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AGENCY FOR INTFRNATIONAL DLVELOPMENT
UNITED STATES OF AMERICA A. 1. D. MISSION
TO EL SALVADOR
C/O AMERICAN EMBASSY,

SAN SALVADOH, EL SALVADOR, C. A.

PROJECT AUTHIORIZATION

Name of Country/Entity: El Salvador
The Government of El
Salvador (GOES) .
Central Bank of Reserve

(BCR)
Name of Project: Agrarian Reform Financing Project
Number of Project: 519-0307

1. Pursuant to Section 103 of the Foreign Assistance Act of 1961, as
amended, I hereby authorize the Agrarian Reform Financing Project,
encompassing a grant to the Government of EL Salvador (GOES), involving
planned obligations not to exceed Fifty Million United States Dollars in
development assistance grant funds over a five vear period, subject to
the availability of funids in accordance with the A.I.D. OYB/allotment
process. The planned Life of Project is 60 nonths from the date of the
signing of the Project Grant Agreement. The implementing entity for
project activities is the Central Reserve Bank (BCR), which is the
intermediate credit institution channeling project assistance to ultimate
beneficiarics.

2. The project consists of the following elements: a rediscount line of
credit for production and investment loans to the reform sector; a '
training program for agricultural loan officers of the BCR and its
subsidiaries, the participating financial institutions (PFls); a series
of policy studies and seminars; and a pilot rural savings mobilization
program, administrative support and evaluation.

3. The Project Agreement, which may be negotiated and executed by the
officer to wham such authority is delegated in accordance with A.I.D.
requlations and Delegations of Authority, shall be subject to the
following terms and conditions, together with such terms and conditions
as A.I.D. may deem appropriate.

A. Source and Origin of Procurement of Commodities and Other
Services

Commodities and services financed by A.I.D. urrier the Project shall have
their source and origin in the United States or in member countries of
the Central American Common Market. However, in order to permit the
utilization of third country (non-Central American) training and
technical assistance resources, procurement of these services shall be
permitted fram A.I.D. Geographic Code 941 up to a total value of One
Million United States Dollars.
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Conditions Precedent to Dishurszament

Fxcept as A.I.D. may otherwise agree in writing:

(1) Prior to initial disbursement of Project credit furds, the GOES will,
except as the Parties mayv otherwise agree in writing, furnish to
A.1.D. in form and substance satisfactory to A.I.D.: -

(a)

(b)

(c)
(a)

A statement of the name of the person(s) in the BCR empowered to
act for the BCR as the GDFES implementing entity with reference
to the Project Pgreemﬂnt and of any additional representatives,
along with a specimen signature of such person(s) ;

Evidence that the BZR has established a separate rediscount
credit line for chamneling project credit funds to the

participating financial institutions;

Bvidence that the Grant Agreement has been duly ratified;

Evidence that the BCR has informed PFIs of the availability of
the new credit line and all terms and conditions for use of the
credit line, inclwling interest rates, terms, loan conditions
arxi administrativ? procedures.

(2) Prior to any disbursement of Project funds for training activities,
the GOFS will, except as the Parties may otherwise agree in writing,
furnish to A.I1.D. in form and substance satisfactory to A.I.D.:

(a)

C.

A detailed training plan outlining the amounts and the schedule
of long-term and short-term training activities Auring the life
of the project.

Covenants

(1) The Cooperating Country shall covenant that, unless A.I.D. otherwise
agrees in writing:

(a)

(b)

The GOES through the BCR will verify on an ongoing basis, and
report to A.I.D. at least annually, that the amount of funds
made available through the Project's rediscount line will be in
addition to the ammnt of funds currently being made available
by the BTR to the reform sector. Calendar year 1985 will be
used as the base year.

Prior to receiving funds from the Project's rediscount line the
Agricultural Development Bank (BFA) will disburse all funds in
the Inteqral Credit Line financed under A.I1.D. Project 519-0263
and be in full compliance with all outstanding covenants from
Project 519-0263.
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(c) A.I.D. will be able to brief and debrief contractors,
participants and invitational travelers financed under the
Agreement and will be furnished copies of reports produced by
such persons.

(@) The BCR will assure the integrity and proper accountability for
the rediscount line funds during the life of the Project. In the
event of a default by a PFI, the BCR will cover the loss so as
to protect the integrity of the credit fung.

D. Waivers
U.S. source/origin requirements are hereby waived in order to permit the

procurement of up to One Million Dollars for training and technical
assistance services from A.I.D. Geographic Code 941 sources.
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I. SUMMARY AND) RECOMMENDATIONS
A. Recommendations

The USAID Project Development Committee recommends authorization of a $50
million Development Assistance Grant for the Agrarian Reform Sector
Financing Project (519-0307). State 50374 provides authority for review
and approval of this project by USAID/EL Salvador and State 159054
approves the use of grant funding for the project.

B. Grantee

The Government of El Salvador (GOES) will be the Grantee and will make a
contribution to the Central Reserve Bank (BCR) of El Salvador to
establish a rediscount line of credit for reformed sector borrowers. The
major implementing agency will be the Central Reserve Bank of El Salvador
(RCR), which is the intermediate credit institution in the Project.

C. Project Summary

The Project is intended to respond to the immediate needs for additional
credit to the reformed sector while working to expand the role of the
commercial banking system in lending to the reformed sector. A large
demand for production and investment credit in the reform sector is
currently not being met and a disproportionate amount of credit to the
sector is channelled through the Agricultural Development Bank. By
improving the capability of Participating Financial Institutions (PF1) to
meet the credit needs of the sector and by creating financial incentives
for them to do so, it is expected that the Project will increase the
availability and productive use of credit to the reform sector.

The Project contains four elements: a rediscount line of credit for
production and investment loans to the reform sector; a training program
for agricultural loan officers of the BCR and the PFIs; a series of
policy studies and seminars; and a pilot rural savings mobilization

program.

The rediscount line of credit will be available on a competitive,
non-preferential basis to the PFIs for production or investment loans to
the reform sector. The terms of the rediscount line will be structured
to allocate additional points of the "spread" (the difference between the
rediscount rate and the interest charged the final borrower) to the PFls
to cover the additional costs and risk of medium-term investment loans
and small loans to the Phase III beneficiaries. A long-term technical
advisor will be assigned to the BCR to assist in the administration and
monitoring of the fund and to improve credit administration proceures in
the PFIs.

The training component will include short and medium term in-country
training as well as participant training in other countries on both a
long and short term basis. The training will be focused on strengthening
agricultural credit delivery in the banking system. A long-term advisor
based in the BCR will work with all participating institutions to develop
an integrated, comprehensive agricultural credit training program.
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The policy studies and seminars component is intended to clarify major policy
issues affecting the agricultural sector, and the reform sector in particular,
and bring them to the attention of policy level managers in the GOES. Short
term technical assistance will be financed by the Project to conduct the
studies and seminars. -

A pilot rural savings mobilization program will explore the feasibility of
expanding the financial institutions efforts to attract demand and time
deposits in rural areas. The pilot program will be implemented in four of
BFA's rural branches.

The Project administration will be located in the Credit Agent Program
Coordinating Unit in the BCR. This unit will be responsible for coordination
and direction of training activities, use of technical assistance,
identification and execution of policy studies, organization of seminars, and
project monitoring.

The summary financial plan is as follows:

A.I.D. Grant GOES Total
(Us$ 000)

1. Rediscount Credit Line 46,000 14,000 60,000
2. Mministration of Credit 750 2,050 2,800
3. Training 1,640 250 1,890
4, étudies 300 50 350
5. Savings Mobilization : '

Pilot Project 225 215 440
6. Evaluation and Financial

Review 200 | 200
7. A.I.D. Project Administration 385 385
8. Contingency/Inflation 500 435 935
TOTAL PROJECT 50,000 17,000 67,000

D. Conditions and Covenants

Except as A.I.D. may otherwise agree in writing:

(1) Prior to initial disbursement of Project credit funds, the GOES will,
except as the Parties may otherwise agree in writing, furnish to
A.I.D. in form and substance satisfactory to A.I.D.:
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(a) A statement of the name of the person(s) in the BCR empowered to
act for the BCR as the GOES implementing entity with reference
to the Project Agreement, along with a specimen signature of
such person(s);

(b) Evidence that the BCR has establishesd a separate rediscount
credit line for channeling project credit funds to the
participating financial institutions;

(c) Evidence that the Grant Agreement has been duly ratified;

(@) Evidence that the BCR has informed PFIs of the availability of
the new credit line and should provide for A.I.D. approval all
terms and conditions for use of the credit line, including
interest rates, terms, loan conditions and administrative
procedures.

Prior to initial disbursement of Project funds for training
activities, the GOES will, except as the Parties may otherwise agree
in writing, furnish to A.I.D. in form and substance satisfactory to
A.I.D.:

(a) A detailed training plan outlining the amounts and the schedule
of long-term and short-term training activities during the life
of the project.

Covenants

The Cooperating Country shall covenant that, unless A.I.D. otherwise
agrees in writing:

(a) The GOES through the BCR will verify on an ongoing basis, and
report to A.I.D. at least annually, that the amount of funds
made available through the Project's rediscount line will be in
addition to the amount of funds currently being made available
by the BCR to the reform sector. Calendar year 1985 will be
used as the base year.

(b) Prior to receiving funds from the Project's rediscount line the
Agricultural Development Bank (BFA) will disburse all funds in
the Integral Credit Line financed under A.I.D. Project 519-0263
and be in full compliance with all outstanding covenants from
Project 519-0263. )

(c) A.I.D. will be able to bhrief and debrief contractors,
participants and invitational travelers financed under the
Agreement and will be furnished copies of reports produced by
such persons. )

(d) In the event of a default by a PFI, the BCR will cover the loss
so as to protect the integrity of the credit fund.

\O
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II. PROJECT BACKGROUND AND RATIONALE
A. Macroeconomic Background

After a thirty year period of sustained economic growth with low inflation
rates and without major fiscal deficits or balance of payments disturbances,
the economy of El Salvador entered a turbulent phase in 1979. Adverse
external factors, aggravated by guerrilla activity and its sequel of
disruption of the productive apparatus and erosion of private sector
confidence, led to a prolonged decline in economic aclivity, high inflation
and large budget and balance of payments deficits. With the adoption of a
stabilization program in 1982, the rate of inflation slowed, the budget
deficit was curtailed, and there was an incipient recovery of confidence. The
economic decline was arrested by 1983 and a modest growth of real GDP, the
first in six years, was registered in 1984 and 1985. However, the economic
recovery remains fragile, and the improvement in the fiscal and balance of
payments performance after 1982 was due, in large measure, to heavy infusions
of U.S. aid, mainly in the form of grants.

During 1985, there was a deterioration in the fiscal situation, with increased
domestic financing of the budget deficit. There was a steady buildup of
demand pressures and increased speculation against the exchange rate, leading
to a widening spread between the street exchange rate and the parallel market
rate. The Government countered with several exchange liberalization measures
in 1985, transferring an increasing proportion of exports and some imports to
the parallel market and moving the parallel market rate closer to the street
rate. However, these measures failed to stem the tide of speculation. 1In
January 1986, taking advantage of the favorable international convironment
(rising coffee prices, falling oil prices), the GOES launched a rather _
comprehensive stabilization program. The program consisted of: unification
of the official and the parallel market rates (but at a level substantially
below the street rate); some new revenue measures (temporary windfall tax on
coffee exports; raising domestic petroleum price above the international
price, in order to vield a differential for the Government, some luxury
taxes); measures of monetary restraint, including a general increase of same
2% in interest rates and an increase in legal revenue requirements from 20% to
25%; increase in the minimum wage and some public sector wages; and subsidies
and price controls. As expected, the initial inflationary impact of the
adjustment program has heen significant and a marked increase in discontent
and labor conflict has followed. The fiscal program remains weak, with a
large budget deficit expected for 1986. While the spread between the unified
rate and the parallel rate has narrowed, inflationary expectations remain
strong. It is doubtful that the price performance in the second semester will
be on target without additional measures of fiscal-monetary restraint. In the
present scenario, it seems unlikely that a positive real interest rate will
prevail for 1986 as a whole. There are no easy or short-run solutions to the
problems resulting from the severity of domestic and external resource
constraints, as long as the civil conflict continues. It is, therefore, of
paramount importance that available resources be used efficiently and, in
particular, that agricultural credit be provided effectively.



B. Agrarian Reform Background

The Basic Law of Agrarian Reform, promulgated by the Government of El Salvador
(GOES) on March 5, 1980, began the ambitious process of changing traditional
social, economic, and land tenure patterns across the country in an effort to
create greater income equity, more job opportunities, and increased and
diversified agricultural production. This program has radically changed the
structure of Salvadoran agriculture and has been the focal point of economic
and political change in the nation for the past six years.

The agrarian reform program was structured to be implemented in three distinct
phases, each of vwhich shared certain common features--rights of new owners,

government compensation to former owners, and new owner payments to amortize
government debts incurred in the land purchase (agrarian debt.) Each phase

differed in the type of property and individual affected.

Under Phase I of the agrarian reform the Salvadoran Institute of Agrarian
Reform (ISTA) has acquired, by expropriation and voluntary sales, 469
properties incorporating a total of 220,000 hectares (15 percent of total farm
land in the country). These piroperties have heen reorganized into 317
cooperatives, or "productive units", consisting of 31,500 menmbers who had
previously been associated with the properties as sharecroppers, resident
laborers, or renters. The total number of people affected is approximately
188,000, assuming 6 persons per household, which represents about 8.5% of the
rural population. Of the total number of cooperatives, 145 had received
titles as of March 1985 and about 57 which were located in conflict areas were
either abandoned or were marginally operating. ‘

Phase II of the reform program affects properties between 245 and 500 hectares
in size. Landowners with properties which could be affected under this phase '
have until December 1986 to dispose of the excess land or face possible
expropriation without prior compensation. Approximately 11,000 hectares of
potential Phase II land have been acquired through volintary sales by ISTA and
another 13,000 hectares have been claimed by the Phase III beneficiaries. The
timetable of possible implementation for Phase II will depend to a great
extent on the ability of an already overtaxed government apparatus to tackle
the additional financial, administrative and political burdens of this phase
and will require the passage of implementation legislation by the National
Assembly. There remain about 389 landholdings that would be affected by Phase
II1.

Phase III of the agrarian reform, which comnenced in March 1981, provided
rights for up to seven hectares to tenant farmers and sharecroppers, on the
principle that those who work the land should own it. By the June 1984 filing
deadline, 79,142 applications had been filed. As of March, 1986 about 62,160
parcels had been claimed by about 51,800 ruval farm families, or approximately
310,800 beneficiaries assuming six persons per household.
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Unlike the Phase I organization of bemeficiaries into cooperatively operated
farms, Phase III beneficiaries are given individual titles to their land. The
number, small size, and dispersion of the Phase III farmers have effectively
1imited the ability of tha GOES agencies to provide credit and technical
assistance services to the beneficiaries.

Not surprisingly, considering the amount and quality of land affected, the
reform sector is a major contributor to mational production of basic grains
and export crops—-14% of the coffee, 403 of the cotton, 37% of the sugar cane
and 212 of the rice in the 1983/84 crop year. Upon completion of all three
phases of the agrarian reform program, it is expected that about 25% of the
rural poor population would be beneficiaries and approximately 25% of the farm
1and would be affected. (For greater detail about the agrarian reform, see
"Agrarian Reform in El Salvador: Process and Progress", Dr. Michael Wise,
USAID El Salvador, July 1985.)

In May 1986, the Government of El Salvador announced a restructuring of the
agrarian debt which greatly lessoned the debt burden on reform beneficiaries.
The restructuring included the enactment of the 6% interest rate over a 50
year period with a five year grace period and restructured the restricted
accounts.

C. Assistance to the Agrarian Reform Sector

Success of the agrarian reform program is a high priority for both the GOES
and the U.5. Government. In the past six years, El Salvador has received
substantial foreign assistance from the U.S. to irplement the program.

1. Technical Assistance

The Phase I cooperatives have been given priority assistance by several
government and non-government agencies. In addition to its responsibility for
land acquisition and cooperative establishment, ISTA was also responsible for
providing technical and material assistance to the cooperatives in the early
years, including a period of co-management ol the cooperatives. Other support
services include the MNational Center for Agricultural Technology (CENTA),
which provides research and on—farm technical assistance; the Salvadoran
Federation of Agrarian Reform Cooperatives (FESACORA), which provides
technical and financial assistance; the National Center for Agricultural
Training (CENCAP), which provides training to extension agents and cooperative
members; and a special agency to plan the cooperative development, DIECRA,
prepared several studies on problems faced by the cooperatives, including
resource use and debt service. Other ongoing Ministry of Agriculture (MAG)
programs also provide assistance to the cooperatives and Phase III
beneficiaries.

Under the Agrarian Reform Sector Support Project (519-0265), over $ 50.0
million in A.I.D. loan and grant funds are being used to promote agrarian
reform, including technical assistance to ISTA, FINATA arxi MAG for cooperative
management and accounting assistance, training of cooperative members,

assi -ance in accelerating the land transfer process, and institutiona’.

Ar selopment for the implementing agencies. The current efforts under the

W\
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Agrarian Reform Sector Support project have been extended through 1987 and
focus on improvement of management and accounting services available to Phase
I cooperatives, completion of titling, and the promotion of private sector
opportunities in the reform sector. :

2. Credit

Special attention has also been given to providing credit to the Phase I
cooperatives. Immediately after Phase I expropriation in 1980, 118 million
colones of short—-term "emergency" credits were extended to the cooperatives as
start-up funds in a BCR line of creldit extendad through the BFA. This
so~called "Cartera BFA/ISTA" was disbursed with little concern about
accounting and control. After partial repayment by the cooperatives, the
outstanding balance was consolidated in a bond issue which ISTA used to repay
the BFA. One of the components of the recent restructuring of the agrarian
debt was to freeze the interest on this emergency credit and delay payment of
the principal until such time as the cooperatives were current on their land
debt.

Credit lines to the reform sector have been supported by A.I.D. project funds,
IDB loans, and GOES resources. The A.I.D. Ajgrarian Reform Credit project
(519-0263), authorized in 1980, has provided about $80 million through the BFA
for credit to agrarian reform beneficiaries. Technical assistance was
provided to the BFA to improve the bank's performance in credit
administration, loan supervision, accounting and availability of financial
information, development of farm plans for the cooperatives, loan processing,
loan recovery, and other operational areas. The mid-term evaluation concluded
that the Project has been a qualified success in contributing to the flow of
credit but that institutional development of the BFA has fallen short of
expectations. The BFA has a much higher rate of default and refinancing than
do the mixed banks, although this is at least partially attributable to the.
relatively large number of financially weak cooperatives assigned to it.

Despite the preferential treatment and the substantial external resources
provided, the amount of credit available to the reform sector has dropped
since 1980 in hoth real and relative terms. In 1980, agricultural credit
flows to Phase I cooperatives was 166 million colones, or 17% of the
total agricultural credit for that year. Although the nominal amount of
credit had risen to 224 million coloues by 1984, the reform sector share
represented less than 13% of the total. In real terwms, adjusted for
inflation, this constituted a 16% reduction in available credit to the
sector. Virtually all of the credit has been for production loans.

In Angust 1980, the responsibility for meeting the credit needs of the
cooperatives was divided among nine mixed banks, the Mortgage Bank, two
national credit institutions, and the Agricultural Development Bank (BFA). In
the past several years, a number of the cooperatives in poorer financial
condition have bean reassigned from the commercial banks to the BFA. The
cooperatives which are still assigned to the commercial banks are generally
better managed and more creditworthy.
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The most important lenders to the agricultural sector as a whole are the nine
commercial banks (also called the bancas mixtas) with 48% of the annual credit
flow, the Mortgage Bank (BH) with 23%, and the BFA with 193. The commercial
banks as a group are also the largest lewder to the reform sector, providing
56% of the total credit in 1984. However, the largest banks providing credit
to the reform sector are BFA (26%) and the Mortgage Bank (13%). Most of the
commercial banks have very limited contact with the Phase III beneficiaries:
BFA provides 95% of the credit from the formal banking system going to that
subgroup. It is also noteworthy that although the Bi and the commercial banks
use their own funds (from capitalization, savings, and deposits) for most
other loans, they rely almost entirely on BCR rediscount lines for
agricultural loans. Since most of the IXR rediscount lines are for production
credit for specific crops, the availability of medium term and long term
investment loans is limited. The commercial banks contribute a majority of
the credit available to the reform sector largely as a result of intense
government pressure.

The credit agent program, begun in 1985, is currently financed through the ICR
with PIA480 local currency generations and is therefore not yet a fully
integral part of the commercial banks. Because maximum interest rates are
established by the Monetary Board, lend:rs are not able to increase interest
rates to compensate for increased costs or higher risk. Not surprisingly, the
commercial lenders have reacted rationally to these incentives and have
channeled credit almost exclusively to the most creditworthy borrowers and for
purposes which entail the lowest amount of risk and lowest transactions

costs. This program placed 20 credit agents in the commercial banks and three
supervisors in the BCR. Since the program began, the credit agents have
identified 365 investment projects in the cooperatives and the BCR loan
analysis unit has approved 49 loans, for a total loan portfolio of ¢21.7
million.

D. Performance of the Agrarian Reform Sector

Caught in the vortex of civil unrest, agrarian and other structural reform,
the collapse of world markets for the important export crops, and
disincentives caused by marketing and pricing policies, the performance of the
Salvadoran agricultural sector since 1980 has not been particularly good.
Overall agricultural producticn in both the reform sector and the nation as a
whole has dropped. From the five vear pre-reform average, national export
crop production has decreased 21% led by a 66% decrease in cotton. National
basic grain production has increased by about 10% but in the Phase I reform
sector, basic grain produced collectively on the cooperatives has fallen over
60%. Phase I export crop production, shored up by carmarked credit and a 40%
increase in hectares planted in other diversified crops, has increased 9% over
the five crop years from 1980/8L to 1984/85. Despite the assistance provided
to the Phase I beneficiaries and the fact that they inherited some of the best
lards in the country, the economic performance of the cooperatives compares
unfavorably with that of the properties in the pre-reform period. While under
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the former owners the properties returned a substantial profit after debt
service, the total annual income of almost 75% of the cooperatives is barely
sufficient to meet the service payments on the current bank debt alone. If
the debt burden of the Agrarian Debt and the Cartera BFA/ISTA were included,
less than 5% of the cooperatives would show a profit. A recent restructuring
of the agrarian debt, which lowered the interest rate and lengthened the
repayment period, has hzlped to alleviate this problem.

Although the patterns of production on the cooperatives remain largely
unchanged from the pre-reform period, the numbzr of hectares under cultivation
on Phase I cooneratives has decreascd dramatically for all crops except sugar
cane. The yields obtained Ly the cooperatives are equal to or better ian the
national average for most crops, but this is to be cxpected given the quality
of the land. The lowar lavels of production and profitability are caused not
only by the global probleas of civil was, weak commodity prices, and
macroeconomic changes, but also by prublems related directly to the agrarian
reform structure itself. Amona these problems are titling and adjudication,
beneficiary rights, debt burden, and management.

Difficulties in defining property, assigning properties to cooperatives,
property valuation and owner reimbursament, and administrative adjudication
and titling procedures have significantly delayed the titling process. These
delays have increased the level of uncortainty in the cooperatives, restricted
mediume-term planning, and inhibited th: evolution toward self-management.

Members of the Phase I cooperatives have certain rights derived from their
membership, but they do not have any right to ownership of the cooperative
land nor do they have any explicit legal right to the cooperatives' assets or
profits. The vagueness surrounding beneficiary rights, the low wages paid,
and seasonal unemployment make the beneficiaries appear to be more like
seasonal workers than co-owners of the enterprise. The failure of the
cooperative system, as currently structured, to give the menbers a direct
stake in the business has resulted in a lack of commitment and motivation on
the part of the members, which acts as a disincentive to productivity. The
debt burden of the cooperatives includes the Agrarian Debt, the Cartera
BFA/ISTA, and bank credit. The implicit assumption of the agrarian reform was
that the cooperatives would remain proluctive and profitable enough under the
new ownership to compensate the GOE3 for restitution payments to the former
ovners, cover ISTA's operating costs, and pay off production loans. With the
benefit of hindsight, it is clear that the complexity of the process,
administrative difficulties, managem>nt weaknesses in the cooperatives, civil
war, and macrozconomic disruptions rovlered such an optimistic outcome
extremely unlikely and that some deqree of subsidy would have been required.

A\
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However, on the basis of this assumption virtually all financial assistance to
the cooperatives has been in the form of debt—--the Agrarian Debt to pay the
former owners, initial operating capital (the Cartera BFA/ISTA), and

annual production loans. The structural debt of the Agrarian Debt amd the
Cartera BFA/ISTA is added to each year by production loans, many of which have
to be refinanced for a variety of reasons (poor management, weak agricultural
markets, etc.) The importance of this overhanging debt is that even given
improved management and more favorable agricultural markets, the debt is a
continuous drain on the cooperatives' financial resources. In addition,
unpaid production debt must be refinanced cach year to allow cooperatives to
be eligible for new production loans, thus cireating a parpetual and expanding
need for refinancing credit. The recent restructuring of the agrarian debt
and the restricted accomnts will help to make more cooperatives cconomically
viable.

part of the repayment problem results from the poor managerial capabilities
and inadequate accointing systems of the Phase I cocperatives. A majority of
the cooperatives lack the experienced and quilified managerial personnel
required to organize these complex entitics and productively utilize the
assistence and credit provided. The GOES is currently loocking at ways to move
from the co-management system with ISTA to aelf-managed cooperatives with
qualified managers and accountants trained and selected in the PAU and PRODEA
projects. This cont” wes to be a major emphasis of the Mgrarian Reform Sector
Support (519-0265) and Technoserve (519~0321) projects.

While it is easy to dwell on the problems faced by the reform sector
beneficiaries, it is important also to recognize the strengths of the sector.
Some of the cooperatives are well managed and profitable entities and many
mare have considerable potential with improved managemant and access to the
necessary inputs. The recent restructuring of the agrarian debt will
contribute to furthering the reform's economic viability. Also, continuing
policy dialogue efforts to address-other structural issues discussed above
will help to improve the long-run situation of beneficiaries. Titling efforts
for Phase I will be nearly completed by the end of 1986 and for Phase III by
the end of 1987.

E. Project Rationale

The consolidation of the agrarian reform process requires a coordinated
package of activities which will meet the needs of the sector to the degree
possible. The expected ontcome of this proqram of support is the existence of
a stong reform sector composed of financially viable agricultural entities
capable of competing without special assistance. Such an outcome will also
strengthen the cverall econcmy by increasing levels of production and
improving productivity in the agricultural sector. A.I.D. support for this
process is continuing with technical assistance under project 519-0265
(through 1987) and a grant to Technoserve (519-0312) to improve the management
and accoimting in Phase I cooperatives.



-12-

A stidy on rural financial markets and savings mobilization, completed in
March 1986, estimates the unmet credit demand in the reform sector in 1985 at
$37 million, of which $29 million was for medium and long term investment
credit. The credit demand from Phase ITl beneficiaries was largely ignored in
the study, in large part because of the limited experience and interest of the
comearcial banks in this type of lending. If credit is available and the
transaction costs are recasonable, it is likely that substantial additional
credit demand would exist in this soctor from borrowers who have been
discaouraged by lack of access and high transaction costs. A detailed review
of the agricultural credit demand from the reform sector is included in the
Economic Analysis Annex.

On a short term basis, the Project is justified to provide credit which will
complement on—going technical assistance and institution building projects.

In agricultural developmant, the lack of a critical input at the right time
can make the difference between some degree of success and complete failure.,
Bayond the immeiiate need for infusion of credit, however, agricultural
production in both the reform and traditional sectors requires the existence
of a stable and efficient cvedit delivery infrastructure. Tt is not
reasonable to expact that the government development bank (BEA) will ever be
able to fill this role for the entirve country. The comnercial hanks represent
a viable alternative and have showil interest in expuding their agricultural
credit operations for creditworthy clicnts in the reform sector as well as the
traditional sector. An effort to enconrage the comrercial banks in this
direction and improve their capabilities to promote and assess agricultural
investment loans can pay dividends well into the future by broadening tho
credit infrastructure available to the entire agricultural sector.

After six years of specialized and targeted assistance to the reform scctor as
a whole, it is time to begin to differentiate between those agrarian reform
beneficiaries with potential for success and those with limited financial
viahility. It is unrealistic to assumz that all of the cooperatives and Phase
III beneficiaries will he successful and unwisz? to allocate limited technical
and financial resources basced on such an assumption. Even under ideal
circumstances, the success rate for comnlex agricultural entities like
cooperatives is not high, and the situation faced by the agrarian reform
cooperatives is far from ideal. The troubled econonic situation of the
country and the deterioration of the agricultural sector require improved
allocation of limited GOES resoarces into areas with the highest potential for
return. Such an allocation of effort has begun with the establishment by MAG
of a classification system of cooperatives concerning degrees of
self-management to focus efforts of ISTA and other GOES agencies on the most
viable entities.
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It must be clearly understcod that the provision of credit and improvements in
the commercial credit delivery system cannot Dy themselves solve the larger
problems of the reform sector. Until the critical issues of agrarian debt,
beneficiary rights, management, and the burden of previously refinanced loans
are fully dealt with, the reform sector will continue to be problematic.

Nonetheless, it is equally clear that thes» problems, given the level of
political consensus required and the highly controversial nature of the
program, will not be solved easily or quickly. These arxl other policy
questions are part of the on-goiny policy dialoque between A.I.D. and the
GOES. In the meantime, continued financial and technical support to the
sector designed to reduce the level of subsidization, increase reform sector
cooperatives' autonomy, and strengtihen crodit dolivery chamnels will establish
a base for future development if tho policy issues are adxquately addressed.
The interest of the commarcial banking sector, existing unmet credit demand by
qualified borrowers, complementary A.I.D. projects, and an cmphasis on
commercial viability of reform scotor entitics, comhine to mike this a
particularly appropriate and advantageous time to initiate project activities.

The Project contains an incentive (through a spread differential) to promote
specifically investment credit. Increased investment credit will permit and
promote qrenter flexihility in approving agriculture projects, leading to
increased diversification of agricultural investment and production. New and
alternative investment opportunities are expocted to be exploited from the
greater availability of investment credit.

1LV
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III. PROJECT DESCRIPTION
A. Project Objectives

The Project goal is to improve the economic well being of agricultural reform
sector farm families. This goal, as measured by increases in net family
incoma, will be achieved through increased productivity of land and labor.
The Project purpose is to increase the availability and productive use of
credit in the agricultural reform sector. Achievement of the purpose will be
measured by the indicators of the End of Project Status (EOPS):

* The flow of credit from Participating Financial Institutions (PFIs)
to reform sector cooperatives and Phase I1I heneficiaries will
increase by at least the amount wade available under the Project.

* The mubar of Phase [II beneficiaries receiving credit and the total
amount loaned to these beneficiaries will increase by at least 10% a
year,

* The repayment rate for the reform sector cooperatives and phase III
beneficiaries will improve by at least 15% over the 1985 levels by
1991.

B. Project Strategy

Over the long-term the reform sector will require more from the financial
infrastructure than a BCR rediscount line of credit. The sector's needs will
not he met by a continuing reliance on subsidized credit and perpetual
refinancing of loans to non-viable cooperatives and Phase III beneficiaries.
Rather, it is necessary to develop a long-term relationship between
creditworthy reform sector borrowers and financial institutions on a sound
commercial basis and to create a financial and policy infrastructure conducive
to this relationship. The necessary conditions for such a relationship
include the following:

-lending to the reform sector must be placed on a commercial bhasis. The
cooperatives and Phase III beneficiaries must meet the same loan criteria (as
much as legally possible) as other borrowers. This is necessary in order to
improve both the repayment performance of the reform sector and to change the
commercial bank's perception of the sector as subsidized borrowers rather than
commercial borrowers.

~In order to make the credit available to as broad a segment of the reform
sector as possible, coordinated action between the banks and technical
assistance agencies can assist marginal cooperatives to qualify for loans.
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~Clear financia. incentives must exist for the commercial banks to expand
their lending to the reform sector. AL a minimum, the return to the hanks
must campensate for additional expenscs and higher risk involved in lending
with limited collateral, medium-term investment credit, and small farmer
credit. This return must come either frvom higher interest rates charged the
ultimate borrower or by a larger "sprea’’ betwsen the rediscount rate'pnid and
the interest rate charged. Over the long term, the movement of interest rates
to levels dotermined hy warket forces vather than regulatory agoncies is
necessary to provide acceptable real returmns. This Project contemplates a
gencrous spread to the Pils as an incentive to assume the higher perceived
risks of lenling to the reform sector. lowever, as this Project's rediscount
line continues beyond PACD the spread ofifered should decrease to the point
where it is consistent with those of other agricultural rediscount lines.

-The loan repayment parformance of the reform sector coonevatives and
Phase III beneficiaries must be better wilerstood, and standard criteria for
creditworthiness adooted and improvad by the hanking institutions to enable a
more accurate assessment of default risk.  In adiition, the procedures an:d
standards for agricultural loans to the reform sector must e evaluated and
improved to enable banks to adopt the loast cost and most efficient systems.

-The BIR and agricultural credit departments of the commercial banks need
more and better trained personnel to wore efficiently analyze investment
projects and process loan applications.

The Project strategy is to use financial incentives to encourage broader
participation by the commeccial barks in lending to reform sector
beneficiaries ani to devalcp a mutually heneficial commercial relationship
while meeting the immeiliate credit needs of the veform sector. This will be
done by placing lending to the reform sactor on a cowmrmercial basis and
strengthening the institutional capabiltity of the commercial banks to analyze
and supervise aqricuttural loans, particularly for investment. A rediscount
line of credit will be structured to rewar? the banks for taking on the
additional risk and incurring the additionnl costs of lending to small Phase
II11 farmers, of lenling for malium and long term investment projects, and of
leniing to borrowers who are legally exempt from standard collateral
requirements. .
Technical assistance and training will improve thz efficiency of the credit
delivery system, reduce transaction costs, and help lending institutions find
improved mechanisms for providing smal) farmer credit. At the same time, more
rational loan criteria, more technical assistance from the crodit agents, and
bhetter coordination with the technical assistance available from other
A.I.D.-sponsored projects will improve cooperative management, accounting, and
therefore overall creditworthiness. A pilot savings mobilization program will
look at the feasibility of establishing a full scale effort to expand the
supply of lownble funds through encouraging savings in rural areas. Finally,
the constraints to effective credit delivery and utilization will be stulied
and discussed with policy level managers in the government and the banks to
improve all aspacts of the financial intermediation system. With increased
familiarity and experience in agricultural lending, it is expected that the
comnercial banks will continue to serve the needs of the sector after the
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Project ends, increasingly using their own resources as well as Central Bank
rediscount lines. This will benefit not only the reform sector, but the
entire agricultural sector.

C. Project Elements

The project consists of four elemonts: a rediscount line of credit in the
Central Reserve Bank; a training program for hank officials and credit agents;
policy stwlies and seminars dealing with issues relevant to agricultural
financial institutions; and a pilot savings mohilization project.

1. Rediscount Tine

The RCR will establish a $60 million ($46.0 .rom A.I.D.) million rediscount
line of credit for on-leniing to intermediate credit institutions. The
rediscount line will oparate as follows:

1. The institutions deamed to have the institutional capacity to draw upon
the rediscomt line will be the mixex] banks, the Mortgage Bank and the BFA.
The rediscount line will not b allocated umong PFIs by means of quotas or
any othev system of rationing. Azcess to the rediscount line will be
determinad hy the BCR on the hasis of the efficiency and nerformance of each
institution in presenting eligihle paper rather than by any non-market
discretionary mechanism. A quota system or other such artificial method of
apportioning rediscount line credit is to b2 specifically avoided. Howaver,
prior to its aceess to the rediscommt line, the BFA must be in full compliance
with all covenants and conditions from A.I.D. Project 519-0263.

2. The rediscount line will be available for short-term production and medium
and long-term investment credit. It will not be restricted hy crop or type of
activity.

3. The rediscount line will be available for on-lending by the PFIs
exclusively to reform sector borrowers (Phase I cooperatives and Phase III
beneficiaries). Within this cateqory of borrowers, there will be no further
restrictions (such as quotas) for any sub-category of borrowers. As a result
of higher transaction costs, a highar interest rate spread will be offered to
the PFI's in order to induce a reasonable flow of credit to Phase 1II farmers.

4. It is the responsibility of the partircipating PFIs to undertake loan
analysis, assess the creditworthiness of the ultimate borrower, complete the
necessary documentation, and present it to the BCR. The PFIs must bear any
losses arising out of nonpayment of loans financed by the rediscounts.

5. The interest rate charged to the final horrower will be the same as the
maximum rate prescribed by the Junta Monetaria for that type of loan
(currently 15% for production loans and 17% for investment credit) and will be
adjusted fully and promptly in line with changes in the maximum interest rate
prescribed by the Junta Monetaria.
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6. The maturity structure will be patterned after the existing rediscount
lines, with producticn credits having the some maturity (in general, one ycar)
as the corresponding production credits wder existing BCR rediscount
mechanisms and the investment credits having the same maturity (5-15 years) as
the corresponding investment credits under the existing BCR investment
rediscount line for Phase I cooperatives.

7. Principal payment reflows and the amount of the spread to be used for fund
capitalization will be credited to the redicscount fund to be relent under the
same comlitions and for the sam> purposes wiless otherwise agreed to by A.I.D.
No part of the funds of the rediscount line may be used for refinancing.

8. The BCR will protect the integrity of the fund by ensuring that any
default by a PFI will be covered by the BXR itself.

1t is the intent of A.I.D. and the BCR that the rediscount line supplement
current levels of credit available to the reform sector in order to meet
unsatisfied demand and that it not replace existing lines of credit. The BCTR
will monitor credit to the reform sector ca a bank-by-bank bhasis to ensure
that gross credit flow to the sector from a1l funding sources through
participating banks increases, every caleniar year, over the previous calendar
year by at least the colon equivalent of the US dollar amount made available
under this Project. For the first calendar year of operation of the Project,
the base pericd will be the calendar year 1985. Gross craiit flow will be
measured in amounts disbursaed.

A.I.D. and the DCR recognize that credit flows, credit usage and the
measuren=nt of credit can he affected by many factors and must be considered
within the framework of monetary policy, particularly the requirements of the
monetary program. The BCR will make an annual report to A.I.D. within three
months of the end of the calendar year documenting the gross flow of credit to

the reform sector and demonstrating to A.I.D.'s satisfaction that the
additionality requirement has been met for the preceding year. In the case of

non-compliance, the BCR must explain to A.1.D.'s satisfaction why the
requirement was not met. In the absence of an explanation satisfactory to
A.I.D., participating institutions which do not meet the requirement will be
ineligible for further drawing rights on the rediscount line until compliance
is achieved.

The BCR rediscount line will be structured to create incentives for the
intermediate institutions to provide medium and long term investment credit to
cooperatives and to leud money to Phase 11T beneficiaries for production and
investment credit. Therefore, the terms of the rediscount line will vary
according to the proposed use and the status of the borrower. Through
adjustments in the amount of the spread, the difference between the cost of

21
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borrowing to the PFI and the interest rate charged to the ultimate borrower,
the BCR will attempt to compznsate the PFIs for higher costs and risk and
thereby encourage the flow of fimds into the financially and economically
desirable projects. The standard BCR procedures for determining spread will
be followed for the first 4% spread. This includes a standard 2% spread to
all institutions anl up to an additional 2% for performance in supervising
loans. 'The amount each institution reccives of the additional 2% is to be
determined anmually in conformity with existing BTR guidelines. Beyond the
basic BCR spread, additional parecentage points will be allocated according to
the proposed nse and the status of the borrower, as illustrated by the
following wui dule:

BCR Interest
Type of Basic Nided Total Rediscount: charged to
Credit use Borrower Spread Points  Spread Rate bhorrower
Production Phase I 43 0 4% 11% 15%
Investment Phase I 4% 2% 6% 11% 17%
Production Phase I11 4% 3% 7% 8% 15%
Investmont Phase I11 4% 5% 9% 8% 17%

In addition to the spread hased on credit use and type of borrower, an PFI
will be allocated an additionnl 1% spread if it provides at least 10% of the
total loan from its own funds. All remaining points of the spread (less 2% to
cover the BCR administrative costs) will be used to capitalize the fund.

The spread schedule will be rovicwad annally and may be adjusted at any time
by joint BCR-A.I.D. agreement. Changes will be made in the spreads if the
actual flows of production and investuwent credit to reform sector borrowers,
as well as the willingness of the PFIs to include their own funds in the
loans, indicate a need to adjust the stiucture. Similarly, in the case of a
change in the maximum interest rates proscribed by the Junta Monetaria, the
spreads allowed the PFIs will be reviewed.

The PFIs will use the spread to finance all costs of administering these loans
and to build a reserve for bad debts. MAlministration costs will include some
of the costs of fielding credit agents, loan analysts, and other personnel
working on the agricultural portfolio, office expenscs, and any transportation
or per diem expenses incurred by the credit agents in their work. These costs
are currently reimbursed by the BCR from a trust fund established with PLA80
local currency generations. Each PFI will determine its own necds for credit
agents based on the characteristics of their cooperative and Phase 111
clients: the total number served, size and complexity, location, types of
enterprises, and potential. It is expected that an additional 18 credit
agents will be hired and trained during the first two years of the Project.
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Credit agents in the PFIs will assist cooperatives to identify and develop
investment opportunities. In some instances, they may work in coordination
with the technical assistance services available through the PAU and PRODEA
projects in order to target poth technical and credit assistance to the same
cooperatives fot miximum impact. In the PAU/PRODIEA projects, a seven membel
comission comrised of ISTA, ARANSA, BI'A, A.I.D., and three campesino

organizations selects managars and accoumtants for the cooparatives.

The FCR will utilize established procadures and documentation for drawing upon
the rediscount line and standard loan roview procedures will be used for both
proiuction and investment credit. In the case of production credit, this
means that the new, simplificd procedure [or avio rediscounts introduced for
1986-1987 will ba followad, involving acceptance of eligible paper from PFIs
without prior case-by-case review by the BCR loan analysis office but subject
to spotchecks and ex post audits. TInvestment loan applications will be

reviewed first by the Coordination Unit and then passed to the Financial
Analysis section for review and finally to the Credit Committee for approval.
The investment loan review procedure will be streamlined as the PFIs
capability in loan analysis 1s improved.

Upon BCR approval, all loan applications from Phase I cooperatives are
currently sent to ISTA for its loan guarantee (aval). This requirement needs
to be specifically eliminated for all loans granted under this Project.

The Project will be administered throush the Coordination Unit for the Credit
Agent Program in the BCR. A long term technical advisor in agricultural
credit administration and delivery will be assigned to the Coordination Unit
to assist in monitoring loans, improving credit administration procedures in
the B°R and the PPIs, and coordinating the training programs, studies, and
seminars. The long term advisor, and chort term advisors as necessary, will
work with each PFI agricultural credit Aepartment to improve administration
and experiment with innovative methods for promoting and administering small.
loans (Phase TII). 'The longy term advisor will coordinate all short term
technical advisors throughout the life of the project.

The total cost of this project element is $62.8 million, of which US grant
funding of $46 million will be provided for the rediscount line and $750,000
for corresponding technical assistance. The GOES counterpart contribution
consists of the colon equivalent of 414 million for the rediscount line and
contributions from the BCR and PFIs of $2.05 million for salary payments,
transportation, per diem, office space and expenses, and other related costs.

2. Training

The administration of agricultural credit is highly dependent upon the
capabilitizs of hank officials at all levels to promote credit use, process
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applications efficiently, analyze proposed credit uses adequately, deliver the
credit in a timely fashion, and provide follow up supervision and assistance.
Since the commereial banks have concentrated almost exclusively on short term
production credit to the agricult:al sector, their capability in project
appraisal and formmulation is limited. ‘The initial group of 20 credit agents
and 3 supervisors have received only Limited training, consisting of a week of
orientation to the BCR, P71 procedurcs, and fanmiliarity with standard loan
documentation. Persomel at other lovels of the agricultural credit svstem,
inctuding the central atwinistration of the program in the NCR, agricul tural
lon officers and loan antlysts in the PFIs, branch managers, and BOR
financial anilysts have not receivel any specialized training in project
formulation and appraisal.

Short term and long term training will be provided wrder the Project to
strengthen the capability of all particinating institutions to deliver
agricultural credit and project aprraisal services efficiently and to

assure the profuctive use of £ 1o funds.  The training progranm will be
open to erployzes and miniers from all participating finaneinl institutions
involved in the agricultural credit annlysis and delivery system, including
cradit agents, loan analyats, managers of agricnltural eredit departments, and
BCR loan supervisors. ‘ihe rationale for this kind of training is that PRI
capability, which appears adequate ot this time to absorb at least the initial
tranche of project funiing, neoeds Lo o strengthened since further funding
will mean mor> PFL involvoment in investment credit and will increase the
volume of cradit proposals veceived.

In-country training will consist of short—term courses and on-the-job training
in credit administration, formuli icn and apprvaissl of agricultural investment
projects, credit promotion and suporvision, loan analvsis, hankking procedures

and accounting, and wanagoment of agqricaltural credit programs.  Training will

be designed and conducted by Salvadoran and foreian experts in credit
administration and will utilize the facilities and expertise of the training
center at the Banking Association of El Salvadar (ABRANSA). Currently, ABANSA
has no courses specifically dealing with agrienltural credit administration,
so short term tochnical assistance will be provided to develop the required
courses. The on—going training projrom in BFA will be responsible for all
agricultural training within that institution. A minimum of 15 in-country
short courses will he coniucted each year, including annual skill development
courses for credit agents, loan supervisors, loan analysts, and managemant
level personnel.

Employees of agricultural credit and other departments of participating PFIs
will be assigned to work with the technical advisors on policy studies and
seminars (Component 3), particularly for studies which have a direct relevance
to the emoloyee's institution. Tnis form of on-the-job training will
encourage greater interest and understanding of policy and administrative
problems and possible solutions.
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International training will consist of approximately 150 person months of
chort course training in U.S. and Intin American training institutes and six
long-term scholarships in credit administration and financial analysis. ALl
long-term trainees will attend short courses in managea:znt training and if
possible will have a ghart internship with agricultural credit agencies.
Study tours will also be arvanged for agricnltural program managers to visit
model credit programs in other Latin Ancrican countries and in the U.S.

The Credit Agent Coovdination Unit in the DR will be responsible for
coordinating and arranging all training activities in coordination with the
ABANSA facilitizs and BN training office. The BIR employce assigned to the
CU to coordinite the training program will b assisted by short term
Salvadoran and foreign training exports to dovelop a training plan, develop a
continuous training and skills development projram for cradit persomnel,
locate and contact institutions capable of conlucting thae nzeded training,
identify candidates for training, -nd arrange the courses. Project funds will
be used to purchase training materials and equipment to b2 used in ABANSA for
the program, including visual aid waterials, video teaching materials, a
personal computer, library books, and office cguipment. This equipment
procurement will total $30,000.

The scholarship and training decisions will he made with the assistance of a
committes, consisting of representatives of each of the participating banks.
Scholarships for out-of-country short courses will be distributed among the
personnel of all participating banks, with preference given to the most active
banks and to individuals who hava shown considerable initiative and promise in
the program.

The total cost of this element will be 41,890,000, Of this total, the US
contribution will be $1.64 million in grant funds for short term technical
assistance and training ($750,000 for short term international training,
$360,000 for long term international training, $300,000 for technical
assistance, $150,000 for in—comtry training costs, and $30,000 for
equipment). The GOES contribution will be the colon equivalent of $250,000 in
imkind contributions, salary costs for training persomel and facilities.

3. Policy Studies and Seminars

Transformation of some reform sector cooparatives from dependents of the state
to autonomous, well-managed agricultural enterprises and the concomitant
restoration of the lands to higher levels of productivity are inhibited by
many remaining oparational and structural problems.  Primary among these
problems are: the burden of refinanced bank debts; uncertain ownership rights
for individual members of Phase I cooperatives; poor cooperative management
and the evolution to self-management; and the viability of the cooparative
structure itself. In addition, improving the access of Phase III

beneficiaries to credit and technical assistance services is still constrained
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in many ways which are not well understool. Moreover, the entire agrarian
reform must be seen in the context of the larger agricultural sector problens
and economic and trade policies. In order to design policies and programs
which will improve the financial viability of the agrarian reform
cooperatives, cooperative managers, GOES program managers, and policy makers
must clearly understand the situntion as it exists now and the implications of
alternative policy choices. In the context of commercial credit, any factor
which might affect the profitability and viability of clients is of
considerable interest, including the efficiency of the credit delivery system
itself, analysis of creditworthiness, impact of governmnent policies, and
marketing arrangements.

The Pioject will fund a seriez of studies on policy and program related
mitters, to be followed up with special seminars for policy level managers on
the implications for program implewmentation and policy development. ‘'The
topics studied will inclwdle factors which can influence the productive use of
credit in the agricultural sector, including agricultural credit policies and
problems, credit administration, financial and economic viability of the
cooperatives, agricultural price and marketing policies, bank management, and
rural savimngs mcbilization.

In addition to individual policy studies, this component will include a
detailed monitoring system to track the flow of credit through the system, end
use, and eificiency of the credit administration procedures. The Project
structure, working as it is throuyh a nuuber of intermediary institutions each
of which may apply its own procedures and criteria, offers a unique
opportunity to evaluate the relative effectiveness and efficiency of different
loan procedures, productive use of funds, managemant. practices, credit agent
programs, loan critcria, and lending practices. 'The monitoring system will
analyze tha Project from this point of view. The information from this system
will be used in the annual review of the spread structure to evaluate whether
the spread is sufficient to channol credit i.ato desired activities. The
monitoring system will enable the Coordinating Unit to evaluate the
effectiveness of these measures in allocatirg credit as well as the impact of
alternative loan procedures and loan criteria on repayment rates and
profitability to the PFIs.

Other areas to be studied include the following:

~Impact of refinanced production loans from previous years on the
creditworthiness of cooperatives and Phase III beneficiaries.

—-Comparative transactions costs among financial institutions.

-Identificavion of alternative cost effective mechanisms to channel credit
to Phase III beneficiaries, including working through the informal market
intermediaries or identification of creditworthy borrowers who could be
eligible for direc: bank loans.
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~A cooperative ranking and evaluation system for use by government
agencies and credit institutions for determining priority access to assistance
and credit programs. A prototype system is currently under development by
ABANSA, MAG and ISTA. Improvement of the system, particularly with the input
of the project monitoring system, could result in a dynamic tracking system
for assessing changes in relative creditworthiness and management capability.
It could also sevve as a means of evaluating the impact of assistance programs
to the reform sector.

Methods to improve the tracking of financial information needed by BCR
and A.I.D. for the monitoring of this Project.

For those studies whose recommendations ave accepted, follow up assistance in
the form of implementation stuiies or tecinical assistance to implement the
changes can be made available to the participating institutions.

A minimm of 15 seminars will be conductcd over the life of the project. These
seminars will include annual reviews of the impact of cconomic and
agricultural policies on the use and effectiveness of agricultural credit (for
top level officials of GOES and participmating banks), special seminars for
mid-level managers of agricultural prograns on special topics of management
and administration of agricultural credit, reviews of the relative performance
of participating banks in utilizing the credit line (for bank officers and the
head of the agricultural departmants) and sgpecial briefing seminars after
every policy study.

This project element will be administercd through the Coordination Unit of the
BCR. A BCR employee will be assigned to coordinate topics for review and
arrange seminars. The long term technical advisor will assist in developing a
study program and developing terms of roforence for the studies. Local and
foreign technical advisors will be hired to perform the studies and conduct
the seminars. Local sources may inclulde Galvadoran university personnel as
well as private companies. All studies and seminars will be coordinated with
the Fconomnic Research Branch of the BCR. In addition to the specific stwlies
discussed above, other studies will be identified over the life of the Project
in response to parceived problems in administering the Project or to changes
in the economic or policy environment. Study topics will be discussed at each
of the semimars and suggestions and scopos of work for such studies or
seminars will be solicited from the representatives of the participating
banks, cooperatives, and selected GOES officials.

The total cost of this project component will be $350,000. Of this total, the
US contribution will be $300,000 in grant funds for short term technical
assistance. The GOES contribution will be the colon equivalent of $50,000 in
in-kind contributions for salary costs and facilities.
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4. Pilot Savings Mobilization Program

Rural financial markets in El Salvador are almost exclusively directed toward
providing credit to the sector rather than performing a financial
intermediation service. The majority of the savings in the country takes place
in urban areas, although some substantial portion of the savings comes from
agricultural activities. Although the comnercial banks have substantial fundis
from demand and tine deposits, they rely heavily on BCR rediscount lines for
agricultural lending.

The low level of small farmer savings is caused as much by lack of access to
savings mechanisms in the formal financial markets as by low levels of

income. Like all people, farmers also have to put aside something in
anticipation of future problems and needs. Limited access creates the need to
save outside of the financial intermediation systew, thus reducing the overall
availability of capital in rural areas. This is particularly true for the
small farmer who lacks the substantial income, financial sophistication, and
close lirkages with the urhan areas to facilitate savings. Aside from access,
other constraints to mobilizing savings in rural areas include the low (or
even negative) real interest rates paid by the banks. The question of
incentives for usa of savings accounts lsy rural residents is discussed in the
Financial Analysis Annex.

Commercial banks account for 99.5% of the savings mobilization in the

country. BFA, by contrast, has only a limited savings program in three
branches. However, by virtue of its extensive network of 26 branches
throughocut the country and its dominant role in providing agricultural credit
in rural areas, it is in an excellent position to mobilize rural savings. In
the past several years, the BFA has had little interest or incentive to expand
its savings deposits program bhecause of the availability of substantial
amounts of loan funds from international assistance agehcies, including A.I.D.
and the IDB. In the future, BFA sources of financing will likely be more
restricted as foreign assistance levels to the bank are reduced and its own
portfolio is decapitalized through delinguency and refinancing.

In order to assess the feasibility of mobilizing rural savings in El Salvador,
a pilot project in savings mobilization will be financed. The pilot program
will consist of assisting BFA to improve the existing deposits program in
three branches and expand it to four new branches.

The BFA branches which currently offer savings deposits are the Central
Office, San Salvador and Ia Libertad. Savings programs will be initiated in
branches in Ilobasco, San Juan Opico, Sonsonate and San Miguel. Extensive
review of the operations, portfolios, liquidity reserves, accounting practices
and personnel training requirements will be undertaken in these branches to
assess their operations.

f',
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The pilot program will consist of training of BFA employees on the branch and
central office level in administration of savings programs, accounting
requirements, and other general banking practices tn improve skill levels.

Key officials of the bank will visit other Latin American countries to observe
the structure and performance of successful rural savings programs.

Short term techinical assistance will be provided to assist in initiating the
pilot program, identifying training nceods, and developing or improving
procedures. In addition, the advisor will assist in developing promotional
campaigns which will be tested in the participating branches and evaluated to
determine the effectiveness of different approachas. The mid-term project
evaluation will review the pilot project and make recommendations as to what,
if any, further role A.I.D. should take in rural savings mobilization.

The BFA will remodzl the four branches wnich will participate in the program
to assure that adequate security and infrastructure exists to facilitate the
savings program.

The total cost of this component will be the equivalent of $440,000. A.I.D.'s
contribution will he $225,000 in grant funis for technical assistance and

training. The BFA will contribute the colon equivalent of $215,000 to remalel
the branches, pay salaries and operating expenses and other in-kind costs.

D. Financial Plan
A. Summary Financial Plan

The total Project cost is $67 million, of which A.I.D.'s contribution will be
$50 million in grant funds and the GOES counterpart contribution will be $17
million.

FINANCIAL PLAN

(us$ 000)
COMPONENT A.I.D. GRANT GOES COUNTERPART TOTAL
Rediscount Line
Rediscount Fund 46,000 14,000 60,000
Technical assistance in
Credit Mministration (LT) 750 2,050 2,800
Subtotal 46,750 16,050 62,800
Training
Int'l. Short Courses 750 100 850
Int'l. Long-Term Training 360 100 460
Technical Assistance 300 300
In—country training 150 50 200
Equipment 80 80
Subtotal 1,640 250 1,890
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FINANCIAL PLAN
(Us$ 000)

COMPONENT A.I.D. GRANT  GOES COUNTERPART  TOTAL
Studies 300 50 350

Savings Mobilization
Pilot Program

Technical assistance 100 100
Training 100 100
Remodeling 100 ' 100
Promotion Costs 25 15 40
Operating Costs 100 100
Subtotal 225 215 440
A.I.D. Project Administration 385 385
Evaluation and Financial
Raview 200 200
Contingency and Inflation 500 435 935
TOTAL PRQIECT COSTS 50,000 17,000 67,000

The following is the projected schedule of disbursements:

Schedule of Dishursements ($000,000)

Source of Fundis FY36 Fyg?7 Fys38 FY89 FY20 FY91 TOTAL

Total

A.I.D. Grant

Rediscount Fund 6.0 9.0 9.0 9.0 9.0 4.0 46
Other Uses 0.5 0.8 0.8 0.8 0.8 0.3 4
GOES Counterpart

Rediscount Fund 2.0 2.5 2.5 2.5 2.5 2.0 14
Other Uses O__Zi 9__@_ 0.6 0.6 0.6 0.3 3
Total 8.8 12.9 12.9 12.9 12.9 6.6 67

The use of A.I.D. grant funds will be divided between foreign exchange and
local currency costs as follows: :

Use of Funds FX Costs ILC Costs Total
Rediscount Line - 46,000,000 46,000,000
Other Costs 3,625,000 375,000 4,000,000

Total 3,625,000, 46,375,000 50,000,000

oo
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The anticipated obligation schedule is as follows:

($,000,000s)

FY90

FY86 FyY87 Fy88 FY89

A I.D. Grant 6.5 m 12.0 11.0 11.0

9.5

Total

50.0
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IV. PROJECT IMPLEMENTATION
k. Administrative Arrangements
1. GOES Arrangements

The Coordination Unit for the Credit Agent Program within the Central Reserve
Bank will br responsible for administering and coordinating technical
assistance a4 training activities, except for those affecting the BFA. The
responsibilities of the CU include coordination of technical assistance and
training activities, project monitoring, studies and seminar coordination.
Training activities will be coordinated with ARANSA and with the BFA Training
Office. Studies and seminars will Le coordinaled with the Economic Research
Office.

The CU currently has .. staff of three professionals. Two additional
professionals will be assigned to the unit (or hired) to work on the training
program and the studies program. At least one additional secretary will also
be hired. This is part of the COES contribution.

The unit responsible for the implementation of training and the pilot savings
mobilization program in BFA will be the Deposits Department.

2. A.I.D. Arrangements

The Rural Development Office will have primary responsibility for the
supervision of the proiect. A contract Agricultural Credit Specialist in RDO
will be responsible for the day-to-day monitoring and implementation of the
project, under the direction of the RDO. The amount of $385,000 has been
provided both to finance 2 person years for this specialist (this position is
funded through December 31, 1987 under Project 519-0263) and to purchase
equipment needed by the specialist such as a PC, typewriter and other office
equipment. Other USAID offices will offer backstopping and other support, as
needed.

A.I.D. will conduct project review mectings at least once each quarter to
review progress on the project. 'The project manager and the long-term
technical advisor will prepare a project status report prior to each meeting
detailing the activity in the rediscount line and progress or problems
encountered., The BFA program manager will also prepare and submit a statement
on the progress of the savings mobilization pilot program on a quarterly oasis.
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3. Payment Verification/Implementation Arrangements

The following is the approved payment verification matrix:

Method of Implementation Method of Financing Amount (000,000)
Rediscount Iine Host Country 46.0

Grant to BCR Reimbursement

Technical Assistance Direct Pay 1.650

Direct A.I.D. Contract
(Umbrella contract)

Training Direct Pay 1.360
Direct A.I.D. Contract

Equipment Direct L~Com .08
A.I1.D. Procurement or Direct Pay

Savirgs Promotor Costs Host Country

Host Country Institution Reimbursenent .025
A.I.D. Project

Administration Direct Pay .385
Contingency/Inflation .500
Project Total $ 50.0

During project design, reviews of the Central Bank's administrative controls
and procedures were performed (See Financial Annex).

A.I.D./GOES Administrative Arrangements

a)

b)

c)

d)

Local currency costs - Project local currency costs will be disbursed

through the Central Bank. Specific disbursement procedures will be
included in Implementation Letter Number 1. Local currency disbursement

will also be made and will be based on an anmnual action plan to be
submitted by the BCR.

Dollar costs - All dollar cost prorurement will be done by A.I.D. direct

contract. At present, it is expected that one umbrella contract will be
used for U.S. technical assistance and U.S. long and short-term training.

Policy Determination No. 71 - It will be agreed between the GOES and
A.1.D. that the credit and other resources provided from this Project will

not be used to finance the production for export of palm oil, citrus,
sugar and related products.

Gray Amendment - The major rural financial markets study conducted to
assess savings potential and credit demand was conducted by a minority
owned firm. It is expected that the umbrella contract for technical
assistance and training will include many sub-contracts with

minority-owned and other Gray Amendment organizations.
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1. Schedule of Project Activities

The implementation schedule below represents the targets for completing key

activities in the Project.

Event

Authoriration signed
Project Agreement signed
Initial CPs met
RFTP issued
* Training Plan Completed
Seminar Held (on project
implementation)
First Disbursement for
Rediscount Fund
Technical Proposals
Received
First two BFA branches
remodeled
** Gavirgs Promotion
Initiated (includes
(short—term TA)
Technical Contract signed
Comparative Transactions
Costs 5tudy Initiated
Ten Credit Agents Hired
First Annual Review of
Mditionally Criteria
Adherence
Long-Term Advisor in place
Action Plans submitted
(subsequent Action Plans
to be submitted annually in
October)
Policy Studies initiated
Eight Credit Agents Hired
Savings Mobilization
Program Assessed
Mid-Term evaluation
Final LEvaluation
PACD

Tarqgt Date

o/a June 20, 1986
o/a June 30, 1986
August 15, 1986
August 15, 19856
August 15, 1986

Septenher 15, 1986
September 30, 1986
Octoher 15, 1986
October 15, 1986
October 30, 19836
November 30, 1986
Noveinborr 30, 1986

December 31, 19856

January 31, 1987
January 31, 1987
February 28, 1987

June, 1987
September 30, 1987

May, 1988

January, 1989

May, 1991

5 years Prodg from
date of

Responsible Xjency

A.I.D.
A.T.D./GOES

BCR/GOES

A.I.D.
BCR/PFIs/A.1.D.
BCR/PFI/A.I.D.
BCR

A.I.D.

*  Training plan will further detail both mix of long-term and short-term

training and timing of training activities.

** gpecific short-term TA needed prior to the awarding of the umbrella
contract will be procured directly by A.I.D. from IQCs and other sources.
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2. COMMODITY AND SERVICES PROCUREMENT SUMMARY

Estimated Approximate
Description Unit Cost
(Us$)

Long term Advisor in

credit administration 150,000/yr
Short term advisors in 12,500/pm
credit administration

Short term advisors in

credit administration, 100/day
local hire .

Long term training 25,000/yx
advisor, local hire

Short term advisors

in training 12,500/pm
Short term advisors
training, local hire 2,000/pnm

Short term advisor

BFA savings mobilization 12,500
Short term technical

assistance for studies and

seminars 12,500/pm

9, Short term technical

assistance for studies and

seminars, local hire 2,000/pn
10. Evaluation 12,500

Total TA needs

Amount . Cost (§) Mode
48 pm 600,000 Contract
10 pm 125,000 Contract
12 pm 25,000 PsC
24 pm 50,000 Contract
12 pm 150,000 Contract
50 pm 100,000 Contract
8 pm 100,000 PsC
20 pm 250,000 Contract
25 pm 50,000 Contract
16 pm 200,000 Contract

1,650,000

S
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TRAINING SUMMARY

Estimated ’ Approximate
Description Unit Cost Amount. Cost
(Uss)
1. Short-term out of country
trainirg 5,000/pm 150 pm 750,000
2. long-term participant 30,000/yx 12 yrs 360,000
training
3. In Country training fees 300/pm 500 pm 150,000
4, Savings mobilization (Misc) 100,000
TOTAL TRAINING BUDGET 1,360,000
EQUIRENT
ABANSA equipment misc nmisc 80,000

Since some of the training and technical assist.nce listed above will be
contracted (or sub—contracted) from sources outside of the Project's
designated A.I.D. Geographic Code of 000 and Central America Common Market
menber countries, the project authorization will contain a waiver to permit
up to $1 million of training and technical assistance from sources in the 941
A.I.D. Geographic Code. It is expected that training facilities in other
Latin American countries will be used extensively. '

C. Evaluation

Monitoring of the impact of the Project and the performance of the
participating institutions is an important component of the Project. The
information gathered in this monitoring process will greatly facilitate
evaluation of the project.

Two evaluaiions are planned, a mid-term assessment and an End-of-Project
impact evaluation. The mid-term evaluation will be concerned with efficiency
of the project structure in channeling credit resources into desired
activities and to desired heneficiaries and with the effeciiveness of the
technical assistance and training in improving operations of the agricultural
credit delivery system. It will draw conclusions as to the effectiveness of
the spread structure and make recommendations to improve targeting, improve
efficiency, and use of technical assistance and training. The mid-term
evaluation will also review the progress and potential of the rural savings
mobilization program and make recommendations as to what, if any, future role
A.I.D. should play in this area. It is essentially a corrective evaluation
to improve project implementation.

5
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The final evaluation will further assess the number of cooperatives that have
invested in diversified agricultural activities, allowing them to better
utilize their resources. The amount of their own money that they are loaning
to the reform sector will be an indicator of the success of the program.

D. Conditions, Covenants, and Negotiating Status
1. Negotiating Status

Close contact was maintained with GOES officials during the Project design
process. Humerous mealirgs were held with BCR officials at all levels and
contact was made with the agricultural departments of almost all of the PFI's
which are likely to participate in the Project. While the general parameters
of the Project have been discussed and aqreed upon, the spzeific details of
the proposed interest rate differential structure, the conditions of the
rediscount line, and the definition and measwremant of additionality will
need to be further negotiated and modified, as necessary during the life of
the project.

2. Covenants

The Cooperating Country shall covenant that, unless A.I.D. otherwise
agrees in writing:

(a) The GORS through the PCR will verify on an ongoing basis, and
report to A.I.D. at least annually, that the amount of funds
made available through the Project's rediscount line will be in
addition to the amount of funds currently being mvle available
by the IR to the reform sector. Calendar year 185 will be
used as the hase year.

(b) Prior to receiving funds {rom the Project's rediscount line the
Agricultural Davelopment Bank (1¥A) will disburse all funds in
the Integral Credit Line financed under A.I.D. Project 519-0263
and be in full compliance with all outstanding covenants from
Project 519-0263.

(c) A.I.D. will be able to brief and debrief contractors,
participants and invitational travelers [inanced under the
Agreement and will be furnished copies of reports produced by
such persons.

(d) The ICR will assure the integrity and proper accountability for
the rediscount line funds during the entire life of the Project.
In the event of a default by a PFI, the BCR will cover the loss
so as to protect the integrity of the credit fund.

Y0
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3. Conditions Precedent to Disbursement

Prior to initial disbursement of Project credit funds, the GOES will,
except as the Parties way otherwise agree in writing, furnish to A.I.D.
in form and substance satisfactory to AL.I.D.:

(a) A statement of the name of the person{(s) in the BCR empowered to
act for the PR as the GOWS implemanting entity with reference
to the Project Agreement, along with a specimen signature of
such person(s);

(b) Evidence that the IR has established a separate rediscount
credit line for chamneling project credit funds to the
participating financial institutions;

(c) Evidence that the Grant Agreement has been duly ratified;

(d) Evidence that the RCR has informed PFIs of the availability of
the new credit line and should provide for A.I.D. approval all
terms and conlitions for use of the credit line, including
interest rates, terms, loan conditions and administrative
proceiures.

Prior to initial disburscment of Project funds for training activities,
the GOES will, except as the Partics miy otherwise agree in writing,
furnish to A.I.D. in form and substance satisfactory to A.L.D.:

(a) A detailed training plan outiining the amounts and the schedule
of long-term and short-term training activities during the life
of the project.
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V. SUMMARY OF ANALYSES

A. Institutional Analysis

l. Bm

The BCR has had long experience (before and after the 1980 structural reforms)
in establishing and managing the avio rediscount lines. A review of its
implementation of existing avio rediscount lines and the investment rediscount
line for the Phase I cooperatives, has led to the conclusion that the BCR
indeed does have adequate managemznt capability to implement and monitor the
Project. This capability would be further strengthened as a result of the
technical assistance and training inputs of the Project.

The simplified avio rediscount procedure introduced in 1936-1987 has greatly
speeded up disbursements from the rediscounts. While it is too early to make
a definite assertion on this point, available evidence indicates that there
has been no significant sacrifice in terms of precision and thoroughness. The
PFI's have experience with the requirements and criteria of the BCR and have
experience in implementing them. Besides, the stiff BCR sanctions applicable
to occasional non-compliance, act as a deterrent against PFI laxity.

The BCR performance with respect to the implementation of the investirent
rediscount. line has also been such as to ingpire confidence. In only one year
of operations, the Coordinating Unit has proved its effectiveness. Even
though the credit agents received minimal training (about a week) in the
beginning, they have learnedl much on the job. Their analysis of the
identified investment projects is of good guality and they have been able to
give reasonable coverage to 133 cooperatives. In less than a year, the Unit
was able to appraise enough investment projects to commit the entire funds of
the rediscount line. Moreover, the Unit has appraised many additional
projects which have been approved subject to the availability of funds.

Both the Coordinating Unit (responsible for appraising investment projects of
Phase I cooperatives) and the Financial Bnalysis Department (responsible for
determining the eligibility of avio rediscount applications as well as for the
purely financial analysis of investment projects of cooperatives) are staffed
by competent professionals. The technical assistance and training component
of the Project has been designed to augment the effectiveness of the
Coordinating Unit and the Financial Analysis Department. These factors, as
well as the fact that the modalities of the Project have been determined in
close consultation with the BCR officials, provides reasonaole assurance that
the BCR will undertake effective implementation of this Project.
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2. The PFIs.

The management capability of the PFIs, particularly the bancas mixtas, will be
adequate to implement and monitor this Project. In view of doubts about the
BFA's present capability, it would not have access to the rediscomt line
unless the the covenants included in Project 0263 are complied with (which
would greatly improve the institutional effectivensss of the REFA).

a) cas Mixtas

In the 1960's and 1970's, the private banks in EL Salvador were considered
among the most efficient and dynamic in Central Amorica. FEven after
nationalization, each bank has largely retained its identity and its
traditions.

The bancas mixtas have had ample experience in agricultural credit operations
dating bick to the pre-agrarian reform period. Since 1980, with the
assignment of Phase I cooperatives, these bhanks have accumnlated substantial,
and on the whole satisfactory, experience in dealing with thesa cooperatives.
They have made available some of their own funds and large anounts of IR
rediscount funds for avio credits to the cooperatives, as wall as relatively
small amounts for investment credits to the cooperatives and credits to Phage
ITI farmers.

The above factors, together with the banks' familiavity with BCR rediscounting
procedures and the technical assistance and training comoonent of this Project
designed to strengthen their Agricultural Sections, support the conclusion
that the bancas mixtas have the managerial capability to implement and monitor
this Project.

b)  Banro Hipotecario

¥hile the B is not as strong institutionally as tho more efficient banks
among the bancas mixtas, it can be rated as 1o vorse than the weaker banks
among the bancas mixtas. The I has the swme familiavity with IR procedures
as the hancas mixtas and has greater expovience in dealing with Ihase I
cooperatives. Hence, for the same reasons as those montioned in the case of
bancas mixtas and given the fact that its agricultural section would be a
recipient of technical assistance and training under this Project, it will
have the managerial capability to participate in this Project.

c) Banco de Fomento Agropecuario (BFA)

The BFA has been the chosen vehicle of GOES for providing credit to the reform
sector and has played a major role, under GOES directives, in financing the
agrarian reform coopesratives. It is the single most important provider of
credit to the agricultural sector in general ard to the reform sector in
particular, accounting for 20% and 25% of total credit to these scectors
respectively. It has the largest network of branches in the countryside.
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In spite of these clear advantages, the BFA has had serious difficulties in
its financial performance and institutional capability. As a result, several
conditions precedent and covenants were included in the A.I.D. Agrarian Reform
Credit Project (Project 0263), in order to improve its performance. The BFA
would have access to the funds of this Project only with evidence of
continuing compliance with the covenants.

Given the extensive network of branches in the countryside, the BFA is in a
good position to experiment with a pilot savings mobilization program. Any
success in this effort will reduce the BFA's dependence on external resources
ard resources provided by GOES and BCR.

d) ABANSA®

The Salvadoran Bankers' Association (ABANSA) has two years of experience in
conducting a three-year undergraduate ccurse in general banking. The course,
which utilizes local lecturers, is conducted in the mornings and in the
evenings, in a large building with 8 classrooms, so that additional courses
can easily be conducted during the day.

ABANSA is eager to conduct additional intensive training courses related to
the Project under the supervision of the BCR, and is capable of doing so.

3. Rediscoumt mechanism

In the light of experience with the earlier Agrarian Reform Credit Project
(Project 0263), the structure of the rediscount mechanism with a market
orientation bhased on incentives rather than discretionary measures, is
designed to convince and induce the PFIs to augment the flow of their om
resources to the reform sector. ‘Thus, by the end of this Project, it is
expected that the supply of credit .to a broad segment of the reform sector -
will reach adequate levels, will not be dependent on the infusion of external
resources or BCR rediscounts, and will be self-sustaining and market-oriented.

It may be stressed that, apart from the specific modalities of the rediscount
mechanism, the project's success will be affected by:

a. Prompt implementation of the technical assistance and training component
of the Project, in order to strengthen the credit delivery capability of the
BCR and the PFIs.
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b. Expeditious granting by ISTA of its guarantee (aval) needed for bank
credit to the cooperatives.

In addition it is expected that an effort to larget the PAU~PRODEA programs
towards making the Phase I ccoperaltives more crcditworthy for this project
will also impact on project succeus.

B. Social Souniness Anialvsis

The Social Somriness Mnalysis contains four sections: (1) a description of the
stages of tne aqrarlun reform ant the beneficiaries of each stage, (2) the use
of credit by beneficiaries in each stage, (3) a statemont ruqardlnq social
constraints to the use of credit, and (4) a review of the project's impact on
women.,  Tablos supporting the social somdness analysis are contained within
the analysis itcelf (prescuted as Anosx G) and are not Lopented heve,

THRER SIMGES OF THE AGRARTAN REFOTH AMD TS BUNERICIARIES

The Salvadoran agrarvian reforin, in its three phases, is re"truvturinj rural
society and accoess to productiva acpricultural resowrces in rucal areas.  ‘The
reform is divided into three distinct phases, eoach affecting @ different type
of production system, distributing bonefits in a diffevent mnner and
presenting different credit neads vl constraints.  Phase I involves the
formtion of 300 plus cooperatives on large, formerly privately owned
haciendas., There are anOLux:m\lN1y 32,000 direct honeficinries, former
hlcjnudﬂ WOrkars wWho are now oocp mative memisors.  Por the post part, the
Phase 1 farins opetate in much Lhn cam? nanner as they did before thn roform,
except that ownership is comunal, vested in the ccoperative members and
mantgemnent decision yaking is oftren relegated to menbor comuibtess with advice
of hired manig2rs or ISTA cogestores.  These fars are Uqu]]y large, complex
agricultural operations profucing both export crops and basic grains.  They
often have sneveral profit centers and require extensive maoagement capability
as well as significant invesiment and rrodwecvion credit rogeirements,

Phase IT of the agrarian reform involves the voluntary sale of land by owners
holding in excess of 245 hectares. Tt 1s as yelt poorly defined, and credit
requirements of Phase TI1 beneficiaries will most likely be handled through
existing credit sources without the boxrowers heing spzeifically identified as
agrarian reform beneficiaries. Thove are no reliable estimates of the number
of persons who will beneflit from Phase IT since implementing legislation
defining eligible beneficiaries has not yet been passed by the Legislative
Assembly.

Phase III has distributed land to about 52,000 direct heneficiaries.
Recipients of Phase III land are almost exclusively small, often part-time,
farmers who prior to the reform raised subsistence crops on rented or
sharecropped land. Their minimal production credit needs waere met from their
own resources or informal credit sources, often their landlord. They differ
from Phase I beneficiaries in that they are now sole cvners of their land and
management decisionmaking, including the use of credit, is vested in
individual owner-—operators as opposed to cooperatives' credit
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comnittees. Since Phase III beneficiaries are dispersed and the transactions
costs of serving them are high, especially in relation to the size of the
loans, there has been an effort to organize them into credit "“solidarity

groups".

BENEFICIARY CREDIT NEEDS AND OONSTRAINTS

As one might easily imagine, the credit needs and. constraints of Phase I and
Phase II1I beneficiavies differ significantly, as do the sources of credit to
them. The Phase I cooperatives nend significant amounts of both production
and investment credit, although the emphasis in recent years has been on
production credit. Three reasons for this are: (1) daily wages are the main
source of income f{or cooperative members and production credit includes money
for wages, (2) credit committees, inexperienced in management of large scale,
capital intensive enterprises, often don't recognize the need for investment
credit, and (3) a lack of flexible investment credit lines. Only about 30% of
the credit supplied to the Phase I cooperatives is from the agricultural
development bank (BFA), the agricultural sector's lender of last resort. The
remainder is supplied by the commarcial or mortgage harks. The BFA is an
important lender to the Phase I reform scctor. However, those cooperatives to
which the BFA makes loans are usually the less creditworthy and thus
frequently excluded from loans under coumnercial banking standards.

Credit neads of the Phase ITI beneficiaries differ greatly from those of the
Phase I cooperatives. The Phase IIl beneficiaries are numerous and widely
dispersed. This, coupled with the small size of their loan requests, adds to
the costs of making loans to them; and, as a result, almost 95% of their louns
are extended through the BFA.  As noted above, in many cases loans through the
BFA are the first experience Phase III beneficiaries have had with formal
credit institutions. While some effort is necessary to overcoue their natural
reluctance to participate in the formal credit market, the changes in their
tenure status and proluction practices nccessitate the switch. Phase III
beneficiaries, who now have secure title to land for the first tima, are
investing in longer-ter projects for which the informal credit market is
often unsuitable. Phase III beneficiarics are investing in drainage and soil
conservation measurcs, as well as planting more permanent crops, all of which
require greater investment and production credit than they previously needed.

SOCIAL CONSTRAINTS TO CREDIT USK

Given the background presented above, there are no dlear social constraints to
using credit provided under this project. On the contrary, the Phase I
cooperatives especially depend on this credit, particularly as they develop
management skills, replace pre-reform capital goods and cope with reduced
world prices for many of their important export crops. FPhase I1I
beneficiaries, making the transition from itinerant farmers to landowners,
need the credit provided under this program, and as the banking system becomes
more adept at servicing the needs of small borrowers, the trend toward more
formal credit sources for Phase III beneficiaries will continue.

gl
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PARTICIPATION BY WOMEN

Few data exist to document the role of women in the reform or their
relationship to the credit system. It is estimated that about 10% of the
cooperative mem:vship is women, enjoying the same rights and privileges as
men. Recent wage legislation mandates cqual pay for men and women in
agricuttural labor, so the extent to which credit pavs daily wages, women
benefit. They are a large part of the labor force during the peak harvest
season. A numbexr of Phase 110 beneficiaries are women and no systematic
discrimination against women in credit allocation is obvious. Of course, a
great many women in both phases indirectly benefit from credit as members of
households which depend, in small or large part, on agricultural credit.

C. Financial Analysis

The main issues covered in this summary are as follows. First, do the BCR and
PFIs have the financial management capabilities to ensure that credit extonded
under this vediscomt line is properly utilized according to the terms of the
Grant Aqreement?. Second, is the spread allocated to the PFIs a sufficient
incentive for them to increase their lending to Phase I and Phase III
clients?. Thivd, are the projected levels of repayment high enough for the
PFIs to cover their costs and increase their provision for xad debts through
the spread?

1. Financial Strength of the BCR and Prls

The Central Reserve Bank has exprrience in dealing with rediscount lines for
the agricultural sector. Tt has the basic minimun procedures (supported by
manuals) necessary to opsrate a redisconnt line effectively. PCR internal
reports as to the status of rediscount lines, both for the reform and
non-reform sector, are timely and proiuced with adequate frequency.

The KR has performed an annual review of all the agricultural departments of
the PFIs that have dealt with RCR rediscount lines since the 1981/1982
cropping season. 11 evaluation is well (e and it takes into account the
quality of proposals submitted, future projection on financing, supervision
and control, ard repayment. This annual review forms the justification for
the additional, up to 2 points, spread that the PFIs may receive.
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In addition, the Coordinating Unit utilized the 20 credit agents assigned to
the mixed and the Mortgage Bank to carry out a resource survey on all the
cooperatives (155) served by those same banks. The resource survey included
information on the formition of the cocperative, membership, management,
resource base (soils, tongraphy, water, infrastructure, cropping-patterns,
equipment, etc.,) and projected activities. Upon completing the detailed
resource surveyv, data was collected [rom each hink on the loan status of each
cooperative as of 15 June, 1985, The data on each loan included all
information on ocutstaniing loans by purpose, crodit contracted, credit
disbursad, balance, estimated intcorest, balance not dus, and balance past due
and whether or not the bank's own rescuarces or the Central Bank's resources
were used. 1he Coordinating Unit did a good job taward the establishient of a
data base.

The BCR department of financial svstems receives a quarterly report on the
status of reform sector loans. This auarterly report is based on suming the
current halan—es from cvery cooperative anl secs to be the best base of
information provided by the PFIs to the BCR.  The semi-annual report from the
mixed banks that includes loan batances from the same period contains
different totals. A review of these reports is currently being undertaken by
the RCR.

BCR Internal Audit utilization of staff{ and prioritization of functions is one
area where short term outside technical assistance is recommended.

Basel on the finncial review of the IR there is sufficient basis to be
confident with IBZKR financial managonent capabilities to ensure the proparn
utilization of project funds. As long as there is complete access to any
information from any Hink that accepts a rediscount credit from the BCR there
are no difficulties foreseen. :

2. Analysis of the Sprend Structure

The BCR and the PFIs, bascl on their current costs, need 2 points to cover
their administrative costs. Spreads greater than 2 points can then be
utilized for funl capitalization (BCR) or for bad debt contingencies (PFIs)
and additionnl costs and risks perceeived with increased reform sector
lending. WFlexibility is required to a-just the spread based on project
experience in achicving crelit flow to desired activities and recipients. It
is inportant that strict monitoring of projects and users be established at
the beginning so that adjustments Lo the spread can be made as required.

An analysis of the spread structure shows that for short term production
credit the lening institutions should be confident of a 95% repayment rate if
they are to oover their administrative costs and repay the BCR in full. The
repayment. lovel necessary to cover administrative expenditures for medium and
long-toum lows depends on the terms of the lending. Given a five ycar loan
with .« 2 year grace periol, a repayment rate of 90% would be required
(exclusive of the bank's commission). Without greater details on perceived
risk and current repayment rates it is difficult to project the adequacy of
the spread.
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3. Repayment and Refinancing

Agricultural sector loan repayment and refinancing is a problem associated
with all hanks. The magnitude of the problem is not known. Not knowing
repayment rates by project makes it extremely difficult to say which reform
sector portfolios have been most successful. In order to address this
problem, it is recomnended that all loans of a recipient of this Project's
rediscount line be analyzod and repayvment rates calculated. In addition, the
tracking of all a recipient's loan activity under this project should be
carried out on a quarterly basis. Given the capabilities of the PFIs and the
BCR Coordinating Unit this should present no problem.

4, Interest Rates

1986 interest rates to both borrowers and savers are at an all time high even
though real interest rates are negative. During 1985 the mixed and mortgage
banks increascd their national currency deposits from 3,381.3 million ocolones
to 4,340.5 million colones, a 28.4% increase. In addition, the loan
portfolios of the same banks increased ot a slightly smaller amout., Based on
the experience cf these banks in 1735 there is every reason to believe that
high lavels of both saving and lenling will be reached in 1986.

5. Project Monitoring
Project monitoring througn the IXR coordinating unit of this Project is viewed
as a major key to success. Establirhing a data hase to monitor recipient

performance, fund allocation and use, and additionality are priority tasks.
Capabilities within the BCR are sufficient to carry out these functions.

D. Economic Analysis Summary

The Agrarian Reform process achieved a redistribution of the ownership of
productive resources from the traditional landownars to agricultural
laborers. The process was disruptive to the agricultural production process
for secveral reasons: 1) ‘Mhe new landowners did not have the managerial
capability to brirng all productive resources together efficiently; 2) the
traditional business relationships hetween the former landowners and suppliers
of financial capital were not extrapolated to the new owners; and, 3) the
traditional channels of distribution of agricultural output for domestic
consumption and especially for export were sevearly disturbed. Additionally,
downward swings in the prices for some of the traditional export crops
praduced in the affected lands reduced the incentive to muintain, let alone
increase, proinction. The net result of these elements was an immediate
reduction of output, i.e. an increase in the unrealized productive potential
of the transferred agricultural land.

The initial reaction of both governmental institutions and the new landowners

was to direct their efforts at minimizing production losses and the attendant
reduction in welfare. Government efforts, concentrated in making available

\
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financial resources and performing some of the marketing functions for inputs
and outputs associated with traditional crops for exports and domestic
consumption. The new landowners concentrated in maintaining the traditional
crops they had helped to produce while thay were laborers. The result of
these efforts was an erratic production trend which has not resulted in a
sustained improvement in the welfare of the reform sector.

The basic problem is that some of the reform related factors which disrupted
production have not been fully addressed. On the subject of managerial
ability, GOES efforts with U.S. assistance have made substantial progress in
introducing sound managerial practices to many of the agrarian reform
cooperatives. As a result of this assistance, many of the recipient
cooperatives are in financially viable positions. On the subject of disrupted
channels of distribution for agricultural outputs, the GOES marketing
functions for traditional export and douw=stic crops seem to be performed with
less interruptions and confusion. The GOLS does not appear to be interested
in performing those functions for new crops which leaves the fie'd open for
the establishment of more efficient chammels of distribution for a diversified
output mix.

The factor which has been addressed the least is that of the traditional
relationships between landowner and the suppliers of financial capital. The
providers of financial capital to the former landovmers were not only affected
by the reform when ownership of financial intermediaries was transferred to
the public sector, but they had to face the loss of its traditional
creditworthy clients and face new ones with little or no credit records, and
without the capacity to provide their equity as collateral for any loan
request. ILogically, banking system operations minimized lending exposure in
the reform sector. As a result and as shown in the saving mobilization study,
mich of the credit provided to the reform sector comes’ from government
sponsored programs, which have concentrated on production credit. There has
been little or no credit available for investment.

The lack of access to long term finance has had the negative effect of
discouraging the development of new investment projects that take full
advantage of the resource endowmeznt in the reform sector. This has been
particularly detrimental to the implementation of an agricultural development
strategy based on the diversification of production. In this sense, the
structure of credit available to the reform sector is one of the principal
constraints to increased agricultural production and the development of the
sector.

The principal objective of this project is to begin addressing the credit
constraint. The strategy of the project is to provide investment credit
resources to the reform sector, and to initiate a technical assistance program
designed to strengthen credit delivery mechanisms to the reform sector from
financial intermediaries. The project has three major components: a) the
establishment of a line of cradit on a comm2rcial basis to the reform sector;
b) the introduction of a technical assistance program for PFls
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designed to improve credit delivery to the reform sector by reducing
transaction costs and applying technically sound project financial analysis
(the assistance is also designed to find improved mechanisms to deliver credit
to small farmers); and, c) the introduction of a pilot savings mobilization
program designed to test the feasibility of mobilizing rural savings in El
Salvador,

In a attempt to analyze the eoconomic feasibility of expanding production in
the agricultural sector, incluiing the reform sub-sector, the Mission has
parformed several analyses of potential investment opportunities. For this
project, the design team analyred investuent projects recently submitted by
agricultural cooperatives for aporoval by the banking system. 'The foregoing
analyses are relevant to the implemantation of this project, since the
projects analyzel are representative of the tvpe of investment potential in
the agricultural sector, andl in some cases represent projectyu ready for
submission to the banking system.  Thus, the projects are indicative of the
econonic feasibility associnted with the establishmont of the line of credit
and the provision of technical assistance to financial intermodiaries. The
table on the folloxing page presonts a sumaary of the Mission's ialyses. 'The
left colum presents a brief description of the projects analywzed, the right
column shows the cconomic rates of return estimted for each of the project's
activities. The mothodologies involved in each of the estimates follow widely
accepted and utilized cost/benefit literature.

The proijects presented in the table represent a broad range of investment
opportunities, ‘Meir rates of roturn (cconomic and financial) vary
substantially from marginally feasible projects with economic rates of return
of as low as 2% to projects which constitlnte a tremendous potential for the
comntry with rates of return in excess of 30%. At the lower range are those
activities associated with traditional agricultural production. With the
exception of coffea, the rates of return associated with traditional
activities such as milk production underline the need to diversify the
productive hase, i.e. to implem nt projects with hicgh rates of return. At the
upper range are those projects which hring together the results of assistance
to the agricultural sector desianed to ideally eliminate, but certainly
reduca, constraints to increasod production. These are projects which take to
fullest advantag> tha resource cndowment in the agricultural sector. In this
sense, the credit cxmponent of the project becomes an essential element which
completes the total assistance package for the agricultural sector.

The Mission expacts the project not only to provide financial resources for
economically viable investments, but to restructure the financing available to
the reform sector. The availability of credit itself should become the
catalyst for cooperatives to identify investment projects that generate higher
returns than the traditional productive activities in which they are engaged.
The technical assistance componant should enhance the willingness of
participating financial institutions to provide the necessary financing in a
more efficient bhasis.

U
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Table

EL SALVADOR - RATES OF RETURN FOR INVESTMENT IN AGRICULTURE

Project Description EQONOMIC INTERNAL
RATE OF RETURN

The introduction of irrigation, a changz in the

crop mix, expansion of area cultivated, and

marketing technical assistance to a 300 hectares

pilot project. The crop mix includes Honeydew melons,

Watermelons, Cucumber, Squash and Grecn Reans

for export. 30.8%

Coffee replanting. The project would consist

of replanting 360,000 seeilings over a two-year

period, as well as, establishing and maintaining

for three years a nursery of 180,000 seadlings. 38.0%

Fluid Milk Production. The establishmeni by purchase and

propagation of an improved dairy herd of 50 to 85 cows and

two to four bulls. The establishment of 37 manzanas of
well-and-pump-irrigated pasture for maintenance of the herd.

The project also foresees the purchase of concentrates :
and the construction of an irrigation system. 2% to 14%

Fruit Production and Processing for Export.

This project consists of planting 1500 hectares over

a 5 year period with melons, watermelons, cucumbers,
zuchini and corn for export. The project also
contamplates the construction of a processing plant
which would prepare the products for export to Financial
IRR third country markets. 17.3 to 30%.

(U
S
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Narrative Summary

Project Goal: To increase the
economic well being of

farm families in

the reform sector.

Suh-Goal: To increase
agricultural reform sector
output.

AGRARIAN REFORM SECTOR FINANCING

(519-0307)

LOGICAL FRAMBAORK MATRIX

Objectively Verifiable Indicators

1) Increased income of reform
sector beneficiaries

2) Increased access to essantial
services

3) Improved living comditions
1) Increased overall agricultural

proiuction in the reform sector
in both volume and value.

Means of Verification

Statistics of Central Bank of
Reserve

Statistics of MAG

Reports and special studies
to be conducted by PERA.

ANNEX B

Important Assumptions

GOES policies will be favorable and
encourage production (i.e. price
incentives for agricultural output,
exchange rate policies)

Favorable climatic corditions
will prevail.

The present level of violence in
the country will decrease.

Project Purpose:

To increase the availability
.and productive use of credit
in the reform sector.

Project Status (EOPS):
1. Intermediary credit Institutions'

Central Bank of Reserve statistics/
records on banking system loan

annual flow of credit will increase portfolios;

at least by the amount macde
available annually under the
Project.

2. Creditworthy Ag reform coops and
other beneficiaries will increase
their total ag credit at least by
the amcunt made available
through Project.

3. The loan repayment rate
for reform sector cooperatives
and Phase III beneficiaries :
improved v at ie=2s5t 15% over the
13935 levels by 1991,

PFI Records
Records/reports of ag reform
cooperatives.

Credit being made available from
the Project will be in addition

to present credit levels of Reserve
Bank and PFIs.

Technical assistance in cooperative
organization, management, and
financial planning will improve
overall oocperative management
procedures. (0265, Technoserve)

Credit will be distributed
according to credit evaluation
criteria to bs established



Narrative Summary

Outputs:

1) Rediscount credit line
established and functioning

2) Training program
in place.

3) Policy study arvd
Education Program functioning

4) Pilot savings mchilization
program established.

1)

2)

3)

4)

(519-0307)

LOGICAL FRAMBEWORK MATRIX

Objectively Verifiable Indicators

Rediscount: loans made to PFI
Training sessions and other
activities held.

Demonstrated efforts/interaction
i.e. meetings/dialogues; seminars

Reports prcduced.

Means of Verification

— Central Bank records and reports

— PERA field surveys
PFI records/reports
- Ag reform coop records

Important Assumptions

1- Interest rates will be flexible
and approach market rates when
possible.

2~ Incentives will exist to
encourage savirgs.

Rediscount line
Technical Assistance
Training

Other Costs

* In-kind contribution
and BCR rediscount credit line

AID * GOES

46 M $14.0 M
1.7 M 2.05 M
1.3 M .025 M
1.0 M .925 M

$50.0 M $ 17.0 M

- AID Controller's records
~ Central Bank of Reserve reports

1- Central Bank of Reserve disbursements
made in a timely manner.

2- AID funds made available as
scheduled.
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5C(2) PROJECT CHECKLIST

Listed below are statutory
criteria applicable to projects.
chis section is divided into two
parts. Part A. includes criteria
applicable to all projects. Part
8. applies to projects funded
from specific sources only: B.l.
applies to all projects funded
with Development Assistance
Funds, B.2. applies to projects
funded with Development
Assistance loans, and B.3.
applies to projects funded from
ZSr. '

CROSS REFERENCES: IS COUNTRY
CEECKLIST UP
TO DATE? EAS
STANDARD ITEM
CHECKLIST BEZ
REVIEWED FOR
TEIS PROJECT?

A. GENERAL CRITERIA FOR PROJECT

1. TFY 1982 appropriation Act
Sec. 523: FAA Sec. 634A;
Sec. 653(b).

(a) Describe how
authorizing and zppro-
priations committees of
senate and Bouse have
been or will be notified
concerning the project;
(b) is assistance within
(Operational Year Budget)
country or international -
orcanization allocation
reported to Congress (or
not more than $1 million
over that amount)?

2. FAA Sec. 611(a)(l). Prior
to obligation in excess
of $100,00, will there be

a) CN submitted

b) Yes

Ny



TRANS., MEMO NO.

AID HANDBOOK 3, App M 3:43

EFFECTIVE DATE

September 30, 1982

(a) engineering, finan-
cial or other plans
necessary to carry out
the assistance and (b) a
reasonably firm estimate
of the cost to the U.S.

of the assistance?

PAX Sec. 6ll(a)(2). 1If

further legislative
action is reguired within
recipient country, what
is basis for reasonable
expectation that such
action will be conpleted
in time to permit orderly
accomplishment of purpose
of the assistance?

FAA Sec. 611(b); PY 1982

Approwriation.jict Sec.

S501. 1If for water or
water-related land
resource construction,
bas project met the
standards and criteria as
set forth in the
Principles and Standards
for Planning Weter and
Related land Resources,
dated October 25, 19737
(See AID Bandbook 3 for
new guidelines.)

FAA Sec. 6ll(e). If

project is capital
assistance (e.g.,
construction), and all
U.S. assistance for it
will exceed $]1 million,
has Mission Director
certified and Regional
Assistant Adninistratar
taken into consideration /
the country's capability
effectively to maintain
and utilize the project?

- a) Yes

.b) Yes

N/A

N/A

N/A
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PAA Sec. 208. 1Is project

susceptible to execution
as part of recional or
multilateral project? If
so, why is prcject not so
executed? Irformation
and conclusion whether
assistance will eacourage

.regionzl development

prograns.

FAA Sec. 601 (a).
Informatinn and
conclusions whether
project will encourage
efforts of the country
to: (a) increase the
flow of international
trade; (b) foster private
initiative and
competition; and (c)
encourage development and
use ol cooperatives, and
credit unions, and
savings and loan
associations; (d4)
discourage monopolistic
practices; (e) improve
techniczl efficiency of
industry, agricunlture ang
commerce; and (f)
strengthen free labor
unions.

FAA Sec. 601(b).
Information and
cenclusions on how
project will encourage
U.S. private trade and
investment abroad and
encourage private U.S, -
participation in foreidn
assiscance prograns
(including use of private
trade channels and the
services 0of U.S5. private
enterprise).

No

The project is designed to
strengthen agricultural
cooperatives

Investment credit from project
will involve purchaseof U.S.
products such as farm
machinery; production credit
loans will involve purchases
of U.S. fertilizers.



AID HANDBOOK 3, App ™M

1 TRANS. MEMO NO.
3:43

EFFECTIVE DATE P X
September 30, 1982 ML

10.

11.

.12.

3.

FAA Sec. 612(b), 636(h);
TV 1982 Appropriation
2.cC Sec. 507. Describe
steps taken to assure
that, to the maximum
extent possible, the
country is contributing

local currencies to meet

the cost of contractual
and other services, and
foreign currencies owned
by the DU.S. are utilized
in lieu of dollars. s

FAA Sec. 612(d). Does

" the U.S.

own excess
foreign currency of the
country and, if so, what

‘arréngements have been

made for its release?

TAA Sec. 601(e). will

- Ehe project utilizc.

competitive selection
procedures forI the
awarding of contracts,
except where applicable
procurement rules allow
otherwise?

FY 1982 appropriation Act

Sec. 521. 1f assistance
s for the production of
any commodity for export,
is the commodity likely
to be in surplus on world
markets at the time the
resulting productive
capacity becomes
operative, and is such
assistance likely to
cause substantial injury
to U.S. producers of the
same, similar or .
competing commodity?

Fap 118(c) and (d).

Does the projecct comply
with the environmental
procedures set forth in
AID Regulation 162 Does

Govgrnnent contribution to be
defined in bilateral agreement.

No

Yes

N/A

Yes
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B..

14.

the project or program
take into consideration
the problem of the des-
truction of tropical
forests? ‘

Faa 121(d). If a Sahel
project, has a determina-
tion been made that the
bost government has an
adequate system for
accounting for and
controlling receipt and
expenditure of project
funds (dollars or local
currency generated
therefrom)?

FUNDING CRITERIA FOR PROJECT

1.

pevelovment Assistance
Project Criteria

a. FPAA Sec. 102(by), 111,

113, 28)l(a). Extent to
which activity will (a)
effectively involve thLe
poor in development, by
extending access to
economy at local level,
increasing labor-inten-
sive production and the
use of appropriate
technology, spreading
investment out from
cities to small towns and

rural &reas, and insuring .

wide participation of the
poor in the benefits of.
development on a sus-
tained basis, using the
appropriate U.S. insti-
tutions; (b) help develop
cooperatives, especially
by technical assistance,
to assist rural and urban
poor to help themselves
toward better life, and

N/A

N/A

a) High impact

b) High impact
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PAGE NO.

3M-15

otherwise encourage
democratic private and
local governmental
institutions; (c) support
the self-help efforts of
developing countries; (d)
promote the participation
of women in the national
econonies of developing
countries and the
improvement of women's
status; and (e) utilize
and encourage regional
cooperation by developing
countries? '

b. FrA Sec. 103, 103a,
104, 105, 106. Does the
project fit the criteria
for the type of funds
(functional account)
being used?

¢c. FAA Sec. 107. 1Is
empbasis on use O aDPIO—
priate technology
(relatively snmaller,
cost-saving, labor-using
technologies that are
generally most appro-
priate for the small
farms, small businesses,
and small incames of the
poor)?

d. TFAA Sec. 110(a). Will
the recipient country
provide at least 25% of
the costs of the prcgram,
project, or activitiy

with respect to which the

assistance is to be .
furnished (or is the
latter cost-sharing
requirement being waived
for a "relatively least
developed" country)?

¢) High impact

'd) Some impact

'e) N/A

Yes

Yes

Yes
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e. TFTAA Sec. 110(b).

Will grant capital
assistance be cisbursed
for project over morsa
than 3 years? 1If so, has
justification satis-

" factory to Congress been

made, and efforts for
other f£inancing, or is
the recipient country
*relatively least
developed®? (M.0. 1232.1
defined a capital project
as "the construction;
expansion, equipping or
alteration of a physical
facility or facilities
financed by AID dollar
assistance of not less
than $100,000, including
related advisory,
managerial and training
services, and nct under=-

‘taken as part of a

project of a predom=-
inantly technical
assistunce character.,

£. FAA Sec. 122(b). Does
the activity give
reasonable promise of
contributing to the
development of economic
resources, or to the
increase of productive
capacities and self-~sus-
taining economic growth?

g. FAA Sec., 281(b).
Describe extent to which
program recognizes the
particular needs,
desires, and capacities -
of the people of the
country; utilizes the
country's intellectual
resources to encourage

N/A

Yes

. The project supports an essential

agrarian reform program;vdjj.strengthen
capability of Host Country to adninister
agricultural credit and to promote
savings.
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3.

Development 2

institutional development;
and supports civil
education and training in
skills required for
effective participation-in
governmental processes
csential to self-government.

istance Provject

ssi
Criteria (Loans Onlvy)

2 SWPeAN

Q.

TM Sec. 122(b).

“Information and conmluq1on

on capacityv of <the country N/A .

to repay thes loan, at a
reazsonzble rate of interest.

Fax~ Sec. G20(d). If

assiscenca 416 sor any

produetive enterprise which

will compeie with U.S.

epterprises, 13 there an N/A

Lagrecwment by the recipient

counhiy bo prevent 2yport
4o the U.5. of more than
20% 0f tue enterprise's
anpnuzl proeduction during
the life »f the loan?

Ispra of 1B, Sec, 725_

B Syt ittt el e W

{c) ano Lu)u L rorv

Nicaracua, coes the loan

agreement reguire that the

funds be used to the

. N/A

maximum extent possible for

the private sector? Does

the pto;ect provide for

monitoring under PAA Sec.

624(g)?

Economic Support rung

Project Criteria

a.

TAL Seec. 532(a). Will
this essisrance promote | N/A
economic or political
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stability? To the extent
possible, does it reflect
the policy directions of
FAA Section 1022

., FAA Sec. 531(c). Will
assistance uncer this
chapter be used for
military, or paramilitar
activities? -

N/A

c. PaA Sec. 534. Will ESP
funds be used to finance
the construction of the
operatior or maintenance
of, or the supplying of
fuel for, a nuclear
facility? If so, bhas the
President certified that
such use of funds is
indispensable to
nonproliferation
objectives?

N/A

d. PAA Sec. 609. If
commodities are to be
granted so that sale
proceeds will accrue to
the recipient country, N/A
have Special Account : R
(counterpart)
arrangements been made?
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Estimado Sefior Gomez:

Tomando en consideracion los esfuerzos que esa Agencia ha venido desarrollando en
la consolidacion del proceso de la Reforma Agraria, hemos considerado conveniente
iniciar los trdmites a fin de obtener una donacidn de esa Agencia por
EUA$50,000.000.00, para atender las necesidades del crédito del Sector Reformado
en sus Fases I y III, el Gobierno de E1 Salvador, por su parte, aportaria
EUA$17.0 millones durante la vigencia del Proyecto, la cual se estima de 1986 a
1989. '

Los fondos obtenidos se canalizarian a través de una linea de redescuento del Ban
co Central de Reserva de E1 Salvador (BCR), para ser redescontados por las insti-
tuciones intermediarias de crédito que presentasen documentos de redescuento ele-
gibles al BCR para crédito de produccidn e inversion del mencionado sector. Asi
mismo, parte de los fondos se utilizarian para establecer un ampliio programa de
entrenamiento para los oficiales del crédito del BCR e instituciones intermedia-
rias de crédito participantes en el proyecto, estudios de politicas y seminarios
sobre temas relacionados con la Reforma Agraria, Politica Monetaria y Crediticia -
Yy un programa de movilizacidon de ahorros rurales.

Como es de su conocimiento, el BCR tiene una larga experiencia en el manejo de
lineas de redescuento tanto para el sector reformado como para el no reformado,
de modo que tiene la capacidad de manejar en forma.eficiente un proyecto de esta
naturaleza. Por otro lado, existe al presente la Unidad de Coordinacion de Agen-
tes de Crédito en el BCR, que ha acumulado experiencia en el crédito de inversidn
para las cooperativas del sector reformado a través de 1a banco comercial mixta

y el Banco Hipotecario.


http:EUA$50,O00.O00.O0

~ERI0D DE PLANIFICACION
. COORDINACION DEL DESARROLLO
ECONDRICO Y SOCIAL

SETEFE-536/86

Esta Unidad seria responsable de la administracidn y coordinacion de las acti-
vidades del Proyecto. Las otras instituciones participantes serfan la banca co
mercial mixta, Banco Hipotecario y Banco de Fomento Agropecuario que, al pre-
sente, apoyan financieramente a mas del 96% de las cooperativas del sector re-
formado y beneficiarios de la Fase 111 de la Reforma Agraria.

E1 Programa de entrenamiento y las actividades de estudio de politicas y semi
narios tratarian también de incluir a Universidades Locales, ademas de las ins
tituciones intermediarias de crédito. La movilizacidn de ahorros rurales se
planificaria mayormente a través del BFA.

E] total de fondos requeridos para la implementacidn de este proyecto alcanza-
ria EUA$ 67.0 millones que tentativamente se distribuirian entre los diferen-
tes componentes de acuerdo al siguicnte detalle:

Donacion
AID GOES TOTAL
Miles EUAS Miles EUA$ Miles EUAS

1. Linea de Redescuento 46,750 16,050 62,800
2. Entrenamiento 1,640 250 1,890
3. Estudios 300 . 50 350
4. Movilizacion de Ahorros . 225 215 430
5. Evaluacion 200 200
6. Imprevistos . 885 435 1,320
TOTAL PROYECTO 50,000 17,000 67,000

Mucho agradeceriamos sus gestiones en procura de agilizar la culminacidon de los
pasos que permitan concretar, en el menor tiempo posible, el convenio de dona-
cion mencionado.

Atentamente, =

TN By
OV Mg




ANNEX E
INSTITUTIONAL ANALYSIS

The agricultural credit proposed to be funded through this Project would
be provided to the ultimate bereficiaries (Phase I reform sector cooperatives
and Phase III Decree 207 beneficiaries) through the intermediation of the
Banco Central de Reserva (BCR) and the Participating Financial Institutions
(PFIs), namely, the nationalized commarcial banks (bancas mixtas), Banco
Hipotecario (B) and Banco de Fomento Agropecuario (BFA).

The institutional analysis in this Annex consists of:

A, Deécription of Monetary Authorities and Monetary Policy Instruments
B. Description of the organization and functions of the BCR and the PFIs.
C. Description of the existing rediscount mechanism.

D. Description of the recommended rediscount mechanism.

E. Comparison of the existing rediscount mechanism with the recommended
mcchanism,

F. Assessment of the management capability to implement and monitor the
Project:

1. In the BCR
2. In the PFls

G. Description of the credit delivery system to be applied between the
BCR and the PFIs and between the PFIs and the final borrower.

A. Monetary authorities and Monetary Policy Instruments

Te Salvadoran monetary and financial system is regulated by the 1982 "ley
del Regimen Monetario." Under this law there are three entities that have
jurisdiction over the country's banking system: the Monetary Board; the
Superintendency of the Financial System; and the Central Reserve Bank. The
Monetary Board (composed of cabinet ministers holding economic portfolios and
the President of HCR) is the policy-making element and holds the ultimate
power in the system as it is responsible for the Government's monetary,
foreign exchange, and financial policies. The Superintendency of the
Financial System performs audit and inspection functions in order to enforce
legal provisions (including Monetary Board decisions) applicable to the
financial system. The Central Reserve Bank is assigned the role of carrying
out monetary policy under the direction of the Monetary Board. There are
. three basic instruments of Salvadoran monetary policy: a) legal reserve
requirements; b) rediscounts; c) interest rate ceilings.
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The legal reserve requirements on demanxl and time deposits serve to limit
monetary expansion. After remaining unchanged at 20% for many years, they
were raised to 25% in January 1986 as part of the stabilization program.

Rediscounts are used to alleviate seasonal or temporary problems of
illiquidity within the financial system in order to facilitate a smooth flow
of credit. They are also used selectively to dircct credit to priority and
productive activities. In recent y2ars, rediscounts have also served to
refinance leans that have proved hard to collect because of factors beyond the
borrowers' control and related largely to the amed conflict and adverse
economnic environment prevailing in El Salvador. Hence, rediscounts influence
the money supply as well as direct credit towards priority activities.

The ceilings on interest rates paid and charged by banks on deposits and
loans, respectively, are designed to influence credit flows to targeted and
priority econonic activities, and to low=r the cost of credit by controlling
the maximum rates payable on deposits. The Monetary Board changes the maximum
interest rates on loans as well as on sivings and time deposits rather
infrequently; the last across the board changes ware made in January 1986 as
part of the stabilization program. For loans, preference is given to both
productive and short-term loans through lower interest rate ceilings in order
to encourage bhorrvowing for these purposes, At present, interest rates are 15%
for most production loans for short-term and 17% on most medium and long term
investment credits.

The rediscounts rates have genervally been designed to provide a minimum of
a 2% point spread for the leniling institution. Larger spreads are employved,
howaver, to ecncourage certain uses of rediscounting. For example, in order to
encourage the financial insticutions to undertake closger supervision of their
loans (presumably to enhance their effectiveness and repayment), an additional
spread of up to 2 points is offered. Currently, special rates are given for
rediscounting selacted preferred activities. For example, the rates are 10%
for exports outside of Central America, 10% or less for loans made from the
Feconomic Develomment Fund, and 7% for smll-and modium-sized industry. Some
refinancing loans are given even more proeferred treatment with a six percent
interest rate being chargel. The encouragement of preferred activities is also
accomplished by prescribing a longsr tepayment pariod.

Maximun interest rates on savings and time deposits are fixed for
finaneial institutions. 7The rates are fixed to allow a spread compared with
loan rates. Incentives ave given to savers to make longer-term deposits by
offering progressingly higher rates as the term of the deposit increases. The
current rates for banks ave 7.5% for savings, and from 11.5 to 15.5% for time
deposits for G0 days to one year or more.

A\
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B. Organization and Functions of the BCR and the PFI's
1. The BCR

As of the end of April 1986, the number of staff positions at the BCR
Head Office was 809, of which 61 remained vacant. The number of staff
positions at 7 BCR branches was 96, including 3 vacancies. The number of
staff positions in the Superintendency of the Financial System was 142, of
which 10 were not filled.

Begides the normal relationship of a central bank with its client "deposit
money banks", the relationship of the IXR with the banca mixta has an
additional dimension. The State has transferred its 51% ownership of the
nationalized commercial banks' stock (bancas mixtas) to the BCR, making it the
majority stockholder. The BCR conducts two formal reviews of each bank every
year, which are held prior to the presentation by the banks of their annual
and semi-annual reports to the General Stockholder Assembly. In these
reviews, held with the President or one of the Vice-Presidents of the BCR, the
BCR examines each bank's performance during the period, and determines
policies and objectives for the next.

.For the rediscounting of credits extended by the financial system, there
are three sources of funds available to the BCR: its own funds (accounting for
78.3% of the flow of rediscounts in 1985), foreign institutions, such as
A.I.D., IBRD, etc. (17.1%) and the Economic Dzvelopment Fund (4.6%) Since
1979, as a result of armed conflict and economic deterioration, there has been
a steadily increasing need to provide refinancing for loans that otherwise
would have been in default. Some refinancing activities, however, are of
structural origin. For example, since the BCR, by law,.cannot lend with its
own resources for periods longer than a year, most coffee production loans are
usually refinanced at the end of each agricultural year to allow borrowers
time while INCAFE markets the coffee production before paying for the crop.

At the end of 1985 BCR rediscounts were distributed across classes of
institutions in the following manner: 37.5% to comnercial banks and the
Mortgage Bank, 53.5% to public financial institutions, including the BFA; and
9,0% to other private institutions, including FEDECACES and FEDECCREDITO.

Agricultural sector activities are important users of rediscounting
facilities. During 1985, 65.8% (C449.1 million) of all new rediscounts were
directed to this sector, which representced a substantial increase compared to
the share of 44.1% (C387.6 million) registered in 1984, Of the agricuvltural
sector total, 76.4% was directed to commercial banks and the Mortgate Bank,
19.3%s to public institutions and only 4.2% to other institutions. These
rediscounts were heavily concentrated in five activities: coffee received
64.1%; cotton 16.5%; sugar cane was a distant third with 5.5%; while livestock
(5.1%) and corn (5.03) accounted for at least 5% of the new agricultural
credit flows for the first time in the 1980's.



2, The PFls

Among the PFIs, the eligible recipients of the Project funds will be the
banca mixta, Banco Hipotecario and the BFA. At. the end of 1984, these
entities had an outstanding agricultural credit portfolio of ¢ 1,368
million, of which the banca mixta accounted for 47.3%; Banco Hipotecario,
26.2%; and the B¥A, 26.5%.

The organization and functions of these entities are covered in this
section. Not considered as eligible recipients of the Project funds are three
other credit institutions: The Federation of Credit Agencies (FEDBCCREDITO
and its affiliated "Cajas"; the Federation of Credit Unions (FEDECACES) and
jts affiliated credit unions; and the National Coffee Institute (INCAFE).

None of these threec entities is a banking institution in the true sense of the
term. In particular, INCAFE is not even a "nonbank financial intermediary";
rather, it is a marketing agency. In addition there are specific reasons for
excluding each of thess institutions. 1In the early period of the agrarian
reform, FEDECCREDITO and INCAFE provided significant credit to the Phase I
cooperatives and were assigned 20 and 33 oooperatives, respectively, by the
Monetary Board in 1980-81 and 1981-82. FHowever, in recent years, their
lending to the agrarian reform coopzratives has dwindled to insignificant
proportions; they were assigned only 2 ani 1 cooperatives, respectively, in
1934-85. FEDBECACES has not done any lending to the cooperatives. None of the
three institutions has extended any credit to Decree 207 (Phase III)
beneficiaries. ‘

a: Nationalized Commercial Banks (Bancas Mixtas)

On March 7, 1980, under Nationalization Decree 158, the nation's private
commercial banks (excluding the Mortgage Bank) and savings and loan
associations were nationalized. This was done to give the Government control
over these institutions as well as to break up the effective power of their
ownership which was concentrated in the haandls of relatively few persons who
were also large landovmers and users of financial resources. With
nationalization, at least 51% of the stock in each bank is owned by the
Governmmeat, the other 49% of the stock was put up for sale, 29% was offered to
private investors and 20% to the employees of each bank. Consequently, the
comnercial banks are often referred to as the mixed banks. At present, there
are nine such banks. Private sector ownership of the banks is widely
dispersed. According to law, no one individual or legal entity may hold stock
in more than one bank, and in that hank it can hold no more than 1% of the
total stock.

Each bank has a three person board of directors, with two representatives,
president and vice president, appointed by the Monetary Board. The head
offices of all the nine mixed banks are located in San Salvador. There are
significant differences among the banks in terms of size and number of
branches. For example, Banco de Comercio is the one with the most agencies
outside the San Salvador metropolitan area. In contrast, Banco Financiero
does not have any branch outside the capital city.
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At the end of 1984, the combined loan portfolios for all commercial banks
was ¢ 2,2 billion. Between 1980 and 1984, the combined portfolios grew at
an average annual rate of 12.3% in nominal terms, a decline of 0.5% in real
terms.

The commercial banks have channeled a substantial amount of resources to
agriculture. Loans to the agricultural sector accounted for 17.9% of the
combined portfolio at the end of 1984, having a high concentration in coffee,
cotton and sugar cane. At the end of 1934, the respective percentages of
total financing for these crops were 45.3, 19.7 and 9.6. At the end of 1984,
an average of 20% of the sector's loan volume was for credit to beneficiaries
of land reform. There was, however, considerable variance among institutions
with respect to their lending to the reform sector. Lending to the reform
gsector was mostly directed to Phase I cooperatives. They also lent to Phase
I1I beneficiaries, but on a much smaller scale.

Reliable and consistent figures are not available for the deliquency in
the combined portfolio of commercial banks. Howaver, six of these banks had
an average agricultural portfolio delinquency of 10.6% as of 12/31/84. At the
same time, the refinancing of agricultural sector loans rose from 23.4% to
39.3% between 1280 and 1984.

As for agricultural credit delivery systems, the banks follow standardized
procedures for analyzing loan applications. Since most farmer borrowers have
been bank clients for many years, the banks try to reduce paperwork. In most
cases, traditional sector clients are expected to maintain at least 5 or 10%
of their loans in demand deposits as compensating halances, which serve to
raise the effective rate of interest. Most short-term production loans are
secured by a personal guarantee and the expected harvest. Medium term loans
use liens on assets as security. A large portion of the lenling to the
agriculturzl sector comes from financing out of IR rediscount lines. In _
these cases, BCR procedures are followed. The banks monitor closely the use
of credit by their clients, including farm visits by agents.

The banks have four sources of funds for financing their credit
operations: their own resources, foreign loans, BCR rediscounts and the
Economic Development Fund. The banks' own resources are by far the most
important. At the end of 1984, they accounted for 77.3% of their combined
loan portfolio, while BCR rediscounts amounted to 16.2%. Tor their
agricultural sector portfolio the banks have depended heavily on BCR
rediscounts. At the end of 1984, approximately 90% of their agricultural
lending came from rediscount sources with the rest coming mostly from the
banks' own funds.

The banks receive savings and time deposits at each of their offices. At
the end of 1984 they had stocks of ¢#809.6 and ¢1,137.1 million in savings
and time deposits, respectively. Since 1980, the combined total of these two
deposits has grown at an average annual rate of 37.7%. Over the period, there
has been a shift from savings to time deposits, presumably due to the higher
inter>st rates offered on the latter.
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b) Banco Hipotecario (Mortgage Bank)

The Mortgage Bank (BH) was founded in 1935 as a commercial bank with the
unique characteristic that it is empowered to issue interest-bearing, tax-free
mortgage certificates to savers. These certificates are attractive to savers
because they are guaranteed by the state and earn a conpetitive, tax~free,
interest rate (13% on five year certificates and 14% on ten year certificates
based on rates through 1/96/86) While it gives priority to lending to the
agricultural sector, BH is a full service hamk. It has a headquarters office,
four branches in the capital and elaoven outside the capital. All branches
handle the full array of banking services, including the purchase and sale of
mortgage certificates.

Some 99% of BH stock is owned by the Coffee Producers Association. The
highest authority is an 11 person board of directors. The Bank's president is
elected by this board subject to the approval of the Government. The Bank is
administered by the general manager credit manager and manager of finance and
operations.

At the end of 1984, the BH had an outstanding loan portfolio of ¢844
million. Betwesen 1980 and 1984 the portfolio grew at an average annual rate
of 3.8%. Measured in real terms it declined at an annual rate of 8.1%. At

the end of 1984, loans to the agricultural sector accounted for 21.4% of the
total portfolio, refinanced loans 43.9% and others 34,.7%. If the agricultural
portion of the refinanced portfolio is included, 39.8% of the portfolio would
correspond to this sector.

The BH makes the large bulk of its agricultural loans to medium sized
farmers who have not been affected by land reform. At the end of 1984, 40.0%
of its agricultural sector portfolin was directed to the reform sector. It
has outstaniing loans to 31 Phase 1 cooperatives, of which 13 are located in
zones of conflict and are inactive. Four cocporatives that were former
clients of Rl have been transferred to BFA. The B has not lent to Phase III
beneficiaries.

The Bd has a serious delinquency problem. At the end of 1984, 20.0% of
its portfolio was in arrears. Ibr the agricultural loans, the problem is
worse, with 31% of the loans being delinguont. In addition, 44.0% of the
total portfolio corresponds to refinanced loans of which about half, 23%, are
in the agricultural sector. The Bl anticipates difficulties in recovering
mch of this portion of the portfolio.

mhe RH's credit delivery system is similar to those of commercial banks.
Loan approval is reasonably rapid, taking about one week for productlon
loans and a month for investment loans. Investment loans require
collateral of land; production loans are guaranteed by the crop.
Insufficient collateral and excessive indebtedness are the main reasons
for denying credit. DB closely monitors the use of credit by its
clients, including farm visits by bank agents.


http:portfo].io

-7~

The BH relies largely on its own resources for extending credit. At the
end of 1984, 79.3% of the loan portfolio was financed from the Bank's own
funds, 0.1% from the Economic Davelopment Fuaxi, 3.2% from foreign sources, and
17.5% from rediscounts from the RCR.

At the end of 1984, BH had total linbilities of C925 million of locally
generated resources consisting of C621 million of deposits and C305 million of
mortgage certificates. Some 84% of the total deposits corresponded to savings
and time deposits. Between 1930 and 1984, B experiencad an average annual
increase of 8.4% in locally mobilized resources, which was significantly less
than the increase in its loan portfolio. The difference is accounted for by
increases in external funding.

c) Banco de Founento Agropzcuario (DFA)

The Banco de Fomento Agropszcuario (BFA) was established in 1973 as an
autonomous public sector institution to provide financial and related services
to promote developmant of the agricultural sector. It suceeded the
Mdministracion de Bienestar Campesino (AN) which had been established in 1962
under the Ministry of Mgriculturve to provide supervised credit and technical
assistance to small-and wediun-sized farners.

BFA is governed by a Board of Governors composed of representatives of
economic ministries, the presidents of MR and RFA ani the Mgricultural
Cooperatives Association. The Board of Governors establishes policies which
are carried out by a Board of Directors and the EFA Management. One of the
major tasks of The Board of Directors is the approval of large loans.

The BFA carries out its operations from its headquarters in the capital
city and twenty-five branch offices locatel throughout the country. In
addition, BFA operates an agricultural inmuts division, which sells inputs to
its clients and to third parties through stores at three different locations.

At the end of 1984, BFA had a loan portfolio of ¢529 million. Between
1980 and 1984 the portfolio had increascd at an average annual rate of 13.5%,
primarily due to large infusions of loanable funds from A.I.D. and IDB to
provide credit to the reform sector. In real terms, the average annual rate
of increase was less than 1%. As for the composition of the portfolio,
non-agricultural loans represcentexd 20.9%; rofinanced loans, 18.9%; corn,
14.1%; cotton, 10.6%; livestock, 9.8%; and coffee, 7.7%. In 1984, almost 32%
of BFA's contracted credit went to Phase I cooperatives and 5.2% to Phase 111
beneficiaries.

The RFA has a =erious delinquency problem. At the end of 1984, 24.1% of
the portfolio was more than €0 days past due. 1In addition, there is much
disguised denliquency as reflected by refinancing. BFA has a complicated and
time-consuning credit delivery system that requires the borrower to provide
considerable documentation, as well as extensive supervision by BFA. The Bank
has undertaken efforts to streamline the process by giving proven good clients
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a preferred status which reduces both borrower and lender transaction costs.
The loan approval process is cumbersome. Loan applications for excellent
clients under ¢50,000 are approved at the agency level but those of

¢100,000 or more (typical of Phase I credit) must have the approval of the
Board of Directors, which can lead to significant delays in getting credit to
the borrower.

In order to reduce its costs of lending to Phase IIT beneficiaries, the
BFA has formed small grouns (grumos solidarios) of farmers that receive credit
as a unit, as well as accopt joint liability for repayment. In some cases
non-heneficiary small fameors are incluwled as mambers of the groups. BFA has
four basic sources of funls: capital, deoposits, foreign assistance and
government loans and grante (incluling JZR rediscounts).

Since 19280, it has increasingly relied on loans from AID and IDB. As of
the end of 1984, BFA had received #170.2 million from USAID and ¢197.7
million from BID. Next in importance were BCR rodiscounts vhich financed 23%
of loans made hy the BFA. DFA's total doposits amounted to C19.0 million at
the end of 1985, of which 24% were demand deposits and 76% savings and time
deposits. BFA has savings windows in only three of its offices: San Salvador,
Sonsonate and L Libertad. Tt has expressed interest in extending this
facility to several more branches.

C. Existing BCR Rediscount Mechanism

During the period 1980-84, the credit provided by BCR for agriculture was
substantially more than half of the total credit received by the agricultural
sector over that period. Each year, the BCR allocates rediscount funds,
consistent with the anmual monetary prosiram, by establishing reliscount lines
for specific econonic activities, including agriculture. The BCR rediscount
lines for financing agriculture are estabhlished in consultation with
agricultural credit institutions and public sector institutions dealing with
agriculture.

The needs for short-term proluction credits ave determined on the basis of
estimates of area sown, crop yiceld, and crop prices, using cost figures
(differentiated by crop and typs of soil) compiled by MAG., Other rediscount
lines (e.g. investment, refinancing) arce determined on the hasis of a
different set of considerations. Until 1985-86, the mechanism of the
rediscount line for production credits may be summiarized as follows:

1. Determining the amount for avio rediscount line per crop (subjectto the
overall credit ceilings under the monetary program);

2. Formulating the normas (requirements) for each avio rediscount line;

3. Setting the quota for each PFI;
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4. Fxamining the eligibility, with reference to the norms, of the documents
submitted to BCR by PFIs for each transaction;

5. Fixing the spread to be allowed to each PFI;
6. Giving BCR approval;

7. Executing the contract (containing the conditions of the rediscount and
the repayment terms) between BCR and the PFI;

8. Disbursing the rediscount proceeds.

For Step 1, the amount of the avio rediscount line per crop is determined
by the estimated area to be sown (VAG as well as banking system estimates) and
the cost of production per manzana (MAG-IGEA, banking systom and BCR own
estimates). Until recently, the costs of production were determined for each
crop by the Comisién de Costos Agropecuarios (MAG, BCR, banks).

For Step 2, the norms for each rediscount line would be determined
according to established policies as well as reflecting ncw developments.

For Step 3, the quota for each bank is set in the light of: (a) liquidity
position; (b) record of previous utilization of rediscounte; (¢) credit
demand; (d) growth in deposits; (e) amount of the bank's own resources to be
used to provide avio financing for that particular crop (in addition to BCR
financing). The decision is based on an eva’uation of the above factors. Big
pbanks often use more of their own resources than smaller banks to supplement
BCR rediscounts for crop financing.

For Step 4, the process of determination of "eligible" paper for
rediscounts (a traditional central banking function) involves an evaluation by
the Financial Analysis Departmment of the docunents submitted by the PFls to
BCR for rediscount. This documentation is supported hy the IFls own analysis
of the credit worthiness of the ultimate borrowers (ircluding utilization of
previous credits and repayment. exprrience). The BCR qualification process
would be conducted with reference to the norms of the particular rediscount
line and would take into account the credit experienc2 of PFIs with respect to
the ultimate borrower, the credit experience of BCR with reference to the PFI,
and the extent of use of the bank's own resources to supplement the BCR
rediscount line for financing the particular crop.

For Step 5, a 2% spread is allowed to each PFI and an additional spread of
up to 2% is allowed, depending on the extent of effective credit supervision
and overall efficient performance of the "Seccibn Agropecuaria" of the PFI.

For Step 6, the approval of the rediscounts up to Cl million is given by
the BCR Credit Committee (consisting cf +he Second Vice—-President, Gerente,
Sub-Gerente and two Directors of Departments), which meets twice a week.

Rediscounts exceeding Cl million must be approved by the Board of Directors.
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For Step 7, after the PFI executes contracts with the ultimate borrower
and communicates its acceptance of the rediscount terms to BCR, a contract
containing the conditions of the rediscount and the amortization schedule is
executed between the BCR and the PFI. The contract often includes more than
one ultimate borrower with loans of the same maturity.

For Step 8, the disbursem~nt is in the form of a "Cheque de Crédito" which
is deposited in the PFI's account with BCR. Amortizations are effected
through automatic deductions frow this account.

Starting with the 1986-87 avio rediscount lines, the above procedure has
been simplified in one important respact, namely, the elimination of step 4 -
the qualification process. All the othor steps of the above procedure remain
unchanged.  Under the new proceinre, PFIs perform this function on behalf of
BCR, in adiition to their own soriutiny of loan applications. Instead of
sending the decumonts to BCR, (s now send a list of loan applications they
have approved (np to 25 or more baneficiaries in one list) and receive instant
disburszmant from BZR. The new procedure has reducs: delays in DCR approval
of rediscounts. In order to ensiure compliance with its rediscount
requiremants, BCR conducts spot checks on a ranion gample of loans. In the
case of nonmamliance, the PRI concorned beaomas liable for imuweliate
repayint of the entire redisconat quota for the particalar Cron,

For 1936-87, HCR has not established an avio rediscount line for ooffee
because of higher coffee pricos anl improved Liquidity of the ~offee sector,
Hence, the total amount of 1936-77 avio rediscowt 1ines (in-'uding ooffes),
is likely to be less than in 1933-85, éven though the total amount of 1985-87
avio rediseomt lines for all ecrous (excluiing coffee) is expected to be
greater than in 1935-05. Howaver, the PRIs are expectxl to provide
substantinl avio financing for wffee in 1926-87 without BCR reviiscounts.
Consequantly, total bank crelit for avio in 1986-87 may not be much less than
in 1985-85. Moreover, ECR would providc the usual coffee marketing rediscount
line to INCAFE in 1996-87.

In the traditionnl avio rediscount mochanism that prevailed through
1985-86, the Financial Analysis Drpartaent, in the Sub-Gerencia of Toans and
Investments of the J¥R scrutinizoed all applications reccived from the
qualificd PFI, to utilize the RCR veliscount lines. On the basis of the
analysis, the Department's recommendations were forwarded to the BCR Credit
Comnittee or the Board of Directors (depeniing on the amount), where the
applications were approved or denicd. 1In the new, simplified avio rediscount
mechanisin introduced for 1986-87, the Financial Analysis Department still
plays an important role by corrlucting spot checks on a random sample of loans
extende? by the PI'Is and rediscounted by the BCR, in order to ensure that BCR
rediscount requirements have lLeen met. In the case of the investment
rediscount line for the reform soctor and the reliscount lines for the
manufactnring sector, this Department conducts an in-depth analysis of all
reliscount applications. The Financial Analysis Department has 22 analysts,
of whom five specialize in agricultural investments.
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It is important to point out that the BCR avio rediscount lines are
available to reform sector and traditional sector borrowers alike. There are
no BCR instructions forcing banks (for example, through a quota system) to
channel a specified volume of BCR avio rediscounts to Phase I cooperatives and
Phase I1I farmers, nor does BZR provide any special incentives (such as wider
interest rate spreads) for banks to do so. However, the BCR has tried, through
moral suasion, and with some success, to p2rsuxle banks to treat the reform
sector borrowers as privileqged customers. The assignment by the Monetary
Board of a certain number of cooperatives to each bank is based on the
expectation that each bank would take cire of the avio as well as the
investment credit needs of the cooporatives assigned to it. In fact, howaver,
the banca mixta has proved to be very reluctant to provide investment creiits
to the cooperatives. Another consideratinn in the assigment of cooperatives to
banks was to make sure that the large coopnratives were assignel to big banks,
in view of the legal requirement that no bk can miake a loan to an individual
borrower excecding 30% of its capital anxi reserve.

In 1982, the BCR established a specinl rediscount line amounting to €9.75
million financed out of PL~480 funds, to vrovide investment credits channeled
through the banca mixta, the Mortgage BBk FEDECCRUDITO AND INCAFE (the twm
last mentioned institutions have hardly taiien any part in this mechanism to
agrarian reform cooperatives, with a repmyment period of up to 15 years and at
a rediscount rate of 7% and an interest rate of 10% paid by the cooperatives
to the PFIs. Besides this 3% differentinl, no adlitional spread is allowed the
PFIs. The redisoymt mechanism is the swume in both cases except that, unlike
the avio rediscount lines, each application is scrutinized cavefully for
"ealificacidén" in the case of the investment rediscount line. All the funds
availaole for the investment rediscount line have been committed.

In the case of the BCR investment rediscount line for Phase I
cooperatives, the primary responsibility for scrutinizing applications for
rediscount has been that of the newly catablished BCR Coordinating Unit for
the Creiit Agents Program. This Unit was established in 1985, in order to
induce the banca mixta to increase the flov of investment credits to Phase I
coops. It consists of 3 credit agents plus the Uait Chief, who work closely
with 20 credit agents assigned to the »ueca mixta under the administrative
direction of the heads of the "Socccicnes Agropecuarias" of these banks.

The Unit works only on investment credits, not avio credits, to the
cooperatives. It prepares investment projects for the cooperatives, analyses
applications for financing under the BCR rediscount line for investment
credits to tha cooperatives, and conducts suparvision of on-gaing BCR~-financed
investment projects in the cooperatives. The favorable recommendation of the
Unit is a prerequisite for BCR financing of the investment projects of the
cooperatives. Tt also provides some technical assistance related to investment
projects and actively promotes changes in land use and cropping patterns.
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At present, 133 cooperatives are being served by the Unit. The Unit tries
to see to it that one of its credit agents invariably accompanies the credit
agents assigned to the banca mixta on their visits to the cooperatives. The
Unit has studied more than 300 investment projects so far. At present, it has
an inventoiry of 86 investment projects, already studied and ready for
financing,or in the pipeline, amounting to ¢24.4 million. Mo financing is
currently available, since the BCR rediscount line for investment has been
exhausted.

In the case of both the avio and the investment rediscount lines of the
BCR, if the rediscount appplication of the PFI is denied by the BCR, the PFI
can choose to deny the loan to its customar or to grant it out of its own
resources. In any case, whether thz BCR approves or denies the rediscount
application, the PFI bears the risk for any losses arising from nonpayment of
the loan.

D. Recommended Rediscount Mechanism

The following are the principal features of the RCR rediscount mechanism
recommended for the chameling of the Projoct fuads through the PFI's to
agrarian reform cooperatives and Docree 207 beneficiaries:

1. Tor reasons mentioned in Section B of this Annex, three non-bank
financial intemmadiaries - nmely, tho Pederacion of Credit Agencies
(FEDHCCREDITO), the Federation or Crelit Unions (FEDIRIACES), and the
National Coffee Institute ({NCAFR) — will be excluded from
participation in this reiiscont line. Anong the eligible banks and
financial institutions (bansa mizta, Banco Hipotecario, and the BFA),
the rediscount line will not bz allocirted by means of quotas or any
other system of rationing. Access to the rediscount line will be
determined by the BCR solely cn the basis of the efficiency and
performance of each participating institution rather than by any
nonmarket discretionary mechanism.  However, prior to its access to
the rediscomt line, the BFA must be in full compliance with all the
conditions precedent and covenants included in AID Project 0263.

2.  The rediscount line will b available for short-term production and
medium-and long-term investmeat credits. It will not be restricted
by crop or type of activity. The preference for investment credits
will be implemented through an additional interest spread offered to
the PFIs.

3. The rediscount line will be available for orrlending by the PFIs
exclusively to reform sector boriowers (Phase I cooperatives and
Phase III farmers). Within this cateqgory of borrowers, there will
be no further restrictions (such as quotas) for any sub-cateqory of
borrowers. As an expression of preference, an additional interest
rate spread will be offered to the PFIs in order to induce a
reasonable flow of credit to Phase III farmers.
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The interest rates charged to the final borrower will be the same as
the maximum interest rate prescribad by the Junta Monetaria for that
type of loan (currently 15% for production credit and 17% for
investment credit), and will be adjusted promptly if there are
changes in the maximum interest rates prescribed by the Junta
Monetaria.

In additicn to the interest rate spread of up to 4% allowed the
PFI's in the avio rediscount funds, theré will be spreads of 2% for
jnvestment credits to Phase I cooperatives, 3% for avio credits to
Phase III favmers, and 5% for investment credits to Phase IIX
farmers - plus a 1% spread in all the above cases, if the PFI
provides at least 10% of the total loan out of its own resources.
Thus, the maximum spread will be 10% for an investment credit to
Decree 207 beneficiaries, where the PFI has put up its own funds
equivalent to at least 10% of the loan. The BCR share of the spread
is considered sufficient to compansate the BCR for the costs of
managing the program and to capitalize the rediscount fund; the
spread allowed the PFIs is deemed adequate to compensate the PFIs for
their costs, to establish a bad debt reserve and to provide a
remunerative risk premium.

The interest rate spreads will be mwaged in a flexible manner and
will be reviewed by AID and BCR from time to time in the light of
experience. Changes will he made in the spreads if the actual flows
of production and investment credit to the agrarian reform
cooperatives and Decree 207 beneficiaries, as well as the actual
willingness of the PFIs to put up th~ir own funds to supplement the
Project Funds providing credits to the reform sector, indicate a necd
to change the structure of incentives. Similarly, in the case of a
change in the maximum interest rates prescribed by the Junta
Monctaria, the share of the BCR and the spreads allowed the PFIs will
bea reviewed.

The maturity structure will be patterned after the existing
rediscount lines, with production credits having the same maturity
(usually onc year) as the corresponvling production credits under the
existing BCR avio rediscount mechanism and investment credits having
the same maturity (5-15 years) as the corresponding investment
credits under the existing BCR investment rediscount line for Phase
1 cooperatives. .

There will be an "additionality" requirement in order to ensure that
the rediscount line provide credit to the reform sector in adiition
to that currently made available to this sector out of existing
sources of funds, domestic or external. To monitor compliance with
this requirement, the BCR will seek to ensure that gross credit flow

4


http:allow.ed

10.

-14~

to this sector from all funding sources through the participating
PFIs shows increases, every calendar year, over the previous
calendar vear by at least the equivalent of the dollar amounts of
AID furrling made available unider this Project ($46.0 million). For
the first calendar year of oparation of this Project (namely, 1936),
the base period will be the calendar year 1285, In the case of
non-campliance, allowance may be made for mitigating factors, such as
the requirements of the monetary program.

It is the responsibility of the participating PFI to undertake loan
analysis, assess the creditworihiness of thoe ultimate Morrower,
complete the necessary documentation and present it to the BCR. The
PFIs must bear any Josses arising out of the nonpayment of  loans
financed by the rediscounts.

The BCR will determine the qualifications of the PFT hnsed on its
efficiency ond performance, the eligibility of the transaction, and
the creditwarthiness of the ultiwmate borrowsr, The BIR will proocess
the rediscount applications in the owder recoived and aoproved,
Approval of the applications A disbursoment by the DIR will based
on established criteria and coviitions applicable to all
participating institutions. The above is to be modificd, as
necessary, to be compatible with the simnlificd procodure introduo=d
by the BCR in 1985-1987 (Sece Scction C of this Amoex). These BOR
review procedures for the reoaaenried reliscount line wonld follow
the currcntly established proc:inves, as the case may be, for the
avio rediscount line and the investaont rediscoamt line for Phase I
cooparatives.

The repavmants of principal and interest would. be credited to the
rediscoimt fund for recycling., Mo part of the funis of the
rediscount. line may be used for refinancing.

E. Comparison bolw2en the existing and the recoraonded redisoount mechanism.

A comparison botwaen the existing and the reooweended mechanism clearly
brings out one esseatial difforence, namcly that the modalities and operating
mechanism of the reocommendad rediscount line will be non-discriminatory and
market-oriented, while the existing mechanism has several built-in
discretionary elements. Yor example:

1.

The recomneanded rediscount line will be allocated among the PRIs, not
through quotas or other administrative decisions but on the basis of
the qualifications and performwce of the PMI, the eligibility of the
transaction, and the creditworthiness of the reform scctor borrower,
In contrast, in the existing mechanism,  the QXiQ rediscount lines
are allocated among PFIs on the basis of a quota system. However,
even in the existing system, there are rediscount lines without
quotas for banks, such as industrial recovery, refinancing of coffee
and cotton credits, exports outside Central America and investment in
the reform sector.

,q'o
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The recommended rediscount line will not be restricted by crop or
type of activity and will be available for any eligible production or
investment credits. The preference for investment credits will be
implemented through an additional interest rate spread. In the
existing mechanism, there are separate rediscount lines (related to
agriculture) established for avio cradits, for specific crops, for
investment, for refinancing, and for certain other purposes.

The recommended rediscount line will be not discriminate hetween
Phase I cooperatives and Phase III farmers. It is expected that a
reasonable volumz of credit will flow to Phase III farmers as a
result of the additional interest rate spread offered.

The recommended rediscount line will offer an incentive to the PFI
(in the form of an additional interest rate spread), to provide at
least 10% of the loan amount out of its own resources. In the
existing mechanism, the extent of resources put up by the PFIs is a
factor taken into acoount by the BCR in determining quotas in the
avio rediscount lines.

In the recommende @ rediscount line, the interest rates for productior
and investment credits (currently 15% and 17%, respectively) are the
same as the maximum rates fixed by the Junta Monetaria for these
tyres of loans. These interest rates ave referred to as the market
interest rates. In the existing mechanicm, many rediscount lines
(especially those financed out of extornal resources or through the
Economi.c Development Fund) provide for the borrowers to be charged
lower interest rates than the maximum prescribed by the Junta
Monetaria.

The PFIs will be allowed higher interest rate spreads in the
recommended mechanism. In the recommcinlad mechanism, the spread
will be 4% for production credit to the agrarian reform cooperatives,
6% for investment credit to the cooperatives, 7% for avio credit to
Decreec 207 beneficiaries, and 9% for investment credits to Decree 200
beneficiaries (plus an additional 1% spresd in all the above cases,
if the PFI provides at least 10% of the total loan out cf its own
resources). In the existing mechanism, a spread of up to 4% is
allowed in the avio rediscount lines, and of up to 5% in the
investment rediscount line for the cooperatives.

The "additionality" requirement for the use of A.I.D. funds is
peculiar to this Project. The existing rediscount lines do not
contain such a requirement.
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In other important respects, the provisions of the recommended mechanism
are the same as in the existing mechanism. For example:

1. The determination of the qualifications of the PFI based on its
efficiency and performance, of the eligibility of the transaction,
and of the creditworthiness of the ultimate borrower.

2. The responsibility of the PFI to undertake loan analysis, assess the
creditworthiness of the borrower, couplete the necessary
documentation and present it to the BCR, and bear any losses arising
out of the non-payment of loans financed by the rediscounts.

3. The maturity period of the loans. The production credit under the
recommended mechanism will have the same maturity (in general, one
year) as the corresponding production credit under the existing

‘mechanism. The investment credits under the recommended mechanism
will have same maturity (5-15 years) as the corresponding investment
credit under the existing BCR rediscount line for financing
investment expenditures of the cooperatives.

4, The repayments of principal and interest would be credited to the
rediscount fund for recycling. No part of the funds of the
redliscount line may be used for refinancing.

In conclusion, it may be stressed that, in the light of experience with
the earlier Ngrarian Reform Credit Project (519-0263), the structuring of the
recomnanded rediscount mechanism is designad to convince and induce the PFIs
to augment the flow of thair resources to the reform sector. Thus, by the end
of this Project, it is expected that the supply of credit to a broad segment
of the reform sector will reach adequate levels, will not be further dependent
on the infusion of external resources or BCR rediscounts, and will be
self-sustaining and market-oriented. This will need, among other requisites,
more active involvement of the PFIs (through their credit agents) in working
with the reform sector, an effort to target the PAIJ/PRODEA programs towards
making the Phase I cooparatives more creditworthy for this Project, and a more
effective performance of the many public sector agencies currently oroviding
services to the refoom sector. In this context, the technical assistance and
training activities describad in Chapter III C, would make a significant
contribution.

F. Assessment of the management capability to implement and monitor the
Project.

1. In the BCR

A review of its implementation of existing avio rediscount lines and the
investment rediscount line for the Phase I cooperatives, has led to the
conclusion that the BCR indeed has the adequate management capability to
jmplement and monitor the Project. This capability will be further
strengthened as a result of the technical assistance and training inputs of
the Project.
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The BCR has had long experience (before and after the 1980 structural
reforms) in establishing and managing the avio rediscount lines. The
mechanism utilized until 1985-86, as described in this Annex, involved a
case-by-case examination of each rediscount application in order to determine
the eligibility of each transaction. The well-developed criteria for
determining the qualifications of the PFI, the eligibility of the transaction,
and the creditworthiness of the ultimate horrower were applied with
painstaking detail. Hence, this procedure cmphasized thoroughness and
precision at the expense of speely disposal of the reliscount applications.

The simplified»avio rediscount procedure introduced in 1986-87 has greatly
speeded up the dishursement of the rediscounts. While it is too early to make
a definite assertion on this point, available evidence indicates that there
has been no significant sacrifice in terms of precision and thoroughness. The
PFI's are used to the requirements and criteria of the BCR and have experience
in implementing them. Besides, the BCR sanctions applicable to occasional
non-compliance act as a deterrent against PFI laxity.

The BCR performance with the implementation of the investment rediscount
line inspires confidence. Starting from scratch and in a very short period
(about one year), the Coordinating Unit has proved its effectiveness. Even
though the credit agents received minimal training (about a week) in the
beginning, they have learned much on the job. Their analysis of the
identified investment projects is of good guality and they have been able to
give reasonable coverage to 133 cooperatives. In less than a year, the Unit
was able to appraise enough investment projects to commit the entire funds of
the rediscomt line, while betwzen 1982 (when the investment reiiscount line
for agrarian reform cooperatives was established) and 1983, there was very
little activity. Moreover, the Unit has appraised mauy additional projects
which have been approved to the extent that funds were-available.

Both the Coordinating Uait (responsible for appraising investment projects
of Phase I cooperatives) ani the Financial Analysis Department (responsible
for determining the eligibility of avio rediscount applications as well as for
the purely financial analysis of investmont projects of coopsratives) are
staffed by competent professionals. The technical assistance and training
component of the Project has been designed to augment the effectiveness of the
Coordinating Unit and the Financial Analysis Department. These factors, as
well as the fact that the modalities of the Project have been determined in
consultation with the BCR officials, provide a reasonable assurance that the
BCR would undertake effective implementation of this Project.

2. In the PFI's.

The management capability of the PFIs, particularly the bancas mixtas,
will be adequate to implement and monitor this Project. Some doubt must bhe
expressed about the BFA's present capability; however, the BFA would not have
access to the rediscount line (see Section D of this Annex) unless the
corditions precedent and the covenants included in Project 0263 are fulfilled
(which would greatly improve the institutional effectiveness of the BFA)., As
in Section C of this Annex, the PFIs are discussed below in the categories of
banca mixta, Banco Hipotecario, and the BI'A,

C)\()



a) Rancas mixtas

The nine commercial banks are important financial institutions in El
Salvador. The banks are important lenders to agriculture. Lending to the
sector is concentrated in short-term credit for traditional crops. An average
of 20% of the banks' lending to the sector was to the reform sector, monthly
Phase I. Delinquency is a problam for the banks, especially in agricultural
loans. The banks have been successful in mobilizing savings, especially time
deposits, and rely extensively on their own resources as a source of loanable
funds. Although the government has a majority interest in the ownership of
the banks, the banks still have a commercial banking mentality. State
ownership does, however, give the government great leverage in using the banks
financial resources to pursue the governmesnt objectives. In the 1960's and
1970's, the private banks in El Salvador ware considered among the
most-efficient and dynamic in Central America. Even after nationalization,
each bank has retained its identity and its traditions.

The bancas mixtas have had ample experience in agricultural credit
operations dating back to the pre-agrarian reform period. Since 1980, with
the assiqmument of Phase I cooporatives, these banks have accumulated
substantial, and on the whole satisfactory, experience of dealing with these
cooperatives. They have made available increasing aounts of their own funds
for production credit to the coop=ratives, as well as relatively small amounts
for investment credit to the cooperatives and cred:! (o Phase I1I farmers.

The ahove factors, together with the banks' familiarity with BCR
rediscounting procadures and the technical assistance and training component
of this Project designed to strengthen their Agricultural Sections, support
the conclusion that the bancas mixtas have the managerial capability to
implement and monitor this Projeci. As described in the projsct paper text
their capability to analyze investment proposals will be strengthened. ‘

b) Banco Hipotecario

The BH is a major lender to agriculture, ranking second to the BFA. It
has a relatively large network of branches. The BH directs a substantial
portion of its loan portfolio to ajriculture, but mainly finances traditional
export crops. It has financed Phase I cooperatives. In this sector it has
experienced mixed results. The B has experienced serious delinquency.

Among all Salvadoran banks, the Bi has had the most success in mobilizing
local resources due to its authorization to issue interest free mortgage
certificates which offer attractive returns. The bank largely uses its own
resources to finance its lending. In spite of this, the bank has had serious
liquidity problems, and relies heavily on the BCR to maintain the level of its
1lnan portfolio.
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Vhile the BH is not institutionally as strong as the more efficient banks
among the bancas mixtas, it can be rated as no worse than the weaker banks
among the bancas mixtas. The B has the same familiarity BCR procedures as
the bancas mixtas and has greater experience in dealing with Fhase I
cooperatives. Hence, for the same reasons as those mentioned in the case of
bancas mixtas and given the fact that its Agricultural Section would be a
recipient of technical assistance and training under this Project, it will
have the managerial capability to participate in this Project.

c) Banco de Fomento Agropacuario (BFA)

The BFA is the chosen vehicle of GOES for providing credit to the reform
sector and has played a major role, under GOES directives in financing the
agrarian reform cooperatives. It is the single most important provider of
credit to the agricultural sector in general and to the reform sector in
particular, acccunting for 20% and 25% of total credit to these sectors,
respectively. It has the largest network of branches in the countryside.

However, in spite of these clear advantages, the BFA has had serious
difficulties in its financial performance and institutional capability (Scz
"Evaluation of Agrarian Reform Credit Projoct in EL Salvador," Vol. 1 Checci &
Co., pp 263-275.) As a result, several coniitions precedent and covenants
were included in AID Mgrarian Reform Credit Project (Project 0203), in order
to improve its performance. The BFA would have access to the credit funds in
this Project only after the fulfillment of these conditions precedent and
covenants.

G. Credit delivery system
1. Between the BCR and the PFIs

This topic is synonymous with the recommended rediscount mechanism which
is covered in Sections D and E of this Amnex.

2. Between the PFIs and the ultimate borrower,

Most of the ingredients of this second stage credit delivery system (such
as purpose, criteria for creditworthiness, ecligibility and documentation
requirements, interest rate, and maturity) have been covered in Sections D and
E of this Annex.

It has been indicated in the above mentioned sections that, apart from the
differences between the recommended and the existing reliscount mechanisms
(enumerated in Section E), the operation of the production and investment
transactions under the recommended rediscount mechanism, will be the same as
the existing production and investment rediscount mechanisms, respectively.

oD
N
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It may be stressed that, apart from the modalities mentioned above, there
are several other conditions whose fulfillment would be essential to the
success of the Project. A selected list of the most important conditions
would consist ofs

1. Prompt implementation of the technical assistance and training component
of the Project, in order to stremgthen the credit delivery capability of the
BCR and the PFIs.

2. More active involvement of the PFIs (through their credit agents) in
working with the reform sector.

3. An effort to target the PAIJ/PRODEA programs towards making the Phase I
cooperatives more creditworthy for this Project. The intention to associate
ABANSA, BFA and the coopsratives organizations in the selection of managers is

welcome.

A, A more effective performance of the many public sector agencies currently
providing services to the reform sector.

5. Expeditious granting by ISTA of its guarantee (aval) needed for bank
credit to the cooperatives.



ANNEX F
FINANCIAL ANALYSIS

A. Review of BCR Financial Management Capabilities

A review of the Central Bank's financial management procedures, internal
controls, and capabilities was undertaken hy looking at the bank's structure,
annual reports, and quarterly reviews, followed by a closer look at the
departments of finance, credit and internal auditing. Enphasis was placed on
reviewing the bank's system of handling agricultural sector rediscounts in
general and reformed sector rediscounts in particular so that a statement
could be made as to the bhank's financial capabilities in safeguarding the
projected infusion of resources.

The Central Bank has a manual of accounting applications for all financial
activities carried out by the BCR. The manual is complete, concise, and up to
date. The accounting manual of the Central Bank does not deal with audit
procedures and internal controls but detail the purpose of each balance.
Wwithin the Bank there are also other manuals that deal with operations,
credit, and administration. The Central Bank deals with a necessary minimum
of financial procedures in place to carry out satisfactorily its operations.

The Central Bank has an internal audit staff of 24 people, 22 of which are
professionals. The internal audit department of the Central Bank carries out
reviews that relate to primary uscrs (Pr'ls) but no secondary users (PFl loan
recipients). The internal audit departments of the PFIs would norinally review
the use and status of fuads to the end user. The Supertendency of Financial
Systems can certify the authenticity of the use of funds and disburscments if
the grant agresment includes a clause that stipulates such responsibility.
Based on a brief review of several of their examinations, they first prepare a
very detailed outline of the examination to be undertaken bafore doing the
actual examination. Tt is recomnonded that the responsibility of certifying
the use of funds be performed by the Supertendency of Financial Systems with
the understanding that A.I.D. have the opportunity to review all examination
outlines and procedures prior to the actual examination.

The BCR currently has the capabilities and capacity to handle the monitoring
requirements of the project. For most lines of credit it currently produces
daily reports of bank by bank status by reform and non-reform sector for
production credit rediscounts. The daily reports are condensed and circulated
weekly to top management. There ave two basic weekly reports that are
comprised by a pag: of data each. The first report, the one most useful for
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this project, is a listing of the status of the current BCR lines of credit.
The second is a weekly evaluation of all the Central Bank's credits and
investments. In addition to the computerized reports, the credit department
prepares, either manually or with accounting machines, a number of other
reports.

In addition to daily and weekly reports, there are monthly quarterly,
semi-annual, and annual reports that detail the status of the BCR. There is
no more that a three month delay between reporting dates and the publishing of
the BCR quarterly reviews. Given BCR's mandate to supervise the PFIs and
enforce the policies of the Monetary Board, the BCR has a considerable amount
of data on the operations of the PFIs. Balance sheet and Profit and loss
statements of the mixed banks (provided monthly) are produced in greater
detail than vhat is founi in the iniividual bank's annual reports. All
monthly reports are submjtted to the Central Bank by the PFIs. For the
purpose of this project, the most us=2ful reports provided to the Central Bank
by the PFIs are their semi-amual reports that deal with the end of period
status (both halances and flows) for the reform and traditional agricultural
sector. The quarterly report on the status of credit to the reform sector
cooperatives includes data from all the hanks with loans to that sector. 1986
is the first year for which this information is being provided on other than
an annual bhasis.

One of the first steps to be undertaken by this Project will be the
formulation of the monitoring system to satisfy the additionality requirement
ani to track the flow and distribmition of funds.

B. Mixed Banks, Mortgage Bank (131) and BFA Financial Statement Analvsis.

The Central Reserve Bank is regulated by the March 25, 1982 Monetary System
Law which assigns it the role of carrying out the activities under the control
of the Monetary Board and enforced by the Central Reserve Bank.

The Balance Sheets and Profit and lLoss statcaeats for the mixed banks
(consoli-lated), and BFA are presented as Annexes F-1 thru I™~5. It is noted
that the BCR quarterly review and BFA ammual reports frowm which this
information was obtained are readily available.

1 Balance Sheets

Loans and discounts to total assets increased slightly for the mixed banks
while showing a slight decrease for the BFA. Since 1982 RFA has maintained a
much greater ratio of loans and discounts to total assets than the mixed banks
due to increases in the loan portfolio which were largely financed by
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increases in net worth. While the ratio of loans and discounts to net worth
has increased for the mixed banks the opposite has been the case for the BFA
due to large infusions of capital from A.I.D. and IDB loans.

motal deposits to total liabilities has increased annually for the mixed banks
while the opposite has been the case for the BFA. The BFA depends to a large
extent on soft loans and grants to finance its activities whereas the mixed
banks are actively seceking whatever resources they can obtain. It is duly
noted that local currency deposits for the mixed banks increased by almost a
billion colones during 1985. The increasc in lozal deposits experienced by
the mixed banks was used largely to increase the amount of assets in loans and
receivables. This would indicate that the mixed banks are playing an
important role as financial intermeliaries.

2. Income Statements

Income and expenditure data for the mixed and Ri are presented as Annex F-4.
Annex F-5 contains the same information for the Agricultural Development

Bank. Total income for both the mixed banks, BH and the BFA was greater in
1985 than 1984. For the mixed banks the administrative costs did not increase
at the rapid rate experienced in 1984 (14.5%), but at a very moderate 2.93
(1985). Holding dovm the 1985 administrative costs led to a record 47.1
million colones in profits for the mixed and mortgage banks, almost double the
level of profit obtained in 1984. TFbr the BFA, administrative expenses
continued to climb and reached 39.3 million colones in 1985 versus 32.3
million colones in 1984. Profit for the RFA increased from the 1984 level of
4.9 million colones to the 1985 level of 5.1 million colones. Administrative
costs in relation tu assets was only 2.4% (159.5 million to 6,717.2 million

colones ) for the mixed and mortgage banks versus 5.5% (39.3 million colones)

for the BFA. In general, the mixed banks and the B are operating more
efficiently and drawing upon a greater variety of resources than the BFA.

3. Credit Absorptive Capacity

The average yearly rediscount line for this project is $10.0 million which
translates into additional funds of 50.0 million colones per year. During
1985 the mixed banks and the BH increased their loans and receivables from
3,055.9 million to 3,947.2 million colones, a 891.3 million colones increase
Based on this fact alone there does not appear to be any difficulty for the
banking system to absorb an additional average yearly sum of 50.0 million
colones.

-



C. Rediscount Line

During the life of the project $60 million will be placed into a BCR
rejiscount line for on-lending to intermediate credit institutions. The
following is an analysis of the various spreads and their impact on the
banking system.

The Central Bank is an experienced user of special rediscount lines of
credit that support specific priority activities. Currently the interest
spread between the PFIs and BCR is 2 to 4 points (generally 2) with a
maximum rate of interest to preferred class A borrowers of 17%. Annex
H-3A lists the various lines of credit and their corresponding interest
rates to the PFIs and final users. Additionally the BCR, for some lines
of credits, remits to the PFIs and additional spread of up to 2 points to
those PFIs that have increased and improved their technical and
supervisory capabilities, and maintained a good reporting and repayment
profile.

Based on a review of current BCR costs to loan assets (1984 -
administrative expenses = 31.5 million colones, loans = 1,781.7 million
colones, admin. exp./loans = 1.8%) it is apparent that allocating 2
points to the RCR for administrative expenses is sufficient. In addition
to covering administrative expenses, it is important that part of the
spread be allocated for BCR capitalization of the credit line. The
minimum spread allocated BCR for capitalization is the difference between
the spread allocated to the PFIs and that which is over and above the 2
point spread for BCR administrative costs.

Widening the spread received by the PFIs will assist with the procesis of
increasing the participation of reform sector clients into the formal
banking systea since the PFIs are compensated for alministrative costs
(emphasis on supervision) as well as for additional risk and bad debt
reserve,

Calculating the minimum spread for PFIs can be accomplished by utilizing
either global or agricultural sector administrative costs in relation to
either the bank's total or agricultural portfolio. Important factors
determining the additional spread necessary to reach a mixture of reform
sector participants and projects depends on the PFIs' perceptions of the
additional risks and costs of expanding their operations. In order that
credit delivered to the various reform sector groups be increased, the
spreads between Phase I and Phase III and investment and production loans
will be different. Table F-1 provides a comparative summary of the
total loan portfolio, administrative expenses, and net incomes of the
PFls for the year ending 1985.
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Table F-1 -
Loan Portfolio, Administrative Expenses, Administrative

Expenses/Loan Portfolio and Net Income by Financial
Institution in millions of colones in 1985

Loan Admin. Expenses/ Net

Institutions Portfolio Expenses Portfolio Income
Banco de Fomento
Agropecuario 494.7 39.3 7.9% 5.1
Banco Hipotecario 1 777.7 26.7 3.4% 0.5
Banco Cuscatléan 724.3 33.1 4,6% 15.3
Banco Agricola Comercial 617.3 27.9 4,5% 16.1
Banco de Comercio 405.7 18.5 4.6% 3.2
Banco Capitalizador 337.9 15.5 4.6% 0.6
Banco de Crédito Popular 265.9 13.5 5.1% 1.8
Banco de Desarrollo e
Inversidn, S. A. 170.5 7.1 4.2% 2.6
Banco Mercantil 96.1 4.5 4.7% 1.0
Banco Financiero, S. A. 60.9 3.3 5.4% 1.0
Total 3,51.0 189.4 47.2

Source: Individual bank 1985 annual reports except 1) which is for period
7/1/84 - 6/30/85

A shown in the Table, the ratio of administrative expenses to loan
portfolios among the PFIs covers a broad range, but most banks have
administrative costs that are between 4.2 to 5.4% of their loan
portfolios. To obtain a better grasp of administrative costs to loan
portfolios, data on the agricultural sections of the mixed banks are
analyzed further:

Table 2
Agricultural Department Alministrative Costs in
Relation to Ending Balance of Agricultural
Portfolio in 1985 by Bank in 000's colones

Balance Ag. Ag. Dept. Cost s/
Bank Portfolio 1 Admin, Costs 2 Portfolio

Ranco Cuscatlan 178,783 575.8 0.3%
Banco Agricola Comercial 142,700 350.0 0.2%
Banco de Comercio 97,347 350.0 0.4%
Banco Capitalizador 89,524 270.0 0.3%
Banco Salvadorefio 90,617 260.0 0.3%
Banco de Crédito Popular 56,416 365.4 0.6%
Banco de Desarrollo e
Inversidén, S. A. 37,276 242.6 0.7%
Banco Mercantil 21,842 150.0 0.7%
Banco Financiero, S. A. 15,322 145.0 0.93%
Total 729,827 2,708.8 0.4%

Source: 1 BCR Finance Department from Individual banks
2 ABANSGA Office of the Manager
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Table F-2 gives a rough indication of the administrative costs associated
with agricultural sector loans. Excluded from the above costs for the
agricultural departments are support staff costs. A maximum of a 2 point
spread is appropriate for the PFIs to meet their administrative costs.

From the table below, it is shown that the smaller banks have a larger
proportion of agricultural employees than the larger baunks.

Extrapolating from the previous table yields the result that the average
size portfolio per agricultural employee is greatest among the larger
banks and that the range of agricultural cmployee is greatest among the
larger banks and that the range of agricultural portfolio to agricultural
employee is between 11,173,900 to 3,064,400 colones.

Table F-3
Number of Emplovees, Agricultural Ewploye=es, Percent of Agricultural
Employces to Total Mmployees, and Ag. Portfolio/Agricultural Employee
in ('000) of colones by Bank as of the end of 1985

Agric. Percent Portfolio
Institution Employees Bmployees Ag. Bup/  /Ag. Fp.
Banco Cuscatlin 953 16 1.7% 11,173.9
Banco Agricola Comercial 1000 16 1.6% 8,918.8
Banco de Comercio 600 13 2.2% 7,488.2
Banco Capitalizador 560 13 2.3% 6,886.5
Banco Salvadorefio 700 11 1.6% 8,237.9
Banco de Créiito Popular 528 10 1.9% 5,641.6
Banco-de Desarrollo e
Inversién, S. A. 260 8 3.1% 4,659.5
Banco Mercantil 160 7 4.4% 3,120.3
Banco Financiero, S. A. 128 5 3.9% 3,064.4
Total 4889 99 2.0% 7,372.0

Source: ABANSA, Office of the Manager

Based on the ahove summary information the spreads shown in Table F-4
appear appropriate when taking into account BCR administrative expenses
and their capitalization requirements, and the PFIs administrative
expenses and perceived risks associated with additional lending to the
reform sector.

Table F—4
Initial and BCR Spreads - 1986/87

BCR administrative expenses 2 points
BCR fund capitalization (minimum) 4 points
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Given the maximum interest rates set by the Monetary Board for the classz
of borrower within this project, 15% for production credit and 17% for
investment credit, the initial interest rates and spreads shown in Table
F-5 are recommend=d at the start of this program or until such time that
the Monetary Board changes the interest rates or a review of the amount
and type of lending indicates that a change should be undertaken.

Table -5
Initial ICI and Borrower Interest Rates - 1986 - 1937
Borrower/loan type PFI i% Borrower i%
Cooperative - production credit 11% 15%
Cooperative ~ investment credit 11% 17%
Phase III - production credit 8% 15%
Phase III - investment credit 8% 17%

Continuous monitoring of the ratio between production and investment
credit and cooperative and Phase III lending will be undertaken in order
that adjustments to the spread can be carried out if too little or too
much credit flows to one group of borrowars. Spread allocated to the
PFI's can be adjusted as dzcmx] necessary to influence the flow of
credit. Any changes in the interest rate will not b2 automatically
allocated to the spread of the BCR or PFIs until such time as an
evaluation has been made as to the impact of the change.

The following is an analysis of the impact of the proposed spreads on th
PFIs when three different levels of repayments rates are projected.
Production and investment credits are haniled separately.

Table F-~6
Projection of Spread Impact Assuning an 85%, 903, and
95% rate of Repayment for Production Loans

Assumptions: Production Credit (1 year) - 15% interest
Phase I Leniing - 90%
Phase TII Lending - 10%
PFIs receive the Mavimm Spread
Interest collected from all borrowers
BCR rediscount funds used exclusively

85% Prin. 90% Prin. 95% Prin.
Repayment Repayment  Repayment

Production Credit. (15%)

Disbursed 100.0 100.0 100.0
Amount Due 115.0 115.0 115.0
Repaid to PFI 100.0 105.0 110.0
Repaid to BCR 110.7 110.7 110.7

Gain or (Loss) (10.70) (5.70) (0.70)
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Table F-7
Projection of Spread Impact Assuming an 85%, 90% and
95% Rate of Repayment for Investment Loans

Assumptions: Investment Credit (5 years) — 17% interest
(2 yr. grace period w/annual interest
payments, 3 yrs. equal installments
Phase I Lending - 100%

PFI's receive the Maximum Spread - 6 points
BCR rediscount funds used exclusively

853 203
Investment Credit (17%)

Disbursed 100.00 100.00
Amount Due (yr. 1) 17.00 17.00
Repaid to PFI 14.45 15.30
Repaid to BCR 11.00 11.00
Gain or (Loss) 3.45 4.30
Amount Due (yr. 2) 17.00 17.00
Past due 2.55 1.70
Interest on arrears .43 .29
Repaid to PFI 14.82 15.56
Repaid to ECR 11.00 11.00
Gain or (Loss) 3.82 4,46
Amount Due (yr. 3) 45,26 45,26
Past due 5.16 3.43
Interest on arrears .88 .58
Repaid to PFI 39.22 41.26
Repaid to BCR 40.92 40.92
Gain or (Loss) (1.70) 0.34
Amount Due (yr. 4) 45,26 45,26
Past due 12.08 8.01
Interest on arrears 2.05 1.36
Repaid to PFI 40.21 41.96
Repaid to BCR 40.92 40,92
Gain or (Lnss) (0.71) 0.34
Amount Due (yr. 5) 45,26 45.26
Past due 12.08 8.01
Interest on arrears 2.05 1.36
Repaid to PFI 41.24 42.67
Repaid to BCR 40,92 40,92
Gain or (Loss) 0.32 1.75

Investment Portfolio Status (end of 5th year)

Amount collected 149.94 156.75
Amownt due 176.40 174,16
Past duo 26.46 17.41
Amount repaid BCR 144.76 144.76
Total Gain or (Loss) 5.18 11.99

Ave. Annual % gain 1.01% 2.29%

95%

100.00
17.00
16.15
11.00

5.15

17.00
.85
.14

16.28

11.00

5.28

45.26
1.71
.29
43.27
40.92
2.35

45.26
3.99
.68
43.64
40.92
2.35

45.26
3.99
.68
44.01
40.92
3.09

163.35
171.96
8.61
144.76
18.59
3.46%
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From the above analysis it is apparent that it is to the advantage of the
PFIs to lend funds for investment activities instead of production given
the same rate of repayment. Short term production credit is only
feasible when repayment rates above 95% are expected. Medium and long
term lending can be profitable to the banks if there is an extended grace
period where interest is paid annually both by the client and the PFI.

As can be seen from the above analysis, the grace period charging and
collection of interest given a 20% repayment rate more than covers a
bank's annual 2% charge for administrative expenses and leaves a small
amount for bad debt reserves.

D. Repayment and Refinancing

Agrlcultural sector loan repayment is a problem associated with all the
banks. It is difficult to calculate repayment rates when the lending
terms, disbursements, repayments, and interest by sector are not known.
In addition, the current levels of refinancing influence the repayment
calculations if it is thought that the refinanced loans will probably not
be paid. One must link the refinanced loans to the previous loans of a
client in order to obtain historical information on what has happened.

The refinancing of fully matured loans for specific sectors and
activities has been a policy of the Monetary Board since 1979.

Refinancing of the agriculture sector in general and the reform sector in
part1cular has been a political necessity in order to reduce instability
and give the reform sector an opportunlty to become established. There
is a concern that the ever increasing levels of refinancing may foster an
attitude that loans are gifts and thus negatively effect repayment

rates. Because of the magnitude of the refinanced portfolio and the need
to track all a client's loans, it is difficult to determine the real
rates of repayment over time. In order to assist in breaking the
rediscount/refinancing cycle, funds connected with this project will not
be used for loan refinancing. )

E. Interest Rates

Interest rates are established by the Monetary Board aid are structured
in such a way to influence the flow of credit to priority economic groups
and activities. Since 1978 the Monetary Board has changed the interest
rate structure 3 times, the last change having occurred on January 22,
1986. Table F-8 provides information on the various interest rate levels
that have been in effect since 1978:
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' ' Table F-8 _
Maximum Interest Rate Structure Set by Monetary Board 1978/86
9/18/78 2/1/82 3/1/84 1/27/86
2/ 1/82 3/1/84 1/27/86
Class of loan Nom. Real Nom. Real Nom. Real Nom.
Preferred Class A
Short term 13 (1.2) 13 (1.0) 13 (3.0) 15
Medium/Long term 14 (0.2) 14 - 14 (2.0) 16
Regular Class A
Short term 13 (1.2) 15 1.0 14 (2.0) 17
Medium/Long term 14 (0.2) 16 2.0 15 (1.0) 18
Class B
Short term 14 (0.2) 18 4.0 16.5 (.5) 20
Medium/Tong term 15 0.8 18.5 4.5 17 1.0 21
Source: P. 1l Rural Savings Mobilization/Agricultural Credit Project
Report
Note: Nominal interest rates are substracted from the following:

Average amual rates (9/78-1/82) = 14,2%, 2/82-2/84 =14.0%,
and 3/84 - 1/86 = 16.0% est.)

An examination of interest rates shows that real interest rates have been
quite low or negative and have not served as a mechanism for restricting
credit flows. The main mechanism for influencing credit flow has been
the rediscount policy of the Monetary Board which places restriction on
the purpose and amount of each rediscount line administered by the
Central Bank.

Based on the average rate of inflation in effect since 1478 the current
lowest maximum interest rate chargad preferred horrowers for production
loans (15%) is fairly close to positive in real terms. Inflation during
1985 was at a new high and current projections are for an average annual
rate of inflation of over 20% for 1985.

The Monetary Board has become more responsible towards changing interest
rates. It should be noted that the Monetary Board increased by 2 points,
the first time since 1978, the maximum interest rate for preferred class
A (production) loans and that *he current interest rate levels are at an
all-time high. In addition, the Monetary Board took even less time to
make an interest rate change than it had taken in the past. The
increased responsiveness of the Monetary Board to economic conditions
would seem to indicate that the next change in interest rates will be
done in less time than what was taken before the last charge.
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F. Savings Mobilization

During 1985 the national currency deposits for the mixed banks and the BH
increased from 3,381,330,000 colones to 4,340,502,000 colones. The
percentage increase in deposits (28.4%) is the greatest relative increase
during the 1980's. In addition, the BFA experienced a reversal in its
decline of national currency deposits (16,869,000 to 19,022,000 colones),
which is the first time this has happened since 1981. These substantial
jncreases in national currency deposits came about even though there had
been no changes to the maximum interest rates paid on savings and time
deposits during 1985. Based on the new interest rate structure (see
annex H-3B) and the history of savings mobilization in the 1980's, it
appears that by the end of 1986 the percent increase in national currency
deposits will be at a very high level.

Due to the effectiveness of the mixed and BH to mobilize savings it is
worthwhile to assist the weakest institution (BFA) mobilizing savings,
because BFA has the largest number of branches in rural areas and is the
only bank in two provinces. Since the trend is towards increased
savings, it is important that full utilization is made of BFA branches so
that a broader population is provided with full service banking
alternatives. Savings mobilization for the BFA is important if it is to
become an institution that is less dependent on continued government
assistance.

G. Disbursement and Verification Procedures

During the life of this project it is recommanded that all funds for the
AID/GOES rediscount line of crelit be disbursed on a direct reimbursement
basis upon submission of verifiable documentation to the USAID Controller
through the Central Bank. Quarterly reporting of all AID/GOES credit
contracted and disbursed by institution is required as well as a summary
report on total agricultural reform sector credit contracted and
disbursed during the same period of time.

The Central Bank currently has a number of forms that it is using for
disbursing approved rediscount lines. The following modified format for
replenishment of funds is sufficient, given the need to track
disbursements and the relationship between amounts approved and disbursed
for project monitoring:
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Table F-9
Request for Replenishment of Funds
AID/GOES Reformed Sector Line of Credit

Quarter: To:
Disbursed Disbursed Projected
Amount Previous Current Total Next

Approved Quarter Quarter Disbursed Quarter

In the event that additional information is required that is in less
detail than that provided through the coordinating unit, the following
replenishment for that details status by institution and client can '

used:

Table F-10
Request for Replenishment of Fuds
AID/GOES Reformed Sector Line of Credit

Institution:

Quarter: to

Loan " Disbursed Disbursed Project
Account Amount Previous Current Total Next
Number Client Approved Quarter Quarter Disb. Quarter
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ANNEX F-1

MIXED AND MORTGAGE BANKS AND THE
AGRICULTURAL DEVELOPMENT BANK
BALANCE SHEETS, DEC. 31 of 1981-1985
IN THOUSAND OF QOLONES.

CATEGORIES OF ASSETS
LIABILITIES
AND NET WORTH

ASSETS 3,804,780 4,310,590 4,894,610 5,43,352 6,717,150
CURRENT 3,611,380 4,096,300 4,660,100 5,123,375 6,337,121
Cash/Foreign Exchange 736,080 721,620 908,210 1,045,839 1,272684
Loans/Receivables 2,230,500 2,558,950 2,832,950 3,055,920 3,947,228
Other 644,700 815,730 919,580 1,580 1,021,616
LONG-TERM 193,500 214,290 234,510 319,977 380,039
Fixed 20,200 19,980 23,300 23,316 24,402
Trust Funds

(1)Med./long-Term Loans
. Bonds 173,300 194,310 211,210 294,661 354,634

LIABILTTIES -+ NET 3,804,800 4,310,590 4,894,610 5,443,351 6,717,159
LIABILITIES 3,395,600 4,072,060 4,655,440 5,199,219 6,450,008
CURRENT 3,340,990 3,749,740 4,284,840 4,776,829 6,042,563
Deposits Natl. Cur. 2,145,870 2,390,810 2,770,970 3,381,330 4,340,502
Deposits Foreign Cur. 4,800 17,940 10,660 26,297 26,926
Bords : ’
Debt to Central Bank 555,620 601,080 750,560 603,107 812,178
Other 634,700 739,910 752,650 766,095 862,957
10NG TERM 254,610 322,320 370,600 422,390 4079415
Foreign Obligations 55,930 56.290 92,460 117,456 105,571
Trust Funds
Bonds 198,680 266,030 278,140 304,934 301,874
NET WORTH 209,200 238,530 239,170 244,132 267,151
Initial Capital 86,810 169, 260 179,260 179,262 185,812
Addition to Cap. Stock 28,120 27,480 28,100 29,261 30,187
Development Fund
Capital Reserves 94,270 41,790 31,810 35,609 51,152

1%
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Amnex F-2
Categories of assets
Liabilities —————  AGRICULTURAL DEVELOPMENT BANK
and net worth 1981 1982 1983 1984 1985

Assets 590,323 529,550 463,054 635,546 649,308

Current 4 384,092 303,406 231,517 344,539 359,863

Cash/Foreign exchange 61,815 68,860 47,669 54,661 47,987

Loans/Receivables 148,066 135,400 172,203 181,865 171,507

Other 174,211 99,146 11,645 108,013 140,369

Long-Term 206,231 226,144 231,537 291,007 289,445

Fixed 9,816 10,104 8,766 9,869 29,697

Trust funds 2,670 3,061 3,332 4,554 3,873
(1) Med/Long—Term Loans 191,613 209,993 213,799 276,282 255,438

Bands 2,132 2,986 5,640 302 437
LIABILITIES + NET WORTH 1,992,818 1,693,900 1,395,741 1,095,491 717,084
LIABILITIES 420,817 291,405 231,389 262,804 257,138
CURRENT 355,940 214,805 148, 257 177,116 143,327
Deposits Nat'l curr. 39,217 33,859 25,221 16,869 19,022
Deposits Foreign curr.
Bonds
Debt to Central Bank 279,719 119,762 79,944 109,975 95,203
Other 37,004 61,184 43,092 50,272 29,102
LOXG-TERM 64,877 76,600 83,132 85,688 113,811
Foreign obligations 56,107 67,439 73,700 75,214 104,017
Trust Funds 2,670 3,061 3,332 4,554 3,873
Bonds 6,100 6,100 6,100 5,920 5,921
NET WORTH 1,572,001 1,402,495 1,164,352 832,687 459,946
Initial Capital 80,038 92,243 106,306 126,945 170,349
Addition to Cap. Stock 3,341 3,834 5,932 8,947 11,335
Development Fund 86,127 142,066 219,427 236,849 278,262

Capital Reserves

SOURCES: BCR Revistas 1981 - 1985 and BFA annual reports.

(1) = No division between loans (short, medium, long) on the

consolidated balance sheet for the Mixed and Mortgage Banks.

W
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Anmnex ¥-3 .

THE AGRIQULTURAL DEVELOPMENT BANK

EL SALVADOR 1981/85

“="MIXED AND MORIGAGE BANKS ——

RATIOS 1981 1982 1983 1984 1985
Ioans and Discounts 0.59 0.59 0.58 0.56 0.59
Total assets
Loans and Discounts 10.C6 10.73 11.84 12.52 14.78
Net‘ worth
Total Deposits - C.60 0.60 0.60 0.66 0.68
Total Liabilities
Net Worth 0.05 0.05 0.05 0.04 0.04
Ab, and Net worth
Loans/Deposits 1.04 1.04 1.02 0.90 0.90
Current Assets 1.08 1.08 1.09 1.07 1.05
Current Liabilities

——— AGRICULTURAL DEVELOPMENT BANK —-—
RATIOS 1981 1982 1983 1984 1985
Loans and Discounts 0.58 0.65 0.69 0.72 0.69
Tocal Assets
Ioans and Discount.s 2.00 1.45 1.16 1.23 1.08
Net worth
Total Deposits 0.09 0.12 0.11 0.05 0.07
Net Worth 0.20 0.45 0.59 0.59 0.64
AB. and Net worth
Loans/Deposite 8.41 10.20 15.30 27.16 26,01
Qurrent Assets 0.99 1.41 2.24 1.95 ?
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ANNEX F-4
1OSSES AND ASSETS OF THE
COMMERCIALS BANKS AND HIPOTECARIO
(THOUSAND OF COLONES)
OPERATION INCOME 380,565 424,667 491,767 541,854 619,604
FINANCE INCOME 343,506 387,741 457,599 505,776 586,648
ADMINISTRATION INCOME 5,736 9,329 8,275 6,657 5,407
22,183 21,856 21,294 20,999 20,933
9,14 5,741 4,597 8,422 6,616
NOT-OPERATION INCOME 902 780 2,647 6,743 7,01
TOTAL OF INCOME 381,467 425,447 494,412 548,597 626,614
OPERATION EXPENSES 358,914 394,669 459,237 523,834 577.t
FINANCE EXPENSES 228,739 242,05 297,928 341,283 392,728
ADMINISTRATIVE EXPENSES 123.58 126,746 135,416 15,009 159,528
: 21,597 21,147 22,469 21,183
2,131 1,575 1,056
6,595 2,145 3,176 5,072 3,025
NOT-OPERATION EXPENSES 456 446 527 1,084 1,967
TOTAL OF EXPENSES 359,371 395,115 459,765 524,918 579,487
22,096 30,332 34,647 23,679 47,127

PREPARED BY: BCR



Operational Income
Banking
Admin. Services
Previous Year
Non-operational inocome

Total Income

Expenses
Banking
Administration
Sales
Previous Year

Non-Operational
Expenses

Total Expenses

Profit or (Loss)

Source: BFA Annual Reports 1981-85
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Amex F-5

1981 1982 1983 1984 1985
54,396.0 53,986.6 73,528,4 78,433.). 81,142.4
39,644.5 39,960.8 56,590.4 63,135.0 63,601.8
13,338.4 12,260.7 16,362.6 14,314.7 16,861.2
1,413.1 1,765.2 575.4 983.4 679.4
819.9 853.8 676.5 1,578.2 1,840.4
55,215.9 54,84C,5 74,204.9 80,011.3 82,982.8
52,520.8 52,605.5 70,772.1 75,062.2 77,625.7
26,551.0 21,131.9 38,834.2 38,853.3 33,509.9
22,142.4 23,704.0 27,011.8 32,266.9 39,315.9
2,743.4 2,652.3 2,876.4 3,540.8 4,156.7
2,743.4 2,652.3 2,876.4 3,540.8 4,156.7
1,084.0 5,117.3 2,049.8 401.2 643.2
907.4 70.2 157.0 61.9 238.8
53,428.2 52,675.7 70,929.1 75,124.1 77,864.5
1,787.7 2,164.8 3,275.8 4,887.2 5,118.3

Agricultural Development Bank Annual
Profit and Loss statement 1981 - 1985



Annex G

SOCTAL SOUNDNESS ANALYSIS

1. OVERVIBEW OF REFORM SECTOR

A, Beneficiaries.

The agrarian reform which has heen undertaken in El Salvador
during the first half of this decade has represented a fundamental
restructuring of access to land and to its fruits by the rural areas, but
has by no means eliminated its generic causes, nor eliminated the misery
in which the majority of rural inhabitants reside (FAO, 1986). However,
a substantial proportion of the rural population has benefitted.

Landless poor increased in number from 12 percent of the population in
1960 to 40 percent in 1975. Over 25 percent of this population have
benefitted from the reform.

Te reform was divided into threce phases, two of which have been
implemented, Table 1 summarizes the impact of the redistribution of land
in these two phases. Over one-fifth of all land in production has been
redistributed, totalling over 300,000 hectares. There have been
approximately 95,0n0 direct beneficiaries, which represents over 570,C00
total beneficiaries when family memebers are included.

B. Improved Well Being of Beneficiaries.

On the surface, it would appear that beneficiaries of Phase 1
have benefitted more in that they have received about four and one half
times as much land (1.17 as./Beneficiary vs. 0.25 has./Beneficiary) and
the amount of land redistributed to them is over two and one quarter
times greater.

Table 1: Summary of Redistributive Impact of Agrarian Reform

Phase I Phase 111 Total
No. Hectares Expropriated 220,000 97,000 317,000
¢ Total Land ir Production 15.0% 6.6% 21.6%
No. Direct Beneficiaries 31,359 63,668 95,027
No. Total Beneficiaries 188,154 382,008 570,162
No. Has/Direct Beneficiaries 7.02 1.52 3.34
No. Has/Total Beieficiaries 1.17 0.25 0.55

% Rural Poor Benefitted 8.4% 17.0% 25.4%
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However, Phase I beneficiaries do not have direct ownership of the land
given to them. Rather, they belong to cooperatives which own the land.
Direct use of the land varies by cooperative. Most cooperatives give members
access to small plots called milpas which are farmed inteunsively, usually with
food crops. It is considered a safety net by the farmers and is a custom
continued from the pre-reform period when former owners did the same. Menbers
view the milpa as a major benefit of cooperative association. In addition,
some cooperatives rent parcels of land to their memebers and to non-members.

Another important benefit of coopetative memoership is that it guarantees
a permanent source of employment with relatively good wages and access to
other social benefits such as schools and medical care. As will be discussed
later, few cooperatives net suffucient profits to distribute returns to
members after attending to their land purchase and other debts.

In sum,, the extent to which those affected by Phase I of the agrarian
reform have actually benefitted in unclear. Available data suggest thet their
socio—economic and self-sufficiency status may not have changed much.

On the other hand, Phase III beneficiaries have clearly improved their
well being participating in the reform. An evaluation by PERA (1985)
indicates that they not only have increas=d their incomes since 1982, but that
they are also acting as small entrepreneurs and investing resouces in order to
improve their patrimony. This contrasts with the tendency of the cooperatives
of Phase I to divest resources received along with the land. Concretely,
Table 2 indicates the considerable jump in income experienced by Phase III
beneficiaries after receiving their land. Before the reform, 68 percent had
net annual incomes of less than #2,000 while the number decreased to 34
percent in 1984, Whithin these strata, the greatest decrease (37%) was

Table 2: Net Annual Income Levcel of Phase III Beneficiaries

198 1984
Net Income Strata No 3 No. 3 % Change
Less than $C1,000 12,146 42 3,337 5 =37
$c2,000 - $C1,999 7,575 26 18,309 29 +3
$C2,000 - $C2,999 3,893 13 16,499 26 +1.3
$c3,000 - $C4,999 3,529 12 14,194 22 +10
More than $C5,000 2,122 7 11,269 18 +11

Source: PERA (1985:67)

W&
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in beneficiaries that had incomes of less than $C1,000 per year. After the
reform, 18 percent of the beneficiaries earned net annual incomes of more than
$C5,000, per year as campared to only 7 percent in 1982. Similar increases in
the mumber of beneficiaries with net annual incomes of from $C2,000 to $C4,000
are evident from 1982 to 1984. The average annual income in 1982 was $Cl1,854;
in 1984 it was $C3,659 (PERA:67).

These marked increases are due in normal part to the fact that in 1982 a
substantical portion of the earnings from exploitation of the land was
received by the land owners as rent, either in cash or in kind. Those working
the land are now able to use these profits as they see fit.

C. Access to Formal Credit Market.

Beneficiaries of Phase I have received credit through the cooperative
structure, In 1985 total credit to the cooperatives was $C178,841,000. These
funds were distributed among 258 cooperatives - 83.5 percent of all Phase I
cooperatives. Credit to beneficiaries of Phase III has also

Table 3: Credit Transactions by Loan Size and Size of Property

Property Size

(Manzanas) )
Less than 1.0 1.0 - 1.9 9 2 or More Total

Ioan Size No. 3 No. 3 No. % No. %
Less than $C500 6,994 89 6,634 €z 1,950 24 15,578 58
$c500 - $C1,000 807 10 3,500 33 3,100 39 7,407 28
$1'000 - $C1,999 79 1 629 5 2,138 26 2,846 11
$C2,000 or More — — — - 889 11 889 3
Total 7,880 100 10,763 100 8,077 100 26,720 100

Source: PERA (1985:85).

increased significantly; however, it covers less than one third of of the land
affected and is almost all granted by the Agricultural Development Bank. Most
of these loans are small and are associated with small plots of land as shown
in Table 3.

A
\



II. CREDIT FLOWS IN SYSTEM

A. Distribution by Intermediary Credit Institutions.

The distribution of credit to agrarian reform beneficiaries by reform
Phase and by credit source is presented in Table 4. These data indicate that
Phase I beneficiaries have been recipients of most of the credit channeled
through the major credit institution. Assuming a constant flow

Table 4: Credit Distribution by Reform Phase and Credit Source

Phase I (1984/85) Phase III (1985/86)

Credit Source $ Colones $ $ Colones %
Agricultural Bank 59,824 33 24,852 95
Mortgage Bank 32,2'99 18 — -
FEDECCREDITO 164 1 e -
Commercial Banks 86,554 48 1,239 5
Total 178,841 100 26,001 100

Source: MAG (1985) sC - 1,000

of credit to the sectors from 1984 to 1986, over 87 percent of the
creddit granted by these institutions was to Phase I beneficiaries. Most
of this credit was granted by the Agricultural Bank and by the Commercial
Banks. These were the only institutions to work with Phase III
beneficiaries. However, the data also incicate that 95 percent of the
credit granted to this sector was provided by the Agricultural Bank. It
is the only formal credit institution attending to this sector. In
contrast, the Commercial Banks and the Mortgage Bank are responsible for
most of the credit granted to Phase I beneficiaries, Commercial Banks
alone account for almonst 50 percent of the credit to this sector.

A possible explanation for this pattern of distribution of credit is
found Table 5. In this table are presented data on the distribution of
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Table 5: Production Credit Distribution by Sector and Crop

Phase 1 (19834/85) Phase 111 (1985/86)

Type of Crop $ Colones 2 $ Colcnes 3
Traditional Export 135,005 83 2,326 10
Cereals 20,133 13 20,208 86
Other ' 7,054 4 1,071 4
Source: MAG (1985) $ Colones - 1,000

production credit by reform sector and type of crop. The data clearly
indicate that most tof the credit granted to Phase I beneficiaries is for
traditional export crops (83%) while most of the credit granted to Phase
III beneficiaires is for cereal crops (86%). Traditional export crops
are cash crops and are associated with greater probabilities of loan
repayment because they are more clearly identified with cash incomes. In
contrast, cereal crops are largerly for local consumption by the
producers and buyers in the national econcmy. Ngain, assuming that flows
of credit were relatively constant from 1984 to 1986, the data indicate a
clear tendency for the banks to grant credit for traditional export crops.

B. Intermediary Linkages at Beneficiary Level

Cooperatives are govarned by administrative councils. These councils
‘are elected by the members. Mambers continue to have inputs into the
decision-making process of the cooparatives through annual general
assemblies and other, non-mandated meetings. In addition to
administrative councils, many cooperatives have hired managers and
accountants to handle the business opetations and ISTA has placed

estores (co-managers) at the cooperatives to participate in their
management until they become self-sufficient. ISTA's role is major in
that it has been responsible for land acquisition, land adjudication and
the coordination of inputs and technical assistance from other government
organizations to the cooperatives in addition to co-managenent (Wise,
1985). 1ISTA's overall role has given it considerable power in the
cooperatives' decision—making processes.

Intermediation in credit markets in the Phase III sector is markedly
different. Individual tenants on land were allowed to applly for up to 7
hectares of land which they rented or sharecropped. FINATA has
resposibility for implementing this program. 1In that individuals were
beneficiaries and individual loan requests small, some organization into
solidarity groups has heen done in order to reduce high transaction costs
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for both borrowers ..d lenders. The Agricultural Bank has promoted the
organization of the Solidarity Groups (Grupos Solidarios) for this
purpose. They have proven to be a succesful market intervention.

Table 6 details the participation of Phase III beneficiaries in
solidarity groups. Twenty-one percent of those in the study conducted by
PERA (1985) were members and another 10 percent were former members.

Table 6: Solidarity Group Participation-Phase III Beneficiaries

Membership Status Number %

Current Member 12,386 21
Former Mewber 5,686 10
Never Memoer 41,529 ___ 69

Source: PERA (1985:90)

Almost 70% percent had never belonged to a solidarity group. The
importance of these grouns as a mechanism to obtain credit is attested to
be the fact that over 5,000 members had chaged from one group to

another. The principal reason for changing groups is that other members
in the previous group had been delinquent in their locan payments.

Thera are several other organizational mechanisms that have the
potential to serve as intermediaries in the formal credit market at the
beneficiary level in the Phase TII sector. Howaver, none of them appear
to be particularly viable. Cooperatives are one potential organization.
Table 7 gives the breakdown of par:zicipation in cooperatives by
beneficiaries. Almost 92 percent of those helonging to coope.atives,

belong to production cooperatives. This dcmonstrates the predominance in

Table 7: Phase III Beneficiary Participation in Cooperatives

Type of Cooperative Number .

Production | 8,756 91.8
Service 220 2.3
Savings and Loan 561 5.9

Source: PERA (1985).
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and other production imputs by the beneficiaries. However, it is significant
that only 1% percent of all heneficiaries belong to cooperatives; therefore,
cooperatives represent a potential window to a relatively small segment of |
this population. Furthermore, over 46 percent of those who do not belong to
cooperatives indicated that they would prafer not to join one/ Of these, 21
percent indicated that their preference was based on knowledge of negative
expereinces with cooperatives, either by themselves or by acquaintances.

Farmer associations represent another potential intermediary
organization. However, they also represent a limited window to access this
population; only 8.5 percent of the beneficiaries belong to farm
associations. Their potential is further limited by the fact that Z4 percent
of the beneficiaries have no interest in joining an association. Given the
level.of politization of these associations, it is doubtful whether the
Interm7diary Credit Institutions would be interested in using them to disburse
credit

A final potential link at the farmer level between the Intermediary Credit
Institutions and the beneficiaries are Money Lendsrs and/or Middlemen who are
active in the informal credit market. Middlemen lend almost exclusively to
agricultural producers while moneylenders deal with a broader clientele that
includes producers. The credit delivery system is uncomplicated and highly
efficient, reguiring little or no paperwork or collateral. That it operates
effectively is attested to by the low delinquency rate in loan repayments.
According to Ladman, et. al. (1986), the nominal interest rate charged by
these lenders in 1984 was 24 percent. This is only 6 percent above the
maximum rate fixed by the Monetary Board for formal market loans to the reform
sector. In the past the Agricultural Bank has lent money to these lenders who
in turn onlent to agricultural producers. The low borrower transaction costs
may make this source of credit attractive to Phase III beneficiaries despite
the slightly higher interest rates.

C. Actual Access and Use of Credit by Beneficiaries

In the Phase I reform sector, cooperatives have acquired, or are in
the process of acquiring, title to the land turned over to them. Loans are
made directly to the cooperatives and are based on project proposals. Members
only have indirect access to the credit. There are several ways in which they
ultimately receive the credit. The first is through wage labor they perform
for the cooperative. Much of the production credit is used to pay for labor
inputs in agricultural production. In addition, members benefi- from the use
of credit to promote social projects by the cooperatives. Examples include
better housing, potable water, schools for the children, adult literacy
classes, consumer shops and medical services (Fledderjohn and Torres 1985).

In contrast, Phase III beneficiaries have direct access to the credit.
Some receive money directly from the Agricultural Bank, particularly if they
have established good credit ratings. Transaction costs associated with these
loans are minimized. Others, as was noted earlier, receive credit thrugh
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Solidarity Groups. Individual members of these groups are responsible for
using the credit to farm their land parcels. The Solidarity Groups assume
collective responsibility for repayment of loans and it- is assumend that
social control mechanisms, such as peer group pressures, stimulate farmers to
repay their loans.

III. EFFICIENCY OF USE OF CREDIT

A, Phase I Cooperatives: Organization

As mentioned previously, the cooperatives which represent Phase I
beneficiaries are managed by administrative councils which in turn may hire
managers and/or accountants to assist them in the day-to-day business
operation. They are joined in many cases by representatives of ISTA, the
government agency responsible for carrying out Phase I of the reform. Legal
terms of the expropriation define a management process which gives equal right
ard authority to ISTA and to the cooperatives (cogestion). When the title is
assigned, an agreement is signed bhatween the cooperative and ISTA which
defines the length of the cogestion period. Tt vbaries from 5 to 25 years,
but can be extended indefinitely by ISTA if it so desires. This structure
gives the State some assurance that the coopzratives will be managed
responsibly, and therefore, will attend to their land debt. A recent study by
Prentice (1986) indicates that 45 percent of the cooperatives currently have
full-time cogostores, and 27 percent do not have cogestores.

membars., He is viewed as an outsider and a meddler (Prentice, 1986). Since
the cogestor has veto power over dacisions taken by the Administrative Council
and uses this power, they are often in conflict. This is exacerbated by the
fact that the cogestor is often from outside the region’and knows little or
nothing abaut the cooperative members or their needs and practices.

Cogastores are poorly paid and have little academic background or training to
handle the cooperatives' business affairs. To nake matters worse, they
sometimes receive minimal backstopping from ISTA.

Little management capacity exists within the membership of the
cooperatives. All members were agricultural laborers before the reform and
had little or no farm management experience much less cooperative managment
experience. Reoognizing this fact the governmant has initiated with A.I.D.'s
support a program to place managers and accountants in the cooperatives.

The goal of PRODEA, which was charged with this responsibility, was
to place 200 managers and 200 accountants on a like number of cooperatives by
the end of 1984, As of November, 1985, it had placed 131 managers and
accountants of which 39 managers and 16 accountants had resigned (Comacho,
1986). Several problems were raised regarding the placement of managers in
the cooperatives. Among those cited by Prentice (1986) are:

\
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- The comparatively high salary of these personnel and the reluctance
of cooperatives to pay them. Members resent outsiders receiving
salaries much higher than their own. Others think that there are
more productive uses for the money.

- The role conflict experienced by the manager. On the one hand, he is
subordinate to the administrative council/. On the ohter hand, he
must make management decisions which place him in a role superior to
them.

- The preference of cooperative memebers for local personnel with
practical experience. They lack confidence in outsiders and/or those
who are highly educated.

- The professional inadequacies of the managers. Prospective managers
are not given the skills/training required before joining the
cooperatives.

- The big turnover of cooperative managers. This is occasioned largely
by the resentment experienced from the cooperative members and the
frequent conflicts that arise with cogestores in cooperatives which
have them.

A recent study by PERA (Camacho, 1965) indicates that the success or
failure of cooperatives may have little to do with the presence/absence of a
cooperative manager. It showed that managerial stability is:

- directly relatcd to increases in social services;

- unrelated to putting accountng controls into place;

- inversely related to proiuction, productivity, and use of credit; and
- inversely related to profits.

These findings suggest that continuity of management from pre-reform
to post-reform period is not necessarily good. These managers may be inclined
to allow cooperatives to invest substantially in social services because of
their identification of felt needs of the cooparative members. Similarly,
when turnover in management is occasioned by conflict between managers and the
membership over how to use resources of the cooperatives, this may be
salutory, particularly if the conflicts arise over decisions to use them for
productive as opposed to non-productive purposes. '

The administrative councils consist of cooperative members. They may
or may not have the best interests of other members in mind when they make
decisions. Given that they generally lack management experience, they often
define the best interests of cooperative members in non-productive terms.
preferring to maximize short-run benefits for the members as opposed to
long-run benefits by making favorable investment decisions/ In many cases,
menbers of the administrative council have little understanding of and
appreciation for the "spirit" of cooperatives. Many abuse their positions by
making decisions which benefit themselves and their friends rather than the
cooperative genrally.

\
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B. Vork/Prcductivity Incentives

There are several factors which are disincentives to agricultural
production on the cooperatives. One is that Cooperative members frequently
define themselves as day laborers rather than as owners of the cooperative.
Thus, their major goal is not to make the cooperative thrive, but rather to
obtain first and foremost a permanent source of work with good salary and
benefits (CIUSA, 1985). Another important factor is that most cooperatives
cannot increase incomes when production and profits increase. Currently, most
profits made by cooparatives are retainad by external agencies to pay off
cooperative debts (Camacho, 1985). Yet another factor is that individual
members receive equal pay for therir labor regardless of how hard they work or
how productive they are,

These factors impact on the ability and desire of managers and the
administrative coimcils to treat thz cooperatives as business enterprises
whose goal is to maximize profits. They are under heavy pressure to emphasize
the allocation of funds to provide short-run benzfits to the membership. This
may be in direct conflict with profit maximization goals and medium-and
long-term investments.

C. Fhase IIT Beneficiaries' Credit Use

Phase IIT beneficiaries are the direct recipients of production
credit. Generally, they make better use of the credit because they have
greater managemsnt capacity. Unlike bencficiaries of Phase I, in the past
they have had to find credit, secure other production imputs and market their
products. And since they own their laml, they have incentives to maximize
profits.

IV. CREDIT REPAYMENT

A, Rural Violence

Rural violence asscciated with the war has limited the ability of
some farmers to repay their loans. In some areas, the guerrillas have burned
crops and/or otherwise destroyed production. Many rural inhabitants have
relocated in areas which are more secrue, having abandoned their crops in
doing so.

B. Phase I Beneficiaries

Debt repayment by Phase I beneficiaries has not been particularly
good. According to MAG (1985), 11 percent of the loans made to cooperatives
were delinquent. However, another 33.7 percent were refinanced. Summing
these figures, cooperatives were behind schedule on the payment of almost 45
percent of the loans which they had secured.
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Failure to repay loans is due to several factors which have already
been mentioned, namely, (1) the lack of work incentives in the cooperatives
which reduce productivity; (2) the ewphasis on short-run gains for cooprative
members which may or may not result in increased productivity; and (3) the
geneal lack of management capacity in the cooperatives. Wnen prices for
traditional export crops.

Not all cooperatives have had problems repaying their loans. Those
with credit from Commercial Banks appear to have been more responsible in
repayment than those working with tche Aqricultural Bank. This is in no small
part due to the greater creditworthiness fo the cooperatives working with the
Comnmercial Banks. Weaker cooperatives were purposely assigned to the
Agricultural Bank. However, it may also be due in part to the way in which
the banks treat the cooperatives. The Commercial Banks focus on profit
maximization while the BFA focuses on social and political goals as well.

It is important that future lenling programs emphasize the need for
repayment. With almost 45 porcent of the loan portfolio to cooperatives
presently in arrcars, there is a real danger of creating a debt menality among
the farmers. GObviously, this insidious condition needs to be adiressed on
other fronts as well. Tha agrarian deblt of the cooperatives impacts on their
use of credit.

C. Phase III Beneficiaries

It is genrally acrepted tha Phase III heneficiary repaywment rates are
higher than those of Phase I beneficiaries. There are several reasons for
this trend. First, Phase 1II beneficiaries perceive continuad access to
credit to be more problemmitical. They borrow heavily +in the informal credit
market and know that these sources of credit disappear if they do not repay.
The Agricultural Bank has loaned to individual farmers in this sector who were
otherwise good credit risks based on this assumption. Second, most of these
beneficiaries are small farmers and may be less inclined to feels that they
can '"beat the system." "Third, as was previously mentioned, the farmers have
greater management capaicty, incluiing the ability to manage money
responsibly. Fourth' they make more productive use of the credit because they
own the land which they are working.

V. CREDIT RATIONING THROUGH COMMERCIAI, BANKS

A. lending to Phase I Beneficiaries

The Commercial Banks may be averse to lending money to many of the
cooperatives in this sector because of their lack of credit worthiness. This
is illustrated by rankings of cooperatives by three different institutions
found in Table 8. Assuming that only coopzratives found in categories A and B
are sufficiently creditworthy, less thank half of the cooperatives fall into
this category. Less than 40 percent fall into this category if one uses
ratings of DIECRA and the Mortgage Bank.
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Table 8: Phase I Cooperative Ranking by Different Institutions

Agricultural Mortgage
DIECRA Bank Bank

Ranking Number A 1 Number $  Number 3
A 13 4 15 8 10 23

B 124 35 . 72 40 7 16

C 108 31 87 48 12 27

D 107 _30 8 4 15 - 34
TOTAL 352 100 186 100 44 100

Source; Prentice (1986).

The Commercial Banks give various reasons why they prefer to not work
with Phase cooperatives. The importance which they attribute to various
problems associated with lending of cooperatives is sumuarized in Table 9.

The three most salient reasons are lack of management capacity, lack of
cooperative organization and lack of a sense of responsibility to repay

loans. These rasons are consistent with other data bearing on the performance
of cooperatives. They also suggest that technical assistiance programs
currently in place with the coopsratives are addressing the most salient
problems, namzly, improving manaqgement capacity and attempting to instruct the
members about cooperative philosoply.

"Table 9: Commarcial Bank IManagers' Rating of Problems Assoiated with Lending
with Phase I Coopsratives

Degree of Importance

Reasons Very Some Littie None
Lack of Management Capacity 79.2 10.4 10.4 --
Iack of Cooperative Organization 66.7 27.1 6.3 -
Lack of Sense of Responsibility to Pay 70.8 22.9 6.3 -
Inadequate Agricultural Technology 34.0 46.8 19.1 -
Dishonesty 48.9 31.9 17.0 -
Risk - Level of Profitability of Products 31.3 56.3 12,5 2.1
Civil Strife/Terrorism 60.4 29,2 6.3 4.2

Source: lLadman, et. al. (1986)

\\Q’
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B. lending to Phase III Beneficiaries

Phase III beneficiaries are more likely to repay loans. In that
sense they are more creditworthy. However, there are several major issues
associated with lending to them as well. These may be more problemmatic than
those associated with lending to the cooperatives for, as was shown in Table
4, Commercial Banks currently provide only 5 percent of the credit granted to
them through formal credit markets.

Table 10 summarizes the relative importance of problems which
managers of Commerica Banks attribute to lending to Fhase III beneficiaries.
Aside from the divil strife/terrorism.

Table 10
Degree of Importance
Reasons Very Some Little None
High Lending Costs 41,7 20.8 18.8 18.8
Risk -~ Profitability Ievel of Products 43.8 27.1 10.4 18.8
Poor Farm Management 25.0 37.5 31.3 6.3
Dishonesty 10.6 29.8 38.3 21.3
Inadequate Agricultural Technology 27.1 39.6 22.9 10.4
Lack of Capital Goods 33.3 10.4 33.3 22.9
Civil Strife/Terrorism 46.8 38.3 8.5 6.4

they are typical of most bankers' attitudes towards the small farmer. The two
most salient factors are lender transaction costs and risk associated with the
level of profitability of small farm enterprises. Most small farmers produce
good crops - largely for subsistence - rather than case crops.

The Agricultural Bank has attempted to address the problem of high
transaction costs through the formation of solidarity groups. they are
imperfect, however, in the sense that they are not legal entities. It is
questionable, therefore, whether they are legally responsible for repayment of
loans and whether they have collateral to serve as guarantees for loans.

If the commercial banks are to increase their loan pcrtfolio with
beneficiaries of this sector, they will need to innovate ways of providing
loans with lower costs to both the borrower and to the lender. One possible
innovation would be to survey the potential horrowers of this sector,
determine which are good credit risks, and then simply provide them with loans
that require limited paperwork. This alternative would imply heavy initial
costs for the survey of borrowers and possibly from some initial loan

delinquency.
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C. Program Design Implications: Equity vs. Efficiency

The Commercial Bnaks have done a good job of moving money into the
cooperatives. According to Ladman, et.al. (1986:109), they had loaned over
144 million colones to them bv the end of 1984. It is conceivable that they
could lend all of the credit earmarked for this sector to the coopratives.
However, the extent to which they selectively loan to a limited clientele in
this sector may be an issue. If funds are chamneled through the Commercial
Bank sector alone, they may eventually rcach only a minority of beneficiaries
because of the Commercial Banks' wrwillingness to lend to less creditworthy

cooperatives.

Although economically sound, this lending policy may not be socially
or politically sound. It is likely to b2 less problemmatic if the
Agricultural Bank and other intermediaries such as FESACORA and FEDECCREDITO
receive creiit lines form other sources and attend to the credit needs of the
other cooperatives.

In additions' it may be necessary to provide incentives to the
Commercinl Banks to work with the less creditworthy cooperatives. Increased
spreads in the discount rates provided by the Central Bank are an incentiva2
built into the progrm.  Assistance with the supervision and use of loan fuds
by the ccoperatives may be anothar incentive.

The same problem exists with Comnercial Bank involvement with Fhase2
ITI beneficiaries. Contrary to their interaction with Phase I cooperatives,
they have lent very little monny to Phase I1I beneficiaries. It is perhaps
wirealistic to expoct that the Commercial. Banks do rmuch lending to this scctor
despite an even gronter spread in the discount rate.

Assuming that the Commercial Banks work with 40% of the cooperatives
and with double the nuer of beneficiaries with whom they currently work in
the Phage III sector, funds provided Ly this project will reach 18,911 direct
beneficiavies or about 20 parcent of the total.

VI. SPREAD BFFECLS — PROGRAM DESIGN TMPLICATIONS

Money from this new line of credit is likely to he disbursed exclusively
by the Commercial Banks and by the Mortgage Bank. Should these credit
institutions require that borrowers usc the credit to maximize returns to
investments and should they requirve repayment, this may have a salutary effect
on the use of credit by the other cooperatives. They may be more willing to
correct their deficiencies in owdzr to gain access 1O this service. Of
course, this assuems that the Agricultural Bank and other intermediaries will
not satisfy their credit demands using other souces of funding and with less
rigorous lending policies.
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The project, as presently designed, does not include specific ways of
working with Phase III beneficiaries. It is assumed that the intermediaries
will determine how and to whom they will distribute the credit. Mention has
already been made of the need for the banks to find innovative ways of
reducing lending costs to both borrowers and lenders. They should be
encouraged to experiment with alternative models. If successful ones are
fourrd, they will no doubt diffuse rapidly among intermediaries participating
in this program.

VII. PARTICIPATION OF WOMEN

It is difficult to determine accurately the extent to which women will
participate in the use of credit provided by this project. As in much of
Latin America, in El Salvador the male spouse is considered to be the head of
the household and represents the family farm unit in interaction with other
societal institutions. Data presented by MAG (1985) suggest that about 10
percent of the members of Phase I cooperatives are women. Presumably, thay
have equal access to credit which is chanmeled to cooperative members throujh
wages for labor.

It can also Ye assumed that wives awd other family members have access Lo
this creiit through labor which they provide at peak harvest times. It is
also fair to assunz that wom=n members bonefit from other credit investments
by the cooperatives to the same extent that their male counterparts do.

There are several ancillary projects vhich deal specifically with the well
b2ing of women living on cooperative lands. Each cooparative recs2ives varvious
kinds of promotional assistancz from government agencies. As shown in the

Table 11
Types of Activities Promoted Number %
Assistance to Cooperative leaders 231 41
Assistance to Woman 69 12
Assistance to Youth 50 9
Assistance to Men 89 16
Facilitation of Other Government Programs 124 22
Total . 563 100

Source: MAG (1985:115)

Table 11, 12 % of these assistance activities are targeted tc women.

This compares favorably with the 16 percent of activities devoted to

men. Many of these activities are concerned with non-farm sources of
income.
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1f. Projoct Ioscription
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weo of credit in the veforn sectot. The rationmle for the project at the
purpoze Leval dis ihat refovn szaborc faxming ~terprises are dabt finmncad
and their nev ownors, for the most part, huve little erjaity or
accumalated savings.  Withoot access Lo credit, thz reform beneficiaries
are withont a souree of capital for short-tevn cperating needs and
edian-Lerm investmont parposes.  thece adklitional regources, Lo
cosplowent. their labor, 1and and othar fized asgeus, are casontial for
gignificant inoreases in production and ineiwo.

The Parpose of the proj]
"

Attairment of the projact purpdse will result in the following of end Of
project stabtus:

1. Interwedizry Ceedil matitutions' (¥ICIs) amual flow of eredit will
jporense at least Ty the awount made aviailoble annudlly under tne
o ject.

n Credituorthy vefora codperatives and other beneficiaries will

jnereaso their total agricultural credit at least ly an amwount mude
availzble through the Project.

3. The number of Fhase I Oooperatives classified as creditworthy will
increase,

4. Credit uses indicate increascd inventment and production capabilily.

The first two indicators above will demonstrate that cradit was macle
available from the project and that it reacned its intended recipienis.
It is cssential that credit from the project not simply replace existinng
reform sector oredit. Daring project paper preparation measuremsnt
guidelinos will e developzd to chsure that credit hoing made available
friom the Project will be in addition to present credit levels of the DCR
and ICI's.

joct is Lo increasc Uhi availability and pralnctive
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M increase in the nimber of creditworthy cooperatives assumes the
continuation of GOES and USAID efforts to provide technical assistance,
qualified management personnel and training to coopaeratives. It also
will require developmont of the qualitative aspect of this project which
will include training and technical assistance to the credit agent units
of the BIR and ICI's, thereby enhancing management support resources for
refora cocparatives.

III. Achievamenis/Aacomplishieants .

The prinaipal outputs expected from this project are:

1) The rediscount credit line established in the Central Reserve Bank
and functioning through “Cls.

2) A credit agent {raining program in placce.
3) A Molicy Qowponent supported by public cducation activities.
4) The establichaent of a pilot savings wovilimation program.

There vl h: a training dimension to the project,consisting mainly of
the arolit agent training progeam, designod Lo instituticaali o the
progam and improve financial market policy. This dinession would
provide iuformation Lo tha DR, ICT's and the reformsd sector atoul the
avai lability, benafits and mamgenents aspocels of the radisccunt fund and
provide information and advice to credit officials, ankers, and
policymakers on agricultural credit, savings mobili zation and {inancial
pavkets.  Thic conld b accomplished through structured programs,
sominsys, meetings and infovial visits.

The public cducaticn/policy componant will involve discussions with QOIS
officials coacerning foctors important to project success such as the
effects of mero-coomonic policies on crodit programs, including exchange
ratz, pricing and marketing policies and brcard aspects of the agraxian
reform proguam.  This component will bz implemented through meetings aod
ongoing dialogue with key GOES officials, loth within and outside, the
reform sector.

A pilot savings mwobilizmtion program will b established in the reform
sector involving DA and possibly some credit unions. This would be
undertoken a3 an oxperiment in mobilizing savings in the sector ly using
the existing savings windows at BFA and in credit unions. Based upon the
success of the pilot program, consideration would bz given to expand or
discontinue the savings mobilization effort. -
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The project will have a projected life of five years. Thza cbjective
would be to have the fund continue on its owm unan the completion of this
period. The policy copponent will prowte cfforts to improve the
exchange rate, marketing and pricing policies.

Iv. _f_(_nput;s

The largest projoct input froa A.T.D. will ba the provision of ahout $46
‘million for the rediscoant linz to e establisnadl in the ER. ngds
would be made available fron A.I.D. over a four yvoar period (Yoar 1: $10
I, Yeav 23 15 M, Year 3: 415 M, Year 4: $10 M) for usc duriny the
project's fivae yar 1ife. Although the intervest rate(s) usai by tha BCR
and other fectors will affcat the maintenance of tha fund's real value,
the use of tha fund by ICI's should continue indefinitely. Daring the
prepavation of the project paper, the Qesign temn will address the
structure and terms of the rediscount line in order to preserve the
fund's real value.

The technical assistance to b2 provided includss one long-term advisor
and substantial short-tera assistance.  Tae long-lLorm person will 1 a
specialist in credit adainistration and delivery and will work clocely
with the BCR, porticularly its credit agent unit. lHe/she will work Lo
upgrade the cvedil agent LuLograns, Poth in the IR and in 1L 's. &hort
term Lechmical advisors will providz additionl sugzport in strenglhening
the credil agent wrogiian oF wall as conduct stiriics to adh ews olher
credit issuers and wonitor aud fuplesant e pllot savings nobilimtion
progran. Technical advisors will play a key role in implenditing the

puhlic educatich campaign.

Praining will be provided Lo strengtlien the crwilt delivery system. Key
individuals in the BCR and 10I's will attend seminars on credit
managenaat and delivery and participate in othex training activities,
bolth in Fl Salvador and alwoad. Efforts will Le mde to draw upon, the
exparience of st meassful credit distriluation projrams clsewhare in Jatin
Amnarica.

The GOES will contrihute a minimua of 25% of the total project cost
through its contriluation to the reform sector rediscount line. The
source of the GOiES funds will be primarily ESF comterpart funds. The
GOKS contribution to training and other costs will be primauily of an
in-¥ind nature.
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