will provide $2,2
million and sub-borrowers will contribute $3.8 million. The host country
contribution, therefore, is $11.0 million (42,3%) which exceeds the
minimum counterpart contribution required by Section 110(a) of the FAA,

An Advice of Program Change was sent to Congress on Aupust 24, 1977 as
the project does not appear in the FY 1977 Congressional Presentation
(it is in the FY 1978 CP as a shelf loan). In addition, the AID funding
level has been increased from $10 million to $15 million based on, first,
a higher demand than originally anticipated and second, the need for
greater capitalization of the Fund to ensure its long-run viability.

The Latin America Bureau's Development Assistance Executive Committee
(DAEC) reviewed the project on August 17, 1977, and recommended approval.

The DLSC approved the project on September 14, 1977,
Recommendation: That you sign the attached Project Authorization and

Request for Allotment of Funds (PAF) form, thus authorizing the Mission
to negotiate and sign a loan agreement,

Attachments: TAB A - PAF
TAB B - Project Paper

LA/DR: KKelfi_/*égéh: 9/16/77 :X29484

f“gé‘:?&i% Date ?AE//7 7

AA/LA:AValdez,f; ¢. Date 31,*,1—13(7/

SER/FM/C:TRBlacka /¢ ‘. Date ©ia/27
y e
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DEPARTMENT OF STATE

AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON
AID LOAN 527-T-060
(AID-DLC/P-2243)

Deputy
THE/ DMINISTRATOR

PROJECT AUTHORIZATION AND REQUEST FOR ALLOTMENT OF FUNDS

Name of Country: Peru

Name of Project: Rural Development
Agribusiness Fund

Number of Project: 527-0159

Pursuant to Part I, Chapter 1, Section 103 of the Foreign
Assistance Act of 1961, as amended, I hereby authorize a

loan to the Government of the Republic of Peru acting through
the Central Reserve Bank of Peru ("Cooperating Country") in
an amount not to exceed Fifteen Million United States Dollars
($15,000,000) (the "Authorized Amount") to assist in financ-
ing certain foreign exchange and local currency costs of
goods and services required for the Rural Development Agri-
business Fund (the "I ind") consisting of a special rediscount
facility within the Central Reserve Bank of Peru (the "Central
Bank") for financing agribusiness loans (the "Project").

The entire amount of the A.I.D. financing herein authorized
for the Project will be obligated when the Project Agreement
is executed.

I hereby authorize the initiation of negotiation and execution
of the Project Agreement by the Officer to whom such authority
has been delegated in accordance with A.I.D. regulations and
Delegations of Authority subject to the following essential
terms and covenants and major conditions tcgether with such
other terms and conditions as A.I.D. may deem appropriate:

A. Interest Rate and Terms of Repayment

The Cooperating Country shall repay the Loan to A.I.D.
in United States Dollars within twenty (20) years from
the date of first disbursement of the Loan, including a
grace period of not to exceed seven (7) years. The
Cooperating Country shall pay to A.I.D. in United
States Dollars interest from the date of first disburse-
ment of the Loan at the rate of (a) two percent (2%)
per annum during the first seven (7) years, and (b)
three percent (3%) per annum thereafter, on the out-
standing disbursed balance of the Loan and on any due
and unpaid interest accrued thereon.



Source and Origin of Goods and Services

Except for ocean shipping, goods and services financed
by A.I.D. under the Project shall have their source and
origin in Peru or in countries included in A.I.D.
Geographic Code 941 except as A.I.D. may otherwise
agree in writing. Ocean shipping financed under the
Loan shall be procured in any eligible source country
except Peru.

Conditions Precedent to Initial Disbursement

Prior to any disbursement, or the issuance of any
commitment documents under the Project Agreement,
Cooperating Country shall furnish to A.I.D. in form and
substance satisfactory to A.I.D.:

(1) A legal opinion from counsel satisfactory to
A.I.D. to the effect that the Project Agreement
has been duly authorized and/or ratified by and
executed and delivered on behalf of the Cooperating
Country and represents a valid and binding obliga-
tion of the Cooperating Country in accordance with
all of 1its terms;

(2) A Supreme Decree and/or a resolution from the
Central Bank Board of Directors, as required,
authorizing the establishment of the Fund and the
creation of a special management unit ("Special
Unit") within the Central Bank for administration
of the Project;

(3) Evidence that the above-mentioned Supreme Decree
and/or resolution authorizes commercial banks to
engage in medium and long-term lending under the
Fund and allows rediscounted sub-loans made by
commercial banks under the Fund to be counted
toward meeting the portfolio coefficient requirements
of the selective credit system;

(4) Evidence that the Special Unit has been created
and is in operation with key personnel in place.
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5. A plan, identifying timing and amounts pursuant to
which the Cooperating Country will contribute not
less than $U.S. 5.0 million to the Project.

Condition Precedent to Disbursement for Sub-Lending Under
the Fund

Prior to any disbursement, or the lssuance of any
commitment documents under the Project Agreement to
finance sub-lending under the Fund, Cooperating Country
shall furnish to A.I.D. in form and substance satis-
factory to A.I.D.:

(1) A Credit Manual detalling program concepts, objec-
tives and guidelines for participation by financial
institutions including subproject impact determina-
tion requirements and eligibility criteria.

(2) An agreed mechanism pursuant to which the Cooperating
Country will maintain the value of the assets of
the fund at a level, in Peruvian soles, equivalent
to not less than the total value in U.S. dollars
originally provided to the Fund by A.I.D. and the
Central Bank.

Covenants

Cooperating Country shall covenant:

(1) To review the progress of the Fund's operations
periodically and with prior written approval by
A.I.D. to adjust the rediscount percentage for
eligible loans, i1f necessary, to elicit the broad-
est possible participation by financial institu-
tions in the Project;

(2) To assure that rediscounted sub-loans conform to
impact determination guidelilnes and eligibility
criteria specified in the Credit Manual;

(3) To provide as a contribution to the Project not
less than the equivalent of US$5.0 million in
accordance with the agreed plan;
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(4) To maintain the value of the Fund for at least the
grace period of the Loan at an amount in Peruvian
Soles equivalent to not less than the original
dollar value of the resources provided by A.I.D
and the Central Bank;

(5) To maintain interest rates charged to ultimate
sub-borrowers of the Fund in line with comparable
credlt sources available in Peru and to adjust
interest rates under the Fund whenever necessary
to maintain such comparability.

‘ "
| )\(Q\) ¥ L..»
Deouty Administrator
S (2if77
Date
Clearance:
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| 8 Priority and Relevance

A, Ihe Pioblen

The CCF will scon coeplets the first stage in one of the moat
“@owicheniive Ayrarlan Kefors programs ever undertaken in South America,
under whilch over 10 rmillion hectares will have been adjudicated, affect-
iy ovor 350,000 farm families, While the political and social benefits
of ‘he Agrarfan Reform have been tubstantial, serious econamic and fi-
nancisl problems have plagued all but a very few of the newly-formed
associative enterprises. Prior to Agrarian Refons adjudication, the
majurity of privately-held estates were severely decapitalized by their
fori 'r owners, deterrdned to salvage what was possible ot thelr own fi-
nascial interests, This initial decapitalization was continued during
the first years of cooperative ownership, as the new owners tended to
maxfmize year-end profit distribution rather than carry out optimal reinvestment
practices required for recapitalization and financial success.

At the level of the small landholder - individuals maintaining
tit)e to individual plots of land - economic difficulties have gcnerally
been, if anything, ceven more serious. Until recently, neither the land-
owners nor credit institutions have been willing to finance cu-fann im~
provrients necessary to realize productivity increases because of the
farmer's uncertain land tenure status. As a result, the majority of small
privately-owned farms producing food crops are severely undercapitalized.

In recent ycars the performance of the agricultural sector has
been poor; in 1975, the sector grew at a rate of less than 1%, compared to
2.3% And 2.4% in 1974 and 1973 respectively. Domestic production of basic
food items hags failed to keep pace with the high population growth rate
(3.)%). This situation, combincd with growing demand for food resulting
from increasing disposable incomes among the low economic class in cities
has foxced Peru to import increasing amounts of food, thus adding to an
alreoady deteriorated balance-of-payments position.

The reasons for this decline are varied, and include: (i) the
veneral disruptive atmosphere which can normally be expected to accom-
1 ny massive land transfers; (ii) an unrealistic system of price levels
o..d subsidies which during a large part of the 1973-76 period gave little
incentive to farmers to increase production; (iii) the general inadequa-
cy, both in terms of GOP budget allocations and trained field personnel,
of technical assistance to small farmers and the newly created associative
enterprises; and (iv) the inadequate supply of medium to long=term agri-
cultural credit and the absence of an effective institutional mechanism
capable of channeling resources to those individuals and enterprises for



whom credit is the major constraint to increasing agricultural production
or improving processing and marketing,

The first constraint will be alleviated by the end of 1976,
when adjudication of land and formatieon of associative enterprises will
have been largely completed. The GOp has also issued definite non-
affoctability limits for Purposcs of Aqrarian Reform expropriation, therg-
by reducing uncertainty and increasing the incentive for small and medium-
sized farmers to nore optimally farm their existing holdings. fThe second
problem, that of price levels, has been largely solved by the removal of
mowt commodity price subsidies, allowing agricultural Sector cost and price
mechanisms to move toward more realistic levels and increasing on-farm
profits and net income. The third, inadequate technical assistance, will
continue as a problem for the foresecable future, although the GOP ig
making efforts, through such entities as the Ministries of Food and
Agriculture, the Agrarian Bank and CENCIRA to provide or-going programs
of technical assistance to the Agrarian Reform beneficiaries, both in
terms of increasing actual production and improving farm management
Practices. The extension service is being strengthened and a new national
production system is being established which is intended to transfer new
production methods. sSeveral A.I.D. programs, including the CENCIRA
Project and the Federation of Agricultural Cooperatives Loan, have been
dosigned to assist the GOP improve farm management.

Even with improved management practices, however, the fourth
constraint - lack of medium-term credit - will remain a major bottleneck
to reaching GOP sectoral goals of increased food production, increased
value added accruing to the rural sector via agro-industrial processing,
and increased employment opportunities and income for Peru's disadvantaged
rural population.

Currently the Agrarian Bank ig the only financial institution
in Peru providing any substantial financial support to the agricultural
sector, and the bulk (over 90%) of its own resources are directed to
annual producticn credits guaranteed by farm production. The Bank's major
interest and expurtise reside in the provision of annual production credit
and the sector's needs for such credit will continue to require the Bank's
priority attention. Although the Agrarian Bank also adminjisters some
medium-term sub-lending credit funds available under international lending
programs, there exists a critical need to establish other mechanisms for
channeling medium-term resources to Peruvian agriculture if credit is to
be expanded.

Prior to the initiation of the Agrarjan Reform, commercial
banks were able and willing to provide agricultural credit and financing
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for the purchase of production equipment, pProcessing equipment, etc. While
legal restrictions impeded medium-term lending per se, by rolling over
short-term credits longer term financing was effected. Since 1969, how-
over, their participation in the agrarian sector has been greatly reduced,
1ince they have considered both the newly-formed associative enterprises
aad the sector's remaining individual farmers to be high-risk borrowers.
4l supply of credit is therefore severely restricted and has not kept
pace with the sector's growing requirements.

B. Proposed Response

As a means of alleviating the above problem the present Project
proposes to facllitate the re-entry of certain Peruvian commercial banks,
along with appropriate regional and state development banks, into agri-
culture and agro-industry. Thus, the Project proposes to establish within
the Central Bank an effective facility for refinancing medium-term loans
made by financial institutions to sub-borrowers which produce, prccess,
or market agricultural commodities or provide complemaentary services to
the agricultural sector.

The existing infrastructure of the Peruvian banking systen with
its large number of branch offices located throughout the country would
appear to be a logical conduit for reaching those relatively poor individ-
uals and enterprises requiring, and capable of utilizing credit. 1Indeed,
Peru can hardly afford to let this infrastructure remain idle. The
challenge of the proposed project is to create the necessary incentives
to obtain the desired credit allocations to the agricultural sector and
the target group to be reached under the Congressional Mandate in par-
ticular. The Mission believes that the chances of success are now high,
given the fact that agrarian reform related disruptions have been
diminished and that pricing policy has been changed to increase production
incentives.

The proposed Project falls within USAID's general priorities
for development assistance as the DAP identified the agricultural sector
as the primary area of USAID concentration. USAID priorities include:

(1) a commitment to develop and implement projects designed to benefit
Peru's poorest majority; (2) priority emphasis on development of the agri-
cultural sector and increasing food production; and (3) assistance in

the development and strengthening of institutions capable of mobilizing
resources to the agricultural sector.
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IX. Description of the Project

A, Brief Description

The Borrower and Executing Agency will be the Central Reserve
Bank of Peru. The Project will establish a rediscount mechanism to fi-
hance medium-term credits destined to increage food production ang related
agro-industrial sub-projacts mecting eligibility criteria through the
banking system. The Project's target group of small farmers and food-
producing associative enterprises created as a result of Agrarian Reform
will benefit both as direct sub~borrowers for the medium-term production
credit and indirectly through sub-loans made to agro-industrial enter-
prises providing marketing, processing, or complementary services to the
designated target group., The Project aims at institutionalizing a new
medium-term credit channel, increasing access to credit, stimulating bank
participation in agricultural sector development lending, and achieving
a greater out-reach to rural areas by incorporating existing banking infra-
structure as credit suppliers to the agricultural sector.

B. Project Components

The proposed Project consists of three major components: (i) a
Special Fund (Fund) set up within the Central Reserve Bank which will have
the objective of facilitating medium-term credit for eligible sub-projects;
(ii) a technical assistance component designed to establish within the
Central Bank a system for the systematic evaluation of the proposed line
of credit, as well as other on-going or to-be-established credit lines
within the Bank; and (iii) establishment of a special office for Fund
administration and to promote the participation of intermediate credit
institutions (ICI's) under the Project.

1. The Special Fund. Capitalization of the Fund (subject to
final demand analysis) is expected to be on the order of $14.7 million in-
cluding $9.8 million from the A.I.D. Loan and $4.9 million from the Central
Bank. Sub-loans will be identified by and channeled through financial
intermediaries, including private and state-associated commercial banks,
selected state development banks, regional development banks, and private
'financieras’'.

ing under the program with particular reference to the type of projects,
sub~-loan size restrictions, terms, target group eligibility restrictions,
etc. The Central Bank would also carry out an active promotion campaign.

v Farrower wishing to develop or increase the production, processing,
or marketing of an eligible prcduct would Present an application to
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the intermediate bank of his or her choice. The intermediate bank would
inake the credit judgment and assume the credit risk. Upon approval by the
intermediate bank, the sub-loan would be presented to the Central Bank for
refinancing. The Central Bank would check the proposal for conformity
witl the established criteria, but would not review sub-project economi.c
or financial feasibility, and would authorize the transfer of funds to the
intermediate bank for approved sub-projects. All collection responsibili-
tiec will rest with the intermediate banks.

The following criteria for sub-lending represent preliminary
Central Bank and USAID ideas for the program's operations, although they
will need to be further studied and negotiated:

a. Target Group - Food producing associative enterprises
and small individual landowners cultivating less than 15 hectares. Sub-
borrowers would include members of the target group as well as agricultural
processing, marketing, and service industries which directly benefit the
target group.

b. Interest Rate - In line with AID/W's guidelines offered
in response to the PID, the Mission has obtained Central Bank concurrence
with an upward adjustment of the interest rates to end-users to 1l4%. As
presently envisioned, the 14% would be divided 7% to the ICI, 5% to the
Central Bank, and 2% to an insurance fund which would be redistributed to
participating ICI's to off-set bad debts. Periodic adjustments in the
interest rate and spreads would be permitted depending on inflationary
trends and changes in overall Central Bank interest rate policy.

c. Terms - Medium=-term sub-loans (up to 5 yveurs),

d. Maintenance of Value - Sub-loans from the Fund will
be denominated and repaid in local currency with no maintenance of value
provision. The Central Bank would covenant to make additional contribu-
tions to the Fund to prevent its decapitalization, per a formula and for
a time period subject to negotiation.

e. Possible types of Sub-loans - In the case of sub-loans
made directly to associative enterprises and individual farmers meeting
the target group eligibility criteria the following are illustrative:

--acquisition of improved breeds for dalry, pork,
or poultry production;

—-purchase of machinery (tillers, plows, irriga-
tion equipment, tractors, incubators, atc.);
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==construction or renovation of on-farm physical
infrastructure (irrigation canals, sheds, silos,
stables);

--land habilitation (clearing, leveling, drainage,
erosion control); and

--medium~-term working capital.

Additionally, sub-loans may be made to commercial,
service or industrial establishments not directly owned or operated by
farmers or farm groups, but which provide services to the target gxoup.
Such sub-projects will be eligible if it can be demonstrated in the sub-
project applications that the sub-project will substantially contribute
to the welfare of the target group through such means as stimulating pro-
duction, increasing value-added to farmers, increasing target group
farmers' profit margins by organizing economies of scale in the marketing,
grading, sorting, storing, transport or processing of food production, and
increasing employment opportunities. Example of potential sub-projects
under this credit category include equipment acquisition, and construction
or expansion of off-farm storage facilities, product collection centers
and proressing plants.

f. Commodity Emphasis = The Fund would be restricted for
sub-lending intended to increase the production, processing or marketing
of food crops (principally cereal grains, oilseeds, tubers, animal
protein, fruits and vegetables).

g. Allowable Percentage of Refinancing -~ The Fund would
refinance 100% of ICI sub-loans meeting eligibility criteria.

h. Sub-Borrower Eguity Contribution - In order to be able
to reach the poorer, more céacapitalized associative enterprises and in-
dividual farmers, sub-lending would not be conditioned upon specific
equity contributions by the end-use, sub-borrowers.

i. Sub-Loan Size Restrictions - These will need to be
determined based on further study of the characteristics and absorptive
capacity of the target group and potential sub-borrowers. Distinct max-
imum limits will be established tor associative enterprises, individuals
and agro-industrial enterprises.

2. Technical Assistance/Evaluation

The Project will provide limited funding to improve the de-
sign and implementation of a mechanized credit data bank within the Central
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pank and to establish a systematic evaluation system which will be utilized
by the Bank to determine the success and impact of the Fund, as well as to
evaluate other credit ¢ctivitiss of the Bank. A major problem encountered
in Peru is the iack ¢+ >ccurate base line data and an institutionalized
system by executing agsivies to aoisure project success or failure. The
Bank has recently set up a documentation center, and has its own computer
system which could serve as the basis fcr the implementation of a spe-
clailzed credit data bank. During the course of PP preparation, the Bank
and USAID will prepare a study showing the operations of such an evaluation
system, which among other things, would include: (1) a methodology for
sampling existing conditions at the sub~borrower level; (2) periodic data-
gathering on use of sub-loan funds; (3) end-of-sub-project status, in-
cluding information on production levels, income levels and employment
creation. -The Loan would provide funding for technical assistance to
assist with the design and carrying out of the evaluation methodology.

Additional Loan funds are tentatively allocated for techni-
cal assistance to assist with Project promotion should such needs be
confirmed during the intensive review. For example, it may be necessary
to institute special courses in agricultural project analyses and eval-
uvation techniques and to support limited field promotion activities.

3. Fund Administration

The third component - administration -~ will be entirely a
Central Bank contribution to the Project. The Bank will create a special
office with adequate staffing within its Credit Division for the purpose
of administering the Fund.

Given the fact that ICI financial participation in the
agricultural sector has dropped significantly since the 1960's, it will
be necessary for the Central Bank to actively promote banking system
participation under the Project. The first step will be to institute
short courses -- either in Lima or in selected regional sites, -- on
objectives and mechanisms of the Fund. These will be staffed and funded
out of Central Bank counterpart funds, with the goal of reaching at least
the branch manager level of all participating ICI's. Follow-up seminars
may be necessary as operational experience is obtained and to disseminate
results of Project evaluation.

C. Anticipated Results

By providing the above inputs the following outputs are an-
ticipated: (i) $14.7 million of sub-loans over the three year life of the
Project; (ii) approximately twelve ICI's participating under the program;
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(iii) sub-lending directives distributed and periodically revised; (iv)
promotional seminars held reaching ICI branch office managers; and (v) an
evaluation system established., Such outputs are necessary to achicve the
Project purpose of establishing an effective, permanent rediscounting
facility. At the end of the Project we would expect that all Project
funds will have been placed in sub~projects meeting eligibility criteria,
the Fund will be institutionalized with a demonstrated capability to
maintain its level of refinrancing, the real capital value of the Fund
will be equal to at least $14.7 million, banking system participation in
agricultural sector lending will have increased, and the Fund will con-
tinue as an effective and functioning system to promote and finance el~
igible sub-projects. (See Annex I for the full matrix depiction of the
logical framework including important assumptions).

III. A.I.D. and Other Relevant Experience

A. Past Programs and Actions in Peru

As briefly described below, A.I.D. has participated in the
recent past in medium-to-long-term sub-lending activities to the agricul-
tural sector in four previous loans, with a fifth loan expected to com—
mence activities shortly. The Mission hopes to capitalize upon past
successes and failures of these programs to insure that poth Project de-
siqn and implementation conform to GOP needs and priorities and that the
excecution phase can be carried out without undue burden on existing
adninistrative structures.

Loan 527-1~051, the Private Investwment Fund (PIF), was original=-
ly administered by the Central Bank, but subsequent organizational
changes eventually placed the Fund under the auspices of COFIDE, the State
Financial Development Corporation, which was inexperienced and under pres-
sure to secure priority financing for state enterprises and the newly~
created Social Property sector (neither of which qualified for sub-loans
under the PIF). The PIF thus received little attention from CGFIDE and
the bulk of loan funds were deobligated in 1976. Major factors contrib-
utino to the Project's lack of success were charnging governmental prior-
ities vis—-a-vis the private sectorp a deteriorating investment climate
following 1968; fund administrative changes; lack of adequate incentives
for banking system participation; overly complex operating criteria; pro-
cessing bottlenecks and unaiiticipated, excessive bureaucratic delays.

Two Supervised Agricultural Credit Loans (054 and 056) provided
medium-term sub-lcans through the Agrarian Bank Trust Fund to gmall
farmers and agricultural cooperatives which suffered damages in the 1970
earthquake and the 1972 floods. In both the earthquake and flood areas,
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the agricultural sector suffered severe decapitalization as a result of
the disasters, and loan funds were intended to assist in agvicultural
Yacovery and recapitalization. In both areas the demand for credits under
these programs greatly surpassed the supply of funds. The majority of
sub=10ans were used to purchase machinery and equipment, with lesser
amounts going for small river defense works, crops and livestock,

Loan 527-W-057, Rural Enterprises Develop.i:nt, provides $6
million to the Industrial Bank of Peru for relending to rural enterprises
in the departments of Cuzco, Puno, Ayacucho, and Junin and $4 million to
ORDEZA for credits to sub-borrowers in .the Earthquake Zone. The program
aims at rural industries and trade rather than agricultural production or
marketing per se. Under the program, much sub-project identification
and development begins with and is the responsibility of GOP executing
agencies rather than the credit recipients and sub-projects require a
considerable input of technical assistance from the moment of sub-project
identification through development, study, and implementation.

Progress has been slower than desirable under the Loan,
particularly as a result of processing bottlenecks and administrative
difficulties. Industrial Bank activity has increased considerably in
recent months, however, and the Bank is turning to consulting firms to per-
form needed feasibility studies and thereby break the processing bottle-
neck. USAID will undertake a review of both portions of the Loan in
November to provide the basis for recommendations to AID/M regarding the
Loan's future.

Finally, the recently signed Loan 527-T-058, in the amount of
$7.0 million for Agricultural Cooperative Federations (Centrals) Develop-
ment will play an important role in strengthening the organizational,
financial, and institutional bases of up to 20 Centrals. Following the
completion of detailed development plans, financing will be available for
short-term working capital requirements, medium-term investment to im-
prove the services provided by Centrals to member organizations, and medium-
term project investment. The thrust of the program will be on improving
the integration of the member associative enterprises into the second level
federations, and the services offered by the Centrals. Thus, the focus of
the Loan is distinct and more narrow than envisioned under the proposed
Project, and in any event, the preliminary credit supply/demand analysis
of Section V.B. indicates a large medium-term credit supply gap even con-
sidering 058 availabilities and other possible credit programs through
1980.
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B. Applicable A.I.D. Experience in Other Countries

Central Bank rediscount mechanisms have been successfully estab-
lished in other Latin American countries including Bolivia and Uruguay. The
Bolivian Central Bank's Fondo de Refinanciamiento Agricola, which was
successfully established by A.I.D. Loan 511-1~042 and which is now being
yeoriented and augmented by Loan 511-T-052, has many similarities to the
yvoposed Project. The proximity of Peru and Bolivia may provide the
opportunity for an interchange between the two Central Banks regarding
holivia's experience. The IDB has also provided loans to successful Central
Pank agricultural rediscount operations in Mexico, and the Mission will
scek information on these and other similar programs during the intensive
review,

In addition, the Mission is aware of a recently authorized A.I.D.
loan to Paraguay to establish in the Central Bank a rediscount facility for
agribusiness projects serving a small farmer target group. The Mission is
particularly interested in, and intends to study, the screening prccess and
eligibility criteria established under the program for ensuring that sub-
projects benefit the target group.

Iv. Project Beneficiaries

The farmers comprising the target group of this Pzojent are among
Peru's poor rural majority, both individual small farmers and members of
associative enterprises producing food for domestic concumption. While
incomes vary widely in the rural sector, they are substantially below the
national averages (with the possible exception of the large and relatively
affluent sugar estates which will be excluded under this Project). By
eliminating the export-oriented associative enterprises and individual
farmers cultivating more than 15 hectares, the Mission will be able to assure
that actual beneficiaries fall into those categories anticipated under
A.I.D.'s Congressional Mandate.

The size of the potential target group is estimated at 193,000 farm
families or, assuming six members per family, 1,158,000 rural inhabitants,
both members of food producing associative enterprises and small individual
.andholders. (Annex II) The target group will benefit directly as sub=-
borrowers in the case of credits for on-farm investments to boost food
production and indirectly as a recult of sub-loans made to agricultural
processing, marketing and service industries when it can be shown that such
credits will alleviate constraints to increasing target group farmers' pro-
ductivity and income. Concerning the latter, the availability of service-
oriented enterprises, such as transport, packing, grading and sorting, is
viewed as a necessary condition for incentivating production by small
farmers, while processing industries can contribute to a more secure market
for individual production. In addition, agro-industry can provide employment
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opportunities for the landless and extremely small-scale farmers, most of
vhom cannot be economically absorbed into the associative enterprise
structure given ever-increasing pressures on the land.

The first segment of the target group is the associative enterprises.
it present there are 1,108 such enterprises created as a result of the
hgrarian Reform, with varying degrees of profitability and poverty, depend-
ing on soil and land configquration conditions, crop mix, and the level of
capitalization existent after adjudication. Generally, the 417 associative
enterprises which are oriented toward the exportsector -- principally sugar
and cotton -- are relatively better off. These export-oriented associative
enterprises; i.e., those with more than 50% of their cultivable area devoted
to such crops, have been excluded from the Project's target group as their
levels of profitability permit them access to alternative credit sources
and incomes of their member farmers/workers are relatively higher than
other rural families.

The remaining 691 associative enterprises which produce food crops
for domestic consumption are expected to be a major category of sub-
borrowers and beneficiaries under the Project. Members of these enter-
prises are considered to be economically marginal, with per capita incomes
ranging between $100 and $400 a year, depending on geographic location and
crop mix. It is estimated that 70%, or 552 of these enterprises could
benefit under the program either as direct sub-borrowers or through sub-
loans to agro-industrial enteprises serving them.

buring the intensive review, detailed profiles of selected food-
producing associative enterprises will be prepared with a view toward de-
termining principal production and income constraints, likely investment
requirements, probable sub-loan sizes, and necessary sub-loan size
restrictions.

The second segment of the target group includes small individual
farmers cultivating less than 15 hectares, particularly those who possess
sufficient production potential to generate marketable surplus and are in
& position to utilize credit. Excluded from the target group will be the
wory few remaining large farmers in Peru including extensive livestock pro-
ducers, all of Peru's medium-csized farmers (generally those cultivating
15-50 hectares), and small individual producers of the previously mentioned
export commodities. The total universe of small farmers is estimated to
be on the order of 900,000 to 1,000,000 in Peru. Of these, the greatest
number -- estimated at 500,000 -- currently farm at a subsistence level
on plots generally smaller than one hectare. Despite major strides made
by the Agrarian Reform in land distribution to former landless peasants,
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there simply is not -- nor will there ever be -- sufficient land to go
around for all the current rural sector inhabitants. Thus there is a large
portion of the rural poor who continue to be landless or possess such small
plots of land that they are effectively out of range as direct beneficiaries
in the form of credit recipients. The World Bank warns, in its 1975 Agri-
aultural Sector Survey of Peru*:

"The mission believes that many farms, probably over
half a million, are so small in terms of potential
output, that their owners should not be considered
potential borrowers of commercial-type credit...
Credit can cnly aggravate the plight of these
people...™

Possible direct Project beneficiaries are, rather, among the estimated
100,000 small commercial farmexs now producing partly or entirely for the
maxket but without access to institutional credit, and to a lesser extent
among the 300,000 to 400,000 largely subsistence farms with sufficiently un-
used potential to generate marketable surplus. Assuming that 10% of the
former and 5% of the latter grouo might be reachable, an additional 27,500
potential farm family beneficiaries are identified.

Obviously the present Project will not be equipped to handle some
27,500 individual and 552 associative enterprise sub-loans, and many of
the projected beneficiaries will be reached indirectly through sub-lending
to agro-industrial enterprises for sub-projects which contibute to the
welfare of the target group. The demand study to be carried out during
the intensive review will attempt to determine the most likely combination
of direct and indirect beneficiaries, likely credit allocations, and sub-
loan amounts to insure that the maximum number of beneficiaries con-
sistent with administrative capability are reached.

* Pg. 33



v, Pactors Affecting Project Feasibility

A. MAdministrative Feasibility

l. Primary Executing Agency ~ the Central Bank

As indicated above, the Central Bank will serve as Borrower
and Executing Agency for the Project. From its position as the center of
the Peruvian banking system, the Central Bank makes and implements GOP
monatary policy and regulates opcrations of all banks in Peru. 1Its basic
c¢bjectives are: i) to maintain monetary stability; ii) to promote credit
availability and allocations to insure economic growth, production and
real income increases, and a high level of employment; and iii) to strengthen
the banking system,

The chief official of the Central Bank is the President of
the Board, but the policy-making power rests with the full membership of the
Mard of Directors, composed of high~ranking officials of the Ministry of
“conomy and Finance and representatives from the major state-managed banks
and the private sector. Responsibility for implenmenting Bank policy rests
v ith the General Manager, five Managers, and threc Deputy Managers, all
highly-qualified profeusionals having considerable experience with the
Central Bank and other major financial institutions in Peru.

Organizationally the Central Bank is divided into the follow-
i) tive major divisions: Credit and Financial Control; Treasury and
Accounting; Administration; Economic Studies; and Foreign Operations. The
principal office 11 located in Lima, with branches in Piura, Trujillo, Arequipa,
Curzcu, and Iquiton. A: the Credit Division is responsible for administering
the Bank's other credit lines and rediscount activities, the Central Bank
has indicated 1ty intention to create a special office with full-time per~
sontiel within the Diviusion for the purpose of carrying out the Project.

The Pro)ect is administratively attractive in that the Central
Bark ha: ample applicable experience with other redisccunt operations and
sofig=antablished relationships with the banking system, For example, the
adrmlngetrative feantbility of the rediscounting mechanism has been demonstrated
in the ruccestful oparations of the Central Bank's on-going Selective Credit
Frograr, The program wak osgtablished in the Central Bank in 1971 in an effort
to praemote credit decentraliration and regional development by refinancing
prajecte approved Ly the state ansociated and regional development banks.
The prejram 1s for short-term loans only (gencrally 180 days). As of June 30,
1976, the outstanting balances of credits effected by the associative and
rs *inpral Links under the program totalled §7.37 million.



- 14 -

The Central Bank also administers special lines of short-~
toxm credit destined to the state development banks (principally the Agrarian
Bank, Industrial Bank, and Mining Bank). The outstanding balances of the
Bank under these credit lines to the development banks totalled approximate-
ly $320.2 million at the end of 1975.

Finally, the Central Bank is familiar with A.I.D. Loan
lmplementation requirements. The Bank acquired applicable experience in
sering as the fiduciary for the CRECE fund established under A.I.D. loan
$27~L-053 which was designed to assist small enterprises located in the
Barthquake Disaster Area. The Central Bank capably fulfilled its respon-
sibilities under the program.

In conclusion, the Mission believes the Central Bank possesses
the capacity to successfully execute the Project. It has carried out all of
the above activities with no noticeable impairment to or erosion of the per-
formance of its traditional functions. The addition of the Special Fund to
its activities will not create a major resource drain away from the Bank's
financial and economic management duties. The Bank has a keen interest in
financing development and in seeing that the sectoral allocations of credit
are supportive of the GOP's overall development strategy. Channeling the
loan through the Central Bank will enable much of Peru's financial systenm,
inclunding two state development banks, to participate in the Project. The
choice enables the use of existing lending infrastructure, as described
below, without excluding the participation of traditional agricultural and
agro-industrial lending institutions.

2. Secondary Agencies -~ Participating Intermediate Credit
Institutions (ICI's)

The Central Bank estimates that there are 25 potential ICI's
which may participate under the Project, with a total of 356 offices located
throughout the country outside of the provinces of Lima and Callao. The
potential ICI's may be categorized according to mode of ownership and functions
as follows: i) the state development banks; ii) the associated banks, in which
the GOP has acquired a majority interest; iii) private commercial banks with
nation-wide operations; iv) regional banks both state and privately-owned,
wshich are chartered in a geographically limited area, and v) private
empresas financieras (development finance companies).

There are five state development banks in Peru of which only
two are expected to participate under the Project: the Agrarian Bank and the
Industrial Bank. The Agrarian Bank is the largest supplier of credit to the
agricultural sector, offering lines of credit for the purchase of annual farm
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production inputs, the expansion and improvement of farming and livestock
enterprises, the purchase of capital equipment, activities related to
commercial and protective forestry, and the marketing and storage of agri-
cultural products. Its authorized clientele include agrarian service and
production cooperatives, SAIS, other reformed agricultural production units,
and individual landowners. The interest rates on loans range from 10 to 14%
depending on maturity, amount of loan, borrower, and use of loan proceeds.

The Industrial Bank (BIP) offers credit to a wide range of
industrial borrowers, including several which will fall under this Project,
namely those involved in agri-business marketing, conservation, and process-
ing of basic foodstuffs. The BIP lends to both individuals and to reformed
enterprises (including industrial communities, social property enterprises,
and cooperatives). Interest rates applicable to the sectors to be included
in this Project currently range from 11 to 15.5%, plus a maximum commission
of 2%, again depending on the maturity and amount of the loan, the borrower,
and the end use of the loan prrceeds. Amortization periods extend up to
geven years, with grace periods of usually six months.

The commercial banking system is composed of the associated,
the private, and the regional banks. The associated banks are those in
which the government has acquired a majority interest; these are the Banco
Popular del Perd, Banco Internacional del Perfi, and the Banco Continental
del Perd. The private banks are principally represented by the Banco de
Crédito del Perd and several international banks. Additionally, there are
six regional banks, the Banco Regional del Norte, the Banco Nor-Perfi, the
Banco de los Andes, the Banco Sur-Medio, the Banco Sur del Perd, and the
Banco Amazfnico; the coverage of these regional banks is greatest along the
north and south coast and in the scuthern and central sierra, although there
exists at least one regional bank for each major geographic zone of the
country.

Banking policies of all these commercial banks are similar.
In general, they extend credit to all economic sectors and to borrowers who
may be individuals or groups, reformed or traditional.

The current maximum interest rate is 15.5% plus a cammission
9f up to 2%. 1In addition to these normal credit lines, the associated banks
«nd the regional banks, as eligible participants in the Central Bank's
Selective Credit Program, offer preferential credits in selected economic
activities considered of special importance to regional economic development.



Iaterest rates to sub-borrowers under this brogram have been 11% or 12%,
depending on the geographic region,

Finally, there are six private "financieras" in Peru, which
provide medium and long term credit for investment and development burposes,
nuring the course of Project Paper breparation, the Mission will examine the
extent to which these financieras might participate under the Project.

Based on USAID and Central Bank discussiong with the banking
system regarding the proposed Project, the most active Project participants
are likely to be the associated banks, regional banks, and perhaps to a
lesser extent the two state development banks. For the PP, the Mission
will explore certain aspects of administrative feasibility specific to the
proposed Project which focus on these, ~nd other botential agencies' capacity
and willingness to service the Project's “arget groups. As stated in the
PID and repeated in Part I above, the Project expects to reintroduce banking
institutions to lending in the agricultural sector. The extent to which

intended Project beneficiaries represent a new clientele to most banks,
promotion of the Project will, to be effective, necessitate innovative
Programs,

The degree of field Promotion to be required, and the best
means to achieve this, will need to be examined during the intensive review.
In addition, the ICI's likely collateral requirements, and ability of the
target groups to Provide that collateral, will need to be studied. Finally,
since the credit risk associated with thigs Project is bound to be higher
than that which has traditionally been assumed by banks in Peru, it will be
necessary to continually evaluate the adequacy of the incentives for banking
system participation.

B. Economic Feasibility

l. Credit Availability Analysis

One of the key problems in the agricultural sector is the lack
of sufficient medium-term credit to allow the GOP to carry out its ambitious
pPlans to rationalize and modernize the beneficiaries oZ the Agrarian Reform
and to improve the production potential of Peru's individual farmers. The
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major supplier of credit to the sector is the Agrarian Bank, whose paid in
capital at the end of 1975 was $53.3 million, considerably short of its
authorized capital ceiling of $230.8 million. It was originally anticipated
that the Agrarian Bank's capital would grow steadily at a rate of about

$46 million per year until it reached its authorized limit, but Bank officialg
report that, given the current economic crisis, it is doubtful that the
Ministry of Economy and Finance will be able to release additional capital

in tho near future.

Since 1968, the Bank's policies for lending have changed
significantly, and current priorities are to give preferential treatment to
asscciative enterpi'ises. In 1975 66% of total amounts authorized by the
Bank went to these groups, as compared to 27% in 1970. During 1975 the Bank
extended over 65,000 sub-loans totalling approximately $230 million at the
current rate of exchange. Of these approximately 98% of the number of sub-
loans and 91% of the amounts were directed for short-term, crop production
campaign purposes. Long-term loans have generally been made using external
sourxces (IBRD and IDB). Despite progress in increasing the supply of credit,
the Bank itself estimates that the real need for agricultural credit is
still on the order of $444 million. Given the insufficiency of the Bank's
paid in capital, however, it is doubtful that existing shortfalls can be
taken up.

Table I shows the Agrarian Bank's projections for long -term
credit availabilities over the period 1976 to 1980, considering existing
and potential programs relying on external sources. Even assuming new loans
from the IBRD and IDB, the table shows that a large amount of "traditional
demand" will need to be financed internally or elsewhere. This item covers
on-farm improvements as well as services and farm level agro-industry. During
the intensive review, USAID and the Central Bank will explore the validity
of the Bank's long-term credit projections.

Considering other credit availabilities, the participation
of commercial banks in the agricultural sector has dropped considerably
over the past decade. While agricultural lending accounted for 8.8% of total
commercial bank lending in 1965, this percentage had dropped to 1.9% in 1975.
Coumercial bank participation in the livestock sector also has fallen
slightly, from 2.2% in 1965 to 1.4% in 1975. Finally, the Industrial Bank,
in 1975, devoted 6% (approximately $6.6 million) of its loan portfolio to
the food processing industry, falling slightly from the previous Year when
8% of loans went to that sector.
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TABLE I

FINANCING NEEDS AND PROJECTED AVATILABILITIES OF THE
AGRARIAN BANK FOR MEDIUM TO LONG TERM CREDIT
(in millions of U.S..Dollars)*

Year
PROGRAM 1976 1977 1978 1979 1980
I. TOTAL NEEDS 30.8 40.3 45.3 52.5 65.0
II. AVAILABILITIES

-IBRD 933 9-2 6-8 i ek Rt it
Financ. External 6.9 ‘5.1 - - -
Financ. Internal 2.3 1.7 - - .=
-IDB 322 5.8 - - - -~
Financ. External -- - - - -
Financ. Internal 5.8 - - - -
=AID 058 (CENTRALS) - 0.6 1.6 2.7 -
Financ. External - 0.6 1.6 2.7 -
Financ. Internal - - - - -
~New IBRD (assumed) - 4.3 13.3 15.3 2.8
Financ. External - 3.1 9.4 10.8 1.9
Financ. Internal - 1.2 3.9 4.5 0.9
~New IDB (assumed) -.- 5.2 10.4 6.2 1.1
Financ. External - 3.9 7.8 4.6 0.8
Financ. Internal - 1.3 2.6 1.6 0.3
~IDB (Irrigation) 6.6 8.8 3.6 0.6 0.5
Financ. External 3.5 4.9 2.1 0.3 0.2
Financ. Internal 3.1 3.9 1.5 0.3 0.3
-AID 059 (Sierra Irrigation) - - 1.0 1.0 1.0
Financ. External - - 0.3 0.3 0.3
Financ. Internal - - 0.7 0.7 0.7

III. TRADITIONAL DEMAND REMAINING
TO BE MET 9.2 14.6 15.4 26,7 59.6
9.2 14.6 15.4 26.7 59.6

STRCZ:  Oficina de Planificacibn y Estudios Econbmicos,
Agrarian Bank. Julio, 1976

- -alculated at S/.65 per U.S.$1.00


http:U.S.$1.00
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2. Demand Analysis

It is the opinion of both USAID and the Central Bank that
substantial demand for medium-term credit exists in the agricultural and
agro~industrial sectors. A major task to be carried out during the coursge
of PP preparation will be to test this hypothesis, and quantify effective
demand.

Demand will be calculated on the basis of two distinct
methodologies. First, the target group of beneficiaries will be studied, to
determine the absorptive capacity of the target group of associative enter-
prises and small farmers, and potential service, marketing and agro-industrial
sub-borrowers serving the target group. While Section IV (Beneficiaries)
gives a very preliminary analysis of the probable absorptive capacity of
associative enterprises and small farmers, more accurate estimates should be
obtainable by reviewing data from iregional banks and State development banks
outside of Lima. In addition, a survey will be conducted to determine the
potential magnitude of readily financeable projects meeting eligibility
criteria. The experience of the Industrial Bank under Loan 527-W-057 will
also be evaluated to assist in making projections.

A second methodology to be followed will be crop or product
specific instead of beneficiary specific. This analysis will determine
medium-term investments required to meet GOP production targets in sclected
food crops and livestock production and increase processing capacity in
selected areas. The Central Bank has identified the following crops either
for production or associated agro-industrial activities as a possible focus
for the Project, which also correspond to first priority areas identified in
GOP planning documents: potatoes, rice, wheat, beans, fruit:s and vegetables,
corn, sorghum, edible oils and fats, dairy, animal proteins (pork, poultry,
29gs, mutton), and balanced feeds.

Comparing the two analyses, -~ that concentrating on benefi-
ciaries and that looking at production estimates -- should give the Mission
norce accurate projections of loan disbursement possibilities. The PP will

1wther indicate the potential economic benefits of the Project by presenting

veral "model", readily financeable, sub-projects, to illustrate the impact
L the credit program on the welfare of the target group of small farmers and
hasic food producing associative enterprises. This should enable the Mission
to make global projections of the Project's potential impact on production,
incomes, and enployment.



-20 -

C. Socio-cultural Feasibility

The Mission does not foresee any significant socio-cultnral
obstacles to successful implementation of the project, since it will be
financing activities in large measure familiar to the target group., The
project does not involve major shifts in technology, social organization:
ov cultural norms, and therefore does not rely on the target group's
Acceptance of change in its basic patterns and institutions. Nor is it
likely to create new sources of social frictions. Therefore, it is the
Mission's preliminary judgment that this project will prove feasible from
A socio-cultural standpoint.

One question which merits the Mission's closer examination in the
course of the preparation of the PP is the potential employment impact of
the Project. This relates to the kind of :nvestments which are likely to
be made with the credit available under the Project and the degree to which
they may displace labor on one hand and introduce demand for additional
labor on the other. The likely net employment impact of the Project will be
the subject of further study by the Mission. Some consideration to building
in incentives for labor-utilizing investments may be warranted.

Another question to be examined is the incidence of Project bene-
fits in the rural sector, and its likely effect on the patterns of future
growth of the sector. As indicated in Section IV ("Beneficiaries"), a
significant portion of the rural population is not expected to directly
pariicipate under this Project, since, lacking adequate natural resources
to absorb capital, they are not in a position to effectively use credit.
The gap between this group and those who will receive credit under the
Project will no doubt widen as the latter group capitalizes its production
and processing operations. The prospect of this widening gap, then, will
introduce the urgent need to respond to the special conditions of those
minifundistas who cannot make a living off the land. The alternatives
apprar limited to the expansion of the natural resource base primarily
throuch irrigation, the generation of off-farm income and employment
opportunities, and resettlement in areas with greater production potential.
Several A.I.D. and GOP programs have been designed to support some or all

[ these alternatives. Similar investments should continue parallel with
-his Project to mitigate any skewing in the djistribution of rural income,

Considering the role of women, the Project has no feature which
would preclude the participation of Peruvian women nor restrict their
access to Project resources. Since cn many small farm enterprises the
production and marketing of poultry, eggs and milk are the responsibility
and in the hands of women of the family, there will be some positive impact
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axpected on the direct involvement of women in income growth at the small
farm level. During the intensive review, the Mission will need to consid-
er the extent to which the Project may contribute to more fully integrating
women into the economy of the rural sector.

D. Financial Feasibility

1. Proposed Interest Rates

The proposed rate of interest from the Fund to final borrowers
is 14 percert. It should be recognized that this is somewhat lower than
the 15.5 percent annual interest charge (plus 2% commission) which
commercial banks charge at present. However, it is not significantly
different from the 14.5 percent charge by Housing Banks and the "Mutuales
de Vivienda" and the 14.5 percent charge by the Banco Central Hipotecario.
Most: importantly, it is at the top of the rates charged by the Agrarian
Bank (10-14%), the major supplier of comparable credit to the sector. It
should also be noted that the interest rates presently in effect represent
increases permitted in June, and that previously commercial banks could
charge only 12 percent annual interest plus 2 percent commission. Continua-
tion of inflation at historically high levels may induce the GOP to make
further upward adj.stments in nominal interest rates. Sufficient
flexibility should be permitted in the proposed Loan to accomodate any
further upward revisions in the GOP's global interest rate policy.

2. Adequacy of Provosed Incentives

The interest rate spreads which commercial banks obtain on
their alternate funding sources; i.e., their bank deposit liabilities, may
be calculated and compared to the proposed spread under the Project. The
bulk of the local currency loan portfolios of commercial banks are financed
from bank deposit liabilities. In preparing the calculations presented in
Annex II, Table II, we assume (i) that banks receive 17.5 percent annual
interest on loan portfolios (inclusive of commissions), (ii) that each
bank's loan portfolio is equal to its demand, time and saving deposits
less legal reserve requirements, and (iii) that demand deposits bear an
+nnual interest of 2 percent, time deposits bear an annual interest of

1.5 percent, and savings deposits bear an annual interest of 9.0 percent.
The assumption in regard to time deposits is a simplification because
annual interest is based on the term of the deposits, 10% for periods from
90 to 179 days, 11% for periods from 180 to 269 days, 12% for periods from
270 to 359 days, and 13% for periods over 360 days.
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Concerning resexve requirements, the Central Bank is planning
a substantial change prior to the end of 1976. The new legal reserve re-
quirements will set a reserve requirement of 46 percent on demand deposits
and 31 percent on time and savings deposits, and the pPresent system of
marginal reserve requirements will be dropped. The likely new requirements
are utilized in the calculations.

As is shown in Annex II, Table IX, the returns obtained by
commercial banks on their deposits range from 4.6% to 5.8% in the case of
the Lima-based banks and 3.3% to 4.5% for the regional banks. The 7% pro~
Posed spread to be available to the ICI's under the Project would thus
appear to be adequate to handle the bank's cost, cover the higher risks
associated with lending to the Project's target clientele, and provide a
Yeasonable profit margin. In addition, it should be noted that the bank's
wage costs of the rediscounting operations are probably lower because
depositor services are not required. Further analysis of the above
variables will be undertaken during the intensive review.

E. Initial Environmental Examination (I.E.E,)

The Mission's I.E.E. for the Project is reproduced as Annex IXII.
As described in the Annex, the ICI - nature of the Project and the fact
that the sub-projects to be financed will be small-scale, widely dispersed,
and without significant adverse environemental impact have led the Mission
to recommend that a Negative Determination be made as the Threshhold
Decision for this Project.
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vIi. Other Nonor Coordination

Other donor activities in the field of agriculture credit include
on-going and planned loans from the IBRD and IDB. IBRD Loan 933, in the
amount of $25 million was initiated in November 1973 for financing
m:dium and long-term credits through the Agrarian Bank to associative
euterprises and individual farmers. The loan initially disbursed very
slowly, although during the last year activity has increased considerably.
As of April 1976, of the total program availabilities (including $8.3
million counterpart), 66% was committed and 40.5% disbursed. The reasons
given for the slow start under the program include the 20% sub-borrower
equity contribution requirement, which many of the poorer, decapitalized
associative enterprises have not been able to meet, and the insecurity of
the individual landowner prior to the December 1975 issuance of definite
criteria for Agrarian Reform non-affectability. The Agrarian Bank cites
the December decree as a major factor contributing to the acceleration
of sub-lending activity. As of June 1976, 213 sub-loans have been made
to associative enterprises and 1,321 to individual farmers.

Loan 933 is expected to be fiully disbursed by the end of 1977.
The Agrarian Bank has indicated its intention to seek a new loan from
the World Bank for similar purposes to begin operations in 1977 and
help meet the large projected demands for longer-term agricultural
credit through 1980. At the time of PRP preparation, a World Bank team
was investigating the possibility of a second loan on the order of
magnitude of $25 million. Such a loan would complement rather than
duplicate the proposed Project, for it would not be restricted to small
farmers and food producing associative enterprises. We understand the
World Bank would continue to recuire sub-borrower equity contributions,
thereby directing resources to the more profitable enterprises and medium
and larger scale individual producers, including extensive livestock
operations.

An additional on-going program is the IDB Loan #322. The loan
which was exccuted in June 1972 in the amount of $12.0 million is now
100% committed and 70% disbursed. The loan is scheduled for full dis-
bursement by the end of this year. Accordingly the IDB is currently
studying the possibility of providing a new loan, in the neighborhood
of $20 to $25 million, to finance agricultural credit to associative
enterprises. An estimated 40% of the program would cover short—-term
crop production requirements and 60% long-term needs (machinery, irriga-
tion, drainage, on-farm improvements).

The Mission will continue to coordinate with the IBRD and IDB to
seeevr that the various donor credit programs are mutually complementary.
wnile ail these agencies' planned programs contemplate sub~lending to
agscciative enterprises, the needs of the sector through 1980 are con-

3. 'rab 2.1 excess of projected availabilities.
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VII. Financial Plan

A preliminary financial plan for the Project follows below:

Millions U.S. Dollars

A.I.D. Central Total

Loan Bank
1. Fund Capitalization 9.8 4.9 14.7
2. Technical Assistance/Evaluation 0.2 0.1 0.3
3. Fund Administration - 0.2 0.2
10.0 5.2 15.2
_ 4 =mm== 0 D
66% 34% 100%

The Loan and Central Bank contribution for the Fund would be dis-
bursed on a two to one basis over a three year period. Thus the 25%
statutory requirement for local contributions will be exceeded. Moreover,
the Central Bank will be making additional contributions to the Fund to
prevent its decapitalization.

VIII. Project Implementation

A. Implementation Arrancements

As described above in Part II, the proposed mechanism to
achieve the Project purpose consists in establishing a fund in the Central
Bank to refinance eligible sub-lending operations meeting Project eli-
gibility criteria. The steps concerning how the mechanism will function
have previously been described.

The critical steps in Project implementation will be, then,
those required to institutionalize the refinancing operation. The first
of these is the negotiation of sub-lending regulations, which will be
done in close coordination with the Central Bank in the course of pre-

iring the Project Paper and formally agreed upon in the Loan Agreement;
these will fall within the general guidelines described above in Part II.
On the basis of these sub-lending criteria, terms and conditions, the
Central Bank will solicit the participation of interested private, mixed,
and state financial institutions, and prepare directives for circulation
to the intermediate banks for their own reference and for distribution to
prospective sub-borrowers. Distribution of the directives will be
followed by additional promotional activities to acquaint ICI's with the
objectives of the Fund and operational requirements.

Considering USAID monitoring, no additional staff commitments
#re co .. 2red necessary. Staff personnel will work very closely with the



Bank during the initial stages of establishing the Fund, meeting condi-~
tions precedent, and the initiation of sub-lending activity. USAID will
not normally approve sub-loans prior to their execution but will reserve
the right to review all sub-loans for conformity with eligibility criteria.

major events in the Project's life.

B. Implementation and Evaluation Plan

There follows below a brief implementation plan depicting

pared in the PP,

6'

Action

Loan Authorization

Execution of Loan

Agreement

Conditions
Precedent Met

First Promotion

Seminars and Initia-
tion of Sub-lending

Evaluation System

Established

Annual Evaluations

Responsible
Party

A.I.D.

USAID/
Central Bank

Central Bank

Central Bank

Central Bank/
Consultants

USAID/Central
Bank/ICI's

Timing
early FY 78 or
FY 77 shelf
possibility =
"A"

"A" + 4 months

"A" 4+ 7 months

= NB"

“B" + 1 month

"B" + 3 months

"B" + 12 4+ 24 +
36 monthn

A more detailed PPT will be pre-

Method of
Implementation

Loan signed

Fund crecated by
Central Bank Resolu-
tion; Unit staffed;
directives drafted;
CP's approved by
USAID

Central Bank des-~
cribes rund mecha-
nism tu ICI's

Central Bank utiligzes
loan funds to
contract T.A,

End-user surveys, re-
viow of oligibility
criteria, recommenda-
tions and remedial
action



- 26 =

Responsible Method of
Action Party Timing Implementation
7. Follow-up Field Central Bank "B" + 13 + 25 necessary modifica-
Promotion Seminars months tions to directives

made and explained

8. Project Assistance "B" + 36 months
Completion Date

IX. Project Development Schedule

The development of the Project Paper primarily will be carried out
by the USAID in conjunction with the Central Bank of Peru. The latter
has a team of highly skilled economists who are familiar with the banking
community, and will be capable of assisting with the specific studies
hecessary for Project justification. fThe USAID Project Development
Committee will be comprised of representatives of the Agricultural Division,
“onitroller's Office, Economics Section, and the Capital Development Office.

External resources will be necessary to undertake the ceffective
denand and model sub~-project analysis described in Section V.B.2. The
Mission would appreciate AID/W guidance on whether this assistance could
best be filled by direct TDY help, a contractual arrangement perhaps
+ith a consulting firm, or a combination of the two. Specific needs would
be for approximately 2 work months to: i) develop profiles and study the
characteristics and likely absorptive capacity of the target group of
food-producing associative enterprises and small individual landowners;
il) further identify principal constraints faced by the target group;
iii) project the effective demand for credit by the target group and sub-
borrowers serving the target group; and iv) present several illustrative
and readily financeable sub-projects to indicate the Project's likely
impact on target group incomes, employment, and welfare.

The PP is planned for early FY 78 submission, although the
Puper could be prepared as carly as April 1977 in time to permit 1its
considcration as & FY ]977 Shelf Loan.
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TABLE I

PROJECT BENEFICIARIES

Page 1 of 2

ANNEX IIX

Est. Family

Farm Pamilxél

Potential Direct g

Indirect Project

Total Potential
Rural Parm Popu-

Farmers Members Farm Fam. Benefic. lation Benefitted
l. Food Producing
Associative Enterprises 207,300 1,243,800 165,600 993,600
(691 A.Es)Y/ (552 A.Es)
2. Small Farmers producing
partly or entirely for
market but without access
to Institutional Credit 100,000 600,000 10,000 60,000
3. Small subsistence farms
with sufficiently unused
potential to generate 306,000 to 1,800,000
marketable surplus 400,0002/ 2,400,000 17,500 105,000
193,100 1,158,600

1/ Ministry of Agriculture fiqures on Associative Enterprises (A.E.s8)
2/ IBRD Agricultural Sector Survey Peru, Vol. I, May, 1975

3/ Assumes six persons per family.
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Annex IX
TABLE II
BANKING SYSTEM RETURNS ON DEPOSITS _a_/
(billions of Soles) b/
Interest Loanable Earnings Ret
Payments Funds on Earnings —
Total on (Deposits less Loanable Net Total
Deposits Deposits Reserve Req.) Funds Earnings Deposits
Lima-Based
Commercial Banks
Credito 17.7 0.96 10.71 1.87 0.91 5.1%
Internacional 9.0 0.52 5.44 0.95 0.44 4.9%
Popular 15.4 0.93 9.37 l1.64 0.71 4.6%
Wiese 5.0 0.26 3.06 0.54 0.28 5.6%
Comercial 3.2 0.16 1.92 0.34 0.18 5.6%
Continental 9.0 0.40 5.25 0.92 0.52 5.8%
de Lima 2.5 0.12 1.49 0.26 0.14 5.6%
Regionzl Banks

Regional del Norte 0.545 0.036 0.337 0.059 0.023 4.2%
Nor~Peru 0.926 0.063 0.574 0.100 0.037 4.0%
Sur Medio y Callao 0.741 0.047 0.458 0.080 0.033 4.5%
Los Andes 0.369 0.030 0.237 0.042 0,012 3.3%
Amazonico 0.719 0.048 0.447 0.078 0.030 4.2%
Sur del Peru 0.552 0.035 0.339 0.059 0.024 4.3%

&/ Based on data for June 30, 1975.
b/ Note 1.0 billion soles approximates $15 million.
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INITIAL ENVIRONMENTAL EXAMINATION

Project Location; Perm

Project Title: Agricultural Production and Services Fund

Funding: (First FY) FY-1978 $10 million A.I.D. loan (Plus $5.2 million
zuncing
Host Country contribution).

IEE Prepared by: Date: October 5, 1975

Mr. Carl Leonard, USAID/Peru/CAP
Mr. Dallas Fowler, USAID/Peru/Environmental Coordinator

Environmental Action Recommended;

The USAID/Peru project committee for the Agricultural Production and
Services Fund loan project has undertaken an Initial Environmental
Examination (IEE) of the potential environmental impact aspects of the
project and has arrived at a recommendation for a Negative Determination,
as indicated on page 2, Threshold Decision section of the IEE.

Concurrence; Date: October s 1976

I have reviewed the Initial Environmental Examination prepared by the
project committee and concur in the Threchold Decision recommendation for

- v

a Negative Determination. 4;,," ;;;;?7’ .

Donald R. Finbetg
USAID/Peru Director

AA/LA Decision: Date:;

Laced upon the Development Assistance Executive Committe review of the
Project Paper, including the Initial Environmental Examination, for the
Agricultural Production and Services Fund, I approve the Threshold
Decigsion for a Negative Determination.

Assistant Administrator for
Latin America
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Annex III

Part II.

Description of the Project

The Project will consist of three components. The first will be a credit
fund administered by the Central Reserve Bank of Peru (BCR), making medium~
term .credit (2-5 years) available to eligible small farmers and cooperatives
through the banking system. Credit will be made available for sub-projects
which will increase food production for domestic consumption, on-farm im-
provements, capital investments and marketing, processing and service facili-
ties. The second component will be technical assistance to establish an
evaluation system and assist with promotion of the Project. The third will
be creation of an office in the BCR within the Credit Division to admin-
ister the Loan and promote the participation of lending institutions and.
eligible farmers and cooperatives under the Project.

Part III.

Identification and Evaluation of Environmental Aspects

This is an intermediate credit institution (ICI) project, and actions that
are likely to have an effect on the environment are several steps removed
from A.I.D.'s action in authorizing the loan. However, the lending cri-
teria summarized in the Project Review Paper for medium-term credit to
boost food production and improve product processing and marketing enable
an illustrative list of possible sub-projects to be prepared. Such a list,
although by no means all inclusive, would include such items as livestock
and machinery acquisition, on-farm improvements including drainage, land
leveling, erosion control, and irrigation systems, the erection of silos
and storage facilities, and the construction or expansion of food collec~
tion centers and processing plants.

Within the lending criteria, such contemplated actions as livestock improve-
ments, machinery purchases and on-farm improvements will have little envi-
ronmental impact except within the small farmers' surroundings and these

are of a minor level of change. The same is true of the limited amount of
land clearing and water control and utilization measures that are likely

to take place. Project funds will not be utilized for the financing of
pesticides, insecticides and fertilizer, since these will be furnjished from
other resources that focus primarily on annual agriculture production. Agro-
industrial processing could have slightly larger measurable effects, but
given the probable size of the investments and their dispersed location,
these can be expected to be minimal.

Threshhold Decision

Based on the above analysis, and in compliance with the requirements of
P T.D. envirormental procedures, the Project Committee has determined that
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Annex III

not have any significant foreseeable environmental
jonal environment of the Republic of Peru, its neigh-
the global environment or that of the United States,
nation is recommended.

this Project does
cffects on the nat
boring countries,

and thevefore a Negative Determi
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Annex III

IMPACT IDENTIFICATION AND EVALUATION FORM

Impact Areas and Sub-areas 1/

A, LAND USE
1. Changing the character of the land through:
a. Increasing the population ...ececescccccccne.

b. Extracting natural reSOUrCeS c:cccceccccssses

Impact
Identification
and

Evaluation 2/

c. Iand clearing ceccceccecscscsocasscocncscsvans
d. Changing soil character secccccuccrcccccnseane
2. Altering natural defenses ...cceeccencesccrcacans
3. Foreclosing important uses ....ceccceccccacecancns
4. Jeopardizing man or his works .....cccececcceece.
B. WATER QUALITY
1. Physical state O0i WAter ..cecnececcccecsioecocnans
2. Chemical ‘and biological States .c.c.eeeececcccsses
3. Ecological balance e.cececccsscrossscscsscccrancs
€. ATMOSPHERIC
1. Air additives ..icececececscortavonsasscscnanscses
7. Air pollution ....cccieriivencrsicecastreacenrans

3. Noise pollution ...eceevceecessssccsecvoconascons

2/ Use the following symbols:

Little enviroruental

a2z
]

- No environmental impact

impact

Moderate environmental impact
High environmental impact
Unknown environmental impact



TMPACT IDZNTIFICATION AND EVALUATION FORM
D. NATURAL RESOURCES
1. Diversion, altered use of water....cccecceccoevee
2. Irreversible, incfficient commitments ..........
E. CULTURAL
1. Altering physical symbols ....coccececcacascccss
2. Dilution of cultural traditions ...ccceevccccess
3. Changes in cultural patterns .......cceveecacece
F. HEALTH
1. Changing a natural environment ........cecccceee
2. Eliminating an ecosystem element .......ccccveee
3. Other factoOrS:.cerceseencrcscesscsssscssncacssns

- Nutrition

G. GENERAL
1. International impacts .seceeveccssssvovccaccnance
2. Controversial impactsS ..c.ccececcoscrenccoascsnone

3. Larger program impactsS .cececececcccccrcsasacccs

Sve attached Discussion of Impacts
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