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We are pleased to submit the enclasea final report of the 
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key recommendations are. contained in Chapter I. 
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conclusions in a timely manner. 

We t m s t  that the results of the evaluation will prove 
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I. INTRODUCTION AND SUMMARY 

This evaluation focuses on the lending activities of the 
Latin American Agribusiness Development Corporation de 
Centroamerica, S.A. LAAD-CA is a subsidiary of the Latin 
American Agribusiness Development Corporation, which is based 
in Coral Gables, Florida. LAAD has three other subsidiaries, 
two that operate similarly to LAAD-CA in the Caribbean ana 
South America, and the LAAD Marketing Company in Coral Gables. 

Since 1970 LAAD has provided loan and investment capital to 
businesses processing and exporting non-traditional agricultural 
and aquacultural products. LAAD'S initial area of operations 
was Central America through LAAD-CA. 

AID has provided LAAD-CA with three loans totaling 317 mil- 
lion at concessional.interest rates of 3 and 4 percent. LAAD 
and LAAD-CA have been consistently profitable, have paid divi- 
dends, and have amortized these loans, the outstanding balance 
of which was $12.7 million as of September 30, 1985. 

An additional loan of $12 million has been discussed with 
LAAD-CA by the Regional Office for Central American Programs of 
AID. A condition of the financing may be that LAAD borrows $4 
million in counterpart financing, malst likely from international 
commercial lenders, to lend to Central American agribusinesses. 

A new AID policy for providing financial assistance to the 
private sector of LDCs was issued in March 1985 and applies to 
the proposed loan for LAAD-CA. It states that concessionality,' 
i.e., below-market interest rates, constitutes a grant to the 
owners of private firms, and is, thus, an inappropriate use of 
U.S. government funds. Moreover, loans provided at below- 
market interest .by LDC financial institutions force down 
interest rates, which, in turn, inhibit savings mobilization. 
A concessional rate of interest is defined by the Bureau for 
Program and Policy Coordination of AID as an interest rate less 
than the marginal cost of funds to the U.S. Treasury, i.e., the 
interest rate of Treasury bills with 5- to 6-year maturities. 
That rate is presently 9.99 to 10.21 percent. 

Exceptions to this policy ace allowed, if the activity: 

. Involves unusual innovations or developmental risk 

. Involves training and technical assistance that will 
improve competition in the industry 

. Involves a transfer af technology to the country 



Will have extraordinary start-up costs associated with 
introducing a new venture to benefit a target group not 
previously served. 

The Bureau for Program and Policy Coordination issued guide-' 
lines on May 16, 1985, for groviding financing to intermediate 
financial institutions. The guidelines state that AID may ad- 
just its lending rate to these institutions to the degree neces- 
sary to cover the costs of intermediation or managenent of a new 
on-lending program, plus a reasonable profit. 

This new policy includes other conditions that apply to 
loans to a financial institution such as LAAD: 

. The on-lending must be consistent with AID'S comtry 
development strategy (CDSS) . 

. The sub-borrower must be unable to obtain the proposed 
loan from commercial sources. 

rn The on-lending should be at local market interest 
rates. 

AID.made its third loan, amounting to $6 million, to LAAD-CA 
in 1981 through the Agribusiness Employment and Investment Pro- 
motion Project. The goals of the Project were to improve the 
stan- dard of living of the rural poor, stimulate economic and 
agricultufal growth, create employment, and increase rural in- 
comes. These goals were to be met by expanaing private agri- 
business investments in Central America. 

According to the project paper, an important objective was 
to demonstrate AID support of private sector activities in 
Central America because working and investment capital credits 
from traditional sources had been sharply reduced. Co-financing 
of $2 million from private lenders was required. In addition, 
sub-borrowers were to have invested at least $6.8 million in 
their own businesses. 

The $8 million was to have been loaned to an estimated 23 
agribusinesses, with an average loan of $350,000. It was also 
estimated that 3,000 jobs would be created with the first round 
of lending. A part of this evaluation concentrates on the bene- 
fits created by the AID loan. 

The objective of this evaluation is to assist ROCAP in ana- 
4%. lyzing LAAD-CA's operations to determine the characteristics 



f-' and conditions of an additional loan to that organization. 
LAAD-CA's operations were examined in terms of: 

. ~ t s  current and prospective portfolio 

. The conditions in Central American and Panamanian 
financial markets 

. A financial' review entailing cash flow projections, 
with particular attention to administrative costs, bad 
debt reserves, and dividend and retained earnings 
policy 

. A sensitivity analysis with variances in interest rate 
and the factors studied in the financial review. 

The review of LAAD-CA's current and prospective portfolio 
was to emphasize the development of a profile of its sub- 
borrowers, financial returns, the extent of repeat borrowing, 
and the use of funds, e.g., working capital, plant expansion, 
or new investment loans. 

The financial market assessment was to determine the in- 
terest rate ceilings for dollar loans to agribusinesses and the 
sources of financing available to LAAD-CA's sub-borrowers. 

2. - THE METHODOLOGY INVOLVED NUMEROUS INTERVIEWS WITH LAAD 
STAFF, SUB-BORROWERS, FINANCIERS, AND GOVERNMENT OFFICIALS, 
AND AN IN-DEPTH FINANCIAL ANALYSIS 

An evaluation team comprising three individuals, an evalua- 
tion specialist, an agribusiness specialist, and a finance . 
specialist carried out this assignment in October 1985. They 
~ivided the evaluation into four segments: 

. Analysis of the current and anticipated portfolios 

. Analysis of the market for dollar loans to non- 
traditional agricultural exporters 

. Financial review of LAAD-CA 

. Analysis of the LAAD Marketing Company's potential 
support for the anticipated project. 

Data on the. impacts created under the most recent loan were 
collected through interviews with 13 sub-borrowers and a review 
of loan documents; Nine potential sub-borrowers were inter- 
viewed to determine the likelihood that the loans would be made 
and, if so, their impact. Data on the aollar loan markets were 

I 



collected through interviews with commercial and foreign bankers, 
development finance institution officers, central bankers, and 
USAID private sector officers. These interviews were conaucted 
in Guatemala, El Salvador, Honduras, Costa Rica, and Panama. 

The financial review analyzed LAAD-CA audited statements, 
LAAD's projections starting with its 1986 budget and other 
pertinent financial aocuments and discussions with LAAD-CA 
officers in Guatemala, LAAD officers in Coral Gables, and 
shareholders. The analysis of the Marketing Company's opera- 
tions was based on interviews with LAAD officers in Coral Gables. 

A complete list of persona interviewed and a bibliography of 
documents reviewed are included in Appendices A and B. 

3 .  THE ANALYSIS OF LAAD-CA'S PORTFOLIO SHOWS THAT IT IS AN 
EFFECTIVE LENDER WHOSE LOANS HAVE CREATED CONSIDERABLE 
BENEFITS 

LAAD-CA project assessments are thorough and rapidly exe- 
cuted, particularly when compared with the application process 
of local banks. 

Loan approvals require little time. A loan under.$400,000 
may require only one month; a loan over $400,000 requires about 
three months. Loan monitoring La well done, particularly in the 
case of problem loans. 

Businesses become LAAD-CR sub-borrowers because of its pro- 
fessionalism, knowledge of agribusiness, rapidity in processing 
loans, reasonable guaranty requirements, and personal interest. 
In loan collection and rescheduling, LAAD-CA is viewed as firm, 
but fair. 

LAAD-CA's good reputation is well-known in agribusiness and 
banking circles in Central America. As a result, many clients. 
seek out LAM-CA. LAAD-CA is lean: it has a staff of only four 
professionals and a secretary. 

The typical LAAD-CA sub-borrower is a strong, capable admin- 
istrator and entrepreneur. One of LAAD-CA's most important char- 
acteristics is its ability to identify and approve loans for sub- 
borrowers who are solid managers. Only 2 of 13 sub-borrowers 
sampled are losing money. A few sub-borrowers are U.S. citizens, 
but the majority are Central Americans. 

Of the sub-borrowers interviewed, nine were new loans ana 
four were "repeat" loans. Most repeat loans were for e~pansion 
and/or new businesses. Sixty-two percent of the loan proceeds 
were used for expansion or new businesses; 38 percent was for 
working capital. 



c7 The net worth of sub-borrowers varies from just under 
$100,000 to over $4 million. Total sales for the sample aver- 
age $1.7 million, excluding one large firm with average sales 
of $18 million. Export sales average $1.4 million. Total net 
export earnings of the sample were $18.7 million. This is sub- 
stantial, especially considering that three firms of the sample 
did not export. 

Assets per employee averages $11,000, which is deemed suf- 
ficiently labor intensive, especially given the level of tech- 
nology employed by some sub-borrowers. 

Employment is a relatively modest impact of the LAAD-CA 
loans. The firms sampled employed 2,184 employees. Women ac- 
count for 40 percent of full-time employment. Employment has 
increased by 275 jobs, or 14.4 percent since LAAD-CA disburse- 
ments. 

Purchases by sirb-borrowers from slaall farmers and producers 
had a relatively ma.jor impact, amounting to $9.3 mill.ion, or 47 
percent, of their total raw material costs. This is an average 
of $783,000 per sub-borrower. Seven sub-borrowers provided ad- 
vances to small farmers; three provided other types of financial 
assistance; and seven provided other assistance, such as trans- 
portation, inputs, processing services, and equipment repair. 

LAAD-CA handles sub-borrower problems well. Again, their 
professional approach, understanding, and personal interest is 
critical in dealing with firms1 repayment difficulties. Many 
reschedulings have been successfully arranged with clients, con- 
tributing to LAAD-CA's continued success. In one period in 
1983-04, 90 percent of the LAAD-CA portfolio had been resche- 
duled, indicating the high risks involved in making such loans. 

LAAD-CA has initiated legal proceedings against sub- 
borrowers only in rare cases, as defaults have been minimal. 
LAAD-CA utilizes the services of capable local attorneys to 
draw up loan and collateral agreenents. 

Of the nine prospective sub-borrowers interviewed, - all 
would like to become LAAD-CA clients. Like the present sub- 
borrowers, all have strong management. Loans are requested 
predominantly for expansion or new businesses, rather than for 
working capital. Average loan size requested is $650,000, 
$200,000 more than the loans made to the sample sub-borrower 
group. 

LAAD Marketing is still in its start-up phase, but is 
beginning to grow and may show a profit in fiscal year 2985-86. 
While the company does not view itself as a promoter of loan 



s r . r v i c e s ,  it i s  g e n e r a l l y  a g r e e d  t h a t  i t  c o u l d  p l a y  a v a l u a ~ l e ,  
s y n e r g i s t i c  r o l e  i n  a s s i s t i n g  LAAD-CA c l i e n t s  i n  f i n d i n g  new 
markets f o r  e x p o r t  p r o d u c t s .  There  h a s  a l r e a d y  been one case 
where a LAAD-CA c l i e n t ,  who was r i s k i n g  d e l i n q u e n c y  due t o  in -  
a b i l i t y  t o  s e l l  h i s  e x p o r t s ,  was a b l e  t o  f i n d  a n  o v e r s e a s  buyer 
t h rough  c o n t a c t s  made by LAAD Marke t ing .  

F i n a l l y ,  LAAD-CA is a v a l u a b l e  r e s o u r c e  of  t e c h n i c a l  and 
f i n a n c i a l  i n f o r m a t i o n  f o r  t h e  USAIDs of t h e  r e g i o n .  

O v e r a l l ,  t h e  e v a l u a t i o n  team b e l i e v e s  t h a t  LAAD-CA h a s  done 
a n  e x c e l l e n t  j o b  i n  s e r v i n g  its c l i e n t s  and c r e a t i n g  t h e  r e s u l t s  
c a l l e d  f o r  i n  t h e  p r o j e c t  pape r .  

Analyzing t h e  market  f o r  d o l l a r  l e n d i n g  i n  t h e  r e g i o n ,  t h e  
a c u t e  l a c k  of f o r e i g n  exchange i n  t h e  r e g i o n  r e s u l t s  i n  a  ve ry  
l i m i t e d  amount o f  d o l l a r  l e n d i n g .  I n t e r e s t  r a t e  l e v e l s  va ry  
from c o u n t r y - t o - c o u n t r y ,  b u t  t h e  b e s t  i n d i c a t o r s  of d o l l a r  r a t e s  
a r e :  

. E l  S a l v a d o r  d o l l a r  l e t t e r  LIBOR p l u s  2.5 p e r c e n t  
o f  creeit  

. Honduras d o l l a r  e x p o r t  f i n a n c i n g  13.5-14 p e r c e n t  

. C o s t a  R ica  d o l l a r  . loans  LIBOR p l u s  3.0 p e r c e n t  
r e g i s t e r e d  a t  C e n t r a l  Bank 

. Panama commercia l  l o a n s  LIBOR p l u s  3.0 p e r c e n t  

The commercia l  bank i n t e r e s t  r a t e  c e i l i n g  on l o c a l  c u r r e n c y  
l o a n s  i n f l u e n c e  i n t e r e s t  r a t e  l e v e l s .  Each c o u n t r y  h a s  set an  
i n t e r e s t  r a t e  c e i l i n g  on l o c a l  c u r r e n c y  borrowings:  

. Guatemala 
e E l  Sa lvador  
a Honduras 
a C o s t a  Rica  . Panama 

1 2  p e r c e n t  
1 4  p e r c e n t  
1 9  p e r c e n t  
25.5 p e r c e n t ,  f l o a t i n g  
LIBOR p l u s  3 p e r c e n t  

These  r a t e s  may d i r e c t l y ,  a s  t h e  c a s e  where t h e  l o a n  must 
be r e g i s t e r e d  a t  t h e  c e n t r a l  bank,  o r  i n d i r e c t l y  a f f e c t  t h e  i n -  
terest  r a t e s  t h a t  LAAD-CA c h a r g e s ,  bu t  o t h e r  d e t e r m i n a n t s  a r e  
impor t an t :  

. R i s k s  f a c e d  by t h e  v e n t u r e  



. Management strengths 

Financial strength and options to borrow 

. Rate of devaluation of the local currency 

. Desire by LAAD-CA to support an innovative, 
potentially profitable activity. 

LAAD-CA cannot afford to have a portfolio composed entirely 
of high-risk loans. This posture would bring the demise of 
LAAD-CA and would work against the interests of AID. It should 
be pointed out that an inelastic demand for LAAD-CA loans does 
not exist, despite its fine reputation. Stronger borrowers will 
seek their loans elsewhere if the interest rate is set arbitra- 
rily high. Financially weaker, and, thus, riskier, firms will 
accept higher rates, but this could bring the per- verse effect 
of portfolio losses. LAAD-CA needs a balanced portfolio to be 
able to loan to some higher-risk firms and continue in business; 
therefore, it cannot maximize the interest it charges in every ' 

case. 

LAAD-CA has made some 100 percent working capital loans to 
sub-borrowers who likely could have gotten these loans, on a 
short-term basis, from conventional lendas. ' The effects of 
such loans are less tangible than loans for fixed assets and, 
therefore, are less desirable from a developmental viewpoint. 

LAAD-CA is charging market or near-market rates on its 
loans. Its Qortfolio yield was 12 percent in 1984 and is 
currently 12.7 percent. LAAD-CA has charged closing fees of 
one to two percent of numerous loans to raise their yields. 

LAAD-CA does not face much competition in Central America: 

. As noted above, dollar financing by foreign banks is 
nearly non-existent. 

O Commercial 1enders.are wary of the type of borrower to 
which LAAD-CA lends because of agronomic, business, and 
marketing risks, and concentrate their portfolio on 6- 
to 12-month, roll-over loans. I v i 

D The USAID-financed lending programs are often limited 
to small- and medium-sized industrialists, and, thus, 
the loan size is limited. The USAIDs also channel 
their funds through the commercial banking sector, 
which is highly inefficient, political, and may require 
high guaranths or extensive, time-consuming feasibi- 
lity studies. Alternatively, USAIDs use financieras 
that generally make smaller loans and that have not 
been effective in moving their 'funds. 



. IDB- and World Bank-financed development loans tend to 
be difficult t9 obtain due to inefficiency of the in- 
termediaries or excessive loan application require- 
ments. 

Compared to its competitors, LAAD-CA is a unique lender, 
financing risky businesses on a regionwide basis. Unlike com- 
mercial banks, it has no deposit base to reduce its cost of 
funds. Its cost to make and monitor loan funds are greater 
because of its regional, as opposed to a na';ional, coveracje. 
Unlike the typical Central American financial institution, it 
is a subsidiary of a lending and investment corporation oper- 
ating in three geographic regions and directed by a high- 
caliber team of management and financial specialists. 

LAAD-CA has executed retention arrangemtents with the 
central banks of Guatemala, Honduras and El Salvador that 
reduce the exchange risk on its loans. These arrangements are 
a unique innovation, ar9 judged to be well-conceived by region-' 
a1 bankers, and, if emulated, could allow some foreign banks to 
begin making dollar loans in the region again,. 

LAAD-CA's activities are generally consistent with the de- 
velopment strategies of the USAIDs, except in one respect, The 
USAIDs are upgrading the private banking sectors in their re- 
spective countries to better serve the private sector as a 
whole. LAAD-CA is an external lender that does not contribute 
to the improved functioning of the region's commercial banks. . 
Prior attempts by ROCAP to condition loans to LAAD-CA with co- 
financing clauses have failed because LAAD-CA's project formu- 
lation process and disbursement are considerably faster, and, 
thus, their operation is largely incompatible with the opera- 
tions of commercial lenders and the Central American Bank. 

The major factors affecting the demand for LAAD-CA loans 
are: 

Political stability, influenced by both internal and 
external forces 

. Management of the economy, exchange rate stability, 
and control of inflation 

O Credit provided by commercial banks and other finan- 
cial institutions, either using their own funds or 
lines of credit provided by O S A I D s  and other deve- 
lopment organizations 

. Incentives, including the Caribbean Basin Initiative, 
to attract export industries or entrepreneurs 

Local entrepreneurial talent 



. The need of companies to obtain foreign exchange for 
machinery, equipment, and raw material purchases in 
the short-term. 

Based on the aDove, the following 2-year assessments are 
made of LAAD-CA's country markets: 

Costa Rica will be its best market because it has made 
economic ad~ustments, created incentives to stimulate 
exports, and has remained politically stable, actions 
that bode well for the near future. Three new draw- 
back plants started operations in the last three 
months, and additional interested investors substan- 
tiate this outlook. 

El Salvador will also be a strong market based on its 
well-managed economy, strong group of entrepreneurs, 
high labor productivity, and "newn export orientation 
and harmony among the BCR, private sector, and USAID/ 
El Salvador. The USAID is emphasizing both non- 
traditional agricultural exports and drawback indus- 
tries. 

Guatemala will be an average market because of poor 
manageme% of the economy, name1,y the uncertainty that 
surrounds exchange rates. However, because LAAD-CA is 
located in Guatemala, and because there is a strong . 
group of export-oriented agribusinesses, LAAD-CA will 
be able to generate a modest number of loans. 

Honduras will be a very limited market because of 
internal and external political uncertzinty, over- 
valuation of the currency, and its limited entre- 
preneurial base. 

Panama will constitute a very poor market because of 
its political instability, rampant government corrup- 
tion, onerous labor laws, poor labor productivity, and 
lack of entrepreneurs. 

Based on interviews with prospective sub-borrowers and the 
past performance of LAAD-CA in making loans in the region, it 
should be able to disburse $16 million in new funds during the 
next 3 years. 

5. THE FINANCIAL ANALYSIS OF LAAD-CA REVEALS THAT ITS 
LONG-TERM SURVIVAL IS THREATENED UNLESS IT RECEIVES 
CONCESSIONAL FINANCING 

An in-depth financial analysis was also made of LAAD-CA. 
LAAD-CA has shown impressive performance over the 9 years 



i\ c o v e r i n g  1976 t o  1984. Although f a c i n g  deep  fundamenta l  changes  
i n  t .e economic s t r u c t u r e  of C e n t r a l  America due  t o  s o c i a l  un- 
r e s t ,  economic r e t r e n c h m e n t ,  h i g h  i n t e r e s t  r a t e s ,  and s c a r c i t y  
of  f o r e i g n  exchange,  LAAD-CA c o n t i n u e d  t o  show a p r o f i t ,  pay 
d i v i c e n d s ,  and b u i l d  e q u i t y .  During t h a t  p e r i o d ,  numerous o t h e r  
compet ing o r g a n i z a t i o n s  f a l t e r e d  o r  went under .  

The g r o s s  s p r e a d  between i n t e r e s t  i:rcome from l o a n s  and 
i n t e r e s t  expense  t o  A I D  and commercia l  banks d u r i n g  1976 t o  
1984 h a s  g e n e r a l l y  f l u c t u a t e d  between 5 and 8  p e r c e n t ,  and t h e  
n e t  s p r e a d ,  a f t e r  d e d u c t i n g  o p e r a t i n g  expenses  and r e s e r v e s ,  
h a s  never  exceeded 5 p e r c e n t .  I n  some y e a r s ,  t h e  n e t  s p r e a d  
was n e g a t i v e  , 

The avesrage r a t e  on p o r t f o l i o  c l imbed  s t e a d i l y  from 9.3 
p e r c e n t  i n  1977 t o  a h i g h  of  14.2  p e r c e n t  i n  1982. During t h i s  
t i m e ,  5-year l o a n s  were p l a c e d  a t  r a t e s  s i g n i f i c a n t l y  h i g h e r  
t h a n  t h o s e  i n  t h e  p a s t ,  r a i s i n g  t h e  a v e r a g e  y i e l d  of  t h e  p a r t -  
f o l i o .  Even a f t e r  i n t e r e s t  r a t e s  began t o  d e c l i n e ,  LAAD-CA 
c o n t i n u e d  t o  e n j o y  h i g h  r a t e s  o f  r e t u r n  due  t o  t h e  e f f e c t  of  
t h e  o l d e r ,  h i g h e r - y i e l d i n g  l o a n s  on t h e  p o r t f o l i o .  A s  t h e y  
were a c t u a l l y  r e p l a c e d  by lcwer i n t e r e s t  l o a n s ,  t h e  a v e r a g e  
y i e l d  of  t h e  p o r t f o l i o  d e c l i n e d  t o  abou t  1 2  p e r c e n t  i n  1984-85, 
where it is e x p e c t e d  t o  s t a b i l i z e  f o r  t h e  n e x t  few y e a r s .  The 
d e c l i n e  was more g r a d u a l  t h a t  t h e  o r i g i n a l  i n c r e a s e ,  which was 
d r i v e n  by f l o a t i n g  r a t e  loa-is. A t  t h e  time, s u c h  l o a n s  r e p r e -  
s e n t e d  a l a r g e r  p e r c e n t a g e  of  t h e  p o r t f o l i o  t h a n  t h e y  do  today.  

The i n c r e a s e  i n  i n t e r e s t  r a t e s  a f f e c t e d  t h e  g r o s s  s p r e a d  a s  
w e l l ,  s i n c e  bank f i n a n c i n g  made up more t h a n  o n e - t h i r d  o f  t o t a l  
bor rowings  i n  1980,  d r i v i n g  t h e  c o s t  of  money t o  7 . 1  p e r c e n t ,  
compared t o  4.7 p e r c e n t  i n  1979. The h i g h  c o s t  of  borrowing d i d  
n o t  beg in  t o  d e c l i n e  u n t i l  1983. 

The n e t  s p r e a d ,  a l r e a d y  i n f l u e n c e d  by t h e  h i g h e r  c o s t  of  
money, was a l s o  s i g n i f i c a n t l y  a f f e c t e d  by t h e  e v e n t s  i n  
Nicaraguz  i n  1978-79, which were accompanied by a  g e n e r a l  de- 
t e r i o r a t i o n  o f  t h e  b u s i n e s s  c l i m a t e  i n  a l l  of  C e n t r a l  America. 
The d e c i s i o n  t o  p l a c e  t h e  Nicaraguan  l o a n s  on non-accrua l  and 
b e g i n  t o  r e s e r v e  a g a i n s t  t h e i r  f u t u r e  l o s s  caused  t h e  n e t  s p r e a d  
t o  d r o p  t o  z e r o  i n  1980. When it was d e c i d e d  t o  i n c r e a s e  t h e  
amount r e s e r v e d  y e a r l y  from a n  a v e r a g e  of  a b o u t  $300,000 t o  over  
$600,000 f o r  1982 and 1983,  t h e  n e t  s p r e a d  became n e g a t i v e  and 
d i d  n o t  r e t u r n  t o  a p o s i t i v e  f i g u r e  u n t i l  1984. 

T h i s  p e r i o d  o f  cr isis  a lso  prompted a s h i f t  of LAAD's p o l i c y  
i n  t h e  d i r e c t i o n  o f  m a i n t a i n i n g  g r e a t e r  l i q u i d i t y  t o  p r o t e c t  
i t s e l f  a g a i n s t  p o t e c t i a l  i n t e r r u p t i o n s  i n  its l o a n  income s t r e a m  
and f u r t h e r  w r i t e - o f f s  i n  i ts p o r t f o l i o .  L i q u i d  assets,  which 
i n  t h e  y e a r s  b e f o r e  1980 compr ised  o n l y  a small f r a c t i o n  of  



total ass2ts, were increased dramatically during 1980-84 co 
their present level, where they make up a full 32 percent of 
total assets and are approaching one-half the value of the loan 
portfolio. 

A significant consequence of this management decision has 
been the corresponding shift in the composition of gross income. 
Income from marketable secuxities and time deposits was insigni- 
ficant up to 1980. In 1984, it reached $1,019,000, which is 
nearly 91 percent of net income for the year. 

Administrative expenses tended to follow the same trend line 
as the reserve charges, having been relatively stable at most 
times. They did not increase during the difficult time in 
Nicaragua, and salaries and benefits, in fact, declined in abso- 
lute dollars between 1980 and 1983. 

An analysis of the 1986 budget and the projections for the 
subsequent four years disclosed a trend characterized by a gra- 
dual deterioration of the portfolio yield from its present level 
of 12.7 percent to about 11 percent by 1990, where it is ex- 
pected to stabilize. This is an effect of the lower market in- 
terest rates currently being negotiated on new loans. As the 
new rates slowly replace the old, higher rates coming due, the 
yield on the portfolio will drop over the five-year period from 
1986 to 1990. 

The cost of money, which is dominated by the current AID 
financing at 3 and 4 percent, will not be materially affected 
by the new AID loans of $12 million, if it is assumed to be at 
a 4 percent rate of interest. The $4 million co-financing pack- 
age was calculated at 9 percent, which raises the weighted aver- 
age up to 5.3 percent. However, the effect of the three long- 
term AID loans will keep the total interest cost somewhat under 
5 percent. By 1990, the $17 million dollars of principal on 
the first three loans will have been paid down to $7,789,000, 

The 25 percent co-f inancing requirement imposed upon prior 
loans has been a hindrance to LAAD-CA's operations. It raises 
the qverage cost of funds and brings in another element of in- 
stability into a business that is already characterized by un- 
certain and erratic cash flows. LAAD-CA loses money on loans 
made with funds borrowed from commercial banks and must make 
this up with concessional rate financing from AID. In addition, 
it forces LAAD-CA to be even more conservative in its liquidity 
policies, because of the risk that the commercial bank financing 
may have to be replaced at a higher rate when it comes due, 
since it is generally made for a shorter period than the long- 
term AID loans. 

Administrative expenses will be stable for the next 4 years 
and will not grow at the historical rates experienced in the 



re past. Several people currently on the LAAD payroll will be 
transferred to the LAAD Marketing Company payroll, which is not 
allocated to any of the subsidiaries. The building in which 
LAAD occupies space has been sold ana is now leased back under 
an agreement which will lower cash flow requirements. The com- 
puter system will also be transferred to LAAD Marketing, and it 
is anticipated that the computer services will be offered to 
other companies, particularly in the area of accounting. 

The reserve for losses will be increased by 2 percent of 
total portfolio. The Nicaraguan portfolio of $1.9 million will 
be written off at the rate of 1.5 percent of total portfolio 
per annum, starting in 1985. At this rate, it will be com- 
pletely written off by 1989. This action will not have an 
income statement'effect, since the deductions from the portfolio 
are also deducted from the reserve. The net effect on the total 
reserve balance will be an annual increase of 0.5 percent per 
annum. 

The net spread will stabilize at about 1.5 percent and is 
unlikely to ever reach much higher. This stable level is based 
upon the assumption of a 4 percent AID loan. A 6 percent rate 
would provoke a decline In  the spread. An 8 percent rate would 
cause the spread to go negative in 1987, acd a 10 percent rate 
would cause the spread to become negative in 1986. The long- 
term survival of LAAD-CA will be threatened wiSh any loan rate 

excess of 4 percent. 

ROCAP SHOULD PROVIDE LAAD-CA WITH ADDITIONAL FINANCING AT 
CONCESS IONAL RATES AND . WITH NO CO-FINANCING REQUIREMENT 

8 

ROCAP should proceed to process an additional loan for 
LAAD-CA without the co-f inancing requirement. The analysis of 
the financial structure of LAAD-CA demonstrates that it cannot 
compete for funds in the open market and continue to provide 
the unique service it offers to non-traditionaJ agricultural 
exporters who purchase from small farmers and producers. ROCAP 
should set the interest rate on this loan at a, concessional 
rate. 

LAAD-CA should be encouraged to continue to balance the 
risks in its portfolio to be able to provide loans to some 
higher-than-normal risk firms. 

Reflows from 100 percent working capital loans should con- 
ticue under the purview of ROCAP until those funds are used for 
loans with at least a 50 percent fixed asset component. 

LAAD-CA should be encouraged to market loans to medium- 
sized firms that need assistance in export marketing. LAAD 

I 



Marketing Company can assist in a number of break- throughs. A 
good example of this is Vivero Xochical, near San Salvador. 

LAAD-CA should make a good faith effort to develop a working 
relationship with a commercial or foreign bank in each country, 
to co-finance non-traditional agricultural exporters. This 
might be done by allawing the local bank to take the short- 
term, working capital component, while LAAD-CA takes the term 
and dollar components of the loan. To encourage the local banks 
to participate, it may be necessary for LAAD-CA to hold the 
collateral and guarantee the bank's exposure. LAAD-CA should 
acquaint these banks with its loan processing techniques. Such " 

co-financing should not condition the recommended loan, unless 
additional concessionality is contemplated. 

-I 

LAAD-CA and ROCAP should consider financing drawback indus- 
tries, particularly in Costd Rica and El Salvador, and to a 
lesser extent in Honduras. If ROCAP supports this concept, but 
does not want to detract from LAAD-CA's non-traditional agricul- 
tural lending impact, the loan under consideration should be 
increased. 

LAAD-CA should more conservatively prepare its investment 
analyses to reflect the level of risks that their sub-borrowers 
face. This is not meant to exclude firms, but to analyze their 
situation realistically to avoid re-scheduling of loans. 

LAAD-CA should maintain a full set of loan documents in its 
Guatemala City office for all loans in its portfolio. 

ROCAP officers backstopping the LAM-CA project should make 
arrangements to visit LAAD-CA sub-borrowers, as time allows, to 
monitor better the impact of these loans. 

AID/Washington, and particularly the Bureau for Private 
Sector, should be informed of the loan interest rate recommen- 
dation above. If a financial institution ds well-run as LAAD- 
CA cannot operate without concessional interest, AID'S current 
policy may force many smaller, less-well-run institutions into 
bankruptcy. The guidelines set by the Bureau for Program and 
Public Policy regarding financing of intermediate financial 
institutions are appropriate to LAAD-CA. 

LAAD needs to establish a strict cost monitoring program 
that allows it to track all of the major and more volatile 
components of operating expenses, especially personnel, travel, 
and communications, which together make up nearly three-fourths 
of total operating expenses. A special monthly report should 
be prepared for management detailing the specific components of 



t h e s e  l i n e  items, compar ing  them t o  t h e  b u d g e t ,  e x p l a i n i n g  a n y  
s i g n i f i c a n t  v a r i a n c e s ,  and  d e l i n e a t i n g  c o r r e c t i v e  m e a s u r e s ,  a s  
n e c e s s a r y .  The r e p o i t  s h o u l d  a l s o  i n c l u d e  a y e a r - e n d  f o r e c a s t  
f o r  t h e s e  items, u p d ~ t e d  on  a month ly  b a s i s .  



11. ANALYSIS OF LAAD-CA'S PRESENT 
AND PROJECTED PORTFOLIOS - 

This section reviews the LAAD-CA project formulation pro- 
cess, the type of sub-borrowers served, and the uses of loans. 
The section also anahyzes the developmental impacts created. 
Finally, LAAD-CA's monitoring process and assistance provided, 
especially to problem loans, are also assessed. 

To analyze the present and projected portfolios, the eval- 
uators interviewed 10 of 16 sub-borrowers under the Agri- 
business Employment and Investment Project (see Exhibit 11-1 
for a li%t of those projects) and three borrowers financed with 
LAAD-CA funds. The sample was selected on the basis of its re- 
presentativeness. Some short-term, working capital loans were 
omitted from the sample because of the difficulties in measuring 
their impacts. The evaluators also interviewed nine prospective 
sub-borrowers. These businesses, which had not received a loan 
from LAAD-CA previously, were suggested by LAAD-CA staff. 

1. PROJECT FORMULATION PROCESS REQUIRES LITTLE TIME, IS 
EFFECTIVE, AND IS ALSO WELL RECEIVED BY SUB-BORROWERS - 
The sub-borrowers and'potential clients who were interviewed 

all have a high regard for LAAD-CA's project assessment and loan - 
approval process. Pre-loan procedures, documents requested, and 
meetings conducted were felt to be reasonable by LAAD-CA clients 
or potential sub-borrowers. Project assessments were viewed as 
detailed and thorough. 

Steps in LAM-CA1s project formulation process are: 

a The client contacts LAAD-CA or LAAD-CA identifies the 
company as an appropriate borrower. 

o LAAD-CA makes a decision to "try to lend," which nust 
be ratified by LAAD in Coral Gables, based on 
projected cash availability. 

a LAAD-CA staff travel to the client's plant to prepare 
the Project Assessment and Investment Proposal with 
company awners and managers (forms used to analyze the 
client's finances are included in Appendix D) . 

. If the loan is less than $400,000, it can be approved 
by the LAAD president; if larger, it must be approved 
by LAAD'S Investment and Loan Committee at a quarterly 
meeting. 



EXHIBIT 11-1 
LAAD-CA Sub-Loans Under the Agribusiness 
Employment/Investment Promotion Project 

Sub-Borrower Amount Activity - 
Guatemala 

CARD I NSA $ 800,0002/ Cardamom processing and 
export 

Industrias Sesamo 700,0002/ Sesame processing and 
export 

400,000 Spices and fruit pro- 
duct ion, processing, and 
export 

Sesame processing and 
e;r$ort 

PROEXPORT 

Honduras 

APROFOY Production and export 
of wooden handles 

Production and export 
of wooden handles 

Cattle breeding and 
fattening 

Costa Rica 

KATOJEKEY Cultivation and export 
of ginger, macadamia 
nuts, and endows 

Flower and ornamental; 
plant cultivation L 

American Flower 
corporatior&/ 

Flower and ornamental 
plant cultivation 

Plantas 
~ro~icalesl/ 



Sub-Borrower 

EXHIBIT 11-1 (2) 

Amount 

Panama 

Proveedora 
International de 
Mar iscod/ 350,000 

Empacadora 
~ v i c o l d /  700 000 

Activity 

Shrimp processing 

Shrimp processing 

Poultry production 

TOTAL $5~6OOfOOO 

1/ Interviewed by Booz, Allen & Hamilton. - 
2/ Two loans made to sub-borrower during the 1981-84 project period. - 



. If the loan is approved, borrowers are informed and 
arrangements are made to draw up the loan and 
collateral agreements. 

. The loan is disbursed. 

Periodic monitoring begins. 

If the loan is less than $400,000, this process can take 
about 30 days; if larger, the loan processing time averages 3 
~onths. Exhibit 11-2 illustrates the process. 

LRAD-CA personnel were given high marks for their skill and 
professionalism. "Their interest and understanding of our bu- 
siness makes them unique lendersn was repeated with frequency. 
LAAD-CA was also given praise for the speed in pzocessinq appli- 
cations, especially compared with local commercial banks or de- 
velopment finance institutions. Delays of 6 to 8 months for 
loan rocessing by such lenders (delays of 15 months or more were 
mentioned) are common throughwt the region. 

Sub-borrowers also felt that LAM-CA1s collateral require- 
ment of 150 percent of loan value was reasonable; collateral 
requirements of 200 to 400 percent required by other lenders 
are common. Most local banks are reluctant to finance new agri- 
business projects because they are perceived to be extremely 
risky. Almost no term loans, even highly secured ones, are 
available for such ventures. 

More than half of the respondents made the initial contact 
with LAAD-CA about their loans. They had heard of LAAD-CA from 
its previous clients, commercial bankers, or evec central ban- 
kers. This nword-of-mouthw advertising of LAAD-CA seems fairly 
widespread in the agribusiness, banking, and political circles 
throughout the region. LUD-CA's good reputation has spread 
far beyond the clients in its portfolio. 

Most sub-borrowers praise LAAD-CA for its loan monitoring. 
In this regard, supervisory visits by LAAD-CA personnel vary as 
to client, status of loan, and .type of project. A new client, 
not cuq;rent and involved in a new, non-traditional pr~ject, may 
be visited several times per month, as was, for example, APROFO. 
A repeat sub-borrower such as American Flower Corporation, with 
a good past record and current with the present loan, may hear 
from LAAD-CA only two or three times per year. Annual audited 
financial statements and biannual statements are required from 
all clients. Quarterly reports and monthly export sales figures 
are required from most. 

If a client has problems, LAAD-CA visits mure frequently and 
investigations are more detailed. The staff's personal interest 



EXHIBIT 11-2 
LAAD-CA'S PROJECT FORMULATION PROCESS 

PROJECT IDENTIFICATION 

1. LAAD-CA contacts 
prospects; or 

2. Prospective borrowers 
contact LAAD-CA 1 DECISION 

TO 'TRY 
TO LEND 

LAAD 
RATIFICATION 

(BASED ON 
CASH FLOW) -i 

PREPARATION OF 
PROJECT ASSESSMENT 

AND INVESTMENT 
PROPOSAL 

I LOAN APPROVAL I 
1. By LAAD presldent, 

it under $100.000 

1 2. By Investment & 

Loan Committee, 

if over $400,000 

.I AND OF "NATURE LOAN H DlSB:iy:ENT H 
AND COLLATERAL MONITORING 

AGREEMENTS 



has made the greatest imp-ession on their clients. "They work 
with usn was a common remark describing their client relations. 
Numerous loan reschedulings have been arranged. 

While loan monitoring is considered to be of exceptionai 
quality and effectiveness, assistance in implementation or 
management training is rare and is not considered part of LAAD- 
CA's mandate. In fact, LAAD-CA does not have sufficient per- 
sonnel for such services. 

LAAD-CA is referred tc as a "pioneern in financing non- 
traditional export projects. Several sub-borrowers stated that 
it is miraculous that LAAD-CA has continued to operate in the 
region, despite the intense political and economic turmoil of 
the last 6 years. LAAD,-CA is viewed as performing a criticably 
needed service, i.e., providing term financing for new projects. 
It is also considered free of the political pressures that re- 
duce the effectiveness of many commercial banks and some deve- 
lopment finance institutions. 

THE TYPICAL LAAD-CA SUB-BORSIOWER IS A CAPABLE ENTREPRENEUR 

The evaluation team concluded that LAAD-CA identifies and 
selects strong sub-borrowers well. The typical sub-borrower is 
an entrepreneur who has at 'least a B.S. degree or more, plus 
special training and practical experience. Two or more 
management-level people with college degrees in a medium-sized 
firm is common. Seven owners or managers have degrees from U.S. 
universities in agriculture, engineering, or business adminis- 
tration. Some have "grown upn in the industry in which they 
are working. 

Some sub-borrowers are more astute in management, marketing, 
or the technical aspects of projects than others, but all seemed 
to be strong entrepreneurs. Most are not averse to the risks 
and challenges in undertaking new or non-traditional agribusi- 
nesses. However, most are disturbed with the inadequacy of 
term financing for their ventures. The sub-borrowers may have 
other business interests and often are civic leaders. All 
appeared to have the drive and determination to produce more 
and do so efficiently. Some exceptions to these observations 
are discussed below. 

Sub-borrower managers and administrators, although high- 
caliber, multi-talented professionals abreast of numerous 
details, are not hesitant to delegate, and most are better- 
than-average communicators. They know their markets, and are 
current on prices, demand for their products, and their com- 
petition. New technology is reviewed for applicability to 
their businesses. 



Surprisingly, good labor relations are a common denominator 
among these business people. Some had performance-based com- 
pensation, on-the-job training, and profit participation plans; 
one was able to use non-supervised labor (no foreman) as a re- 
sult of an employee training and motivation progxam. 

LAAD-CA's sub-borrowers represent a mix of small-, medium-, 
and Large-sized projects with diverse product lines, processes, 
technologies, and efficiencies. Most were, by Central American 
standards, large businesses, as eight companies controlled more 
than $1 million each in ansets. Average annual sales, excluding 
the gigantic Ympacadora Avicola, were $1.7 million. Most, 90 
percent, export; 75 percent of those export to the U.S. Qua- 
lity, cost, market conditions, and ,their competition concern 
them. Expansion, cost reduction, new markets, and more credit 
are also major concerns. 

LAAD-CA considers strong management to be an important loan 
requirement. Some managers know their business from years of 
experience in their own or other similar companies. Others are 
"outsidersn brought in for their specific management skills. 

LAAD-CA's selection of sub-borrowers is considered out- 
standing by the evaluation team. The outcome of this selection 
process is substantiated by the success of most of the sub- 
borrowers, past and present, and LAAD-CA's limited number of - 
foreclosures durinq its 15 years in Central America. Although 
Z i s  not LAAD-CAvs job to train good managers, they have made 
it their job to select good managers. 

. (1) Sample Sub-borrowers Are Large Firms With Assets 
Averaging $1.9 Million, But This May Not Be Typical 

Although average assets of the 13 sample sub-borrowers 
is $1.9 million, this is probably not typical of LAAD-CAvs 
total portfolio. Catacamas and Empacadora Avicola, with 
assets of $4.5 million and $5.2 million respectively, ac- 
count for over 40 percent of the total assets of the sample 
firms. 

As displayed in Exhibit 11-3, assets vary from a low of 
$175,000 to over $5 million, with five of the 13 firms 
having assets of less than one million dollars.. 

(2) Some Sub-borrowers Are U.S. Citizens, But The Majority 
Are Central Amer icans 

Of the 22 actual and potential sub-borrowers, only four 
are U.S. citizens. Three others are second-generation 
Europeans who were citizens of Guatemala or El Salvador. 
Most LAAD-CA sub-borrowers and managers are Central 
Americans. 



SUB-BORROWER 

OPERK 

SEPA 

HARINA DEL PACIFIC0 

APROFO 

IIADECAS 

CATACAn AS 

KATOJEKE 

AHERICAN FLOnER CORP. 

AGRIBIOTBCHNOUXXA 

PLANTAS TROPICALES 

~HPACADORA AVICOLA 

INTERHATRA 

PROVEEDORA INTL, 

TOTAL 

EXHIBIT 11-3 
Assets P e r  F u l l - T i n e  E q u i v a l e n t  E m p l o y e e  

( E x p r e s s e d  i n  t h o u s a n d s )  

LAM-CA LOAN 

$ 4 0 0  

4 0 0  

4 0 0  

250 

150 

1,000 

350 

4 0 0  

2 0 0  

180 

700 

5 0 0  

350 

$5 ,280  
==a=== 

TOTAL PCLL-TWE 
TOTAL ASSETS EQUIVALENT EHPLOYEES ASSETS PER EHPLOYEE 

$ 3 , 2 4 9  

1 6 , 4 4 0  

1/ E s t i m a t e  p e n d i n g  a u d i t .  - 



(3) A1thoug.h Entrepreneurial Skills Are Strong, LAAD-CA's 
Sub-borrowers Utilize Outside Technical Assistance 

Outside specialists and scientists in plant breeding, 
seed technology, veterinary medicine, and food technology, 
for example, have been brought in (usually from U.S.) by 
most company managers. These specialists have been em- 
ployed to train mid-level management and technical per- 
sonnel, as well as for specific problem solving and appli- 
cat ion of prevent ivf ,G:. htenance. 

LAAD-CA does r ist the firms with technical assis- 
tance, however, t *borrowers and USAIDs find that LAAD- 
CA can provide th .h reliable information on markets, 
financing, and rec . economic trends. LAAD-CA should 
not be expected ovide more technical assistance; al- 
though the LAAD i iting Company will be able to provide 
useful marketing formation for some sub-borrowers (see 
Section 9 below) . 

3. ONLY 2 OF 13 SUB-BORROWERS ARE CURRENTLY UNPROFITABLE 

Eleven of the thirteen firms are profitable, a good per- 
formance for iany lending institution working in a similar high- 
risk environmsnt. (5 out of 12 sample firms were unprofitable 
in the 1977 uAD-CA evaluation; two of eight firms sampled in 
1983 were losing money .) 

As Exhibit 11-4 indicates, two Panamanian sub-borrowers pre- 
sently report losses. INTERMATRA, which also reported losses in 
the last evaluation of LAAD-CAI has improved only slightly since 
1983. INTERMATRAVs accumulated losses-since 1981 approach $2 
million. 

Proveedora International de Mariscos has slipped since 
1983; however, their new general manager, with the backing of 
the board president and stockholders, seems to be moving the 
company in the right direction. This case is discussed in 
greater detail below. 

Catacamas is profitable, but not by much. Its 1 percent 
profit on sales, however, is an improvement over the negative 
percent registered in the 1983 evaluation. 

4. NINE FIRMS WERE NEW BORROWERS AND FOUR WERE "REPEAT LOANSn 

ROCAP expressed concern that LAAD-CA was becoming in- 
creasingly conservative, directing many of its loans to repeat 
customers. Nine sub-borrowers received new loans and four are 



EXHIBIT 11-4 
Financial Rates Of Return 'Ib The Sub-borrower 

(Expressed in thousands) 

PROFIT 
NET m m  rnsAJJ?s% 

I/ APROEK) anci MADBCAS are oonsidered as two separate firms, but their financial data are combined. 
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- 
repeat borrowers. Included in the "repeat laan" category are 
KATOJEKE, American Flower Corporation, Catacamas, and Empacadora 

- Avicola. KATOJEKE, Catacamas, and EmpacadorajAvicola are con- 
sidered repeat loans because LAAD-CA previously made loans to 
other divisions of their companies. Although not included in 
the sample, CARDINSA and Industrias Sesamo in Guatemala are also 
repeat borrowers. 

Repeat loans may not always be a result of increasing con- 
servatism on the part of LAAD-CA. To ths contrary, it may be a 
good business practice that results in profound developmental 
effects. For example, American Flower has received four loans 
from LAAD-CA. When LAAD-CA made its first loan to American 
Flower, its lack of solid collateral would have kept it from 
receiving term financing from conventional sources. LAAD-CA 
accepted the sunshades and irrigation system that the company 
installed on its flower farm as collateral. 

Twelve years later, American Flower is a well-run, solvent 
firm with orders that may cause it to double, and perhaps 
triple, its output. It has recently obtained term financing 
from local commercial banks. One of the evaluators has first- 
hand knowledge of the export sector in Costa Rica, and it is 
known that, since American Flower initiated its operations in 
1970, 35 to 40 new flower and tropical plant growers have been 
started around San Jose. American Flower is the recognized 
"padrino" of these businesses, as many of their owners are 
former employees of American Flower. 

The evaluators would not recommend additional financing to 
American Flower, because it can now obtain its term financing. 
locally. However, the evaluators would recommend additional 
financing if American Flower expands to Panama, where such 
development needs a "padrino." 

Another good example of supporting entrepreneurs who are 
creating desirable effects is LAAD-CA's loan to Catacamas. 
Catacamas, a beef processing plant, is a subsidiazy of Grupo 
Ganadero Industrial of Costa Rica, to which LAAD-CA has made 
seven loans. The head of Grupo Ganadero is a high-caliber 
entrepreneur whose businesses have created positive effects for 
the rural poor in Costa Rica and Honduras. Identifying and 
targeting this entrepreneur with repeat loans has helped LAAD- 
CA to meet the goals set by AID. 

5. MOST OF THE.LOAN PROCEEDS WERE USED FOR EXPANSION OR NEW 
BUSINESSES 

Investment declined sharply in Central America during 
1981-84. Nevertheless, 62 percent of the LAAD-CA loan proceeds 

L.. provided to the sample sub-borrowers was used for expansion or 



p. new businesses. Only 38 percent was used for working capital. 
Eight used 60 to 100 percent of the loan proceeds for expansion 
or a new business. Five used 50 percent or more of their loan 
proceeds for working capital. One receiveit a 100 percent 
working capital loan, but LAAD-CA made this loan because it in- 
volved large purchases of rav sesame from small farmers. The 
evaluators disagree with the concept of making 100 percent 
working capital loans because the developmental impacts of such 
loans are likely to be minimal. 

6. LAAD-CA'S LOANS CREATE BENEFITS Ih T E W  OF EMPLOYMENT, 
EXCHANGE EARNINGS, AND SMALL PRODUCER PURCHASES 

By virtue of the activities financed by LAAD-CA loans, a 
series of benefits are created. Attribution of such benefits 
to the investors, LAAD-CA, or other lenders is difficult. Time 
franes do not coincide and causality is sometimes difficult to 
establish. As noted in Exhibit 11-3, LAAD-CA financing amounted 
to approximately 22 percent of the total assets owned by the - - 

sub-borrowers. The evaluators believe, nevertheless, that the 
LFAD-CA loans in many cases have been pivotal, because they are 
rnc-.e for longer terms, have been used mostly for expansion or 
new businesses, and provided needed foreign exchange. 

(1) Sub-Loan Analysis Reveals Increasing Employment 
Creation And An Average Of Over $11,000 In Assets Per 
Employee 

The 13 sub-borrowers studied have total assets of $24.5 
million and 2,184 full-time equivalent employees. Exhibit 
11-3 reflects $11,227 as the average assets per employee. 
This average is felt to be quite satisfactory, given the 
level of technology that must be employed to produce high- 
quality output, competitive in world markets. Four firms 
do have assets per employee ratios in excess of $20,000. 
The evaluators expect that, given an examination of LAAD- 
CAes total portfolio, the average assets per employee, 
might be even lower. This figure is less than the $13,880 
average recorded in the 1977 evaluation of LAAD-CA, es- 
pecially when inflationary effects are considered. 

The sample firms hire more employees than the firm 
. studied in previous evaluations: the present figure is 168 

compared to 102 per company in 1977, and 91 per company in 
1973. 

According to Central American standards, these are large 
employers; however, relative to other development impacts 
created, employment had less effect. Although payroll 



estimates were nst called for under the scope of work, an 
approximate total payroll for the 2,184 employees, based on 
the 1983 payroll estimate, is $7.0 million. In strict 
dollar terms, this is less than either net export earnings 
or raw material purchases, as noted below. 

Employment increased as a result of the LAAD-CA sub- . 
loans by 275, an increase of 14 percent. This is substan- 
tially under the 3,000 new jobs estimated in the project 
paper. This may be attributed to projections by the pro- 
ject designers that LAAD-CA would be lending to more start- 
up, rather than existing, businesses. One firm, noted pre- 
viously as having financial difficulties, has had a notable 
decrease in employment since the 1983 evaluation. At the 
time of the previous evaluation, INTERMATRA had over 250 . 
employees, but now reports only 76 employees. 

Actual full-time employment figures, broken down by 
sex, total 1,312 male employees (60 percent) and 873 
females (40 percent). Exhibit 11-5 provides a break-down 
on categories and sexes of employees. The evaluators con- 
sider that the 40 percent female figure is a positive 
benefit created by LAAD-CA loans. 

(2) Export Earnings Are Strong And Siqnificant In a Foreign 
Exchanqe-Short Reqion 

Total export sales. were reported at $20.3 million. Net 
export earnings of $18.7 million are impressive, especially 
in light of the fact that three sub-borrowers are not ex- 
porters. One company, Empacadora Avicola, has negative ex- 
port ezrnings, importing some $0.5 million in inputs, with 
no export sales. See Exhibit 11-6, for a tabulation of 
export earnings. 

LAAD-CA's projections for this period were $31.2 
million in net export-earnings, over-estimated by almost 
$12 million. There have been some unforeseen reasons for 
the shortfall from the estimates. For example, Proveedora 
International de Mariscos, located at David, Panama, had 
1984 export sales of $2.3 million. LAAD-CA's monitoring 
and visits, until 6 months ago, noted increasing catches of 
shrimp. However, management had not been overhauling its 
fleet of 14 old shrimp boats. Until then, management had 
been more concerned with showing ever-increasing catches 
than in a prudent vessel repair program. Once the problem 
was discovered, a new, well-qualified general manager was 
brought in to reduce losses and refurbish the fleet. Sub- 
sequently, the number of boats at sea has been cut by half, 
and catches have correspondingly reduced. LAAD-CA is now 
abreast of the situation, and export sales projections have 
been scaled down. 



EXHIBIT 11-5 
Sub-borrower anployment 

at ion 
F - 
5 
2 
4 

2 

1 
- 
2 

3 
- 
- 
3 

3 

6 

4 

Rpivalen t 
Product ion 
H - F - 
267 272 

44 120 

37 85 

56 - 
20 - 
149 - 
lo3 52 

155 120 

1 8 

mta1 Both 
Total Sexes 
- F M -  

277 277 554 

60 123 183 

41 87 128 

59 1 60 

21 0 21. 

170 2 172 

ID 55 168 

182 120 302 

3 8 llq 

-1oyment increases or decreases since loan disbur-t. 2/ Labor an fa- (saae 200 plus) not included. 
2J A net  business. i/ IIeduced fran w e r  250 enployees in 1983-84. 



EXHIBIT 11-6 
Net f3rport Earnings 

(Expressed in thousands) 

~ E ) [ P O ~  EGR IMHIRPED INPUS NETEXPOKT 
LAISTFISCALYERR EWSAMEPERIOD EARNINGS 

$ 2,030 $ 140 $ 1,890 

3. MARINA DEL PXIFIOO 800 61 738 

lJ Net of inported inputs. 
2J -1 sales oE $18 million. 



Despite firms whose output has declined or is destined 
towards domestic markets, export earnings, especially in a 
region suffering from foreign exchange scarcity, are a 
significant benefit of LAAD-CA1s loans. 

(3) Sub-Borrower Purchases From Small Farmer And Producers 
Are Considerable 

Ten companies reported $9 million worth of purchases 
from small farmers and producers, an average of $940,000 
for each sub-borrower that has outside purchases of raw 
materials. Three sub-borrowers do not purchase raw 
materials. 

Of the $20 million of raw material costs, 47 percent 
was purchased from small farners and producers and 49 
percent is company produced. See Exhibit 11-7 for a sum- 
mary of raw material purchases. These purchases of locally, 
produced raw materials represent a very large amount of in- 
direct employaent at the farm level, however, it would take 
a considerable amount of additional analysis at a micro- 
level to quantify its magnitude. We can only speculate that 
LAAD-CA projects result in farming marginal lands by family 
members and local labor. The 1977 evaluation of LAM-CA,. 
which included a sociological study at the farm level, found 
that aggressive small farmers who marketed their crops to 
LAAD-CA sub-borrowers rented their neighbors1 idle land and 
hired them to cultivate it. 

There are some indirect raw material purchases not re- 
gistered in thes% figures. For example, a subsidiary of 
Empacadora Avicole alone purchases corn worth $1.2 million 
from over 500 small farmers. 

Some sub-borrowers provided services of additional bene- 
fit to the small farmers and producers. Seven provided cash 
advances to small farmers and three provided other types of 
financial assistance. Seven firms provided other assis- 
tance, such as transportation, inputs, processing services, 
and equipment repair. 

7. LAAD-CA WORKS EFFECTIVELY TO RESOLVE SUB-BORROWER FINANCIAL 
PROBLEMS 

Problem loans are not uncommon, yet LAAD-CA personnel ate 
capable of assisting with solutions. Four problem loans were 
observed during our evaluation. 

MADECAS and its affiliate, APROFO, are manufacturers and 
exporters of high quality wood dowels, principally used as 
broom handles. Their plants and field operations utilize 





rT, low-technology. Demand in the U.S. is strong and prices for 
< the products are increasing. The companies buy their raw ma- 

terial, scrap wood that otherwise would be wasted, from small- 
to medium-sized sawmillers. 

Their problem is unusual. The owner/general manager is in 
jail, accused of being an accomplice to the murder of an of- 
ficer in the Honduran military. The owner's two sons now manage 
both companies. Fortunately for LAAD-CA, the sons are proving 
to be good managers. Lenders are rescheduling their loans and 
creditors are deferring collection on outstanding bills. LAAD- 
CA's local lawyer has been actively monitoring the situation 
and feels that they will succeed. A quick recovery on the part 
of management, together with LA-W-CA's understanding, but firm 
posture regarding these two problem loans, was critical to the 
survival of the businesses and collection of the loans. The 
sons recently became current with the LAAD-CA loan. 

KATOJEKE has a problem common to start-up businesses-- 
strong, technical know-how, but weak management. Both prin- 
cipals are strong specialists in agronomics, post-harvest tech- 
nology, and marketing of perishable produceo However, neither 
is a strong administrator* Their loan is delinquent, as they 
z,re 3 months behind on their loan payments. Negotiations are 
underway, and rescheduling will most likely result. KATOJEKE 
has a strong potential and it's maj0.r problem could be solved 
quickly.. LAAD-CA understands this weakness and has made 
suggestions to strengthen its management. 

INTERMATRA is a medium-technology company with considerable 
financial backing, run by inexperienced management and technical 
staff. Management has changed its operational policy too often 
over the past 3 years. Priorities were changed every few months 
regarding the type of shrimp to catch, areas and depths fished, 
equipment used, markets, etc. The results were reduced catches, 
increased operational costs, and increased losses. 

Management now seems to have settled on its operational 
policy and priorities. Projected losses of $100,000 for 1985 
are less than those experienced i? 1984. INTERMATRA is pre- 
sently current on its interest payme~~ts, but it owes some 
$20,000 in principal. Although LAAD-CA has adequate personal 
guaranties and collateral, this is a problem loan to which LAAD- 
CA could have paid more attention. It was the only case found 
where LAAD-CA might have become more involved in resolving a 
sub-borrower's financial problems. 

Proveedora International de Mariscos was described above as 
having made management changes, suggested by LAAD-CA, that are 



resulting in a positive turnaround. Losses have been reduced 
from $600,000 in 1984 (including 1983 non-recurr ing losses) to 
an estimated $300,000 for 1985. 

The firm's new general manager, who has been working closely 
with the LAAD-CA vice president since joining the firm, is ex- 
ceptionally well-qualified. The principal product is frozen 
shrimp. Most are caught by the firm's own boats, but an in- 
creasing share is purchased from small, independent shrimpers. 

Cost reductions; improved boat repair, overhauls, and main- 
tenance; better labor relations; and general operational effi- 
ciencies were evident. This general manager, with only 6 months 
on the job, commented that he had never heard of more assistance 
and personal interest in a borrower than that given by LAAD-CA. 
Proveedora is classified as delinquent, and negotiations for 
loan rescheduling are underway. 

8. PROSPECTIVE SUB-RORROWERS ARE REQUESTING LARGER TERM LOANS 
FOR EXPANSION AND NEW BUSINESSES 

The evaluation of nine prospective sub-borrowers was carried 
out in Guatemala, El Salvador, Honduras, Costa Rica, and Panama. 

The average loan size requested is over $675,000, up from 
$406,000 for the sub-borrowers analyzed above. Most of these 
loan requests, if approved, will be disbursed over the next 2 
to 3 years. Most requests are for term financing of 3 to 5 
years. Seventy percent of the financing will be for expansion 
and new businesses. All will be new loans--none have previously 
been LAAD-CA clients. All but one will export; most will export 
60 to 100 percent of their production. See Exhibits 11-8 and 
11-9 for a list of these prospective sub-borrowers and the 
proposed uses of the suo-loans. 

All of these nine potential sub-borrowers had strong manage- 
ment. Most contacted LAAD-CA and are looking forward to be- 
coming a LAAD-CA client. Labor relations seemed strong. 
Applied technology, including advanced agronomic practices, was 
used. For example, Vivero Xochical in El Salvador produces the 
highest quality floraculture in the country. Another good ex- 
ample is Granjas Marinas San Bernardo in Honduras, a large 
shrimp farm whose vast cultivation areas are ready for harvest. 

These businesses range from small-sized, in start-up phases, 
to large firms, with present export sales exceeding $3 million. 
LAAD-CA's loans would assist these firms to nearly double sales 
and to double exports. Direct employment increases of 344 new 
employees k w l d  result from LAAD-CA's financing. See Exhibit 
11-10 for estimates of impacts created by LAAD-CA's sub-loans. 



EXHIBIT 11-8 
LAAD-CA P r o s p e c t i v e  Sub-borrowers 

PROSPECTIVE SUB-BORROWER 

Guatemala 

CAMSA 

E l  Salvador  

VIVERO XOCHICAL 

DELICIA (APE) 

MATADEROS DE EL SALVADOR 

SARAM ( p a r t  of MOORE group)  

Honduras 

GRANJAS MARINAS SAN BERNARD0 

Costa Rica 

CASTILLO R I O  

NARANJALES DEL NORTE 

Panama 

HACIENDA LA MUNA 

BUSINESS 

f u r n i t u r e  - c lock  boxes 
f o r  expor t  

otnamental  p l a n t s  f o r  expor t  

honey, beeswax, and c a n d i e s  
f o r  e x p o r t  

f r o z e n  beef e x p o r t s  

mixed f e e d s ,  ag. chemicals  

sh r  imp farming f o r  expor t  

orange c o n c e n t r a t e ,  l o c a l  
and e x p o r t  sa les  

p a s s i o n  f r u i t  and orange  
juice 

swine  p roduc t ion  





MHIBIT 11-16 
IlVID-CA Prospective Sub-bor rower s 

Potential Ioan Impact 
(Dollar figures expressed in thousands) 

LINE 

mahogany clock 
boxes-furniture 

ornmkl . plants 
DELICIA (APE) honey, beeswax, 

candies 
H 
H 
I 

MRTADEXX DE 
t4 EL SALVADOR (AMX3) 
h) 

SARAM 

frozen beef 

mixed feeds, 
ag. chemica'ls 

shrimp fanning, 
frozen shrimp 

frozen orange 
concentrate 

500 --- 3 yrs. no 10 
exports 

passion fruit,  
orange juice 

swine prod. 

Z/ New export enterprise. 



Two of these businssses would have to be financed with 
LAAD-CA's own resources, since U S A I D  prohibits the use of its 
funds in citrus projects. 

The role of the LAAD Marketing Company is to promote sales 
in the United States of agricultural and fisheries products 
from Latin America and the Caribbean. It provides a particu- 
larly useful service for smaller exporters, who normally would 
be at the mercy of brokerage firms. The company focuses on 
non-traditional exports, such as fresh fish, asparagus, and 
snow peas, but also handles manufactured goods that use agri- 
cultural or forestry inputs, like rubber gloves and plywood. 

The company has only been in operation since 1984, and has 
required some time to organize itsel'f and make the necessary 
contacts among both suppliers and buyers. Although presently 
operating at a loss, the company expects to become profitable 
in 1986. 

The LAAD Marketing Company has formed a series of small 
marketing companies to sell products exported by suppliers in 
the areas where LAAD operates. L A M  Marketing provides the . 
seed capital for the new venture, and then charges a monthly 
fee for consulting services provided to the organizaticln. In 
addition, LAAD Marketing is entitled to a share of theeprofits 
of the new venture, according to the percentage of the stock 
that it holds. At present, legal and regulatory restr~ictions 
limit LAAD Marketing's share to 25 percent of an individual 
marketing company. However, the growth and development of the 
LMD Marketing Company may provide LAAD with new opportunities 
for equity investments in companies engaging in production and 
export of agr icultural goods. 

LAAD Marketing is not an active promoter of new loans among 
the suppliers contacted while carrying out its marketing acti- 
vities. However, it can play a very valuable role in assisting 
LAAD-CA sub-borrowers who are having difficulties finding out- 
lets abroad for their products. There was recently a case where 
a LAAD-CA client, risking delinquency due to an inability to 
sell his products overseas, was able to find a buyer in Europe 
through contacts made by LAAD Marketing. 



111. MARKET ANALYSIS OF DOLLAR LOANS FOR 
NON-TRADITIONAL EXPORTS 

This section analyzes several important issues: 

. The determinants affecting demand for LAAD-CA loans 

. Country-by-country economic conditions 

. Interest rates, terms, conditions, and practices of 
competitive lenders. 

Important issues for ROCAP discussed in this chapter ate: 

. The unique arrangements that LAAD-CA has developed to 
continue lending in a high-risk, economicallyvolatile 
environment, especiallv in lisht of the difficulties 
other ~ ~ ~ - f l n a n c e d  lending have had fomenting 
exports in the region 

. Given 'interest rate ceilings imposed in several coun- 
tries and other related facsors, determination as to 
whether. LAAD-CA is charging its sub-borrowers market 
interest rates. 

This section concludes with an estimate of sub-loan dis- 
bursements based on the economic conditions in the sub-market 
countries, the average loan size requested by prospective bor- 
rowers (as noted in Chapter II), and the number of loan opera- 
tions and average loan size made by LAAD-CA during the past 5 
years. 

Three fundamental points should help clarify the issues 
discussed in this section: 

. Under unstable conditions, borrowers are likely to 
prefer loanc in their own currency in order to avoid 
exchange risks, i.e., losses resulting from having to 
pay back dollar loans with a greater amount of local 
currency because of local currency devaluation. 

. If the loan is denominated in local currercy, and the 
. currency devalues, the borrowers reap the benefit of 

re-paying their loans with "cheaperw units of currenc! 

. Under such conditions, the interest rates borne by 
local currency and dollar loans will tend to differ, 
sometimes widely. 



LAAD-CA operates in five distinct sub-markets subject to 
constantly changing conditions. The major factors affecting 
the demand for LAAD-CA loans within each sub-market are: 

. political stability, influenced by both internal and 
external forces 

. Management of the economy, exchange rate stability and 
control of inflation 

. The availability of credit provided by commercial banks 
and development finance institutions, either using 
their own funds or lines of credit provided by AID and 
other development organizations; the efficiency of 
these lenders; and the interest rates, terms, ana con- 
ditions applied to these loans 

LAAD-CA's ability to deliver'needed financing, bearing 
market interest rates, and requiring reasonable guaran- 
ties, within a short period of time 

- Incentives, including the Caribbean Basin Initiative, 
to attract export industries or entrepreneurs, or to 
promote domestic investment 

rn Local entrepreneur'ial talent 

rn Labor productivity, wages, benefits, and union activity 

- The need of companies to obtain foreign exchange for 
machinery, equipment, and raw material purchases in the 
short-tesm. 

The five countries share some common conditions: 

Each is affected by the political instability caused 
by the Sandinista take-over in Nicaragua, especially 
in terms of reduced investment. 

Each has received lower prices for its major tradition- 
al commodities (coffee, bananas, sugar, and cotton) due 
to reduced world demand. 

Each has less credit available due to a reduction of 
exposure by international lenders. . 

LAAD-CA has continued to operate under these adverse and 
dynamic conditions. These adversities, in some cases, have 
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created new opportunities for LAAD-CA and its borrowers. Those 
who invest may face less competition. 

Below, the conditions in each country are examined to deter- 
mine its quality as a market for LAAD-CA loans, along with an 
analysis of the prevailing interest rates, terms, and colla~eral 
requirements. The evaluation team defined LAAD-CA1s market and 
estimated levels of lending during the next 3 years. 

Guatemala's foreign exchange reserves are very low because 
prices on its major commodities dropped, multinational banks 
have reduced their exposure, and political uncertainty has re- 
sulted in considerable capjtal flight. Monetary expansion has 
created inflation of 40 to 50 percent, resulting in the deval- 
uation of the quetzal in the parallel market from Ql=$l to ap- 
proximately Q3.75=$1. Pressure for further devaluation con- 
t inues. 

The Bank of Guatemala, the central bank, has been weakened 
by staff replacements; reportedly, few experienced staff remain. 
Its ability to manage competently the economy is questionable. 
The newly-appointed central bank president has delayed servicing 
of the external debt, cauding considerable consternation in the 
private sector. Guatemala has no stand-by agreement with the 
IMF and has received no secent World Bank financing. USAID/ 
Guatemala's development assistance and ESF funds have been li- 
mited to $35 million annually, conditioned primarily for high- 
land area development. 

Currently, the Bank of Guatemala will exchange 50 percent 
of hard currency earnings of non-traditional exporters at Ql=$l 
and 50 percent at the parallel rate, an arrangement that essen- 
tially taxes these exporters. This may change to a 100 percent 
exchange at the parallel rate, an arrangement great.Zy benefiting 
non-traditional exporters. Thus, non-traditional exporters 
dealing in non-perishable items are holding, rather than ex- 
porting, inventories in hopes of a policy change. 

Tr'aditional exporters are "taxedn more harshly than non- 
traditional exporters because their hard currency sales proceeds 
are exchanged by the Bank of Guatemala at the official rate, 
Ql=$l. The result is a great deal of smuggling. Reportedly so 
much coffee is smuggled to Mexico that Guatemala will not have 
enough to meet its quota this year. 



Cons iderab le  u n c e r t a i n t y  sur rounds  t h e  p r e s i d e n t i a l  e l e c -  
t i o n s ,  scheduled f o r  November 1985, w i t h  t h e  i naugura t ion  t o  
t a k e  p l a c e  i n  January. There appea r s  t o  be no s t r o n g  candidate , ,  
and few b e l i e v e  t h a t  t h e  new p r e s i d e n t  w i l l  be a b l e  t o  n e g o t i a t e  
a s tand-by agreement,  even a  p r o v i s i o n a l  one,  wi th  t h e  IMF t h a t '  
w i l l  i n f u s e  any new f o r e i g n  exchange i n t o  t h e  economy p r i o r  t o  
June  o r  J u l y  of  1986. The U S A I D  wants t o  see ev idence  of in-  
c r e a s e d  democracy, l e s s  m i l i t a r y  i n t e r v e n t i o n ,  and g r e a t e r  human 
r i g h t s  b e f o r e  making. more a i d  a v a i l a b l e .  Most a n t i c i p a t e  a very 
d i f f i c u l t  economic s i t u a t i o n  f o r  t h e  nex t  1 2  t o  24 months. 

For t h e  most p a r t ,  borrowers w i l l  n o t  t a k e  l o a n s  i n  d o l l a r s  
because t h e  r i s k  of f u r t h e r  d e v a l u a t i o n s  is high. A l a r g e ,  sud- 
den d e v a l u a t i o n  c ~ u l d  c a u s e  t h e  bankruptcy of f i r m s  wi th  d o l l a r  
o b l i g a t i o n s .  Many bankers  f e e l  t h a t  t h e  on ly  p o s s i b i l i t y  f o r  
l end ing  d o l l a r s  i n  t h i s  c l i m a t e  is shor t - te rm,  wel l -secured 
l o a n s  f o r  e x p o r t  a c t i v i t i e s  t h a t  g e n e r a t e  hard cur rency  ea rn ings .  

(1) The Commercial Bank I n t e r e s t  Rate C e i l i n g s  S t r o n g l y  L i m i t  
Commevcial Lending Rates ,  But F inanc ie ra  Rates Exceed 
The C e i l i n q  By Four P o i n t s  

The Government of  Guatemala has  e s t a b l i s h e d  an i n t e r e s t  
r a t e  c e i l i n g  of 1 2  p e r c e n t  on commercial bank lending.  Many 
commercial banks pay 9 p e r c e n t  on passbook sav ings ,  a l t hough  
some pay as  low as 5  p e r c e n t ,  depending on t h e  s e c u r i t y  and 
s e r v i c e  provided.  Commercial bank l i q u i d i t y  is low and 
bankers  a n t i c i p a t e ,  t h e r e f o r e ,  t h a t  t h e  i n t e r e s t  ra te  c e i l i n g  
w i l l  have t o  be raised i n  t h e  near  f u t u r e  t o  a l low g r e a t e r  
s a v i n g s  mob i l i za t ion .  

Q u e t z a l  l o a n s  prov ided  by f i n a n c i e r a s  bear  i n t e r e s t  of 
15 t o  1 8  p e r c e n t ,  averag ing  16  pe rcen t .  These r a t e s  have 
inc reased  s t e a d i l y :  t h e  average  rate was 1 3  pe rcen t  2 y e a r s  
ago and 1 5  p e r c e n t  l a s t  yea r .  P i n a n c i e r a s  g e n e r a l l y  pay 2  
p e r c e n t  above commercial bank passbook i n t e r e s t  on bonds t h a t  
g e n e r a t e  much of t h e i r  c a p i t a l .  They are c u r r e n t l y  paying 
11 p e r c e n t  on t h e s e  bonds. F i n a n c i e r a s  a r e  r e c e i v i n g  a 5.0 
t o  5.5 p e r c e n t  sp read ,  which is r e p o r t e d l y  inadequa te  i f  ex- 
c e s s i v e  l o a n  moni tor ing o r - r e p o r t i n g  is requi red .  If t h e  
commercial bank c e i l i n g s  a r e  r a i s e d ,  t h e  i n t e r e s t  charged by 
f i n a n c i e r a s  w i l l  a l s o  i nc rease .  

There  is no i n t e r e s t  c e i l i n g  on d o l l a r  l oans ;  however, 
f o r  t h e  r ea sons  s t a t e d  above, t h e r e  is both a l i m i t e d  demand 
and a  l i m i t e d  supply  of d o l l a r  loans .  Some bankers  f e l t  t h a t  
i f  d o l l a r  l o a n s  c a n  be made, t h e  r a t e s  must have a  s t r o n g  
c o r r e l a t i o n  t o  LIBOR o r  U.S. prime rate. I f  t h e  i n t e r e s t  



rate exceeds the LIBOR or U.S. prime rate by too much, a 
limited number of borrowers, those with sufficient deposits 
in U.S. or offshore banks, will seek loans outside the coun- 
try. If do not have such resources, and this will ap- 
ply to the majority of such borrowers, they may not borrow 
until interest rates drop. One banker estimated that the 
interest rate on a dollar loan could go as high as 15 per- 
cent; another suggested that, if the loan is subject to 
exchange risks, it should be set at 11 percent. 

Commercial lending rates loans have dropped since 1980, 
while the rates charged by financieras dropped to 14 per- 
cent and rose to 16 percent again. LAAD-CA decreased its 
interest rates from 13 to 12 percent to coincide with the 
commercial bank interest celing. The most recent loan at 
15 percent was a 1-year loan to a cardamom exporter. Ac- 
cording to one respondent, such exporters can pay such a 
high level of interest because of high margins and under- 
invoicing. This loan was made under a retention agreement 
with the Bank of Guatemala, which eliminates the exchange 
risk for the most part. As will be discussed below, such 
retention agreements give the Bank of Guatemala an oppor- 
tunity to approve rates charged by LAAD-CA. Therefore, it 
is not suprising that LAAD-CA rates have coincided with the 
commercial lending ceilings. 

Two LAAD-CA sub-borrowers were able to receive local 
bank financing. One company obtained a Q90,000 letter of 
credit at 12 percent on a signature arrangement; the other 
received a Q550,000, 1-year, 12 percent, roll-over loan 
from the Banco de Cafe for sesame exports. One sub- 
borrower would have preferred a local currency loan to a 
LAAD-CA loan, because he was uncertain about exchange risks. 
However, such a loan was not available. The other liked 
LAM-CA's dollar financing, because he dealt primarily in 
exports and the loan cduld be paid off with little risk. 

The evaluators conclude that the interest rate charged 
by LAAD-CA has been at or above commercial lendinq ceilinqs, 
especially duting the last 3 years. Its most recent loan 
bears a rate appropriate for current conditions, especially 
since the retention agreement reduces the exchange risk. 
Given the strong demand for quetzal credit to maintain 
working capital levels and low liquidity in the banking 
system, interest rates will most likely move upward during 
the next 2 years. 



(2) Commercial Lending Terms Tend To Be Short And Collateral 
Requirements High Because Of Traditional Bankin 
P I A  

Commercial banks reportedly have 90 percent of their 
portfolios in 1-year, roll-over loans that are made to in- 
dustrialists and commercial interests posing little risk of 
default. Letters of credit require a cash deposit of up to 
200 percent of the credit limit as collateral. 

Foreign banks have sharply reduced their exposure and 
are making very few loans, generally only to those clients 
in work-out status. They also provide short-term, stand-by 
letters of credit backed by dollar deposits in a 
multinational bank. 

Financieras can make quetzal loans to agriculture and 
industry for terms of 3 to 15 years; however, they are pre- 
sently lending for 3-year terms only. Collateral is based 
on property or fiduciary guaranties, but in every case 
equity pledged must exceea the value of the loan. Few will 
lend on plant and equipment because there may be no re-sale 
value for such assets if the company fails. In all cases, 
the lender must have confidence in the cash flow projections 
of the operation and the high reputation of the borrower. 

LAAD-CA has generally secured its loans with 150 percent 
collateral or, in rare cases, fiduciary guaranties based on - - 

prev.ious good experience with the borrower. Given lending 
practices in Guatemala, LAAD'S requirement of 150 percent 
collateral is not excessive, and the fiducitcy guaranties 
are very liberal. In the case of a strong entrepreneur - 
without collateral, LAAD-CA has at times required less 
collateral. 

LAAD-CA Has Developed Retention And Repayment Agreements 
With The Bank of Guatemala Enabling It To Continue 
Making Dollar Loans 

Because of the devaluation'of the quetzal, and with 
further devaluations possible, most borrowers do not want 
to bear the exchange risk involved in a dollar loan. LAAD- 
CAI at the time of its 1983 evaluation, was pioneering 
agreements with the Bank of Guatemala that allowed it to 
continue making dollar loans. The process (See Exhibit 
111-1) is based on the Bank of Guatemala's need to bring 
foreign exchange into the financial system. All loans and 
equipment purchased with direct dollar loans are registered 
at the Bank of Guatemala at face value. The Bank of 
Guatemala provides quetzales at the current official rate 



EXHIBIT 111-1 
LAAD-CA'S RETENTION AND REPAYMENT 

AGREEMENTS WITH THE BANK OF GUATEMALA 

10% EXPOST WLUE AS LOAN REPAYUWT 
P 



of Ql=US$l to the LAAD-CA sub-borrower who uses these funds 
to conduct his business. Except for loans for importing 
equipment, the sub-borrower is, in essence, borrowing quet- 
zales and repaying the loan in dollars. The result is a 
"quasi-dollarn loan that is exposed to less exchange risk 
than a dollar loan. 

Once the sub-borrower's exports are received by the 
purchaser (denoted as importer in the exhibit), the pur- 
chaser's bank remits 90 percent of the invoiced export 
value to the exporter and 10 percent airectly to W - C A .  
The exporter exchanges these remittances at the Bank or 
Guatemala for quetzales at rates based upon whether the 
product shipped was a traditional (coffee, cotton, sugar, 
or cardamom) or a non-traditional export. Traditional 
export dollar proceeds are exchanged at the official ex- 
change rate, i . e . ,  Ql*US$l. Non-traditional exporters can 
exchange export proceeds at 50 percent at the official rate 
and 50 percent at the parallel rate. 

Although these agreements eliminate most of the exchange- 
risk, some risks still exist. The exchange rate policy in 
Guatemala may be changed at any time, affecting whether the 
sub-borrower can feasibly export or not. If the exchange 
arrangement becomes more burdensome, the exporter can 
counter, to some extent, with greater under-invoicing. The 
most important risk, however, resides in the dependability 
of the export market where the dollars for loan repayments 
are generated. 

(4) Demand For LAAD-CA8s Loans In Guatemala Will Be Limitea 
By The Lack Of Political And Economic Stability During 
The Next 2 Years 

Investment is likely to remain at low lave18 during the 
next 2 years, and this will affect LAAD-CA's ability to 
make term development loans. LAAD-CA has made some short- 
term, working capital loans to Guatemalan sub-borrowers 

development projects,-as the  OPE^ loan and SEPA, a recent 
loan P:ospect, demonstrate. LAAD-CA should continue to 
seek such- borrowers out. If LAAD-CA must lend short-term 
working capital to such firms as CARDINSA and Induatrias - 
Sesamo to maintain the yield on its portfolio, esuecially 
if the loans meet the non-Graditional aqriculturaX export 
and small farmer impact criteria, such loans are an 



acceptable opeion. However, the reflows from those funds 
should continue under the purview of ROCAP until those 
funds are used for term financing. Until LAAD-CA makes 
loans that contain a portion of, say, 50 percent Eixed- 
capital financingf use of the repayments should continue to 
be approved by ROCAP. 

Due to its internal political strife, tre reduction in 
prices for its traditional commodities and yeduction in 
output due to agrarian and export reforms, ' - , . I  economy de- 
teriorated from 1979 to 1983. In 1983, the economy began to 
recover in real terms, but'the foreign exchange shortage caused 
by these factors continues to be severe. While the official 
exchange rate remains pegged at C2.5-US$lf the parallel rate 
has floated to C4.85-US$1. The black market rate recently - 

peaked at C1O-US$l. 

Foreign exchange is allocated by the Central Reserve Bank 
among users on the basis of pre-determined priorities. In 
order of descending priority, these are foodstuffs, medicines, 
fuels, agricultural inputs, replacement parts for transporta- 
tion, and replacement parts fot export industries. Importers 
of these priority good8 may buy foreign exchange from the BCR 
at the official rate of C2.5-USQl. Other importers must buy 
dollars'at the parallel rate, and often experience delays of 1 
year before foreign exchange is disbursed, 

Despite these problems, the economy has been well managed 
by the Central Reserve Bank, which has kept a tight rein on 
monetary expansion. Inflation has been contained to the fol- 
lowing levels: 

Year 
-L 

1979 
1980 
1981 
1982 
1983 
1984 
1985 (through June only) 

Inflation Rate 
14.8 

The current BCR strategy is to maintain interest on savings 
at relatively high levels while using "soft" lines o f  credit to 
finance exports. Liquidity in the banking system is currently 
high, but liquidity is cyclical in El Salvador. During the 



harvests of the major crops: coffee, sugar, and cotton, liqui- 
dity is reduced. The harvest season extends from November to 
March. 

Many interviewees feel that the economy's recovery is 
strengthening and investment will accelerate in the near future, 
despite a recent small increase in capital flight. One negative 
event has been the announcement of the closing of the Texas 
Instruments plant. Nevertheless, tne evaluators were favorably 
impressed with nu~uber and quality of LAM-CA loan prospects. 

The most important phenomenom noted with regard to future 
economic growth was the positive change in government-private 
sector relations. Following the agrarian, banking, and export 
reforms, the private sector, the majority of which comprised 
the group controlling the old socio-economic order, was viewed 
skeptically by the government. That view has not totally dis- 
appeared; nevertheless, the reforms have had a positive effect. 
Although the wealthy were forced from the lands and the banks 
by the reforms, not all left the country, and those who remained 
have sought to maintain their standard of living. Some have 
pursued non-traditional exports as the means to do that, an 
activity that coincides with the current growth strategy of the 
government, the Central. Bank, and AID. The BCR portrayed the 
"development teamm as the DCR; the private sector; FUSADES, a 
private sector research organization; and AID. 

Many bankers and businesspeople' gave USAID/E.l Salvador high 
marks for providing strong balance of payment support during 
this critical period. Recantly, new colon discount lines 
amounting to $326 million were provided for the private sector 
financing by the USAID ($100 million) and the BCR (5226 mil- 
lion). The major question regarding this financing is whether 
the nationalized banking system will move the new lines or 
not. To raise the efficiency in Loan proce ijsingr the USAID is 
developing uniform credit applications based on proven models 
and is financing the training of more than 100 loan officers at 
Citibank facilities in Puerto Rico. It is also promoting the. 
formation of a private financiers to lend to non-traditional 
exporters. 

An additional positive sign is the establishment of a $75 
million facility by the U.S. Ex-Im Bank, which has attracted 
some U.S. banks to provide letters of credit for trade fi- 
nanc ing . 

The USAID'S 1-year goal is to create 5,000 new jobs and $20 
million in additional net exports. USAID is emphasizing non- 
traditional agricultural and marine exports as well as drawback 



industries. For the latter, the focus is upon U.S. garment 
manufacturers that are seeking to move their overseas opera- 
tions into the CBI area. 

(1) The Commercial Lending Ceilinq Is 14 Percent But Some 
New Credit Lines Bear Even Lower Rates 

The commercial banks are presently allowed to charge up 
to 14 percent on. their own funds. Passbook savings and 
certificates of deposit pay from 7 to 13 percent. 

The colon credit lines available for agribusiness and 
industry through the BCR and the commercial banks are as 

. follows: 

Source 
USAID and BCR 

IDB and BCR 

USAID and BCR 

Economic 
Development 
Fund 

BCR 

Use - Interest Rate 
Capital, machinery, and 
technical studies 14% 

New export industry 
construction 

Industrdal reactivation, 
working capital, 
machinery, construction 14.115% 

Exports outside of CACM 10 % 

Exports to CACM 11% . 

Establishment of 
agroindustries 

Re-financing for 
rehabilitation of 
industries 

Because of the extreme foreign exchange shortage and 
subsequent difficulties in repatriating several loans, 
LAAD-CA has made only one loan in El Salvador in the last 5 
years. On that loan, which was made recently, it charged 
13 percant with a 2 percent closing fee. That technically 
makes the rate higher than the commercial lending ceiling, 
although the ceiling does not apply to such loans. 

The sub-borrower was not able to obtain term financing 
from any source other than LAAD-CA. It was able to borrow 
working capital funds from the Banco Capitalizaa~r on a 
l-year, roll-over basis at 14 percent. 



The commercial banks require collateral valued at 125 
percent of the loan if they' lend their own funds. The 
banks also require that the application be accompanied by a 
highly detailed feasibility and market study. These studies 
appear to be the bottleneck in the process of making term 
loans. Some prospective or actual LAAD-CA borrowers re- 
ported that such studies require, not only the approval of 
the commercial bank, but also the approval of the BCR. This 
process, described as a "ping-pong game," can require more 
than 1 year before final approval. As the new lines require 
minimal levels of collateral, the feasibility studies will 
serve in lieu of collateral and wi23. be scrutinized even 
more than in the past. Prospective borrowers anticipate 
considerable delay. 

The new LAAD-CA sub-borrower, Marina del Pacifico, lost 
over 1 year trying to obtain a loan from the Banco de 
Fomento Agropecuario to purchase shrimping boats. Even 
after preparing an in-depth feasibility study, the company 
was turned down. Fortunately, the USAXD private sector 
office was cognizant of LAAD-CA's program and put the two 
organizations together. LAAD-CA reviewed the feasibility 
study and made the loan. 

(3) LAAD-CA Has Recently Neqotiated A Retention Arrangement . 
With The Central Bank That Paves The Way For Future 
Loans - 
The BCR, USAID/El Salvador and LAM-CA are pleased with 

the recent retention agreement negotiated between the BCR 
and LAM-CA in connection with the Marina del Pacifico loan. 
Under the agreement, which is similar to the one negotiated 
with the Bank of Guatemala, 20 percent of export proceeas 
are sent directly to LAAD in the U.S. through a retention 
agreement. The remaining 80 percent of the proceeds will 
he sold by Marina del Pacifico to its bank at the parallel 
rate. The USAID sees a strong future role for LAM-CA 
because of the bottlenecmz in the banking system. The BCR 
favors the LAAD-CA retention arrangement because the countty 
is in dire need of foreign exchange, and such lending can 
generaze considerable foreign exchange. Furthermoc.e, LAAD- 
CA can be useful in that its fast disbursements to firms 
needing dollars to buy machinery avoids the problem of 
price changes by suppliers and delays in obtaining foreign 
exchange from the BCR. 



Many bankers see z considerable demand for LAAD-CA 
loans as they re!present a relatively trouble-free source of 
dollar loans, retpayable through retention agreements, in a 
market where development financing is still limited. 

(4) Foreign Banks' Normal Lending Operations Have Been 
Constrained Since The Banking Reform 

There are presently four foreign banks operating: Bank 
of America, Bank of Santander and Panama, Bank of London, 
and Citibank. These banks have been 'strongly constrained 
in their activities by the GOES since the banking reform. 
At that time, they were given 1 year to terminate their 
operations, but all have received extensions to operate 
during the past 5 years. This is partly due to the GOES' 
recognition that attracting U.S. and other foreign investors 
is important and will be difficult if these banks are 
closed. These banks are not only symbolic of the GOES 
tolerance for foreign investment, but also the recognition 
that they, through their extensive systems, can expedite 
the overseas transactions of a foreign investor. 

These banks currently generate most of their earnings 
through foreign trade financing. Typical financing is a 
180-day letter of credit, guaranteed by a deposit in dollars 
amounting to 25 to 50 percent of the letter of credit limit. 
Interest charged on these loans is LIBOR plus up to 2.5 per- 
cent, a limit imposed by the BCR. Local banks also partici- . 
pate in such trade financing through correspondents. 

There are also aintermittentn lenders, such as Citizens 
and Southern dank, Bank of.Boston, and Bank of West Palm 
Beach, which move in and out of the market seeking letter 
of credit business. For the most part, this short-term 
trade credit does not compete with LAAD-CA term lending, 
nor, as noted above, does LIBOR plus 2.5 percent ceiling 
apply to LAAD-CA financing. 

(5) Two Salvadoran Financieras Established By AID Either 
Became A Commercial Bank Or Went Bankrupt 

Two financieras were formed under AID auspices in the 
mid-1960s. After concessional financing was withdrawn, one 
converted into a commercial bank and was nationalized at 
the time of the reform; the other went bankrupt. This is 
consistent with the findings of this report concerning 
LAAD-CA's operations and the need for concessional fi- 
nancing. 



(6) LAAD-CA Will Enjoy A Strong Market In El Salvador 
During The Next 2 Years 

The Private Sector Office of El Salvador and the BCR 
support the idea that LAAD-CA make as many loans to non- 
traditional e:cporters as possible, as soon as possible. 
The USAID and BCR will continue to encourage and train the 
nationalized bankers to make development loans. However, 
they are not ful.ly confident that these bankers will lend 
to businesses such as those financed by LAAD-CA. USAID and 
BCR officials are confident that LAAD-CA, with its proven 
record, should be a part of their program. The BCR sees 
the foreign exchange brought in through LAAD-CA loans as 
needed, and they appreciate the competition with the local 
banks that LAAD-CA creates. 

As in Guatemala and Costa Rica, elections will be held 
shortly, and there is great uncertainty regarding future 
government policies. Futhermore, the presence of the counter- 
revolutionary Nicaraguan forces in Honduras creates additional 
uncertainty. The result is little domestic or foreign invest- 
ment. The USAID reported only four significant new investments 
since the start of the CBI, 18 months ago. Honduras' major com- 
modities, bananas, coffee, lumber, meat; sugar, and cotton, have 
suffered from a drop in world demand and exports are down. Ad- 
herence to a L2=$l official exchange rate has made Honduran ex- 
ports more expensive compared to competitor countries. The 
trade balance has been negative for the last 4 years. 

Resistance to devaluation stems from the perceived political' 
consequences of increasing prices of imported consumer goods. 
The government views exporters as the group gaining the most 
from a devaluation. Since exporters are few in number, and con- 
sumers are numerous, the government has held on to the official 
L2=$1 rate. Indeed, inflation has been contained, according to 
government estimates, at a low 6 percent. Unofficial estimates 
put inflation at 15 to 20 percent. There are pressures to de- 
value. The unofficial parallel rate oscillates between L2.60 
and 2.80=US$l. 

Because of the lack of exports, there is an acute foreign 
exchange shortage. Like the central bank in El Salvador, the 
Central Bank of Honduras allocates foreign exchange according 
to set priorities: 

. Foodstuffs and medicines 



. Fuels, lubricants, and farm inputs 

. Industrial inputs 

. Non-luxury consumption goods 

. Luxury consumption goods. 

Individual banks may have enough foreign exchange at a 
given time for modest international transactions totaling $40 
thousand to $50 thousand. If the transaction is larger, foreign 
exchange disbursements from the BCH may require up to 1 xear. 

In light of the fojeign exchange shortage, export develop- 
ment is desirable, but exports face many obstacles. Because of 
the foreign exchange shortage, the BCH requires that 100 percent 
of hard currency remittances be turned over to the banking sys- 
tem. The banks retain 70 percent of the foreign exchange and 
pass 30 percent to the BCH. I f  exporters require foreign ex- 
change to purchase imported raw materials or replacement parts, 
they must make a request to the BCH and wait up to 1 year for 
foreign exchange to become available. 

These restrictions on foreign exchange stem from the 
government's perception that exportecs create capital flight. 
The exporters request dollars to finance imported raw materials, 
under-invoice their exports and, by previous arrangement, have 
their dollars deposited i~ , bank account in the United States. 
Exports are generally belL fed to be under-invoiced by up to 25 
percent. Under-invoicing is a common practice of exporters 
throughout the region. Apparently some exporters have a worse 
reputation than others. Shrimp exporters, for example, are be- 
lieved to practice flagrant under-invoicing and illegally sell 
their export proceeds on the black market. 

Additional problems for exporters are caused by the national 
budget deficit. There is a need to expand the tax base, but 
efforts to do so have proven futile; thus, taxes fall heavily on 
imports and exports. - A s  a result, contraband to other Central 
American countries is increasing. Because there is pressure to - - . 
increase exports, the GOB has reduced selected export taxes. 
For example, taxes on banana exports have been reduced as a 
function of volume. 

As noted above, exporters face pricing problems due to the 
official exchange rate of L2=US$l, which overvalues exports. 
Traditional exporters are trying to regain competitiveness and 
maintain sales levels, but, given their prices and reduced 
sales, many are unprofitable. Devaluation appears to be the 



easy solution, but it is more complicated than that. Besides 
the political factor, Honduras also faces a critical lack of 
entrepreneur::. 

A country long-dominated by the Standard Fruit Company and 
the United Brands Company, the majority of its industries are 
small- or medium-sized, and most do not have export capability. 
Those who become industrialists want to recoup their investment 
in the short-term. Because Honduras1 capacity to export is 
primarily limited to traditional products, a devaluation may 
not improve the economy, and could set off an uncontrollable 
downturn, creating further internal political rnstability. 

Many believe that if AID-provided Economic Stabilization 
Funds had not been granted, the recession in Honduras would be 
much worse. 

(1) There Is A Commercial Interest Rate Ceiling OR 19 
Percent, But Development Financing Is Available At 13.5 
to 17 Percent 

The Central Bank has set an official interest ceiling 
of 19 percent on commercial loans. Interest rates on indus- 
trial financing are currently 15 percent. The average in- 
terest charged on discount funds from the Central Bank aver- 
ages 15 to 17 percent. Passbooks savings rates aie 7 per- 
cent, and certificater, u f  deposit range 2rom 10 to 14 per- 
cent, depending on amounts and period of time. Savings are 
reportedly low. 

The government finances its deficit, in part, through 
the sale of tax-free bonds that bear 10 percent interest. 
With the tax-free feature, these bonds yield 23 percent for 
upper-income brackets. These bonds wcrowd outw some 
investment. 

The government recently raised the banks' reserve re- 
quirements, reducing liquidity to control inflation and 
leaving fewer funds available for lending. 

Some development financing has been made available by 
the USAID and other donors that bears interest rates below 
the interest ceiling: 

Source - Use - Interest Rate 

BCH Industrial Working Capital 15% 

World Bank National Fund oi Industrial 
Development 17% 



IDB 

USAID 

USAID 

Industrial Reactivation 
Program 

Small and medium-sized 
agribusiness Negotiable 

Dollar fund for imported 
inputs for non-traditional 
exports 13.5-14% 

Non-traditional export term 
financing (Fund A) Under 14% 

Guaranteed Term Financing 
(Fund B) , 3% spread to 

lender 

Other than the USAID dollar fund for imported inputs 
that will be made available in November 1985, no dollar 
loans are available due to the foreign exchange zhorta~e 
described above. Bankers indicated that an appropriate 
interest rate for LAAD-CA loan under present conditions, 
even with a retention agreement with the BCH, is 14 percent. 
Thus, it does not appear that LAM-CA is charging below- 
market interest. An important factor in Honduras is the 
level of demand for such loans. As indicated above, the 
level of new investments is low, and that could force in- 
terest rates on LAAD-CA loans downward. 

The funds provided by the World Bank for the agricul- 
tural sector and agroindustries (industrial development 
fund) are reportedly nioving slowly and have gone to a 
limited group of producers. Nevertheless, an additional 
World Bezk loan of $40 million to $60 million is proposed. 

Respondents had differing opinions on the Industrial 
Reactivation Fund loaned by the IDS. One opinion was that - 
it was well used, having turned over twice. The other view 
was that it was moving very slowly, mainly because of a very 
complicated loan application. The evaluators were able to 
confirm the use of a loan application that required a know- 
ledge of theoretical economics, knowledge most likely not 
held by Honduran bankers. This led to the conclusion that 
it must be difficult to get a loan through the IDB line of 
credit. 

USAID/Bonduras has recently provided $8 million to a 
newly formed financiera, Financiers Industrial y 
iigropecuaria, that is lending to small industries. Its 
term loans (up to 9 years on fixed assets) are made 
available at 18 to 24 percent to the user. It made 13 
small loans in 1985. 



(2) The Banking System Is Inefficient And Requires Hiqh 
Guaranties 

There are currently 15 commercial banks. These banks 
were reported to rely heavily on "name-lending." For those 
who do not have a nname,n collateral requirements reach 300 
percent of the loan value. The banks generally will not 
accept plant and equipment as collateral, but prefer urban, 
residential real. estate (usually in the best Tegucigalpa 
neighborheods). Commercial lenders are especially conserva- 
tive in start-up situations, requiririg even higher levels 
of collateral. Few banks take cash flow into consideration 
when making a loan; however, both Bank of America and 
Citibank are relying more on cash flow analyses. 

Letter of credit financihg must be guaranteed by a 100 
percent deposit in local currency. Bank of America requires 
a 100 percent deeosit in dollars in a U.S. bank in order to 
extend a letter of credit for a foreign transaction. The 
U.S. Ex-Im Bank and AID have established a guaranty facility 
of $25 million to keep trade moving. U.S. banks confirm 
the letter of credit offered by the local bank, insuring 
that dollars are deposited in the U.S. 

(3) Retention And Repayment Agreements Similar To The 
Guatemalan And Salvadoran Arrangements Have Beez 
Negotiated 

LAM-CA has negotiated agreements with the.Centra1 Bank 
similar to the agreement negotiated in Guatemala. This has 
enabled it to finance six new Honduran projects. Bankers 
who reviewed the concept with the evaluators felt that the 
LAAD-CA scheme avoids the exchange risk adequately and is 
workable in Honduras. 

Not many new investments have taken place in Honduras. 
The adherence to the L2:USQl exchange rake and the lack of 
support for exporters by the government negatively affect 
the promotion of new investments. The recent investment by 
Griffin and Brand in citrus production, and the Sea Farm 
Shrim? cultivation project are significant but unusual 
investments, given the present economic climate. 

Some 200 products have been identified by the USAID 
that could be exported to the Urns., taking advantage of the 
CBI. FIDE, the Foundation for Industrial Development 
Research, is focusing its efforts on drawback operations 
for apparel manufacturers, and wood product manufacturing. 



It has developed pre-feasibility studies for 12 investment 
possibilities, but implementation will depend heavily on 
entrepreneurial initiative, a capability in short supply. 
Additional drawback operations will be difficult to promote 
until new free zone facilities are completed. The free 
zone at Puerto Cortez is fully utilized by garment manufac- 
turers and transshippers. To address this shortage of 
space, the GOH is investigating the t?stablishment of a new 
free zone in a different location. 

In 1981-82 Costa Rica sharply devalued its currency, 
thereafter undergoing adjustments that are paying dividends in 
economic stability today. One impact of the devaluation was 
the surplus in its trade balance with other Central American 
countries that currehtly owe it $300 million. GNP growth has 
been positive; in 1984, it was estimated at 6 percent. There 
has been a downturn in the economy in 1985, however, due to 
foreign exchange shortages, austerity measures imposed by the 
IMF, and the reduction in trade in Central America. 

Total exports to non-Central American buyers have not 
increased markedly. Additional blows to exports were the 
withdrawal of major foreign-owned banana operations last year 
and hurricane destruction of banana plantations, jointly re- 
sulting in a drop in banana exports of 20 percent. Coffee 
production was at an all-time high in 1984-85, but is predicted 
to fall in the 1985-86 season by 15 percent. Sugar cane pro- 
duction is down, but cacao, cattle, and beef exports have in- 
creased. Industrial performance is mixed; total growth in that 
sector during 1985 is expected to be 1 percent. 

Non-traditional exports are expected to increase because of 
ihcentives provided to exporters. In 1984, non-traditional 
exporters were exonerated of a11 income taxes for 12 years. 
Exportera also are provided with a tax rebate (CATS) amounting 
to 15 percent of the export value. Other benefits are available 
through CXNDE, a private sector development organization that 
promotes investment and trains manaqers and employees of firms 
engaged in export operations. Threk new draw-back industries 
were attracted to Costa Rica in the last three months: Hathaway 
Shirts, Farrah Jeans, and Lee Jeans. 

A stand-by agreement has been reached with the IMF and 
conditions have been met so far. While there are foreign 
exchange shortages, USAID ESP support has made the problem less 
severe than in Guatemala, Honduras, and El Salvador--foreign 



exchange can be purchased with only a 1- to 2-month wait. The 
devaluation and credit restrictions are specified by the IMF. 
In 1984 inflation reached 17.3 percent, but in 1985 it is pro- 
jected to drop slightly to 15.5 percent. 

A disincentive to greater output is a highly progressive 
income tax rate. Incomes over the equivalent of $20,000 are 
taxed at 50 percent. 

(1) Interest Rates Limits Are Adjusted Periodically By The 
Central - Bank, But The Public Sector Banking System Is 

a1 Inefficient -And Politic 

Under the IMF stand-by agreement, Costa Rica is to 
maintain positive interest rates. The Central Bank 
achieves positive rates by setting a basic passive rate 
(prime rate) that exceeds the inflation rate. 

Currently the basic passive rate is 20 percent, Loans 
to pteferred customers are provided at 23 percent and the 
current interest rate ceiling is 25.5 percent. Passbook 
savings currently bear 18 percent interest, which was 
recently decreased from 22 percent because of sufficient 
liquidity. 

The banking system comprises four state-owned commercial 
banks, 13 private commercial banks, six private savings and 
loans, and numqrous other specialized state-owned financial 
institutions. Only the state-owned commercial banks can 
receive deposits, accounting for about 97 percent of total 
deposits and 93 percent of loans. Private commercial banks 
are compelled to capture savings through 3-month certifi- 
cates of deposit on which they are currently paying 23 
percent interest.. 

The state-owned banks are very inefficient . Their 
administrative expenses average 40 percent, causing decapi- 
talization, and they make political loans with frequency. 
Although the private banks are operating at a considerable 
disadvantage by not being able to take deposits, they are 
growing in importance. They increased their market share 
of total banking activity from 1 percent in 1980 to 6 
percent in 1985. 

Presently there are no dollar lines of credit available 
through the commercial banks because of the shortage of 
foreign exchange. LAAD-CA borrowers stated that there was 
not enough term financing available; if available, loans 
bore variable interest rates that they did not find as 
attractive as LAAD-CA's fixed rates. One borrower stated 
that local banks were extremely slow and "almost impossible 



to deal with." LAAD-CA's ability to quickly investigate, 
approve, and disburse a l o w  were impressive to borrowers 
when compared to the time required by local banks. Large 
projects proposed for financing must have a feasibility 
study that, once prepared, requires 3 to 4 months for 
approval. 

Two of LAAD-CA's borrowers have been able to receive 
local currency financing from three local banks: 

Lender Amount Purpose Interest 

Banco National de 
Costa Rica C2.8 Million agriculture 18% 

Bank of America C4.0 Million floriculture 23.5% 

Banca Corporativa C13.0 Million Eloriculture 23.58 

There is, at present, no formal ceiling on dollar loans; 
however, unless a dollar loan is made at LIBOR plus 3 per- 
cent and is registered at the BCCR, the company cannot ob- 
tain foreign exchange through the BCCR. These conditions 
essentially restrict dollar loans to LIBOR plus 3 percent. 

LAAD-CA's most recent loan, which bears 14 percent 
interest, was able to avoid this limitation by arranging an 
alternative to ensure the availability of off-shore dollars 
to service the loan. The evaluators consider this an ex- 
ceptional case--most sub-borrowers ,will not have off-shore 
resources and will not be able to pay very high, up-front 
closing fees. Most loans in Cost Rica will be limited to 
LIBOR plus 3 percent with up-front closing fees of no more 
than 2 percent. 

(2) Most Commercial Bank Financing Has Terms Of 6 To 12 
Months, And Grace Periods Are Not Generally Available 
For Start-ups 

According to lacal bankers, medium-term financing, for 
the most part, does not exist. Moat loans are short-term, 
and are rolled over every 6 months, making them "permanent 
working capital." Most loans to small enterprises are 
available through the state-owned commercial banks. Small 
enterprises can borrow on 5- to 8-year terms, as long as 
they have no more than.$30,000 in assets and 20 employees. 

The USAID has made "soft" lines available through the 
private banks that have up to 7-year terms. 



Of the three loans noted above that were obtained by 
LAAD-CA sub-borrowers, the term from the state-owned bank 
was 1 year; the Bank of America and Banca Corporativa loans 
were for 3 and 5 years, respectively. These latter two 
loans were provided to American Flower, the case discussed 
in Chapter 11. Generally, sub-borrowers were oEEered loane 
with l-year terms by the banks. Sub-borrowers also noted 
the extreme difficulty of arranging a grace period for 
start-up operations. 

(3) Cash Flow Financing Is Not Done And Large Guaranties 
Are Required 

All except very small projects must accompany their 
loan applications with a feasibility study. Despite cash 
flow projections in the feasibility study, these studies 
are insufficient if the borrower does not have sufficient 
guaranties. Unlike bankers in some of the other countries 
reviewed, Costa Rican bankers will consider plant and 
equipment that, if not considered sufficient, must be 
accompanied by liens on property owned by the borrower. 

For the small enterprise loans provided through the 
state-owned commercial banks, machinery purchased with the 
loan proceeds can serve as 75 percent of the required 
collateral, real estate can serve at 80 percent, and 
vehicles can serve as 60 percent. 

Of the three loana obtained from local banks by LAAD-CA 
sub-borrowers, the 1-year loan required collateral of crops 
to be raised and cattle, making it essentially production 
credit. The C4.0 million (equal to $80,000) provided to 
American Flower was a signature loan; and the other loan was 
backed by a mortgage on land. LAAD-CA sub-borrowers felt 
that the terms offered and the grace periods available 
through LAAD-CA, were better than any financing available 
locally. 

The USAID has provided $90 million worth of local cur- 
rency generations from balance of payment support in "soft" 
lines. These lines have been channeled through private and 
state-owned banks to strengthen the capital base ana re- 
structure debts of local companies that suffered problems 
brought on by thq. devaluation of 1981-82. 

The most innovative project, the Private Investment 
Corporation, the first venture capital company in Central 
America, was established in 1984 by four private banks plus 



some independent inv&stlors. The USAID provided a $20 mil- 
lion loan for on-lending and a $1 million grant for techni- 
cal assistance. PIC can provide dollar loans to borrowers. 
Five million dollar8 from local currency generation has 
also been provided. Xreaently, PIC focuses on drawback 
industries and anticipates $10 million in disbursements by 
the end of 1985. At t,he time of the evaluators' visit, a 
$6 million manufacturing opportunity was under considera- 
tion. Despite these bright prospects, the USAID is con- 
cerned with the slow action by PIC and its high borrower 
equity requirements. 

The USAID is also providing $10'million in medium- and 
long-term credit for new exports through COFISA, the Costa 
Rican Industrial Financing Corporation. Dollar export f i- 
nancing of $10 million has been made available through 
BANEX; however, this activity reportedly has had only 
limited success. 

(5) LAAD-CA's Market In Costa Rica Will Continue To Be 
Substantial 

Political stability, both internally and externally, 
appears strong even as Costa Rica approaches elections in 
February 1986. If this stability, coupled with continued 
prudent management of the economy by the Central Bank, con- 
tinues, the evaluation team projects a strong role for LAAD- 
CA in Costa Rica during the next 2 years. Besides the non- 
traditional agricultural exporters that are prospective 
borrowers, LAAD-CA should consider financing drawback in- 
dustries that are moving to Ciosta Rica to take advantage of 
the CBI, tax incentives, relatively cheap and productive 
labor, and the best investment climate in Central America. 

6 .  PANAMA'S ECONOMY IS STIFLED BY FOLITICAL INSTABILITY AND 
CORRUPTION, ONEROUS LABOR LAWS AND LOW PRODUCTIVITY, AND A 
LACK OF ENTREPRENEURS 

In September 1985, the Panamanian political system and 
relations with the U.S. were jolted by a coup that set the 
stage for the fifth presidency in 6 years. President Ardito- 
Barletta had attempted some basic reforms, including labor law 
amendments, that were blocked by the military, the political 
opposition, and the labor unions. The U.S. government has 
expressed its displeasure with the coup. Businesspeople are 
waiting for the government to clarify its policies before in- 
vesting. The advantages of good transportation connections and 
a dollar-based economy mean little under these circumstances, 
and the country has experienced 3 years of zero GDP growth. 



According to bankers interviewed, policies that affect 
agribusiness development, namely agricultural pricing, are set 
whimsically by the Institute of Agricultural Marketing (IMA) . 
These exogenous price adjustments adversely affect Earm pro- 
duction, while providing the opportunity for IMA to engage in 
questionable export and import practices. 

Corruption in government, the interviewees added, sets the 
tone for abuse throughout the system. Funds for infrastruc- 
tural development reportedly dissipate before projects are 
completed. 

According to bankers, businessmen are also suspect. Extra- 
ordinarily tight controls must be imposed to ensure that loan 
proceeds are used for the stated purposes. In addition, many 
businessmen have limited managerial and technical capability. 
Market and feasibility analyses for loans are rarely well done. 
The government does little to support the private sector ar 
export activities. 

The foreign banks that lend locally are suspenaing or 
cutting back their operations. For example, Bank of America is 
suspending its agricultural loan operations because they are 
considered too risky. Chase Manhattan is reducing its lending 
portfolio because of a lack of profitability. It is currently 
very difficult to obtain an agribusiness or aqricultural'loan 
in Panama. 

High benefits for labor, the difficulty in firing a worker, 
the power of the labor unions, and low productivity keep many 
investors from starting up in Panama. 

As a result of this combication of factors, the country is 
currently in a strong recession with high unemployment (15 to 
20 percent). 

(1) Because Panama Has A Dollar-Based Economy, Loan 
Interest Rates Are Based On LIBOR 

Term loans for agribusinesses, if available, are made 
at LIBOR plus 3 percent. Most personal and business trans- 
actions bear a 1 percent government commission; however, 
agribusiness loans do not. As of October 1985, the in- 
terest on such loans is just over 11 percent. 

Agricultural Loans are subsidized, based on Law 20, 
passed July 19, 1980. The current interest ceiling on 
these loans is 10.25 percent. The subsidy is generated by 
the 1 percent charged on business and personal loans. 



The local financial institutions are restricted by an 
interest rate ceiling of LIBOR plus 3 percent. To compen- 
sate for this limit, LAAD-CA also charges sub-borrowers 2 2 
percent up-front fee at the time of closing. 

LAAD-CA's interest rates are in line with local commcr- 
cia1 lending rates--its most zecent loan was made at 13.5 
percent. 

One LAAD-CA sub-borrower has also been able to borrow 
from local banks as shown below: 

Loan Source Type Interest 

Banco del Istmo 6-month roll-over 13.5% 

Banco Nacional de 
Panama 6-month roll-over 14.5% 

The IDB has an industrial credit line channeled through 
the Banco Nacional de Panama. This line, for loans from 
$15,000 to $1.4 million, bears 14 percent interest on both 
fixed assets and working capital loans, plus 1 percent upon 
loan execution. The IDB has also placed a line with the 
BNP for shrimp production that also bears 14 percent plus 1 
percent upon loan closing. 

USAID has recently unveiled a $J.7 million line to be 
Loaned by commercial banks at a rate negotiated with the 
borrower to provide a spread sufficient to cover "small 
loann administration, The line is new and the prevailing 
interest rate has not been established, but will likely be 
13.5 to 14.0 percent. 

(2) Term Loans Are Almost Unavailable Although Collateral 
Required Is Only 100 Percent Of Loan Value 

Other than the ID6 and USAID lines, term loans ake 
almost non-existent today. This lack of financing is 
ironic as Panama is the fourth largest banking center in 
the world; moat banks are dedicated to offshore operations. 
As noted above, the two loans gotten locally by LAAD-CA 
sub-borrowers are 6-month, roll-over loans. 

Collateral in Panama is generally provided through 
equity invested and appraised at 100 percent of the loan 
value. Grace periods are extremely difficult to arrange 
for start-up operations, 

I.., 



While the IDB industrial credit line provides for terms 
of 4 to 10 years on the fixed asaet portion of the loan and 
1 to 3 years on working capital loans, it has had great dif- 
ficulty in moving this line. After 3 years, only 20 percent 
of its $25 million fund is committed. 

The primary obstacle to moving the IDB funds is its 
conduit, the Banco National de Panama, which also acts as 
the central bank and a commercial lender. The BNP gives 
the line little priority, uses time-consuming bureaucratic 
procedures and applies extremely conservative banking 
standards. 

The new USAID line will result in loans with 5-year 
terms and 1-year grace periods; however, these loans will 
be limited to $75,000, restricting the loans to small-sized 
cnmpnnies. 

(3) Retention Arransements Are Not Required-In Panama 
Because It Is A Dollar-Based Economy 

Because thdre are no foreign exchange risks or problems 
connected with dollar loan amortizaton, as is the case in 
other Central American economies, no retention agreements 
have been negotiated by LAAD-CA. 

(4) There Are Some Competitive Sources Of Financing, But 
They Are Unproven Qr Inefficient 

The BNP's inefficient handling of the IDB line is 
discussed above. Other efforts. to provide development 
financing have been made in the past. One such organi- 
zation was Desarrollo Industrial, SmAo, a private credit 
institution founded in 1964 by a group of prominent 
Panamanians with funds from AID and the U.S. Export-Import 
Bank. DISA has failed to become a significant soucce of 
industrial credit for the private sector, primarily because 
large portions of its credit were extended to its major 
shareholders. GOP interest rate restrictions encouraged 
placing assets in c.d.Os and short-term comerical paper. 

Another organization, the National Finance Corporation, 
known as COFINA, was a government-owned industrial develop- 
ment bank. COPINA suffered from excessive management turn- 
over, inadequate loan supervision and political loans. Net 
profit dropped sharply from $1.9 million in 1980 until 
COFINA went bankrupt in 1983. 

The USAID has withdrawn its funds from the BNP and the 
Ministry of Commerce and Industry, and has launched a $17 
million loan program to be channeled through the commercial 
banking sector. The limitation to the loan program is that 



it is directed to small- and medium-sized industries, with 
a loan limit of $75,000. Another constraint will be the 
funding channel: the USAID private sector office wants to 
"reform" the private commercial banks. It hopes to do this 
by channeling the entire loan program through them while 
providing them with collateral guaranties of 35 percent of 
loan value. The assumption is that banks will require less- 
than-normal collateral and process the loans faster. The 
bankers have already complained about these collateral re- 
quirements. On the other hand, the small industrialists 
have complained that the interest rates are too high. If 
the peogran gets off the ground, there will still be a gap 
in the financial market comprising those businesses re- 
quiring loans over $75,000. 

(5) LAAD-CA Can Play An Important Role, But The Market Will 
Be Limited Due To Political And Economic Conditions 

LAAD-CA may be able to make several loans in Panama 
during the next 2 years. From a supply point of view, 
there is a gap in the developm~nt financing offered. 
Whether there will be much demand under uncertain political 
and economic conditions is questionable. Until some amend- 
ments are made in the labor laws that will promote new 
domestic and foreign investment, demanC for development 
loans will be limited. 

In the sections above, numerous sources of credit were dis- 
cussed. These are summarized in Exhibit 111-2. Regarding LAAD- 
C A ' s  lending practices, the evaluators conclude the following: 

. LAAD-CA loans have equaled or exceeded commercial 
ceilings in Guatemala and Panama. 

. The only recent loan in El Salvador was one point under 
the lending ceiling, but included a closing fee of 2 
percent. 

. Loans in Honduras have been made at slightly below the 
average commercial bank rate on local currency loans of 
16 to 17 percent, but are in line with other devel- 
opment finance lines, for example, USAID8s dollar line 
at 13.5 to 14 percent. Local bankers feel that LAAa- 
CA loans should currently be made at approximately 14 
percent, the rate applied to LAAD-CAns most recent loan 
in that country. 



EXHIBIT 111-2 
Su~aary Of Central k r l c a  And Panam Loan Harket Data 

Interest Rates 
In terest  (h Agribusiness1 

Rate Ce i l i ng  Indust r ia l  Loans Terms Col la tera l  
G u a t a ~ l a  
t o r r e r c i a l  bank quetzal loans l yr. r o l l - ove r  

3 yrs. 
1 yr. 

Financieras quetzal loans 
IDB i ndus t r i a l  react ivat ion quetzal loans 

1 yr. 

E l  Salvador 
Cocllerclal bank colon loans 
ID6 i ndus t r i a l  react ivat ion colon l o a s  
USAID developrent l i nes  colon loans 
Ool lar l e t t e r s  of c red i t  

13%+2% c los ing 3 yrs. 

HonGurds 
H 
H 

m a 1  bank leapI ra  loans 
I08 and Uor ld  Bank deve lo~ren t  l i n e s - l e a h a  

1 yr. r o l l - ove r  
. 1 yr. and 15 yrs. 

Short ten# 
H 
I USAID d e v e l o m n t  1 i n e s - l k p i r r  loans - 
h) USAID dol lar  export f inancing Negotiable 
OD 

L M D - ~ k l - r e  tent  ion 

Cost Rica 
atacrcrrl bank colon loans 
Oal lar loans rea is tered a t  cen t ra l  bank 

6-12 ER. r o l l - ove r  

eCCR-smll i n d u 6 t i ~  l i nes  colon loans 2-8 yrs. 
7 yrs. USAID I ines colon  OMS 

Panama 
-c i a1 bank do1 1 ar  loans 

r i c u l  t u r a l  do l l a r  loans "E. U ID  small industry do l l a r  loans 
ID8 i ndus t r i a l  c red l  t -do l la r  loans 

6 80. ro l l -over  
Crop cycle 

4-10 WS. 

5 yrs. 

10.28 
Negotiable 

14% + 1% c los ing 

13.5%+2% c los ing 

1/ Most recent loan. 
7 Current average c o r e r c i a 1  loan r a t e  i s  16 t o  17 percent. j /  haran teed  by ttte i d  o f  b a t e m l a .  
9 Di f f e ren t i a l  between c o r e r c i a 1  and do l la r  rates i s  approximately 14 percent. based on currency devaluation. 



. Rate8 in Costa Rica are understandably below the corn- 
mercial ceiling for local currency loana, but above tha 
LIBOR plua 3 percent limitation imgoned on loanr re- 
gistered at the Central bank. 

The conclusion is that, given interart rate ceiling$, 
LAAD-CA ie charging market or near-market interest ratee on 
all of its loans. In eome cases where it has been limitad 
by ceilings, it has charged cloeing f e w  of 1 or 2 percent 
to increase its yield on an individual loan. In the 19960, 
LAAD-CA was required by AID to maintain its intereet rate8 
at a level below local market ratss. Since that rorrriction 
no longer exists, there is no reason to believs that LAAD- 
CA is not charging market or near-market intereat rates. 

A further conclusion is that LJUD-CA pursues a rational 
po:tfolio management strategy in ocder to survive. Such a 
strategy has required'that LAAD-CA balance its portfolio 
with both low-risk and high-risk borrowers. Having all 
high-risk borrowers would imply higther losses on its port- 
folio, endangering W - C A ' s  viability, and, thus, working 
against the interests of AID. 

LMD-CA, therefore, must continue to integrate its 
portfolio with lower-risk sub-borrowers. These firmsr how- 
ever, do not have an inelastic demand for LAAD-CA loans, 
despite the fine reputation of LAAD-CA in making 'and moni- 
toring loans. If the rate is too high, such firms may 
borrow from off-shore sources, or, if no off-shore resources 
are available, may decide not to borrow. Such borrowers 
can negotiate a lower rate on their loana than start-up or 
higher-risk borrowers. LAAD-CA can charge weaker firms 
market or above-market rates. This, too, has a limitation. 
If a firm will accept a rate far in excess of prevailing 
rates, it is an indication of the weakness of the firm. In 
these cases, LAAD-CA can maximize the interest charged, but 
the likelihood of collecting on such loans decreases 
markedly . 

ROCAP can determine whether the sub-borrowers are 
high-risk or low-risk by reviewing and comparing project 
assessments and investments proposals of the sub-borrowers 
(the form used by LMD-CA to assess risks and loan feasibi- 
lity is included in Appendix D) . ROCAP should not put it- 
self in a position of approving or rejecting LAAD-CA sub- 
loans. Decisions to lend should continue to be at the 
discretion of LAAD-CA. 

In order to reach the higher-risk firms that AID wants 
to serve, it is necessary for LAAD-CA to continue to balance 
its portfolio with lower-risk firms, and this will result 
in some variation in the interest rates charged. 



The collateral requirements that LAAD-CA imposes, and 
the terms allowed, ace very competitive with commercial 
lending sources. 

Four factors stand out regagding LAAD-CA'a lendLng pro- 
gram compared to other development finance institutions 
operating in Central America: 

. Even though the development financc~ institutions 
have terms and interest rstes comparable to LAAD- 
CA1s, their ability to deliver financing in a timely 
fashion is often impaired. 

. LAAD-CA1s ability to make loans within a short time 
period will help it to maintain a strong presence 
in agribusiness lending. 

. LAAD-CA1s loans can contain an element of dollar 
financing that can be used to import machinery, 
equipment, and raw materials. 

. LAAD-CAvs loans can be repaid through a retention 
agreement that allows it to continue making needed 
dollar loans in a region suffering from foreign 
exchange shortages. 

8. GIVEN PROJECTED ECONOMIC CONDITIONS AND PAST PERFORMANCE, 
LAAD-CA COULD MAKE LOANS OF ABOUT $16 MILLION OVER 3 YEARS 

Based on the country analyses above, the evaluation team 
estimates the following general level of activity f o r  LAAG-CA ' 

duriirg the next 2 years. 

. Costa Rica will be the best market for non-traditional 
agribusiness and drawback industry loans. 

. El Salvador will also be a strong market, but its 3gri- 
business potential is somewhat limited. There will be 
some demand for drawback industry financing. 

. Guatemala, although currently undergoing uncertain poli- 
tical and economic conditions, is the market best known 
by LAAD-CA personnel. In fiscal 1983-84, LAAD-CA made 
10 loans in Guatemala. Because of unstable conditions, 
Guatemala will be an average market for LAAD-CA, despite 
its knowledge of the business environment. 



. Honduras w i l l  be a modest market because of l i m i t e d  
investment  a c t i v i t y ,  and t h e r e  w i l l  con t inue  t o  be some 
demand f o r  investment  f inanc ing .  

. Panama w i l l  be t h e  l e a s t  a c t i v e  loan  r a c k e t .  

The e v a l u a t o r s  d i s c u s s e d  t h e  concept  of  f i n a n c i n g  drawback 
i n d u s t r i e s  on s e v e r a l  occas ions  wi th  t h e  LAN)-CA p r e s i d e n t .  H e  
i n d i c a t e d  t h a t  he  thought  t h e  i d e a  a i n t e r e s L i n g  one,  a l though  
somewhat f o r e i g n  t o  t h e  f i r m ' s  presef i t  l i n e  of bus iness .  The 
P r i v a t e  S e c t o r  O f f i c e r s  of t h e  USAIDs ic Costa  Rica and E l  
Sa lvador  expressed  t h e i r  d e s i r e  t o  have LAAD-CA make such loans .  
Financing drawback i n d u s t r i e s  would be new t o  LAAD-CA, but  is 
c e r t a i n l y  n o t  beyond t h e i r  p r e s e n t  staff c a p a b i l i t i e s .  Such 
l o a n s  w i l l  create l e s s  economic impact t han  a g r i b u s i n e s s  ex- 
p o r t s ,  b u t  much needed employment w i l l  be c r e a t e d  i n  t h e  s h o r t -  
term. Such f i n a n c i n g  w i l l  a l s o  f u r t h e r  d i v e r s i f y  LAAD-CA's 
p r o t f o l i o .  

E z h i b i t  111-3 shows t h e  number of l o a n s  and d i sbursements  
d u r i n g  t h e  p a s t  5 years .  LAAD-CA8s l o a n  o p e r a t i o n s  peaked i n  
1983-84 when it made 25  l o a n s  va lued  a t  $7.2 m i l l i o n .  Given 
its p r e s e n t  s t a f f i n g ,  it cannot  be a n t i c i p a t e d  t b a t  LAAD-CA 
w i l l  exceed t h o s e  l e v e l s  of  a c t i v i t y .  I f  s t a f f i n g  is a con- 
s t r a i n t ,  LAAD-CA should  c o n s i d e r  adding an  a d d i t i o n a l  l o a n  
o f f i c e r  t o  .move l endab le  funds. 

Given t h e  market c o n d i t i o n s  . p r e v a i l i n g  i n  t h e  r eg ion ,  and 
b a r r i h g  any major d e s t a b i l i z i n g  i n c i d e n t ,  t h e  e v a l u a t o r s  e s t i -  
mate t h a t  $16 m i l l i o n  can  be drawn down by LAAD-CA du r ing  a  
3-year pe r iod .  (See E x h i b i t  111-4 f o r  t h e  e s t i m a t e d  d i sbu r se -  
ment.) T h i s  p r o j e c t i o n  is based on a  l a r g e r  l o a n  s i z e  ( a s  
p r o j e c t e d  i n  Chapter  11, s e c t i o n  8)  and an i n c r e a s e  i n  t h e  
number of l o a n s  made wi th  A I D  funds ,  from 10 t o  1 3  annua l ly .  



EXHIBIT 111-3 
LAAD De Centroamerica 

Number of Loans and Disbursements by Quarter 
1980 to 1985 

COSTA RICA 

FY FY 
79-80 83-84 

Q1 
Q 2 1.,000,000 (2) 350,000 (1) 
Q 3 1,000~000 (1) 780,000 (2) 
4 4 2,150,000 (3) 400,000 (1) .'WO,OOO (1) 
Total 4,150,000 0 0 400,000 1,530,000 

111111111 111.1111111 11111111111 1111111 111~11111 

Average Loan Size ....... $552,727 

91 
Q2 
43 
44 
Total 

Q1 
Q 2 
Q :, 
Q4 
Total 

Note : 

EL SALVADOR 

Average Loan Size ........ $500,000 

Average Loan Size ....... $258,571 
Number in parentheses indicates number of loans disbursed. 



EXHIBIT 11:-3(2) 

HONDURAS 

Q1 
Q 2 
43 
44 
T o t a l  

Q1 
'a2 
43 
44  
T o t a l  

Q1 
Q2 
(23 
4 4  
T o t a l  

Number 
of Loan 
Operat ions  10 

Average Loan S i z e  ....... $260,455 

PANAMA 

Average Loan S i z e  ....... $309,167 

TOTAL LAAD DE CENTRDAMERICA 

NOTE: Number i n  parentheses  i n d i c a t e s  number of i o a n s  disbursed.  



Country 

EXHIBIT 111-4 
Projected Disbursement Of Funds 

(Dollar figures expressed in thousands) 

Loans Loan Average Average No. of Projected Projected No. Projected 
Disbursed Operations Loan Annual Loan Average- 'I of hnual Disburs 
1979-84 1979-84 Size Operations Loan Size Loan Operations of Lo 

Costa Rica $ 6,080 11 $552.7 2.2 $575 4 $2,300 

El Salvador 500 1 500.0 .2 600 3 1,800 

Guatemala 5,430 2 1 258.6 4.2 400 2 800 

Honduras 2,865 11 260.5 2.2 500 2 1 , 000 
H 
n 
H Panama 1,855 6 309.2 1.2 300 1 
I - - 300 

W 
P TOTALS $16,730 51 4328.0 10.0 $518 13 $6,200 

Annual Projected Disbursements: 

Total Projected Disbursement )16,300 

1/ Average loan size under consideration from Chapter 11: - 
Costa Rica, $200,000~ El Salvador, $612,500; Guatemala, $1 million; 
Honduras, 42.1 millions and Panama, ~150,000. 

2/ Assumes AID final approval of project by June 30, 1986. - 



IV. F I N A N C I A L  A N A L Y S I S  OF LAAD-CA - 
T h i s  s e c t i o n  a n a l y z e s  t h e  performance of LAAD-CA over t h e  

l a s t  10 y e a r s ,  i d e r i t i f y i n g  t r e n d s  i n  i n t e r e s t  r a t e  s p r e a d s  ana 
o p e r a t i n g  expenses.  . Based on t h i s  a n a l y s i s ,  a f o r e c a s t  f o r  t h e  
nex t  5 y e a r s  is p r e s e n t e d ,  d e t a i l i n g  problems l i k e l y  t o  b e  en- 
coun te red  and examining LAAD-CA's p r o f i t a b i l i t y  i n  t h e  f u t u r e  
under a v a r i e t y  of i n t e r e s t  r a t e  assumptions.  

1. LAAD-CA CONTINUOUSLY EXHIBITED STRONG FINANCIAL PEHFORMANCE 
DURING A PERIOD I N  CENTRAL AMERICA CHARACTERIZED BY SOCIAL 
UNREST, ECONOMIC RETRENCHMENT, H I G H  INTEREST RATES, AND 
SCARCITY OF FOREIGN EXCHANGE 

The decade cove r ing  1976 t o  1985 was a t i m e  of deep change 
i n  t h e  s o c i a l  and economic s t r u c t u r e  of  C e n t r a l  America. T h i s  
p e r i o d  saw t h e  r i s e  t o  power of t h e  S a n d i n i s t a  government i n  
Nicaragua,  l a n d  reform and c i v i l  war i n  E l  Sa lvador ,  an  unpre- 
ceden ted  i n c r e a s e  i n  i n t e r e s t  r a t e s  i n  world markets ,  and t h e  
c o l l a p s e  of a s t r u c t u r e  of f i x e d  exchange r a t e s  t h a t  had pro- 
v ided  s t a b i l i t y  Ear t h e  b u s i n e s s  s e c t o r  f o r  many yea r s .  These 
f a c t o r s  c o n t r i b u t e d  t o  t h e  emergence of a n  era characterizes by 
~ n c e r t a i n t y ~ a n d  i n s t a b i l i t y .  These e v e n t s  p rofoundly  a f f e c t e d  
t h e  environment i n  which LAAD-CA o p e r a t e s ,  f o r c i n g  it t o  deve lop  
new s t r a t e g i e s  and t e c h n i q u e s  t o  deal wi th  t h e  i n c r e a s e d  r i s k  
f a c e d  by bo th  l e n d e r  and borrower. 

The deg ree  t o  which LAAD-CA was s u c c e s s f u l  i n  overcoming 
t h e  t h r e a t s  t o  i ts  c o n t i n u e d  e x i s t e n c e  is evidenced by t h e  f a c t  
t h a t  over  t h e  lo -year  pe r iod :  

. Annual n e t  income more t h a n  t r i p l e d .  

e Net worth doubled.  - 

. Return on e q u i t y  never dropped below 7 p e r c e n t ,  anu 
averaged over  1 2  p e r c e n t  du r ing  t h e  las t  5 yea r s .  

. The deb t - to -equ i ty  r a t i o  d e c l i n e d  from 2.7 i n  1979 t o  
1 .6  i n  1985. 

. Annual bad d e b t  w r i t e - o f f s  over  t h e  l a s t  5 y e a r s  
amounted t o  less t h a n  1/2  of  1 p e r c e n t  of  t h e  ave rage  
a g r i b u s i n e s s  p o r t f o l i o .  

The main e lement  r e s p o n s i b l e  f o r  LAAD-CA's s u r v i v a l  
t h rough  t u r b u l e n t  times t h a t  saw t h e  demise o r  d i sappea rance  of  
o t h e r  competing i n s t i t u t i o n s  was i t s  e x c e l l e n t  management team, 

IV- 1 



complemented by a  wel l -organized  and e f f i c i e n t  f i n a n c i a l  manage- 
ment group.  Timely, a c c u r a t e  account ing  d a t a ,  coupled w i t h  i n -  
s i g h t f u l  f o r e c a s t s  of t r e n d s  t o  come, a l lowed t h e  company t o  
t a k e  t i m e l y  advantage of o p p o r t u n i t i e s ,  a s  well a s  minimize t h e  
n e g a t i v e  e f f e c t  of f u t u r e  even t s .  

2. THE AVERAGE RATE OF RETURN O N ' T H E  LAAD-CA LOAN PORTFOLIO 
HAS REFLECTED WORLD MARKET RATES OF INTEREST 

The ave rage  r a t e  of r e t u r n  on t h e  p o r t f o l i o  r o s e  s t e a d i l y  
over  t h e  p e r i o d  1976 t o  1 9 8 2 ,  c l imbing  from 9 p e r c e n t  t o  a n i g h  
of over  1 4  p e r c e n t .  The h igh  r a t e s  of r e t u r n  exper ienced  from 
1981 t o  1983 were t h e  r e s u l t  of a worldwide i n c r e a s e  i n  i n t e r e s t  
r a t e s  t h a t  began i n  1979. The e f f e c t  on t h e  r e t u r n  of t h e  t o t a l  
LAAD-CA p o r t f o l i o  was n o t  immediate because lower -y i e ld ing  l o a n s  
were n o t  immediately r e p l a c e d  by t h o s e  bea r ing  h ighe r  i n t e r e s t  
r a t e s .  The d e c l i n e  i n  i n t e r e s t  r a t e s  t h a t  subsequen t ly  took 
p l a c e  brought  r a t e s  of  r e t u r n  back t o  aDout 12 t o  1 3  pe rcen t .  
T h i s  is demonstra ted i n  E x h i b i t  IV-1. 

The r a t e  of  d e c l i n e  was more g r a d u a l  t h a n  t h e  o r i g i n a l  
i n c r e a s e  because  t h e  LAAD-CA p o r t f o l i o  c o n t a i n e d  a l a r g e r  pro- 
p o r t i o n  of  f l o a t i n g  r a t e  loans .  These l o a n s  p r e s e n t l y  make up . 
an i n s i g n i f i c a n t  pe rcen tage  of  t h e  t o t a l  p o r t f o l i o .  I t  is 
a n t i c i p a t , ? d  t h a t  t h e  r e t u r n  on t h e  p o r t f o l i o  w i l l  s t a b i l i z e  a t  
a  l e v e l  of between 1 1 - a n d  1 2  p e r c e n t ,  a s  t h e  l a s t  O F  t h e  long- 
term,  h i g h e r - y i e l d i n g  l o a n s  are r-placed by new l o a n s  r e f l e c t i n g  
t h e  c u r r e n t  C e n t r a l  American market r a t e  o f  i n t e r e s t .  

3. INTERNAL RATES O F  RETURN ON INDIVIDUAL LOANS HAW TENDED 
TO APPROXIMATE THE FACE INTEREST RATE OF THE LOANS 

The e n t i r e  c a s h  f low s t r e a m s  f o r  s i x  l o a n s  o r i g i n a t e d  and 
p a i d  o f f  d u r i n g  t h e  1981 t o  1985 f i s c a l  y e a r s  were ana lyzed  t o  
de t e rmine  t h e  i n t e r n a l  r a t e  of r e t u r n  f o r  each of them. The 
r e s u l t  of t h e  a n a l y s i s  is i l l u s t r a t e d  below: 

-. .. 

Loan No. Sub-Borrower I n t e r e s t  Rate 

5-17-3 I n d u s t r i a s  Sesamo 15.0% 
5-19-3 COHDEFOR 15.0% 
5-20-1 Cardamonera I n t ' l  15.0% 
5-20-2 n n 12.0% 
5-20-3 I( n 12.0% 
5-25-1 Cafe O r i e n t a l  12.0% 

I R R  - 

Only s h o r t - t e r m  l o a n s  were examinea due t o  t h e  l a r g e  volume 
o f  t r a n s a c t i o n s  and t h e  long  p e r i o d  t h a t  must be ana lyzed  t o  
' t r a c e  a l o a n  f rom.d isbursement  t o  f i n a l  l i q u i d a t i o n .  For 



EXHIBIT IV-1 
LAAD De Centrczmerica 

Summary Of Key Operating Percentages 
1 9 7 6  To 1 9 8 5  

Return on Port fo l io  9 . 3  

Cost a t  Money 3 .5  

Operating Expanses 3 . 1  

Reserve for  Losses 1.0 

Gross Spread 

N e t  Spread 

- Gross Spread equals Return on Port fo l io  minus t h e  Cost of  Money 

-Net Spread equals  Gross Spread minus Operating Expenses and 
t h e  Reserve f o r  Losses 



example, t h e  $300,000 loan  t o  I n d u s t r i a s  Sesamo was o u t s t a n a l n g  
from November 1982 t o  August 1983, and involved over 60  t r a n s -  
a c t i o n s .  I t  was concluded t h a t  working c a p i t a l  l o a n s ,  e s p e c i a l -  
l y  t h o s e  w i t h  r e t e n t i o n  agreements ,  a r e  l i k e l y  t o  c a r r y  s l i g h t l y  
h igne r  i n t e r n a l  r a t e s  of r e t u r n .  T h i s  is a u e  t o  t h e  f a c t  t h a t  
e x p o r t s  of a g r i c u l t u r a l  gooas  a r e  se:asonal, and repayments a r e  
u s u a l l y  made over  a r e l a t i v e l y  s h o r t  p e r i o d  of time, caus ing  
i n t ' e r e s t  payments t o  b e  maae p r i o r  t o  t h e  l o a n ' s  m a t u r i t y  date. 
However, it is impor tan t  t o  n o t e  t h a t  t h e s e  l o a n s  do no t  m a k e  
up a s i g n i f i c a n t  p o r t i o n  of t h e  p o r t f o l i o ;  t h u s ,  t h i s  h igher  
r a t e  of r e t u r n  does  n o t  s u b s t a n t i a l l y  i n f l u e n c e  t h e  performance 
of t h e  e n t i r e  p o r t f o l i o ,  e s p e c i a l l y  i n  l i g h t  of t h e  minor d i f -  
f e r e n c e  between t h e  i n t e r n a l  r a t e s  of r e t u r n  and t h e  f a c e  
amount of i n t e r e s t  borne by t h e  l oans .  

I n  t h e  c a s e  of  longer - te rm l o a n s ,  t h e  conve r se  i s  l i k e l y  
t o  be t r u e .  The on ly  "term" l o a n  was g iven  t o  COHDEFOR, a  l o a n  
t h a t  r a n  from December 1981  t o  September 1984 .  Its long  term 
w a s  due t o  t h e  f a c t  t h a t  LAM-CA found it neces sa ry  t o  resche-  
d u l e  t h e  l o a n  t o  keep t h e  sub-borrower. from d e f a u l t i n g .  I n  
t h i s  case, t h e  i n t e t n a l  r a t e  of r e t u r n  was on ly  13.5 p e r c e n t  on 
a l o a n  t h a k  c a r r i e d  a 15.0 p e r c e n t  f a c e  value.  T h i s  may be due  
t o  t h e  e r ra t ic  psyment s chedu le  and t h e  g r a c e  p e r i o d s  g r a n t e d  
t o  t h e  sub-borrower t o  a s s i s t  him i n  g e t t i n g  back on h i s  f e e t .  
Although t h i s  was t h e  o n l y  longer - te rm loan  examined, it is 
r e a s o n a b l e  t o  assume t h a t  o t h e r  rescheduled  l o a n s  have a l s o  
ended up wi th  lower y i e l d s .  A s  of September 1985, 43 p e r c e n t  
of  t h e  o u t s t a n d i n g  LAAD-CA p o r t f o l i o  had been rescheduled .  A t  
one p o i n t  ic  1983, over  90 p e r c e n t  of t h e  p o r t f o l i o  had been 
rescheduled .  

Once a l o a n  is  made, LAAD-CA w i l l  make a l l  r ea sonab le  e f -  
f o r t s  t o  c o l l e c t  it. LAAD-CA's r e l u c t a n c e  t o  wr i t e -o f f  a  l o a n  
h a s  no impact on its p r o f i t  and l o s s  s t a t emen t .  Once a  d e c i s i o n  
t o  wr i t e -o f f  a l o a n  h a s  been made, t h e  e f f e c t  is upon t h e  ba- 
l a n c e  s h e e t ,  namely, a r e d u c t i o n  of a s s e t s .  

, , 

A s  &an be seen  i n  E x h i b i t  IV-2, t h e  c o s t  of funds  t o  LAAD- 
CA behaved i n  a p a t t e r n  s i m i l a r  t o  t h a t  of t he  r e t u r n  on p o r t -  
f o l i o .  However, E x h i b i t  I V - 1  shows t h a t  t h e  g r o s s  sp read  re -  
mained c l o s e r  t o  8  p e r c e n t  from 1983 t o  1985, as  compared t o  
t h e  6 p e r c e n t  f i g u r e  t h a t  was t y p i c a l  of t h e  p e r i o d  up t o  1982. 

T h i s  g r o s s  sp read  was a d i r e c t  r e s u l t  of t h e  f a c t  t h a t ,  
from 1980 t o  1982, LAAD-CA s i g n i f i c a n t l y  i n c r e a s e d  its o u t -  
s i d e  borrowings,  which c l imbed from z e r o  i n  1978 t o  a  h igh  of 





- 
- f-I 

$. . $5.6 m i l l i o n  i n  1981. These borrowings were ob ta ined  a t  more 
than  twice t h e  c o s t  of  t h e  A I D  l o a n s ,  r a i s i n g  t h e  average  c o s t 8  
of funds  from about  4 p e r c e n t ,  f o r  t h e  p e r i o d  1976 t o  1979, t o  \ 
w e l l  above 7 p e r c e n t  f o r  1980 t o  1 9 8 2 .  Th i s  i n c r e a s e  was no t  
e q u a l l y  compensated by an i n c r e a s e d  y i e l d  on t h e  l o a n  p o r t f o l i o ,  
and the g r o s s  sp read  d i d  no t  i n c r e a s e  u n t i l  t h e  c o s t  of money 
began t o  d r o p  i n  1983. 

The  5-year f o s e c a s t  f o r  t h e  p e r i o d  cover ing  1986 t o  1990 a 

c a l l s  f o r  a  s t a b l e  c o a t  of money, averag ing  s l i g h t l y  l e s s  t h a n  
5  p e r c e n t .  T h i s  p r o j e c t i o n  assumes t h a t  t h e  A I D  w i l l  approve a  
l oan  f o r  $12 m i l l i o n  a t  4 p e r c e n t  wi th  25 p e r c e n t  co- f inanc ing  
o b t a i n e d  from o u t s i d e  banks a t  about  5 pe rcen t .  

5. THE 25 PERCENT CO-FINANCING REQUIXMENT HAS DECREASED 
LMD-CA'S RETURN ON ITS PORTFOLIO AND INCREASED THE R I S K  

LAAD-CA canno t  make money on a  Loan from a  commercial bank 
b e a r i n g  9 p e r c e n t  i n t e r e s t .  T h i s  can  be c a l c u l a t e d  by r e f e r r i n g  
t o  t h e  f i g u r e s  f o r  1985 i n  E x h i b i t  I V - 1  and r e p l a c i n g  t h e  4.3 
p e r c e n t  c o s t  of  money wi th  9 p e r c e n t .  The r e s u l t  is a  n e t  
s p r e a d  of n e g a t i v e  3.9 p e r c e n t .  

If t h e  i n t e r e s t  on co - f inanc ing  is r a i s e d  t o  1 2  p e r c e n t ,  
which is a p o s s i b l e  s c e n a r i o  over  t h e  nex t  5 y e a r s ,  che  n e t  
sp read  d e c r e a s e s  even more. Pas s ing  on t h e  i n c r e a s e d  c o s t  t o  
t h e  sub-borrower is no t  cons ide red  by t h e  e v a l u a t o r s  t o  be a  
v i a b l e  o p t i o n ,  and t h i s  is d i s c u s s e d  i n  Chapter  I11 of t h i s  
r e p o r t .  

There  a r e  s e v e r a l  o t h e r  f a c t o r s  t h a t  make t h e  co- f inanc ing  
requi rement  a burden on LAAD-CA. By f o r c i n g  LAAD-CA t o  go i n t o  
t h e  market  t o  compete f o r  s h o r t -  ana medium-term f i n a n c i n g ,  A I D  
i n c r e a s e s  t h e  l e v e l  of u n c e r t a i n t y  and,  t h e r e f o r e ,  t h e  r i s k .  
The A I D  l o a n s  a r e  g r a n t e d  a t  f i x e d  i n t e r e s t  r a t e s  and a f f o r d  
LAAD-CA a s o u r c e  of  f i n a n c i n g  wi th  p r e d i c t a b l e  c a s h  f lows.  T h i s  
a l l o w s  LAAD-CA t o  e n t e r  i n t o  longer- ter in  l oan  agreements wi th  
i ts  sub-borrowers,  knowing t h a t  t h e  cash f lows  r e q u i r e d  t o  ser- 
v i c e  t h e i r  d e b t  w i l l  n o t  f l u c t u a t e  from yea r  t o  year .  A s  a  r e -  
s u l t ,  LMD-CA c a n  be more a g g r e s s i v e  i n  i ts l end ing  p o l i c i e s ,  
s i n c e  t h e  on ly  u n p r e d i c t a b l e  e lement  l i e s  i n  t h e i r  c o l l e c t i o n s  
from sub-borrowers,  bu t  no t  i n  t h e  repayments t o  c r e d i t o r s .  

* 

Another n e g a t i v e  r e s u l t  t h a t  f o l l o w s  from t h e  above argu-  
ment is t h a t  when LAAD-CA is f a c e d  wi th  a h ighe r  l e v e l  of  r i s k ,  
it must r e a c t  t o  t h i s  by main ta in ing  h ighe r  ca sh  r e s e r v e s  t o  
p r o t e c t  i t se l f  a g a i n s t  a l i q u i d i t y  problem i n  t h e  even t  of an 
i n t e r r u p t i o n  of  its c a s h  in f lows .  The funds  t h a t  a r e  t h u s  t i e d  
up i n  l i q u i d  a s s e t s  a r e  no t  a v a i l a b l e  f o r  l end ing .  I n  t h i s  
s e n s e ,  t h e  l e v e r a g e  f a c t o r ,  i .e . ,  b r ing ing  i n  additional new 



funds to lend to non-traditiowl agribusinesses, sought by AID 
is somewhat diminished. 

The eva.luation team recommends that AID drop the co- 
7 financing requirement from the conaitions placed upon the new - 

loan. This is necessary to provide LAAD-CA with a stable 
I 

source of financing for the future, a period likely to be as 
unpredictable as the past 10 years have been, 

If AID considers it important to maintain the level of ex- 
ternal financing at $16 million, it is possible to calculate a 
weighted-average cost of funds that LAAD-CA would be indiifer- 
ent to, given the assumption of equal risk. Calculated in the 
simplest manner, this interest rate would be 5.25 percent--$12 
million (75 percent of total borrowings) at 4 percent and $4 
million (25 percent of total borrowings) at 9 percent; (.75 
x .04)+(.25 x .09)=.0525. 

Historically, administrative expenses (exclusive of in- 
terest expenses and the reserve for bad debts) have averaged 
under 3 percent of the average portfolio ana about 2.5 percent 
of average total assets. However, in 1962 these ratios began 
to climb, not because of an acceleration in the rate of expenai- 
tures, which in fact grew in absolute terms at a slower rate 
during 1980-85 than during 1976-80, but rather because of a de- 
crease in their denominators; that is, the level of the loan 
portfolio, and consequently, the level of total assets aeclined. 
This decrease was attributable to the retrenchment that took 
place after the beginning of the deterioration in the business 
climate following the Nicaraguan crisis in 1979-80. By the end 
of 1985, operating expenses are expected to amount to 5.1 per- 
cent of average portfolio and 3.8 percent of total assets. The 
5-year projections call for these percentages to decline by 
1990 to 3.2 percent and 2.3 percent, respectively. This will 
be accomplished by controlling the amount of expenditure, but 
will also be materially affected by the large increase in tne 
portfolio that will result from the infusion of the new AID 
loan. 

Exhibit IV-3 tracks the yearly levels of salaries and bene- 
fits, other expenses, and increases in the reserve for losses. 
Salaries and benefits have increased in a cyclicai fashion, re- 
flecting periods of expansion in LAAD-CA's operations. The 
sharp increase seen between 1977 and 1980 was followed by a 
period of relative stability with a small decline between 1980 
and 1983. It is LAAD management's opinion that a similar 





period of stability w L l l  toLLow the aherp  incteaae seen between 
1983 and 1985. over Che l a g t  5 years, aaLar Led and beneflt~ 
have increaned at an annual compounded cata  of 5.7 percent.  

Othar expenses, which are dominated by off!iae axgeneee, 
travel and communicationa, have grown steadily over the years 
and are not likely to show any sharp variance# in tha  tutute. 
Howevar, they have increaesd a t  an annual UompOundiBCI rate of 
11.7 percent, which should be considered exceoaive even in 
light of the 20,O garcant growth rate CJE net  income for cne 
same period. 

Factors that should contribute to tile modhration of there 
line item8 are the tcanefer of several peraonfb curcently on the 
LAAD payroll to the L M D  Marketing Company pfiyroll. W D  Mar- 
keting's payroll is not allocated to ariy C Z  tha subsidiaries. 
The percentage of expenaes allocated to LAAD-CA from LAAD head- 
quarters is based on gross revenues and haa averaged about 40 
percent of LAAD-CA's total expenses in recent years. 

The computer system is %lso to be transferred to LAAD 
Marketing, where it,ia anticipated that computer services will 
be offered to other companies on a fee basis. Overhead exgcnaea 
are expected to be reduced as a result of the sale of the 
building owned by LAAD, recently sold and occupied under a 
leaseback agreement. 

Exhibit I'v-4 shows the behavior of the same expense items, 
but expressed as a percent of the total loan portfolio. In 
this analysis, it is evident that salaries and expenses have 
risen sharply in the lase 5 years. The forecaet for the next 5 
years shows an equally sharp decline driven by the heavy injec- 
tion of funds intd the company that will increase the loan 
portfolio. The effect will dilute the percentage weight of zhe 
expenses, although they will not decline in absolute terms, 

In spite of the optimistic outlook in this area, the 
evaluation team believes that L M D  should implement strict 
control measures over its operating expenses~ Due to the 
significant rate of increase in the "other expenses" category, - - 

the evaluation team recommends that LAAD should implement a 
special monthly report detailing the specific components of 
these line items, comparing them to the budget for the month, 
and explaining in writing any major variances from budget. The 
report should also include a forecast showing the year-end es- 
timates for these items. The forecast should be updated monthly - '  

and compared to the budget for the'year to help identify signi- 
ficant deviations that might n o t  be immediately evident in the 
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monthly comparisons of actual to budget. T!1e report should 
include planned corrective actions. 

7. THE CURRENT RESERVE IS ADEQUATE TO COVER THE RISK OF 
COMMERCIAL LOSSES ON THE LAAD-CA PORTFOLIO 

The reserve, calculated in accordance with standard ac- 
counting procedures, is reviewed annually by the independent 
auditors, Price Waterhouse & Co., and has been found to be 
satisfactory. Management aggregates the loans into various 
categories according to their payment performance and applies a 
reserve percentage that increases in proportion to the duration 
of the delinquency. The percentages used are based on guide- 
lines established by the Comptroller of the Currency for banks 
and other lending institutions. The percentages are as follows: 

Loan quality Percentage 

Acceptable 0 percent -- no reserve 
Other Assetsj Especially 10 percent 

Mentioned 11 

Substandard 25 percent 

Do~btful ' 50. percent 

Loss full reserve 

The'standards used to assess loan quality are applied consis- 
tently across the entire portfolio. Price Waterhouse, W ' s  
auditors for 10 years, noted that they ate often more conser- 
vative than LAAD management in assessing loan quality, and there 
have been disagreements regarding rating particular loans. 
Price Waterhouse sets these ratings based dn considerable know- 
ledge regarding LAAD'S borrowers. Price Waterhouse also uses 
country risk analysis, to help determine whether they have pro- 
perly assessed the portfolio in a particular country. As audi- 
tors, Price Waterhouse must feel comfortable with the assess- 
ments to be able to publish the audit without citing exceptions. 

The reserve was maintained at relatively moderate levels 
until the collapse of the Nicaraguan economy in 1980 forced 
LAAD-CA to place the loans in that country on non-accrual, 
reflecting management's belief that the loans will not be 
repaid. The reserve was therefore quickly increases in oraer 
to provide for the eventual loss of the entire principal. At 

l/ Based on slow payment history, insufficient collateral, - 
neglect of care by borrower. 



p r e s e n t ,  t h e  t o t a l  r e s e r v e  is $2.7 m i l l i o n ,  and w i t h  t h e  r e -  
s e r v e  f o r  Nicaragua accoun t ing  f o r  $1.9 n i i l l i o n  of t h a t  t o t a l ,  
$800,000 ' is  r e se rved  t o  cover  l o s s e s  on t h e  remainder of t h e  
p o r t f o l i o .  The e v a l u a t o r s  b e l i e v e  t h a t  t h i s  l e v e l  of r e s e r v e  
is consonant  w i t h  t h e  l e v e l  of r i s k  f aced  i n  t h e  r e g i o n ,  and 
r e a s o n a b l e ,  g iven  t h e  p r o c e s s  ( u e s c r i b e d  above) t h a t  is used t o  
de t e rmine  t h e  r e s e r v e .  

Management h a s  dec ided  t o  wr i t e -o f f  . t h e  Nicaraguan l o a n s  
i n  e q u a l  i n s t a l l m e n t s  a v e r  5 y e a r s ,  s t a r t i n g  i n  1985. T h i s  
w i l l  no t  have an income s t a t e m e n t  e f f e c t ,  s i n c e  deduc t ions  from 
t h e  p o r t f o l i o  a r e  a l s o  deduc ted  from t h e  r e s e r v e .  T a e  r e s e r v e  
w i l l  be i n c r e a s e d  y e a r l y  by 2 p e r c e n t  of t h e  va lue  of t h e  a g r i -  
b u s i n e s s  p o r t f o l i o ,  b u t  t h e  a c t u a l  ba l ance  w i l l  on ly  i n c r e a s e  
abou t  1 / 2  of  1 p e r c e n t  p e r  annum, due t o  t h e  o f f s e t t i n g  e f f e c t  
of w r i t i n g - o f f  t h e  Nicaraguan p o r t f o l i o .  

S e v e r a l  y e a r s  ago,  A I D  encouraqed t h e  bu i ldup  of l i q u i d  
a s s e t s  i n  o r d e r  t h a t  LAAD-CA p r o t e c t  i t se l f  i n  t h e  even t  of 
a n o t h e r  Nicaragua- l ike  c a t a s t r o p h e .  A I P 1 s  covenants ,  however, 
stated t h a t  L W - C A  cou ld  n o t  accumulate  l i q u i d  a s s e t s  i n  ex- 
cess of  its n e t  worth. W - C A  h a s  had l i q u i d  a s s e t s  exceeding 
n e t  worth d u r i n g  t h e  l a s t  s e v e r a l  y e a r s  when what is termed t h e  
" p o r t f o l i o  mismatch a n a l y s i s n  was a p p l i e d .  As of October 31, 
1985, however, t h e  l i q u i d  assets, va lued  a t  $6.7 m i l l i o n ,  were 
brought  under t h e  l e v e l  of t h e  f i r m ' s  t o t a l  n e t  worth of $8.1 
m i l l i o n .  The re fo re ,  LAAD-CA is c u r r e n t l y  performing i n  accor -  
dance w i t h  t h i s  covenant .  

Annual r e s e r v e  expenses  went from aDout $100,000 p e r  year  
i n  1976 t o  $600,000 p e r  yea r  i n  1982 and 1983, underscor ing  t h e  
e x t e n t  t o  which management p e r c e i v e a  an i n c r e a s e  i n  r i s k  i n  t h e  
a r e a .  The a b s o l u t e  l e v e l  of  t h e  r e s e r v e  on t h e  ba l ance  shee t  
went from $300,000 i n  1976 t o  $2.4 m i l l i o n  i n  1983. The new -- l e v e l  of r i s k  is  no t  an  i n d i c a t i o n  of t h e  sub-borrowers inah2- 
l i t y  t o  pay, b u t  r a t h e r  of  t h e  emerqence of s o v e r e i g n  r i s k  as a 
new and for;:!.i.dablo f a c t o r  t o  be d e a l t  w i th  by companies do inq  
b u s i n e s s  i n  C e n t r a l  America. 

Sove re ign  r i s k  is  d e f i n e d  as  t h e  r i s k  g e n e r a t e d  by f a c t o r s  
exogeneous t o  t h e  o p e r a t i o n s  of  t h e  sub-borrowers. The most 
impor t an t  e lements  of s o v e r e i g n  r i s k  are p o l i t i c a l  i n s t a b i l i t y ,  
v o l a t i l e  exchalrge r a t e s ,  and s c a r c i t y  of  ha rd  cur rency .  The 
d e v a s t a t i n g  eff~: : t  of t h e  Nicaraguan c r i s i s  on LAAD1s p o r t f o l i o  
has  a l r e a d y  been d i s c u s s e d .  D e t e r i o r a t i n g  exchange r a t e s  make 
it more d i f f i c u l t  f o r  non-export ing sub-borrowers t o  repay on 
t h e i r  l o a n  o b l i g a t i o n s ,  e s p e c i a l l y  i f  t h e r e  are no d o l l a r s  
ava i l abLe  i n  t h ~  C e n t r a l  Bank a t  any p r i c e .  I n  a d d i t i o n ,  de- 
c l i n i n g  exchange r a t e s  f o r  l o c a l  c u r r e n c i e s  t e n d  t o  d i l u t e  t h e  
d o l l a r  v a l u e  of LAAD1s s e c u r i t y ,  s i n c e  it u s u a l l y  t a k e s  r e a l  
estate o r  f i x e d  assets as  c o l l a t e r a l  f o r  loans .  



When management a t  LAAD-CA r e a l i z e d  t h a t  s o v e r e i g n  r i s k  
would have t o  be contended w i t h  f o r  t h e  f o r e s e e a b l e  f u t u r e ,  
t h e y  had t o  implement measures t o  p r o t e c t  t h e  company f i n a n -  
c i a l l y  a g a i n s t  t h e  s o r t  of n a t i o n a l  d i s a s t e r  t h a t  d e s t r o y e d  t h e  
Nicaraguan p o r t f o l i o .  I t  i s  imposs ib l e  t o  e s t i m a t e  a  f i g u r e  
adequa te  t o  p r o t e c t  t h e  company a g a i n s t  t h e  l o s s  of  t h e  p o r t -  
f o l i o  of an e n t i r e  count ry .  I t  is, perhaps ,  b e t t e r  t o  t h i n k  i n  
t e rms  of  l i q u i d i t y .  I n  1981, LAAD-CA began t o  b u i l d  its l i q u i -  
d i t y  r a p i d l y  i n  t h e  form of t h e  d e p o s i t s  and marke tab le  s e c u r i -  
t ies. .While LAAD had p r e v i o u s l y  n o t  i n v e s t e d  e x t e n s i v e l y  i n  
such i n s t r u m e n t s ,  t h e  ba l ance  reached a lmost  $7 m i l l i o n  by 1983. 
A t  p r e s e n t  t h e y  comprise  3.2 p e r c e n t  of  t o t a l  assets,  and a r e  
approaching  one-half  t h e  v a l u e  of t h e  l oan  p o r t f o l i o .  

A s i g n i f i c a n t  consequence of t h i s  p o l i c y  h a s  been t h e  
co r r e spond ing  s h i f t  i n  the compos i t ion  of g r o s s  income. E x h i b i t  
IV-5 shows how t h e  p e r c e n t a g e  of  g r o s s  income d e r i v e d  from mar- 
k e t a b l e  s e c u r i t i e s  and time d e p o s i t s  r o s e  from under 10 p e r c e n t  
between 1976 and 1980 t o  0 s 7 ' ~  o n e - t h i r d  of  t h e  t o t a l  by 1984. 
Over t h e  l a s t  5 y e a r s ,  g r o ~ , :  i n t e r e s t  income from t h e  l o a n  p o r t -  
f o l i o  d e c l i n e d  a t  a n  annua l  zompounded rate of 4 p e r c e n t .  I t  
is p a r t i c u l a x l y  d i s t u r b i n g  t o  n o t e  t h a t . i n  1984, income from 
l i q u i d  a s s e t s  reached $1,019,000, n e a r l y  9 1  p e r c e n t . o f  n e t  in -  
come. I n  e s sence ,  h i g h - y i e l d i n g  inves tments  i n  World Bank 
bonds made by LAAD i n  1980 are t h e  p r i n c i p a l  f a c t o r  keeping 
LAAD a f l o a t  today ,  i f  no o t h e r  expenses  are imputeti t o  them. 

The problem is somewhat more complex, however. I t  must be 
r e a l i z e d  t h a t  these inves tmen t s  have been l a r g e l y  i n v o l u n t a r y ,  
and t h a t  LAAD-CA would have p r e f e r r e d  t o  f r e e  up t h e  funds  f o r  
l end ing .  Neve r the l e s s ,  p ruden t  management p r a c t i c e s  have d i c -  
tated t h e  need f o r  adequa te  l i q u i d i t y  a t  a  time o f  h i g h l y  uncer- 
t a i n  c a s h  f l ows ,  and one of  t h e  consequences of  t h i s  p o l i c y  has  
been t h i s  r e a l l o c a t i o n  of  income-producing r e sou rces .  The li- 
q u i d  assets  t h a t  make up t h e  r e s e r v e s  w i l l  be t u r n e d  i n t o  l oans  
i n  C e n t r a l  America o n l y  when t h e  t i s k  t h e r e  subs ides .  

9. PROVIDING A RETURN TO SHAREHOLPEHS HAS NOT BEEN THE 
PRINCIPAL MOTIVATING FACTOR BEHIND LAAD'S DIVIDEND POLICY 

The d o l l a r  amount of t h e  d i v i d e n d s  is no t  l a r g e  enough t o  
be f i n a n c i a l l y  s i g n i f i c a n t  t o  t h e  LAAD s h a r e h o l d e r s ,  most of 
whom a r e  l a r g e  c o r p o r a t i o n s .  The s h a r e h o l d e r s  a r e  no t  mot ivated 
by t h e  p o s s i b i l i t y  of e a r n i n g  a l a r g e  r e t u r n  on t h e i r  i n v e s t -  
ments i n  LAAD, b u t  r a t h e r ,  by an  i n t e r e s t  i n  being involved i n  
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the development field in L a t h  America and the Caribbean. 
According to LAAD'S chairman, it could more appropriately 
explained as a sort of altruism--an interest in being a good 
corporate citizen. 

Dividends are also viewed as a symbol of corporate well- 
being. This is particularly important to the investment co3- 
munity. Creditors are looking for symptoms that the company is 
healthy and moving ahead. Without this, LAAD could have trouble 
raising funds from commercial sources. 

Internally, dividends are a sensitive issue. Management 
prepares recommendations regarding common stock dividends for 
approval by the Board. In part, these dividends act as a means 
to transfer funds from one subsidiary of L W  to another, ~ a -  
lancing the financial requirements of the corporation as a 
whole. 

Exhibits IV-1 and IV-2 illusttate the fact that the per- 
centage net spread, thae is, the amount left over after covering 
the cost of money and all operating expenses, has not exceeaed . 
2 percent in the last 10 years. The sensitivity of the net 
spread to the overall performance of the company is ciearly 
visible during the years corresponding to the Nicaraguan crisis 
and the simultaneous rise in the cost of money, as a result of 
the worldwide increase in interest rates. When the Nicaraguan 
portfolio went on non-accrual in 1980, the net spread dropped 
to zero. It recovered briefly in 1981, only to be forced down 
again in 1982 and 1983 by the substantial increases in the re- 
serve for losses, discussed earlier. During this period, it 
almost reached a negative 2 percent level before becoming posi- 

again in 1984. tive 

11. 

prev 
If the new AID loan is granted at 4 percent, like the 

ious twc loans, the sprzad will stabilize at arauna 1.5 
percent; Exhibits IV-6 and IV-7 show how higher interest rates 
would affect the net spread generated by LAAD-CA. A 6 percent 
loan would provoke a decline in the spread. An 8 percent loan 
would cause the spread to permanently qo negative in 1987. With 
a 10 percent loan, this would happen ic late 1986. It is un- 
likely that severe cost control measures could pull LAAD-CA 



EXHIBIT IV-6 

LAAD DE CENTROAMERICA 
EFFECT QF DIFFERENT INTEREST RATES 

0.018 , 

Usin 6 Year Projected P and L's 
a ~ 1 0 4 ~  + AID& o AID B Z  A AID 10Z 



EXHIBIT IV-7 
Effect  O f  A I D  In teres t  Rates On ~ r 4 f i t a b i l i . t ~  

(Using A 4 Percent AID Loan A s  A' Base) 

1986 1987 1988 1989 1990 
4 Percent h. 'D Loan: 0-1----1- - - - - - - -om -I------- I-------- ------,-- 
I n t e r e s t  CL% t Xncrease go- --- --- --- --.. 
Percent Gross Spread 8 . 1% 7.6% 6.9% 6.5% 6.2% 
N e t  I n t e r e s t  Spread 0.9% 1.4% 1.6% 1.7% 1.3% 

5 P e r c e n t  A I D  Loan: 
I n t e r e s t  Cost Increase  1.9% 5.7% 8.5% 9.8% 9.9% 
Percent Gross Spread 8.0% 7.4% 6.5% 6.1% 5.8% 
N e t  I n t e r e s t  Spread 0.8% 1.18 1.2% 1.2% 0.8% 

6 Percent A I D  Loan: 
I n t e r e s t  Cost Increase  3.7% 11.5% 17.0% 19.6% 19.9% 
Percent Gross Spread 7.9% 7.1% 6.1% 5.6% 5.33 
N e t  I n t e r e s t  Spread 0.8% 0.9% 0.8% 0.7% 0.3% 

7 Percent A I D  Loan: 
I n t e r e s t  Cost Increase  5.6% 17.2% 25.5% 29.4% 29.8% 
Percent  Gross Spread 

- 7.8% 6.9% 5.7% 5.1% 4.8% 
N e t  I n t e r e s t  Spread 0.7% 0.6% 0.4% 0.3% -0.2% 

8 Percent A I D  Loan: 
I n t e r e s t  Cost Increase  7.4% 22.9% 34.0% 39-2% 39.8% 
Percent  Gross Spread 7.8% 6.6% 5.3% 4.7% 4.3% 
N e t  I n t e r e s t  Spread 0.6% 0.4% .O% -0 . 2% ~ 0 ~ 6 %  

- - -- - 
9 Percent A I D  Loan: 
I n t e r e s t  Cost Increase  9.3% 28.7% 42.5% 49.0% 49.7% 
Percent Gross Spread 7 .7% 6.4% 4.9% 4.2% 3.8% 
N e t  I n t e r e s t  Spread 0 . 5% 0.1% -0.43 -0.7% -1.1% 

3 

1b Percent A I D  Loan: 
I n t e r e s t  Cost Increase  11.1% 34 . 4% 51.0% 58.8% 59.7% 
Percent Gross Spread 7.6% 6.1% 4.5% 3.7% 3.3% 
N e t  I n t e r e s t  Spread 0.5% -0.1% -0.8% -1.2% -1.6% 



out of the decline provoked by imposing heavier interest charges 
on its already fragile cash flow. 

Exhibits IV-8 and IV-9 demonstrate the effects of higher 
interest rates on cash and profics. The bottom half of Exhibit 
IV-9 shows that increasing interest rates have non-linear, 
"accelerating" effects upon net income over time. 

One factor not taken into consideration in these calcu- 
lations are the costs of aaditional staff to lena ana monitor a 
substantial increase in new resources. Even hiring one addi- 
tional loan officer would have a substantial effect on cash 
flow. 

12. THERE AHE NO REAL VIABLE ALTEHNATIVES TO AID CONCESSIONAL 
HATE FINANCING 

Borrowing from commercial banks or other Zinancial insti- 
tutions is not possible because that would not result in a 
positive spread. If the spread is to average about 1.5 percent 
over the next 5 years, adding another 4 or 5 percent to the cost 
of money would push LAAD-CA into a permanent operating loss 
position. 

Obtaining deposits from the general public is not feasible 
either. While a demand deposit base might offer an attractive 
cost of funds, it cannot be done in the United States without 
aaking LAAD-CA subject to a different set of regulatory con- 
straints and tax considerations. In Central America the picture 
is similar, and even if possible, would involve taking deposits 
in local currency, which would put LAAD-CA in an entirely dif- 
ferent business. 

The transformation of LAAD into a venture capital firm is 
not possible at this time. It does not possess sufficient 
equity and cash flow to give it enough staying power to hold 
out the 5 to 10 years required for an equity investn~ent to 
mature and become profitable, while withstanding the effect of 
the collapse of other investments that failed a year or two 
after their creation. 

It is also unlikely that LAAD will be successful in 
raising a significant amount of additional capital from inves- 
tors. The environment prevailing in the 1 9 7 0 ~  :hat provided a 
favorable climate for LAAD to raise equity from corporate 
sources has changed. The enthusiasm of t h a t  era cannot be dup- 
licated in the 1980s, and this is demonstrated by the diffi- 
culties experienced by other groups presently trying to raise 
funds. 



EXHIBIT IV-8 
LAAD De Centroamerica 

S e n s i t i v i t y  Analysis On Ca3h Flow 
(Expressed, I n  Thousands Of Dollars)  

Por t fo l io  Cash Flow a t  4% 

Por t fo l io  Cash Flow a t  5% 

Por t fo l io  Cash Flow a t  69 

Por t fo l io  Cash Flow a t  7% 

PortfoXio Cash Flow a t  8% 

Por t fo l io  Cash Flow a t  9% 

Por t fo l io  Cash Flow zt 10% 



EXHIBIT IV-9 
LAAD De C e n t r o a m e r i c a  

E f f e c t  Of D i f f e r e n t  AID I n t e r e s t  R a t e s  
O n  P o r t f o l i o  N e t  Income 
1986 To 1990 E s t i m a t e s  

( E x p r e s s e d  I n  Thousands  O f  Dollars) 

1986 1987 1988 19'49 ------ .I---... --..-. -1-111. 

1990 
.----I 

Net Income at 43 AID 252 343 450 551 50 3 

Net Inccm at 5% AID 242 298 355 431 383 

Net Ineolrbu at 6% AID 232 253 260 311 263 

Net Income at 7% AID 222 208 165 19 1 143 

Net Income at 8% AID 2 12 163 70 7 1  23 

Net Income at 9% AID 

Net Income at 10% AID 

Net Income at 4% AID 

Net Income at 5% AID 

Net Income at: 6% AID 

Net Income at 7% AID 

Net Income at 8% AID 

Net Income at 9% AID 

Net Income at 10% AID 

( E f f e c t  Expressed As A P e r c e n t a a e )  



I f  concessional financing is not made available by AID or 
another donor, LAAD-CA's operations and portfolio would diminish 
over time as it pays o f f  outstanding obligations. It would 
eventually go out of business. 


