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AGENCY FOR IrTERNATIONAL DEVELOPMENT 

UNITED STATES OF AMERICA A. I. D. MISSION 

TO EL SALVADOR 

C/O AMERICAN EMBASSY. 

SAN SALVADOR, EL SALVADOR, C. A. 

PROJECT ALHORIZATION 

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 Fbreign Assistance Act of 1961, as 
amended, I hereby authorize the Agrarian Reform Financing Project, 
enccmpassing a grant to the Government of El Salvador ((DOES), involving 
planned obligations not to exceed Fifty Million United States Dollars in 
development assistance grant furyls 	over a five year pericd, subject to
 
the availability of fun-Is in accordance with the A.I.D. OYB/allotment 
process. The planned Life of Project is 60 months from the date of the 
signinK of the Project Grant Ngreemient. qhe implementing entity for 
project activities is the Central Reserve Bank (BCR), which is the 
intermediate credit institution channeling project assistance to ultimate 
beneficiaries.
 

2. The project consists of the following elements: a rediscount line of 
credit for pro3uction and investment lo-ins to the reform sector; a 
training program for agricultural lon officers of the BCR and its 
subsidiaries, the participating financial institutions (PFIs); a series 
of policy studies and seminars; ani a pilot rural savings mobilization 
program, administrative support and evaluation. 

3. The Project Agreement, which may be negotiated and executed by the 
officer to whom such authority is delegated in accordance with A.I.D. 
regulations and Dele ations 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 ani] services financed by A.I.D. under the Project shall have 
their source and origin in the United States or in member countries of 
the Central American Coiron 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 from A.I.D. Geograph-ic Code 941 up to a total value of One 
Million United States Dollars.
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B. 	 Conditions Precedent to Disbursement 

Fxcept 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.: 

(a) 	A statement of the name of the person(s) in the qCR empowered to 
act for the BCR as the OD'S imiplementing entity with reference 
to the Project Agreement and of any additional representatives, 
along with a specimen signature of such person(s); 

(b) 	 Evidence that the BCrR has established a separate rediscount 
credit line for channeling project credit funds to the 
particilxating financial institutions; 

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

(d) 	 Evidence that the BrR has informed PFIs of the availability of 

the new credit line ai-O all terms and3 conditions for use of the 

credit line, inclirling interest rates, terms, loan conditions 

and administrative 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.I.D. in forn 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.
 

C. 	 Covenants
 

(1) 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 

male available through the Project's rediscount line will be in 

addition to the amint 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 De)velcprment Bank (BFA) will disburse all funds in 

the Integral Credit Line financed under A.I.D. Project 519-0263 
and 	be in full ccqpliance with all outstanding covenants from 
Project 519-0263.
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A.I.D. will be able to brief and debrief contractors,
(c) 

participants and invitational travelers financed under the 

Agreement and will be furnished copies of reports produced by 

such persons. 

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

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. Geogra~ihic Code 941 sources. 

DateRobin L. G6mez 
Director
 

'7Drafted by: JCloutie PRJ 
Cleared by: DIoyd, P ., ,

KEllis, RD ' • 

~J~avison,
 
BSchlouten, DDIR /5,
 

4401B 



I. SJMmARY AND REQ 4NIDATIONS 

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 

agency will be the Central Reserve Bank of El Salvadormajor implementing 

(B2R), which is the intermediate credit institution in the Project.
 

C. Project Summary
 

to the immediate needs for additionalThe Project is intended to respond 

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 (PFI) 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 

WCR and the PFIs; a series of
for agricultural loan officers of the 

policy studies and seminars; and a pilot rural savings mobilization 

program.
 

The rediscount line of credit will be available on a competitive,
 
investment loans to
non-preferential basis to the PFIs for production or 


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 PFIs
 

to cover the additional costs and risk of medium-term ihvestment loans
 

and small loans to the Phase III beneficiaries. A long-term technical 

to the BCR to assist in the administration andadvisor will be assigned 
monitoring of the fund and to improve credit admini.stration procedures 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
 
A long-term advisor
agricultural credit delivery in the banking system. 


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,
mad bring them to the attention of policy level managers in the GOES. 
S-ort
 
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
 
an direction of training activitieg, 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 
(ust 000) 

1. 	Rediscount Credit Line 46,000 14,000 60,000
 

2. 	Administration of Credit 
 750 	 2,050 2,800
 

3. 	Training 1,640 250 
 1,890
 

4. 	Studies 
 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 empcaered to 
act for the DCR as the GOES implementing entity with reference 
to the Project Agreement, along with a specimen signature of 
sudi person(s); 

(b) Evidence that the BCR has established 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; 

(d) 	 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.
 

(2)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 amunts and the schedule
 
of long-term and short-term training activities during the life
 
of the project.
 

Covenants
 

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

(a) The GOES through tho DCR 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 brief 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. 

\c)
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E. The USAID Project Develolxaent Committee was ccnposed of the following 
officers:
 

Ken Ellis, Rural Development Officer
 
John Cloutier, Office of Projects
 
William Naylor, Financial Analyst
 
Luis Arreaga, Economist
 
Jose Isaac Torrico, Project Manager
 

The following consultants contributed to the design: 

Harris Jafri, Institutional Analyst
 
John Gillies, Design Specialist
 
David rin, Financial Analyst
 
Mike Hanrahan, Economist
 
David Hansen, Sociologist
 

The Project Review Committee is composed of the following: 

Robin G6mez, Director
 
Bastiaan Schouten, Deputy Director
 
Ronald Witherell, Associate Mission Director for Operations 
Donald Boyd, Chief, Office of Projects 
Roberto Lc6n de Vivero, Program Officer 
John Davison, Controller
 
Robert Anderson, Economist
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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 gerrilla activity and its sequel oi
 
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 situakion, 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. In
 
January 1986, taking advantage of the favorable international environment
 
(rising coffee prices, falling oil prices), the GOES launched a rather
 
comprehensive stabilization program. Thfe 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 yield a differential for the Government, some luxury
 
taxes); measures of monetary restraint, including a general increase of some
 
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 been 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 sglutions 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.
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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, ar 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 proqrun was structured to be iimplemented in three distinct 
phases, each of which shared certain corLon features--rights of new owners, 
government compensation to former owners, and new omaier payments to amortize 
government debts incurred in the laril purchase (agrarian debt.) Each phase
differed in the type of property and individual affected. 

Under Phase I of the agrarian reform the Falvadoran 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 properties h-ive been reorganized into 317 
cooperatives, or "proluctive units", consisLing of 31,500 menbers 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 par household, which represents about 8.5% of the 
rural population. Of the total number of cooperatives, 145 had received 
titles as of March 1986 and about 57 %hich 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 voluntary sales by ISTA and 
another 13,000 hectares have been claimed by the Phase III beneficiaries. The 
timetable of possible iitolemntation for lvise 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 remiain about 389 lariholdirqgs that would be affected by Phase 
II.
 

Phase III of the agrarian reform, which commenced in March 1981, provided
rights for up to seven ,ectares 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 filet]. As of March, 1986 about 62,160 
parcels had been claimed by about 51,800 rural farm families, or approximately 
310,800 beneficiaries assuming six persons per household. 



-7-


Unlike the Phase I organization of beneficiaries 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
 

limited the ability of the GOES agencies to provide credit and technical
 

assistance services to the beneficiaries.
 

amount and quality of land affected, the
Not surprisingly, considering the 
reform sector is a major contributor to national production of basic 

grains 

and export crops--14% of the coffee, 40% of the cotton, 37% of the sugar cane 

and 21% 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 poulation would be beneficiaries and approximately 25% of the 
farm
 

(For greater detail about the agrarian reform, see
land would be affected. 
Process and Proress", Dr. Michael Wise,"Agrarian Reform in El Salvador: 

USAID El Salvador, July 1985.)
 

In May 1986, the Government o' El. Salvador announced a restructuring 
of the
 

agrarian debt whidn 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
 

In the past six years, El Salvador has received
and the U.S. Government. 

substantial foreign assistance from the U.S. to implement the 

program.
 

1. Technical Assistance
 

The Phase I cooperatives have been given priority assistance 
by several
 

In addition to its responsibility for
 government and non-government agencies. 

land acquisition and cooperative establishment, ISTA was also responsible 

for
 

assistance to the cooperatives in the early
providing technical and material 
years, including a period of co-managelr

mant o the cooperatives. Other support
 

for Agricultural Technology (CENTA),
services include the National Center 
which provides research an] on-farm technical assistance; the Salvadoran
 

Federation of Agrarian Reform Cooperatives (FEA3OORA), 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
 

Other on-going Ministry of kjIriculture (MAG)
resource use and debt service. 
programs also provide assistance to the cooperatives and 

Phase III
 

beneficiaries.
 

Under the kgrarian Reform Sector Support Project (519-0265), 
over $ 50.0
 

loan and grant funds are being used to promote agrarian
million in A.I.D. 

for cooperative

reform, including technical assistance to ISTA, FINATA and 

MAG 


management and accounting assistance-, training of cooperative 
members,
 

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

rr /elopment for the implementing agencies. The current efforts under the 
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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 credit extende-d through the BFA. This 
so-called "Cartera BEFA/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 cooponents of the recent restructuring of the agrarian 
debt was to freeze the interest on this emergenc(y 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. Agrarian 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 banik'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 'ttributable to the. 
relatively large number of financially weak cooperatives assigned to it.
 

Despite the preferential treatment and the substantial external resources
 
provided, the aiDount of credit available to the reform sector has dropped
 
since 1980 inboth 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 colonies by 1984, the reform sector share
 
represented less than 13% of the total. In real terms, 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 August 1980, the responsibility for meeting the credit needs of the
 
cooperatives was divided among nine mixed banks, the Mortgage Bank, two
 
national credit institutionq, and the Agricultural Development Bank (BFA). In
 
the past several years, a number of the cooperatives inpoorer financial
 
condition have been 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 (Wv) with 23%, and the BFA with 19%. The commercial 
banks as a group are also the largest leirler 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 contait 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 13H and the cDmmercial hancs 
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 ]B2R rediscount lines are for production 
credit for specific crops, the availability of medium term and long term 
investment loans is limited. Thie commercial banks contribute ii 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 1K2R 
with PL480 local currency generatio'ls and is therefore not yet a fully 
integral part of the coimercial hanks. Because maximum interest rates are 
established by the Monetary Board, lenders 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 l0yest amount of risk and l.west transactions 
costs. This program placed 20 credit agents in the commercial b.anks and three 
supervisors in the BCR. Since the program lb-jan, 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 021.7 
million.
 

D. Performance of the Akrarian 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 production in both the reform sector and the nation as a 
whole has dropped. From the five year 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 earmarked credit and a 40% 
increase in hectares planted in other diversified crops, has increased 9% over 
the five crop years from 1980/81 to 1984/85. Despite the assistance provided 
to the Phase I beneficiaries and the fact that they inherited some of the best 

lands 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 Debht and the Cirtera BFA/ISTA were included,
less than 5%of the cooperatives would show a profit. A recent restructuring
of the agrarian debt, wh:ich lowered the interest rate and lengthened the 
repannet period, has helped to alleviate this problem. 

Although the patterns of production on the cooperatives remain largely 
unchanged from t]ie pre-reform pericl, the numyer of hectares under cultivation 
on Phase I coonoratives has decreaso.i dramatically for all crops except sugar 
cane. The yields obltainF-] by the o,>Y pratives are equal to or better Klan the 
national average for most crops, but this is to be expected given the quality
of the land. The ].o<er levels of pro:uiction and profitability are caused not
only by the global problei3 of civil .w, weak commodity prices, and 
macrce-conoYflic chanqes, but also by p]!Wlems relatd1 directly to the agrarian
reform structure itself. Amonq the<soe probleins are titling arn. adjudication,
beneficiary rights, debt burden, and management. 

Difficulties in defining property, a ;siqning properties to cooperatives, 
property valuation and ow,,ner reimburs).,ent, and administrative adjLYication
and titling procedures have significa:,iLy delaye] the titling process. These 
delays have incre-ised the level of uncm:tainty in thle cooperatives, restricted 
me-ium-term planning, and inhibited the evolution toward self-management. 

Members of the Phase I cco)peratives 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 i.1ai right to the cooperatives' assets or 
profits. 'Me vagueness surroundina beneficiary rights, the low wages paid,
and seasonal unemployment make the beneficiaries appear to be more like 
seasonal workers than co-oners of the enterprise. qhe" failure of the 
cooperative system, as currently structured, to give the members a direct 
stake in the business has resulted in a lack of comrnitment and motivation on 
the part of the meAbers, which acts as a disincentive to prouctivity. The 
debt burden of the cooperatives includes the N-parian Debt, the Cartera 
BFA/ISTA, and bank credit. The implicit assumption of the agrarian reform was 
that the cooperatives woul,- remain pr: ictive anyl profitable enough under the 
new ownership to compensate the GOES for restitution pa.yments to the former 
owners, cover ISTA's o eratinq costs, and pay off production loans. With the 
benefit of hin-dsight, it is clear that the complexity of the process,
adninistrative difficulties, management weaknesses in the cooperatives, civil 
war, and macro-conomic disruptions rendered such an optimistic outcome 
extremely unlikely and that some degree of subsidy would have been required.
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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/ISrA), 
and 

annual production loans. The structural debt of the Agrarian Debt and the 

Cartera BFA/ISTA is added to each year by proDuction loans, many of which have 

to be refinanced for a variety of reasons ()?--r management, weak agricultural 

markets, etc.) The imlortance of this overhalnging debt is that even given 
- favorable agricultural markets, the debt is aimproved management and more 

In addition,
continuous drain on the cooperatives' financial resources. 

each year to allow cooperatives to

unpaid production debt must be refinanced 
a and expanding

be eligible for new production loans, thus creating perpetual 

for refinancing credit. The recent restructuring of the agrarian debtneed 
to male more cooperatives economicallyand the restricted accounts will help 

viable.
 

from the poor managerial capabilities
Part of the repayment problem results 

systems of the Prbjse I cooperatives. A majority of
and inadequate accoumting 

and qu:llified managerial personnelthe cooperatives lack the experienced 
entities and productively utilize the

required to organize these co?lex 
credit provided. The GOES is currently looking at ways to move

assistence and 
to self-managed cooperatives with

from the co-management system with ISTA 
in the PAU and PRODEN

qualified managers and accountants trained- and selected 
Tihis cont-' iues to be a major emIhasis of the Agrarian Reform Sector

projects. 
Support (519-0265) arl Technoserve (519-0321.) projects.
 

While it is easy to dwell on the problems faced by the reform 
sector
 

beneficiaries, it is important also to reccgnize the strengths 
of the sector.
 

Some of the cooperatives are well managed aind p'rofitable entities and many
 
improved managemant and access to the 

more have considerable potential with 
necessary inputs. The recent restructuring of the agrarian debt 

will
 
Also, continuing


contribute to furthering the reform's economic viability. 


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 nee:]s of the sector 
to the degree
 

The expected outcome of this pro-fram of support is the existence of
 
possible. 

a st-ong reform sector composed of financially viable 

agricultural entities
 

capable of competing without special assistance. Such an outcome will also
 

strengthen the overall economy by increasing levels of production 
and
 

A.I.D. support for this
 improving productivity in the agricultural sector. 


process is continuing with technical assistance under 
project 519-0265
 

(through 1987) and a grant to Technoserve (519-0312) to 
improve the management
 

and accounting in Phase I cooperatives.
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A study on rural financial markets and savings mobilization, completed in
 
March 1986, estimates the unret credit demand in the reform sector in 1985 at 
.37 million, of which *29 million %-ams for medium anir long term investment
 
credit. The credit demand from Phase III beneficiaries was largely ignored in 
the study, in large part because of the limited experience and interest of the 
cormnrcial banks in this type of lendirjn. If credit is available and the 
transaction costs are reasonable, it is likely thit substantial additional 
credit demand would exist in this sector from borrowers whio have been 
discouraged by lack of access and high transactioi costs. A detailed review 
of the agricultural credit deiirrn from the reform sector is included in the 
Econom.ic Analysis Annex. 

On a short term 1asis, the Project is jnustified to provide credit which will 
complement on-gDing techr iical assistance and institution building projects. 
In agricultural development, the lack of a critical input at the right time 
can make the difference between some c wree of success and complete failure. 
Beyond the inmrueiate need for infusion of credit, however, agricultural 
production in both the reform and trad ii-:onal sectors requires the existence 
of a stable and- efficient cr-edjt delivery infrastructure. It is not 
reasonable to expect tha-t tihe governme, developmnit I-nk (BFA) will ever be 
able to fill this role for- the entire coLntry. T1e commercial hanks represent 
a viable alternative and Ivive shrjin interest in exiuiling their agricultural 
credit operationsi for creditwobt4y clients in the reform sector as well as the 
traditional sector. An effort to encraeirnqt? the co:u-rrcial b;nks in this 
direction and improve their cap'ibilities! to promote, andl assess agricultural 
investment loan-, can pay dividerls well into the future by brodening the 
credit infrastructure available to the entire agricultural sector. 

After six years of specialized and targeted assist7ice to the reform sector as 
a whole, it is time to begin to differentiate bet.een those agrarian reform 
beneficiaries with potential for success and those with limited financial 
viability. It is unrealistic to assuu- that all of the cooTe..ratives and Phase 
III beneficiaries will be successful ;und unwise to allocate limited technical 
and financial resources based on such a!n assumption. Even under ideal 
circumstances, the success rate for c wTiex agricultural entities like 
cooperatives is not high, and the situation faced by the agrarian reform 
ocperatives is far from ideal. The troubler] economic situation of the 
country and the deterioration of the agricultural sector require improved 
allocation of limited GOES resources 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.
 

http:Econom.ic


-13-


It must be clearly mderstcod that the provision of credit and improvements in 

the commercial credit delivery system cannot -by themselves solve the larger 

sector. Util the critical issues of agrarian debt,problems of the reform 
beneficiary rights, inaniqgement, and0 the burden of previously refinanced loans 

are fully dealt with, the reform sector will continue to be problematic. 

clear tvivt these) pcoblems, given the level ofNonetheless, it is eqn'1lly 
political consensus rcN.Iuired and the highly cont-oversial nature of the 

program, will not be solved easily or quic!].y. These andl other policy 

are part of t.he on-going xolicy dia]cqlue between A.I.D. and thequestions 
GOES. In the meantime, continued finaincial and technical support to the 

sector designed- to red]uice the level of su:-.sJdi,;-vtion, increase reform sector 

cooperatives' autonomy, ary strengthen credit delivery channels will establish 

a base for future deve to)mient if th! policy issues are ad0quately addressed. 

The interest of the commrcial V1-nling sector, existing unmnt credit demand by 
onqualified bx>rrowers, cc?..leolnentary A. 1.1). projects, and an emphasis 

sccr enititie's, combine to -ake this acofunercial viability of refo:m 
initiate project activities.particularly appropriate and advantageaus time to 

incentive (through a spread differential) to promoteThe Project contains an 
specifically investment credit. Increase]d investment cre--dit will 1ermit and 

leading topromote qre:iter flexibility in approving agriculture projocLs, 
timent and production. New andincreased diversification of agqrici1.tura., inve 

alternative investme-nt oppxrtunities are ex).)cted to be exploited from the 

greater availability of investment creit. 
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III. PRO=ECT DESCRIPTION
 

A. Project Objectives 

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

* The flow of credit from Participating Financial Institutions (PFIs) 
to reform sector cooperatives ad Phase III beneficiaries will 
increase by at least the anount made available under the Project. 

* The nnber of Phase III beneficiaries receiving credit and the total 
amount loaned to these beneficiaries will increase by at least 10% a 
year.
 

The repayinent 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 rexdliscount line of credit. The sector's needs will 
not be 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 
credit -nrthy reform sector borL- ,ers and financial institutions on a sound 
cormercial bxasis and to create a financial and policy infrastructure conducive 
to this relationship. The necessary conditions for such a relationship 
include the follawing:
 

-Iending to the reform sector must be placed on a commercial basis. 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 re*aAyment 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, coordinate° action between the haks and technical 
assistance agencies can assist marginal cooperatives to qualify for loans.
 



-Clear financia± incentives must exist for the commercial banks to expand 
their lemding to the reform sector. At: a minimum, the return to the bIAnks 
must canpensate for additional expenses and higher risk involved in lending 
with limited collateral, medium-tem iznestment credit, and sw-11 farme" 
credit. This return must e-me either fre-,n higler interest rates charqed the 
ultimate borro-.'er or by a larger "spre, between the rediscount rate paid and 
the interest rate clmrc,'-. O'er the hn: term, the movement of interest rates 
to levels d]ete(]mi ne by,market forces rather than regulatory agencies is 
ne-:essary to provide accep)tibl.e renl reiou-ns. This Project contemplates a 
generous spreadi t- the 'zIsas an inceClv to assume the hi.gher perceived 
risks of len-Ii,I to the reForm sector. 1km:ever, as this Project's re;Jiscount 
line continues beyond PA.. the spread offered ;hould decrease to the point 
where it is cxnsistent wjt-L those of oiter agricul.tural rediscount lines. 

-The loan roepnyme2nt pe>rformance of tihe refo:. sector coo eratives and 
Phase III beneficiaries must be better u,iersto:>c, and stand-ard criteria for 
cred]itworthiness adopted ad improv.:] h- the bank,[ng institutions to enable a 
more accurate assessment of defaul.t ri',. In ad-ition, the procedures an:] 
standards for a.r icultural toans to the teform sector must 1.e evaluated anrl 
improved to enab.le >ainks to adopt the least cost and most efficient systems. 

-The T3R aril agricultural credit dleimrtments of the comm.ercial banks need 
more and better trained personnel to efrc investmentefficient].y analyze 
projects and process loan applications.
 

The Project strategy is to use financial incentives to encourage broader 
participation bh the comme!ccial banks in lending to reform sector 
beneficiaries and to develop a mutually beneficial coniurcial relationship 
while meeting tie iimmeliate credit needs of the reform sector. This will be 
done by placinc len.-ing to the reform sector on a rcriercial basis and 
strengthening the inst itutiona l capebility of the cormrnercial banks to analyze 
and supervise agricultural loans, rparticularly for investment. A rediscount 
line of credit will be.structured to re',,r1 the banks for taking on the 
additional risk and incurring the additionml costs of lending to small Plhase 
III farmers, of lending for mcdlium al lonig term investment projects, and of 
lenling to borra.,ers who are legally exempt from standard collateral 
requirements. 

Technical. assistance and training will improve the efficiency of the credit 
delivery system, reduce trirnsaction co,'ts, and help lending institutions find 
improved mechanisms for providing sm0!.1, farmer credit. At the same time, more 
rational loan criteria, mre technical as,!sistance from the credlit agents, and 
better coordination with the technical assistance available from other 
A.I.D.-sponsored prcojcts will improve ccxperative management, accounting, and 
therefore overall cieditworthiness. A pilot savings mobilizition progrini will 
look at the feasihility of establishing a full scale effort to expand the 
supply of lonO)le funds through encouraging savings in rural areas. Finally, 
the costraints to effective credit delivery and utilization will be stulied 
and discussei with policy level managers in the government and the banks to 
improve all. aspects of the financial intermeliation 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 eIemsents: a rediscount line of credit in the 
Central Reserve Bank; a training proqram for bhink officials and credit agents;
policy sti-]ies and seminars dealing with issues relevant to agricultural
financial institutions; and a pilot savings mobilization project. 

1. Rediscount Line 

The MCR will establish a l60 million (t46.0 Lrom A.I.D.) million rediscount 
line of credit for on--lending to intermediato credit institutions. 'rl.e 
rediscount Jine will operate as follcws: 

1. The institutions deemned to have the institutional capacity to draw upon
the rediscount line will be t hc mixed b.anks, the Mortgage Bank and the BFA. 

.
'The rediscount line will not 1e:allocated zaing PFIs by means of quotas or 
any other system of rationing. Ac!cess to the rediscount line will be 
determinO by the BCR.on the : isof the efficiency and :-erfor'mace of each 

linstitution in presenting eligibl. mr} r rathelr than by any non-market 
discretionry mchanism. A quota system or other such artificial m, tho- of 
aportionini rediscount line credi.t is to be specifically avoided. Howver,
prior to its access to the rpdiscount line, the BFA must he in full compliance
with all. covenants an,] conditioi; from A.I.D. Project 519-0263. 

2. The rediscount ].ine will lexvailable for short-term production and medium 
ar'y long-term investment credit. It will not be restricted by crop or type of 
activity. 

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

4. It is the responsibility of the p-irtirijxating PFIs to undertake loan 
analysis, assess the creditworthiness of the ultimate borrcwer, complete the 
necessary documentation, and pr-esent it to the 132R. The PFIs must bear any
losses arising out of nonpaynent of loans financed by the rediscounts. 

5. The interest rate charged to the final borrower will be the same as the
 
maximum rate prescribed by the Junta onetaria for that type of loan 
(currently 15% for production loans and 17% for investment credit) and will be
 
adjusted fully and prcnptly in line with changes in the maximum interest rate
 
prescribed by the Junta Monetaria.
 

4>
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the existing rediscoun-t6. The maturity structure will be patterned after 


lines, with production credits having the sanme maturity (in general, one year)
 
creitq under existing BCR rediscotnt 

as the corresponding production 
credits hnving the saone maturity (5--15 years) as

mechanisms and the investment 
investmentthe corresponding investment crecits under: the existing BCR 

rediscount line for Phase I cooperatives. 

7. Principal payment ref Iows and the amon:ut of the. spread to be uscd for fund 

capitalization will. b3 credited to the redir;cowunt fund to be relent under the 

slim,, purposes iiless otherw'ise agreed to by A.I.D. 
same conlitions and for the 
No part of the funds of the rediscount line itay be used for refinancing. 

8. 	 The BR will protect the integrity of the fund by ensuring that any 
by the B-iR itself.default by a PFI will be covered 

intent of A.I.D. and the 13CR tb:lmt the rediscount line supplementIt is the 
in order to meetcurrent levels of cre*it. availnbl.e to t-he reorm sector 

The B1R
unsatisfied demand and that it not rep]ace ,,nisting lines of credlit. 

to the reform sector bank-by-bank basis to ensurewill monitor credit 	 on a 
that gross credit f]l.ow to the sector from a1 1 funding sources through 

every calendar year, over the previous calendairparticip]ting banks inc1eases, 
amount imde available year by at least the cilon equivalent of the US dollar 


under this Project. For the first calenAiTr year of operation of the Project,
 

the base period will be the calendar year 1985. Gross creit flow will be
 

measured in amotuts disbtrsed.
 

A.I.D. and the DCR recoqnize that credit flowas, credit usage and the 
must be considered 

measurem, nt of credit cau be affected by many factors and 

framework of monetary policy, p-irticularly the requiiements of the
within the 
monetary program. The BCR will make an annual report to A.I.D. within three 

of the calendar year documanting the gross flow of credit to
months of the end 
the reform sector and demonstrating to A.I.O.'s satisfaction that 

the
 
met for the preceding year. In the case ofadditionality requirement has been 

the 1CR must exo].ain to A.I.D.'s satisfaction ly thenon-compliance, 
In the absence of an explanation 	satisfactory to
requirement was not met. 


meet the requirement will be
A.I.D., participating institutions which do not 

the rediscount line until compliance
ineligible for further drawing rights on 

is achieved.
 

for the
The ICR rediscount line will be structured to create incentives 

term investment credit to 
intermediate institutions to provide med-ium aund long 

beneficiaries for prouction andcooperatives and to lend money to Phase III 
investment credit. Therefore, the terms of the rediscount line will vary
 

the status of the borrower. Throughaccordinj to the proposed anduse 	
cost ofin the amount of the spread, the difference between theadjustments 
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borrowing to the PFI and the interest rate charged to the ultimate borrower, 
the BCR will attempt to compR.nsatte the PFIs for higher costs and risk and 

thereby encourage the flow of fiuids into the financially and economically 

desirable projects. The stanlird lMT proce]ures for determining spread will 
be followed for the first 4% spread. Thlis includes, a standard 2% spread to 

all institutions ani up to an additional 2%for perfornance in supervising 
loans. T1he amount each institution receives of the additional 2% is to be 
determined] annuall.y in conformity with oxisting 13R guidelines. Beyond the 
basic BCR spread, aditiona] pet-centage rxIi.nts will be allocited according to 
the proposed 'Ise and the status of the borrower, as 1.llustratad by the
follodi ng , .ue 

BCR Interest 

Type of Basic Added Total Rediscount charged to 

Credit use Borrowe-r Spread Points Spread Rate borrower 

15%
Production Phase I 4% 0 4% 11% 

17%
Investment Phase I 4% 2% 6% 11% 


15%
Production Phase III 4% 3% 7% 8% 

17%
Investm2nt Phase III 4% 5% 9% 8% 


In addition to the spread basd] on credit use and type of borr*.;er, an PFI 
will be allocated an additional. 1% spread,; if it provides at least 10% of the 
total loan from its own funds. All remad1ining points of the spread (less 2% to 

cover the ICR administrative costs) will he usedl to capitalize the fund. 

Th-e spread schedule will be revicaed annually and mray be adjusted at any time 
by joint BCR-A.I.D. agreement. Changes wilI be madf! in the spreads if the 

actual flowis of pr(oduction and investimuwt cf(it to reform sector borrowers, 
as well as the willingness of the PFIs to include their un funds in the 

loans, indicate a need to adjust the strnc'Wre. Similarly, in the case of a 
change in the maximum interest rates pr.::3cribed by the Junta Monetaria, the 
spreads al.la-.ed the PFIs will be rovicwef1. 

The PFIs will. use the spread to finance all costs of administering these lans 

and to build a reserve for h-id debts. Administration co3ts will include some 

of the costs of fielding credit agents, loan analysts, and other personnel 
working on the agricultural portfolio, office expenses, and any transportation 

or per diem expenses incurred by the credit agents in their work. These costs 
are currently reimbmursed by the BCR from a trust fund established with PL480 

local currency generations. Bach PFI will determine its own needs for credit 

agents based on the characteristics of their cooperative and Phase III 
clients: the total number served, size and complexity, location, types of
 

enterprises, and potential. It is expected that an additional J8 credit
 
agents will be hired and trained during the first two years of the Project.
 

http:al.la-.ed


Credit agents in the PFIs will assist cooperatives to identify 
and develop
 

instances, they may work in coordination
 investment opportunities. In some 

with the technical assistance services available through 
the PAU and PRODEA 

order to target both technical and credit assistance to the same projects in 
for nmiximum impact. In the PAU/PROI)R\A projects, a seven member 

cooperatives 
BFA, A.I.D., and three campesino


cormnission compnrised of TSTA, AIRNSA, 
and accountants for the coop[ratives.orqaniaitios selects managers 

upon
The DCR will utilizo esta ].ished procedur.Wes and documentation for drawing 

loan review proced3ures will be used for both the rediscount line and standard 
In the case of production credit, this

proluction and investment credit. 
or avio rediscounts introduced for 

means that the nwiw, simplif[ied procedure 
of eligible paper from PFIs

1986-1987 will ]y followd,--, involving acceptance 

loain analysis office but sub:ject


without prior case-by-case review by the P]/R 
Investment lain applications will be. 

to spotchecks and ex pst audits. 
and then passed to the Financial

reviewed first by the -7rdination Unit 
Conmittee for approval.

Analysis section for review and finally to the Credit 
procedure will be streamlined as the PFIs

The investment lonin review 
is improved.capability in loan analysis 

Upon BCR approval, all lo-n ape.lications from Phise I cooperatives are 

to TSTA its loan guaraitee (aval.). This recuirement needs 
currently sent for 

for all lons granted under this Project.
to be specifically eliminated 

for the Credit 
Project will be administered through the Coordination Unit

The 
technical advisor in agricLltural

Agelnt Program in the 13CR. A long term 

credit administration and delivery will b)e assigned to the Coordination Unit 

to assist in monitoring loans, improving credit administration 
procedures in
 

the BWR and the PEIs, and coordinating the training 
programs, studies, and
 

Th-e long term advisor, and rhort term advisors as necessary, will seminars. 

department to improve administration

work with each -FI agricultural credit 
methods for promoting and administering small. 

and £xperiment with innovative 
The long term adviF;or will coordinate all short term

loans (Phase III). 
technical advisors throughout the life of the project.
 

The total cost of this project element is t62.8 million, 
of which US grant 

. W million will be provided for the rediscount line and t750,000
funding of

technical assistance. The GOES counterpart contribution
for corresponding 

million for the rediscount line and
 consists of the colon equivalent of t1-4 
,2.05 million for salary payments,
contributions from the 1/JR and9 PFIs of 


office space and expenses, and other related costs. 
transportation, per diem, 

2. Training
 

The administration of agricultural credit is highly 
dependent upon the
 

capabilities of bank 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 comTvrcia]. hanks have concentrated almost exclusively on short term 
production creJit to the aqricultUiral sector, their capability in project
appraisal and fonnul.aticoi is limit-.d. 'The initial group of 20 credit agents
and 3 su1 rviscrs have r.eceived only limited traininq, consisting of a week of 
orientation to the 13CR, P' procrd_]ui:'I-s, and familiarity with standard Ioan 
doctunentation. Personnol at other levols of the agricultural credit system,
including the c-in-tral a'ThnistraL-ion of the pur.T-.im in the BCR, agricultural 
loan officers and loan an:;l.ysts in the PFIs, managers,wrl]h and 1:R 
financial anal.sts have not ree:iw, l any special L.:' trainin.7 in project
formulation and] appraisal. 

Short tern and long term traininI will.1 e provid:l3 under the Project to 
strengthen th? capability of ,id. p.otic atinj insLtitutions to deliver 
agricultural credit pr:oject srvices efficicntly and toand seal 

assure the productive use of t' Inm f]nls. Tine training pr(Y.ram will be
 
open to ePpioyaes and mani-in. ers fro iiA pAric tir't finaincial institutions 
involved in the agricul.tur~il cr-e]L niir-ly .is an1 (elivery system, including
cre,-it agents, loan aal.,v:,t, movr ,r of irp ricfl tural cr&lit depaxrtments, and 
13CR loan su'pvisors. 'Th' ratic, ilte fo: this Yin] of tra-ining is that PF[
ca]xibility, ' h aopeyars qi ;I:t tiis ti maic a to alsorb at least the initial 
tranche of project fundAin, narlu to be strengt1 cuJ since further fundin.g
will mean more PFEI involvement in iti.estmnent credit and will increase the 
volume of croit proosal:3 received. 

In-country training will consist of short-term courses and on-the-job training
in crelit admninistration, foriuli Le)n and applvais:- of agricultural investment 
projects, credit promi:rion and sIi ervi ion, l.an a nalvsis, banking procedures 
an- accounting, and manag,.e-t of ag-icultural orc.hit progarams. aining will 
be desigue: aril conducte-1N), S- ,ran ar l foreign exp<,rts in credit 
administrat-ion ,-uid will. uK 1ize the facilities ain,, oxrxrtise of the training 
center at the Beanking Ass.cicr.:ation of El1 Silvador (MANSA). Currently, APANSA 
has no courses sqw-cifical.v deal in.j ,. i Ir:iI lt-ural credit administration, 
so short teri techinical assistanc' will ),e i:ovidc'd to develop the ruqluired 

lLcourses. The on-going training pm - in 13FA will be respownsible for all 
agricultural training within that in t it-ution. A minimum of 15 in-country 
short courses will be conducted] eich yeair, including anntul skill development 
courses for credit ag,?nts, loan suprvisors, loa analysts, and management 
level personnel. 

Employees of agricultural credit ard other delprti.enmts of participating PFIs 
will be assigned to work with the technical, advisors on policy studies and 
seminars (ComrTxncnt 3), prticularly for studies which have a direct relevance 
to the employee's institution. This form of on-the-job training will 
encourage greater interest and urylerstanding of policy and administrative 
problems and possible solutions. 

http:pur.T-.im
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International training will consist of approximately 150 person months of
 
nerican training institutes and six
short course training in U.S. and 	Latin 


All
long-ten scholarships in cr.dit administrition and financial analysis. 

in manage(me-nt training auid iflong-term trainees will attend short courses 
internship witlh agricultural crelit agencies.possible will have a short 

Study tours will also b arranqc-l for agricliltural prograim managers to visit 

model crcyit programs in other Litin Aiaacrican countries auni in the U.S. 

Unit in the ,CRwill be responsible forThe Credit Agent Coordinldtion 
anrd arr,--iing all training acti:vities in coordination with thecoordinatin.v 

employee assigned to the
ABANSA faci.Lities an,'l I3iA training office. The'c R 

assistel by short termCU to coordinate the training pro Jram will be 

Salvadoran and foreign training exl).prts to develop a training plan, develop a 

continuous training and skills dev.op;nent proqi'ain for credit personnel., 
the needed training,locate and contact institutions cah1 e of conlucting 

rid arrange the courses. Project 	funds will
identify canlidates for training, 

in ARMANSA for
be used to purchase trainiing matorials and cnipment to be used 

teaching materials, a
the progmii, inc].uling visual aid 	mterials, video 


and office oquirinent. This equipmant
personal computer, library books, 
procurement will total :§0,000. 

with the assistance of a 
The scholarship and training decisions will be made 

of each of the participating banks.
committee, consisting of representatives 

will 	 among the 
Scholarshi'ps for out-of-country short courseri be distributed 

to the most active
personnel of all participating banhs, with preference given 

banks an-1 to individuals who have shown considerable initiative and promise in 

the program. 

this element will be 1,;1,890,000. 	 Of this total, the US
The total costc of 

in grant funds for short term technicalt1.64 millioncontribution will be 
international training,

assistance and traininq (d,750,000 	for short term 
technical
360,000 for long term international training, 3000,000 	 for 


420,000 for

assistance, ;150,000 for in-country training costs, and 

will be the colon equivalent of t250,000 in 
equipment). The GOES contribution 

and facilities.in-kind contributions, salary costs for training personnel 

3. Policy Studies and Seminars 

the stateof sone reform sector cooperatives from dependents of
Transformation 

the concomitant
to autonomous, well-managed agricultural enterprises and 

to higher levels of productivity are inhibited by
restoration of the lands 

these 
many remaining oprational and structural problens. Primary among 

uncertain ownership rights
problems are: the burden of refinanced bank debts; 


cooperatives; poor cooperative management

for individual menbe-rs of Phase I 

and the viability of the cooperative
and the evolution to self-management; 
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 whinich are not well understco. Moreover, the entire agrarian

reform must be seen in the context of the larger agricultural sector problems

and economic and trade policie-,. In order to design policies and programs
which will improve the financial viability of the agrarian reform 
cooeratives, cooperative mangers, GOES program ma:uiaers, and policy makers 
must clearly understand the situ;ation as it exists now and the implications of 
alternative policy choices. In the context of commrcial credit, any factor
which might affect the profitability and viability of clients is of 
considerable interest, inclu.1ing the efficiency of the credit delivery system
itself, analysis of crelitworthine.ss, impact of government policies, and 
marketing arrangements. 

The Pioject will fund a series of studies on policy and program related 
matters, to be followcd up with srxcial semirurs for ryolicy level managers on
the implications for proqram imop *-ventation and policy development. The 
topics studied will incLde factors .iwhici can influence the productive use of 
credit in the agricultural sector, includling agricultural credit pl.icies and
problems, credNit adniiistration, financial and economic viability of the 
cooperatives, agricultural price and marketing policies, bank management, and
 
rural savin4s mobi.ization.
 

In addition to individual policy studies, this component will include a 
detailed rriitoring system to track the flow of cred]it through the system, end 
use, and efficiency of the cred it admi nistr; tion procedures. Tne Project
structure, working as it is throu,41h a nu-.i]er of intermediary institutions each 
of which ma-y apply its on proced]ur(es an,] criteria, ofFers a unique
opportunity to evaluate the relative effectiveness and efficiency of different 
loan proceures, prod3uctive use of funds, management practices, credit agent 
programs, loan criterioi, and lenlinq practices. Tfhe monitoring system will
analyze the Project from this point of view. The information from this system
will be used in the annual review of the spread structure to eva.luate whether 
the spread is sufficient to channwe;l credit .ito desired activities. The 
monitoring system will enable the Co2ordinating Unit to evaluate the
effectiveness of these measures in allocatir.i credit as well as the impact of 
alternative loan proce:dures and l.oan 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 ccoperatives and Phase III beneficiaries. 

-Comparative transactions costs among financial institutions.
 

-Identificarion 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 direct bank loans.
 

http:crelitworthine.ss
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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 prototyp.e system is currently under development by 

ABANSA, MAG and ISTA. Improvement of tlie system, particularlv with the input 
of the project monitoring system, could result in a dynamic tracking system 
for assessing changes in relative credil:worthiness and management capability. 
It could also serve as a means of evaluiting the impact of assistnce programs 
to the reform sector.
 

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

For those studies whose recommendations are accepted, follow up assistance in 
the form of implementation studies or technical assistance to implement the 
changes can be made available to the p:rticipating institutions. 

A minimi.x of 15 seminars will be conduk!:ed over the life of the project. These 
seminars will include annual reviews of thl. impact of economic and 

(foragricultural policies on the use and ef Rc:ctiveness of agricultural credit 
top level officials of GOES and partic !>.ting ban-ks), special seminars for 

mid-level managers of agricultural pro],:a.s on special topics of management 
reviews performanceand administration of agricultural creli t, of the relative 

(for bank officers and theof participating b-inks in utilizing the ercedit line 
head of the agric]iltural departments) and special briefing seminars after 
every policy study. 

This project element will be administer(ed through the Coordination Unit of t:he 

BCR. A )3CR employee will be assigned to coordinate topics for review and 

arranage seminars. The long term technical advisor will assist in developing a 

study program and developing terms of reference for the studies. Local and 

foreign technical advisors will he hired to perform the studies and conduct 
the seminars. Local sources may include Salvadoran university personnel as 
well as private companies. A-ll studies and seininars will be coordinated with 

to the specific stuliesthe Economic Research Branch of the BCR. In addition 
discussed above, other studies will be identified over the life of the Project 

in response to pe-rceived problms in administering the Project or to changes 
in the economic or policy environment. Study topics will be discussed at each 

of the seminars and suggestions and scop :'s 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 
in grant funds for short term technicalUS conitribution will be 300,000 

inassistance. The GOES contribhtion will be the colon equivalent of $50,000 
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 com nercial biks have substantial funds 
from dcmand and tin deposits, they rely heavily on BCR rediscount lines for 
agricultural lending.
 

The low level of sn all 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 problems7 and neols. Limited access creates the need to 
save outside of the financial intermediation system, thus reducing the overall 
availability of capital in rural areas. Tnis is particularly true for the 
small farmer who lacks the substantial income, financial sophistication, and 
close lirLkages with the urban areas to facilitate savings. Aside from access, 
other constraints to mobilizing savings in rural areas include the loiw (or 
even negative) real interest r;ates paid by the hanks. The question of 
incentives for use of savings accounts l y rural residents is discussed in the 
Financial Analysis nnex. 

Commercial banks account for 99.5% of the savings mobilization in the 
country. DFA, by contrast, has only a limited savings program in three 
branches. However, by virtue of its extensive network of 26 branches 
throughout 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 BF'A has had little interest or incentive to expand 
its savings deposits program bacause of the availability of substantial 
amounts of loan funds from international assistance agehcies, including A.I.D. 
and the ID13. In the future, FA sources of financing will likely be more 
restricted as foreign assistance levels to the bank are reduced and its own 
portfolio is decapitalized through delinju ncy aud 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 cotsist 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 La Libertad. Savings programs will be initiated in 
branches in Ilohasco, San Juan Opico, Sonsonate and San Miguel. Extensive 
review of the operations, portfolios, liquidity reserves, accounting practices 
and personnel training requirements will be undertak;en in these branches to 
assess their operations. 
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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 
recuirements, and other general banking practices to improve skill levels. 
Key officials of the bank will visit other Latin American countries to observe 
the structure and perforiwance of succes,3ful rural savings programs. 

Short term tedhnical assistance will ]:e provided to assist in initiating the 
pilot program, identifying training nec.is, and developing or improving 
procedures. In addition, the advisor will assist in developing promotional 
cairpaigns which will be tested in the )&lrticipating branches and evaluated to 
determine the effectiveness of different approaches. The mid-term project 
evaluation will review the pilot projiret and make recomnendations as to what, 
if any, further role A.I.D. should take in rural. savings mobilization. 

The BFA will remodel the four branches vnich will participate in the program 
to assure that adequate security and infrastructure exists to facilitate the 
savin-gs program.
 

The total cost of this component will be the equivalent of 440,000. A.I.D. 's 
contribution will be t225,000 in grant funds for technical assistance and 
training. The BFA will contribute the colon equivalent of t215,000 to rerizael 
the branches, pay salaries and operating expenses and other in-kind costs. 

D. Financial Plan
 

A. Stunmary Financial Plan 

The total Project cost is t67 million, of Which A.I.D.'s contribution will be
 
t50 million 
million. 

in grant funds and the GOES coLuterpart contribution will be f17 

FINNCIN.L PLAN 

(Us ; 000) 

COMPONINT A.I.D. GRANT GOES ODIUERPARr TOTAL 

Rediscount Line
 
Rediscount Fund 46,000 14,000 60,000
 
Technical assistance in
 
Credit Administration (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) 

_______ A.I.D. GRANT GOES OUNTERPARIT TOTAL 

Stuiies 300 50 350
 

Savirjs Mobilization 
Pilot Program 

Technical assistance 100 100 
Training 100 100 
Remoleling 100 100 
Promotion C.,ts 25 15 40 
Operating Costs 100 100 
Suttotal 225 215 440 

A.I.D. Project Administration 385 385
 

Evaluation and Financial
 
Review 200 200
 
Contingency and Inflation 50 435 935
 

TOTAL PROJECT' OSTS 50,000 17,000 67,000
 

The follwiing is the projected schedule of disbursements: 

Schedule of Disbursements (,t000,000) 

Source of Funds FY86 FY87 FY88 FY89 FY90 FY91 TOTAL 

Total
 
A.I.D. Grant
 
Rediscount Fund 6.0 9.0 9.0 9.0 9.0 4.0 46.0 
Other Uses 0.5 0.8 0.8 0.8 0.8 0.3 4.0 

GOES Counterpart
 
Rediscount Fund 2.0 2.5 2.5 2.5 2.5 2.0 14.0
 
Other Uses 0.3 0.6 0.6 0.6 0.6 0.3 3.0
 

Total 8.8 12.9 12.9 12.9 12.9 6.6 67.0
 

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

Use of FMzds EX Costs LC Costs Total 

Redlisount 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 
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The anticipated obligation schedule is as follows: 

( ,000,000s) 

FY86 FY87 FY88 FY89 FY90 Total 

A.I.D. Grant 6.5 m 12.0 11.0 11.0 9.5 50.0 



IV. PROJECT IMPLEAENTATION 

P. Administrative Arrangements 

1. GOES Arrangements 

The Coordination Unit for the Credit Agent Program within the Central Reserve 
Bank will bn responsible for administering and coordinating technical 
assistance cud training activities, except for those affecting the BFA. Thie 
responsibilities of the CU include coordination of technical assistance and 
training activities, project mDnitoring, studies and seminar coordination. 
Training activities will be coordinated with ASA and with the BPA Training 
Office. Studies and semninars will be -oordinaL%& 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 and1 the studies program. At least ore additional secretary will also 
be hired. This is pa:t of the GOES contribution. 

The unit responsible for the implementation of training and the pilot savings 

mobilization program in BFA will be the D[1posits Department. 

2. A.I.D. Arrangements 

The Rural Development Office will have primnry responsibility for the 
supervision of the project. A contract Agricultural Credit Specialist in RDO 
will be responsible for the day-to-Jlay monitoring and implementation of the 
project, unler 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, typekriter and other office 
equipment. Other USMID offices will offer backstopping and other support, as
 
needed.
 

A.I.D. will conduct project review meetirys at least once each quarter to
 

review progress on the project. 'theproject 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 basis.
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3. Payment Verification/Implementation Arrangements 

The 	 following is the approved payment verification matrix: 

Method of Implementation Method of Financinq Amount (000,000) 

46.0Rediscount Line Host Country 
Grant to BCR Reimbursement 

1.650
Technical Assistance Direct Pay 

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

1.360
Training Direct Pay 


Direct A.I.D. Contract
 

Equipment Direct L-Com 	 .08
 

A.I.D. Procurement or Direct Pay
 

Savings Promotor Costs Host Country 
Host Country Institution Reimbursement .025 

A.I.D. Project 
Administration Direct Pay 	 .385
 

.500
Contingency/Inflation 


50.0
Project Total 


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) 	Local currency costs - Project local currency costs will be disbursed
 

through the Central Bank. Specific disbursement procedures will be
 

included in Implementation Letter Nuinber 1. Local currency disbursement
 

will also be made and will be based on an annual action plan to be 
submitted by the ICR. 

b) Dollar costs - All dollar cost procurement will be done by A.I.D. direct
 

At present, it is expected that one umbrella contract will be
contract. 

used for U.S. technical assistance and U.S. long and short-term training.
 

c) 	Policy Determination No. 71 - It will be agreed between the GOES and 

A.I.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. 

d) 	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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B. Implementation Plan 

1. Schedule of Project Activities 

The implementation schedule below represents the targets for completing key 
activities in the Project.
 

Event 

AuthorizAtion siqned 
Project Agreement signed 
Initial CPs met 
RFTP issued 
* Training Plan Coapleted 
Seminar Held (on project
 
implementation) 
First Disbursemepnt for 
Rediscount Fund 
Technical Proposals
 
Received 
First t,,n BFA branches 
remodeled 
** Savings Promotion 

Initiated (includes 
(short-term TA) 


Technical Contract siqned 
Comparative Transactions 
Costs Study Initiated 
Ten Credit Agents Hired 
First Ainnul Review of 
Additionally Criteria
 
Adherence 

Long-Term Nlvisor inplace 

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 Evaluation 

PACD 


Target Date 

o/a June 20, 1986 
o/a June 30, 1986 
August 15, 1986 
August 15, 1986 
August 15, 1.986 

Septe0.her 15, 1986 

September 30, 1986 

October 15, 1986 

October 15, 1986 

October 30, 1936 

Noveifo>er 30, 1.986 

Novenbei.: 30, 1986 
De)ceriher 31, 1986 

January 31. 1987 
January 31, 1987 

February 28, 1987 

June, 1987 

September 30, 1987 

May, 1988 

January, 1.989 
May, 1991 

5 years ProAg from
 
date of
 

Responsible Agency 

A.I.D. 
A.T.D./GOES 
BCR/GOES 
A.I.D.
 
BCR/PFIs/A.I.D. 

BCR/PFI/A.I.D. 

BCR 

A.I.D.
 

BFA 

A.I.D./BFA/BCR
 
A.I.D.
 

A.I.D./BCR 
BCR/PFIs
 

A.I.D./BCR 
A.I.D.
 
BCR 

A.I.D./BCR
 
BCR/PFIs 

A.I.D./BCR/BFA
 
A.I.D./BCR
 
A.I.D./BCR
 

* Training plan will further detail both mix of long-term and short-term 
training and timing of training activities. 

** Specific 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. 

1A
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2. CyM4ODITY AND SERVICES PROCURRIM SUMMAW 

Estimated 
Descrition(Us ) 

Approximate 
Unit Cost Amount Cost ( ) ode 

1. Long term Advisor in 
credit administration 150,000/yr 

2. Short term advisors in 12,500/pm 
credit administration 

3. Short term advisors in 
credit administration, 100/day 
local hire 

4. Long term training 25,000/yr 
advisor, local hire 

5. Short term advisors 
in training 12,500/pm 

6. Short term advisors 
training, local hire 2,000/pm 

7. Short term advisor 
BFA savings mobilization 12,500 

8. Short term technical 
assistance for studies and 
seminars 12,500/pm 

9. Short term tech-nical 
assistance for studies and 
seminars, local hire 2,000/pmo 

10. Evaluation 12,500 

48 pm 
10 pm 

12 pm 

24 pm 

12 pm 

50 pm 

8 pm 

20 pm 

25 pm 
16 pm 

600,000 
125,000 

25,000 

50,000 

150,000 

100,000 

100,000 

250,000 

50,000 
200,000 

Contract 
Contract 

PSC 

Contract 

Contract 

Contract 

PSC 

Contract 

Contract 
Contract 

Total TA needs 1,650,000 
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TRAINING SUMMARY
 

Estimated Approximate
 
Description Unit Cost Amount Cost
(usf) 

1. Short-term out of country
 
trainir.g 5,000/pm 150 pm 750,000
 

2. Long-term participant 30,000/yr 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
 

EQUI RIff_-ZT 

ABANSA equipment misc misc 80,000
 

Since some of the training and technvical assistxnce listed above will be 
contracted (or sub-contracted) from sources outside of the Project's 
desinated A.I .D. Geographic Codeo of 000 and Central America Common Market 
member countries, the project authorization will contain a waiver to permit 
up to l 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.
 

Twio evaluations 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 beneficiaries and with the effectiveness 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. 
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The 	 final evaluation will further assess the number of cooperatives that have 
invested in diversified agricultural activities, alla-iing them to better 
utilize their resources. The amounf. of their own money that they are loaning 
to the reform sector will be an ind1icator of the success of the program. 

D. Conditions, Covenants, and Negotiating Status 

I. 	 NeqotiLafing Status 

Close contact: was m-intained with C)ES officials during the Project design 
process. Nuiw1rous MreeLi-,s were Ild with 13CR officials at all levels and 
contact mas agricultural departments all of the PFI'simie with the of alnost 
Wihich are lihely to particii ate in the Project. While the general parameters 
of the Project have b:en discusseJ and agreed ution, the spa 2if ic details of 
the prq~osed interest rate differential structure, the coniditions of the 
rediscount line, and the definition and mesurrerlnt 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 GOSS throug.h the DCR wll verify on an ongoing Ixsis, and 
report to A.T.D. at l-east annually, that the amount of funds 
mat. e available through the Project's rediscount line will. be in 
addition to the arinount of ftirtd:3 currently being m-de available 
by the RCR to the reform sector. (alendar year 1985 will be 
used 	as the baise year. 

(b) 	 Prior to receiving funds from the Project's rediscount line the 
Agricultural )3velopment a ink (BN, A) will disburse all funds in 
the Integral Credit Line financed under A.I.D. Project 519-0263 
and be in full compliance with aill outstanding covenants from 
Project 519-0263.
 

(c) 	 A.I.D. will be able to brief and debrief contractors, 
participants and invitational travelers firanced un.ier the 
lgreemennt and wi].l be furnished copies of reports produced by 
such 	persons. 

(d) 	 The MR 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 ICR will cover the loss 
so as to protect the integrity of the credit fund. 
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3. 	 Conditions Precedent to Disbursement
 

Prior to initial disbursemnent of Project credit funds, the GOES will,
 
except as the Parties may otherw-ise agree in writing, furnish to A.I.D.
 
in form and substance satisfactory to 2..I.D.:
 

(a) A statement of the name of the person(s) in the BCR empowered to 
act for the MR as the GO2S izolemerntiixg entity with reference 
to the Project Agreement, alu-ig with a specimen signature of 
such person(s); 

(b) 	Evidence that the TiCR has establishe- a separate rediscount 
creit line for channelinq project credit funds to the 
participating financial institutions; 

(c) 	 EviLence that the Grant A)reement has been duly ratified; 

(d) 	Evidence that the P.R hais informed PFIs of the availability of 
the new credit line and .--.,hould provide for A.I.D. approval all 
terms and conlitions for u Je of the credit line, including 
interest rates, terms, loan conditions and administrative 
procerures.
 

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

(a) 	 A detailed training plan outlining the amounts atd the schedule 
of ]ong-termq andI short-term trainirg activities during the life 
of the project. 
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V. SUMARY OF ANALYSES 

A. Institutional Analysis
 

1. BCR
 

The DCR has had long experience (before and after the 1980 structural reforms) 
in establishing and managing the avio rediscount lines. A review of its 
implemenitation of existing avilo rediscount lines and the investment rediscount 
line for the Phase I coope-ratives, has led to the conclusion that the BCR
indeed does have adequate managemeint 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 reliscount procedure introduced in 1936-1987 has greatly 
speedcd up disbursements from the rediscounts. While it is too early to make 
a definite assertion on this point, available evidence inaicates that there 
has been no significant sacrifice in terms of precision and thoroughness. The 
PFI's have experience with the rcquirements and criteria of the BCR and have 
experience in implementing them. Besides, the stiff BCR sanctions applicable 
to occasional non-comliance, act as a deterrent against PFI laxity. 

The BCR performance with respect to the implementation of the investment 
rediscount line has also been such as to inspire 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 learned much on the job. Th1eir analysis of the 
identified investment projects is of goocl quality 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 com!nit the entire funds of 
the rediscount line. Moreover, the Unit has appraised many additional 
projects which have been approved ubject to the availability of funds. 

Both the Coordinating Unit (responsible for appraising investment projects of 
Phase I cooperatives) and the Financial Analysis 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. qhe technical assistance and training component 
of the Project has b-een 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 reasonEable 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 capabilitv, it would not have access to the rediscount line 
unless the the covenants inclu,-ed- in Project 0263 are complied with (which
would greatly improve the institutional ef fectiveess; of the BVA). 

a) Bancas Nixtas 

In the 1960's anld 19 7 0's, the private banks in El Salvarlor were considered 
aiong the most efficient and d-lamic in Central Annrical. Even after
 
nationalization, each bank has largely retained 
its idluntity and its 
traditions.
 

The bancas mixtas have had aimple experience in agriculti :al credit operations
dating bick to the pre-agrarian reform eriod. SItnce 1980, with the 
assignment of Phase I ccopratives, these banks iive accun i ated stibstantial, 
and on the whole satisfactory, exp_-prience in dealing with tbese c .F~erative.
They have made available some of their own fundsAndlarge amou9nts 1OfICR 
rediscount funds for avio credits to the cooekratives, as well ;)s relatively
small ain)unts for investment credits to the cooperatives an.:- cr)edits to Phase 
III farmers.
 

The above factors, together with the banks' familiarity with D2R rediscounting
procedures arid the technical assis tance and training cxirr>onent of this Project
designed to strengthen their A1 ricultural Sections, sppt tbh' cocl usion 
that the bancas mixtas have the managerial ca]pbility to implement and monitor 
this Project.
 

b) Banco Hipotecario
 

ehile the WI is not as stroryj institutionally as h. more efficient banks 
among the bancas mixtas, it can be rated as io ,cIoLsthan the weaker banks 
among the 'Masmixtas.Wd the same familiarity with L)1P, proceduresThe has 

as the lxancas mixtas and has greater e.,q;eri.ence in d]ealing with Phbase I

cooperatives. Hence, for the s--me reasons as thos.e mentioned 
 in the case of 
bancas mixtas and given the fact that its ug:icu].tural section would be a
ecipent of technical assistance and trainirg urder 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 providV.ng credit to the reform 
sector arA 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, accounting for 20% and 25% of total credit to these sectors
respectively. It has the largest network of branches; in the countryside. 

http:providV.ng
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In spite of these clear advantages, the BFA has had serious difficulties in
 

its financial performance and institution-al 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 savinqs mobilization program. Any
 
success in this effort will reduce the BFA's dependence on external resources 
and resources provided by GOES and BCR. 

d) ABANS 

The Salvadoran Bankers' Association (ABNSk) has two years of experience in 
conducting a three-year undergraduate course in general banking. The course, 
which utilizes local lecturers, is concducted in the mornings and in the 
evenings, in a large building with B 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. Rediscount mechanism 

In the light of experience with the earlier Aqrari(n Reform Credit Project 
(Project 0263), the structure of the rediscount mechanism with a market 
orientaition based on incentives rather than discretionary measures, is 
designed to convince and induce the PFIs to augment the flow of their (an
resources to the reform sector. 'Tus, 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 -ecific modalities of the rediscount 
mechanism, the project's success will be affected by: 

a. Prompt imp]ementation 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 ISA of its guarantee (aval) needed for bank 
credit to the cooperatives.
 

In addition it is expectel that an effort to target the PAU-PRODEA pr-xgrams 
tcywards wiking the Phase I ccoi>eratives more crcaitv.,orthy for this project 
will also irmxLct on project succe.ss. 

B. Social. Sou.riness An-lvsis 

The Social coundiness Avnalysis contains four sections: (1) a description of the 
stages of tile aqrarian reform ani the beneficiaries of each stage, (2) the use 
of credit by !encficiaries in each stage, (3) a statement regardirng social 
costraints to the use of credit, an'] (4) a review of the proet's 4,m ct on 
wc ,en. Tahl..-s sur.porti: . the sowi.a] so1Y]es<; .nailysis ore, cont-ained within 
the analysis itself (presen...] as A:nne () and are not rep.:ated here. 

UTRFEI Sfl7\GEAOF, TErmM'A'q .11["!37 oC':.1''ICIARTES 

The Salvadorari aqrairi.in reforim, in its three p., S, is restructuring rural 
society and .:,".. to proluti ive v,70icultutia. 1-,ue in rcl] areas. rie 

1reform is di~vid:d into tr-,:e dist t nse , each affectil,_ a different type 
of proiuctiol systen, di|strbutirg ':f in different andn'o .ts a i-.:1ner 
presenting different credit nee,7 -_ 1v straJ.ni:. P.hiase I involves the 
foriqtion of 300 ivee, privateiy ownedplus ce-!ratv-- formerly
hann'ieas. There are a.oimat,,y 22,000 irt e frmer..... 00 diroc.t nef i -i. -, fore 

. haicienda v,r s who are rij4 e. ' ;ative mn.-,rs. the- rost [cnrt, the-F.r 


PIhase i farms O[Der- te in nuch th, ;l maamner as they dd before the reform, 
except that o-.,qrshio is eo) nmuna-O., vcsi:ed in the xperaiv2 mc':hrs ;ind 
mane -ant vainr ofn r'. to e- with adviced]ecision is te mem coni L.t:e,........ 
of hired. r-nqrs or IST2A oqesf,)re';. Tile(s fari1is ar us: ]y large, complex 
agricultural. (]2 prW 'c cops- 'IIrGJ.c Theyrations ci- -.th e-,: and grains. 
often have s,.veral profit centers a;m.A rc,-uiite exte..,ive mtaqeitint capability 
as well as significant invest rnnt ;zcvi fr,--t:io: ,cedlt rc. i ren:nts. 

Ph;se II of the agrarian refor7m involvs t]e voluntary sale of land by owners 
holding in excess of 245 hectare.";. It is as yet poorly definer], and] credit 
requirements of Phase TI will niost likely be handled through 
existing credit sources without i- borrowers noin-T specifical.y identified as 
agrarian reform 1-neficiaries. qhe':re are no reliable estimates of the number 
of persons who will benefit from Phase II since implementin-1 legislation 
defining eligible beneficiaries hasl not yet been passed by the ]-egislative 
Assembly. 

Phase III has distributed ].and to about 52,000 direct beneficiaries. 
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 prodluction cred.it needs we-re met from their 
own resources or informal credit sources, often their larl]ord. T1hey differ 
from Phase I beneficiaries in thait they are now so.e c vners of their land and 
management decisionmaking, including the use of credit, is vested in
 
individual ow.ner-operators as oppo:.sed to ccop.-ratives' credit
 

http:straJ.ni
http:aqrairi.in
http:succe.ss
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ccmmittees. Since Phase III beneficiaries are dispersed and the transactions 

costs of serving them 	are high, especially in relation to the size of the 

an to organize them into credit "solidarityloans, there has been effort 
groups". 

MNSTPAI SBFEFICIA-Y CREDIT NEEDS AND 

As one might easily imagine, the credit nee,!s arnd constraints of Phase I and 

Phase III beneficiaries differ significantly, do the of credit toas sources 

them. The Phase I cooperatives need significant anounts of both production 
onand investment credit, although the emphasis in recent years has been 

areproduction credit. Three reasons for this are: (1) daily wages the main 
credit inclures 	money

source of income for cooperative members and production 

for wages, (2) credit coimmittees, inexperienced in management of large scale, 
the need for investmentcapital intensive enterprises, often don't recognize 

credit, and (3) a lack of flexible investment credit lines. Only about 30% of 

to the Phase I cooperatives is from the agriculturalthe credit supplied 	 last Thedevelopment bank (BA), the agricultural sector's lender of resort. 

remainder 	 is supplied bv the commercial or mortgage banks. The BFA is an 

lender to the Phase I reform sector. However, those cooperatives to
important 

lons 	 usually the less creditvkorthy and thuswhich the BIFA makes are 

loans under commercial banking standards.
frequently excluded from 

Credit need.s of 	the Phase III beneficiaries differ greatly from those of the 
and widelyPhase I cooperatives. The Phase III bcenficiaries are numerous 

size of their lcon requests, adds to
dispersed. This, coupled_ with the small 

to them; and, as a result, almost 95% of their lcx:ins
the costs of 	making loins 

through the UFA. As noted alx)ve, in many cases loans through the 
are exten-ed 
BFA are the first experience Phase III beneficiaries have had with formal 

their naturalMhlile some effort is necessary to overcomecredit inntitutions. 
the changes in their

reluctance to porticiipate in the formal credit market, 

tenure status and proluction practices nccessitate the switch. 
Phase III
 

time, are
beneficiaries, who nco have secure title to land for the first 

the inforn;Al 	credit market is
investing 	 in longer-t ir. projects for vhich 

often unsuitable. Phase III beneficiaries are investing in drainage and soil
 
all of whichas as more permanent crops,conservation measures, well planting 


require greater invnstment and production credit than they previously needed.
 

SOCIAL ON5TRA1NTS TO CREDIT USE
 

no Clear social 	constraints to
Given the 	backqround presented above, there are 

this project. On the contrary, the Phase I
using credit 	providcd under 

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. Phase III
 

beneficiaries, making the transition from itinerant farmers 
to landowners,
 

and as the banking system becomesneed the credit 	provided under this program, 

more adept at servicing the needs of small borrowers, the trend 
tcard more
 

formal credit sources for Phase III beneficiaries will continue.
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PAFGICIPATION BY WOMEN 

Few data exist to document the role of wmen in the reform or their
 
relationship to the credit system. It is estimated that about ].0% of the 
cooperative menf:'rship is women, enjoying the same rights and privileges as 
men. Recent wage legislation mandates equal pay for men and women in 
agricultural labor, so the extent to which credi t pays daily wages, women 
benefit. They are a large part. of the l;bor force during the peak harvest 
season. A numb.r of Phase TIll beneficiaries are wome2n and no systematic 
discrimination against wcmen in credit allocation is obvious. Of course, a 
great many women in both phAvies iinlirectly benefit from credit as menbers of 
households Which depend, in small or large part, on agricultural credit. 

C. Financial Analysis 

The main issues co)vered in this summary are as follo.;s. First, do the B3R and 
PFIs have the financial management capabilities to ensure that credit extended 
under this rediscoirit line is pro[ 2rly utilized according to the terms of the 
Grant Agreement?. Second, is the sprm allocat(y to the PFTs a sufficient 
incentive for then to increase their inding to Phiase I and Phase III 
clienits?. Third, are the projected levels of repaiyment high enough for the 
PFIs to cover their costs an.l increase their provision for bad debts through 
the spread? 

1. Financial Strelxth of the BCR and PFIs 

The Central Reserve Bank has exprxrience in dealing with rediscount lines for 
the aricutural sector. It has the basic minimtmn procedures (supported by 
manuals) necessary to operate a rrelTiscoirt l.ine effectively. PBR internal 
reports as to thr, status of rediscount lines, both for the reform and 
non-reEorm sector, are timely and prolucCd with adeqjuate frequ.ency. 

The 1rR has performed an annual review of all the agricultural dep.artments of 
the PFIs that have dealt with BCR rediscount lines since the 1981/1982 
crq-ping season. 'fl. evaluation is wle] 1 ,]ne and it takes into account the 
quality of prcqx)sals submittrd], future i-rojection on financing, supervision 
and control, andl repayment. This annual review forms the justification for 
the additional, up to 2 paints, spread that the PFIs imay receive. 



In addition, the Coordinating Unit utilized the 20 credit agents assigned to 
the mixed and the Mortqige Bank to carry out a resource survey on all the 
cooperatives (155) served by those smie banks. The resource survey included 

information on the form-ttion of the cclerative, membership, manageinnt, 
rescoirce base (soils, toro 9ra hy, water, infrastructure, cropping Fitterns, 
equipment, etc., ) and p:ojected activities. UIY1 completing the detailed 

rescoirce survev, data was collected fro'n each hink on the loan status of each 
cooperative as of 15 June, 1985. The data on ea-ich lo-n included all 
informition oi ootstan-ligicj 10Is 1y pu1'.se, cred:it contracte:I, cred-it 
disbursed, balance, estim ted int-ro-,t, balaice not due, and talance pAst due 
and whether or not the hank's own r( ar,,orces or the Central Bank's resources 
were used. T1riv? Cordinating Uit did a gool job toward the establisminent of a 
data base. 

The FCR department of fin.Incial systems receives a quarterly report on the 

status of reforiii sector loins. 'his iarterly -eport is based on surmming the 
current balances from every cooxperative o'n' seems to he the best base of 
information provided by the PFIs to the ICR. The semi-uinual report tr-om the 
mai:ed banks thiat inc].udtes ]on balancs ftrom the ssame period contains 
different total '. A review of these reports is currently being undertaken by 
the W.R. 

BM Internal Audit utilization of staff and prioritization of functions is one 
area where short teriii outiLide technical,. assistance is recoimnended. 

Based on the firncial review of the D-R there is sufficient basis to 1>? 
confident with 14R financial managr4nont capabilities to ensure the prop:xr 
utiliz,tion of project fun,]s. As ].nn'i as there is complete access to any 
information from any bank that acceotsi; a rediscount credit from the 13CR there 
are no difficulties foreseen. 

2. Analysis of the Spreaid Structure 

The BCR and the PFIs, 1basc,] on their current costs, need 2 points to cover 
their administrative cost,. Spreads greater than 2 points can then be 
utilized for fun-1 capitalization (BCkI) or for baid debt contingencies (PFIs) 
and additional costs and risks p._rceiwved with increased reform sector 
lending. Flexbility is required to aljust the spread ba]sed on project 
experience in achieving cr(]Iit flow to desir d activities and recipients. It 

is important that strict imonitorinrl of projects and users be established at 
the breginning so that adjustments to the spreaci can be ri.de as required. 

An analysi, of the spread structure shows that for short term production 
credit the lln 3lr institutions shxl-] be confident of a 95% repayment rate if 
they are to over their administrativo costs and repay the FCR in full. The 
repaymnnt 1b;ve1 necessary to cover administrative expenditures for miiedium and 

long-tern loans depends on the terms of the lending. Given a five year loan 
with ,12 ynar grace period, a repayment rate of 90% would be required 
(exclusive of the h.nk's comission). 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 aixd refinancing is a problem associated
 
with all banks. The magnitude of the problem is not known. Nbt kncwing 
repayment rates by project makes it extremely difficult to say which reform 
sector portfolios have been most svc-cessful. In order to address this 
problem, it is recomncnde] that all loans of a recipient of this Project's 
rediscount line be an-tlyze,,.d and rcp:1vment rates calculated. In addition, the 
tracking of all a recipient's lain activity under this project should be 
carried out on a quarterly basis. Given the capabilities of the PF[s and the 
ECR 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 ncyitive. JAiring 1985 the mixed and mortgage 
banks increased their national currency deilxsits from 3,381.3 million colones 
to 4,340.5 million colones, a 28.4% increase. In addition, the loan 
portfolios of the same banks incrr ;sled at a sliglhtly smaller amount. Bised on 
the experienice of these banks in 1.25 there is every reason to believe that 
hiyh levels of both savin-! and lening will 1|e reacned in 1986. 

5. Project Monitoring 

Project monitoring throu-j-h the B !R coordinating uinit of this Project is viewed 
as a m-jor key to success. Establi.hing a data ]xbse to monitor recipient 
performance, fund allocation an u:e, an-1 aditionality are priority tasks. 
Capabilities within the BCR are sufficient to carry out these flunctions. 

D. Economic Analysis Suvvnary 

The Agrarian Reform process achiev(d a redistribution of the ownership of 
productive resources from the tradlitiona lan:,wners to agricultural 
laborers. 'ihe process was disruptive to the agricultural proluction process 
for several reasons: 1) The new lan loqnors did not have the managerial 
cap-ibility to bring all prod]uctive resources to.c]ther efficiently; 2) the 
traditional business relationships between the forner lain]rwrers and sutAliers 
of financial, capital w0,ere not extrapoDlated to the new o'ners; and, 3) the 
traditional channels of distribution of agricultural output for domestic 
conisumption and especially for export were sevearly disturbed. Additionally, 
downward swings in the prices for some of the traditional export crops 
produceld in the affected lands reduced the incentive to maiintain, let alone 
increase, prorluction. The net resu].t 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 landcowners concentrated in maintaining the traditional 
crops they had helped to produce while thiy 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. Ca the subject of disrupted 
channels of distribution for agricultural outputs, the GOES marketing 
functions for traditional export and dom,stic crops seem to be performed with 
less interruptions and confusion. The GOES does not appear to be interested 
in performing those functions for new crops which leaves the field open for 
the establishment of nore efficient ciannels of distribution for a diversified 
output mix. 

The factor which has been addressed the least is that of the traditional 
relationships between liundowner and the suppliers of financial capital. 'he 
providers of financial capital to the former landowners 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 tradition;l 
creditvxrthy clients and Eace new ones with little or no credit records, and 
without the capacity to provide their equity as collateral for any loan 
recuest. Loqically, banking system operations minimized lending exposure in 
the reform sector. As a result and as showAn in the saving mobilization study, 
much of the credit provided to the reform sector comes' from government 
sponsored programs, which have concentrated on prAuction 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 endowiin-t 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 

one of the principal
structure of credit available to the reform sector is 

constraints to increased agricul.tural production ard the development of the 
sector.
 

The principal objective of this project is to begin addressing the credit
 
constraint. TM(! strategy of the project is to provide investment credit 

to the reform sector, and to initiate a technical assistance programresources 
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 cra-]it on a comm-rcial basis to the reform sector; 
b) the introduction of a technical assistance program for PFIs
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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 farnrs); and, c) the introduction of a pilot savings obilization 
program designed to test the feasibility of mobilizing rural savings in El 
Salvador. 

In a attempt to analyze the economic feasibility of expanding production in 
the agricultural sector, inclu"ling the reform sub-sector, the Mission has 
pe-rformad several analyses of pot-ential investinent opportunities. Fbr this 
project, the design team analy.'ed1 invest!aent projects recently sumlnitted by 
agricultural coop2ratives for apnoval by the banking system. 'The foregoing 
analyses are relevant to t-he implenentation of this project, since the 
projects analyze<] are representative of the type of investment potential in 
the agricultural. sector, and] in some cam;es represent project,., rem-y for 
submission to the bainking sytem. r[Mus, the projects are indicative of the 
econo-mic feasibility associatod with the estabimcent of the line of credit 
and the provision of technical assistance to financial interm,:wiaries. The 
table on the follo,-:ing page pre5,'nts a suimnary of the Mission's iaulyses. 'lhe 
left cx)lumn pres3nts a brief description of the projects analyz;ed, the right 
column sli.qs the economic rates of return cstinntei For each of the project '.3 
activities. qle m thod.oloqirq involvec] in each of the estinyaites fo].low widely 
accepted and utilizedl cost/bnnrfit literature. 

The projf-cts presented in the table repl-,esent a broad range of investment 
oppoctunities. Their rates of return (eo'Ynic and financial) vary 
substantially frol marginally feasible projects with economic rates of return 
of as ]o, as 2% to projectsli./-iich constitute a tremendous potential for the 
country with rates of return in excess of 302. At the lower range are those 
activities associated with trad itimal agricultural. production. With the 
exception of ooffee, the rates of return associat-d with traditional 
activities sudh as mil pr(xdction underline tle need to diversify the 
productive base, i.e. to im]p.erint. project:s with high rates of return. At the 
upper lantge are t]io.7e projects nich brinq tcg]ether the results of assistance 
to the agricItural sector desiqgn-I to ide.bally eliminate, but certainly 
reduce, constraints to increosr:,d produiction. These are projects wiich take to 
fullest advantapq the resource enJsiament in the agricmltural sector. In this 
sense, the crelit exponent of the project Ibe-comes an essential element which 
completes the tot-l assistance package for the agricultural sector. 

The Mission expects the project not only to provide financial resources for 
economi (,--lly viable investments, but to restructure the financing available to 
the reform sector. The availability of credit itself should become the 
catalyst for coorperatives to ientify investment projects that generate higher 
returns than the traditional productive activities in 'hich they are engaged. 
The technical assistance component should enhance the willingness of 
participating financial institutions to provide the necessary financing in a 
more efficient basis. 
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Table 

EL SALVADOR - RATES OF RETURN FOR INVES7WlT IN AGRICULTURE 

Project Description EO)NOMIC INTENAL 
RATE OF REIN 

The introduction of irricption, a change 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 Green Beans 
for export. 30.8%
 

Coffee replanting. The project would consist
 
of replanting 360,000 seedlings over a two-year
 
period, as well as, establishing and m-lintaining 
for three years a nursery of 180,000 seedlings. 38.0%
 

Fluid Milk Production. The establishinnnt by purchase and 
propagation of an imoroved dairy herd of 50 to 85 c=-s 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
 
contemplates the construction of a processing plant 
whirch would prepare the products for export to Financial 
IRR third country markets. 17.3 to 30%. 
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ANEX B 

AGRARUIN REM)4 SECrOR FINANCIN 

(519-0307) 

LOGICAL FRAMENORK KkTRIX 

Narrative Summarv objectively Verifiable Irdicators Means of Verification Important Assumptions 

Project Goal: To increase the 
econmic well being of 
farm families in 
the reform sector. 

1) 

2) 

Increased income of reform 
sector beneficiaries 

Increased access to essntial 
services --

Statistics of Central Bank of 
Reserve 
Statistics of MAG 
Reports and special studies 
to be conducted by PERA. 

1-

2-

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

Favorable climatic conditions 

3) Improved living conditions will prevail. 

Sub-Goal: To increase 
agricultural reform sector 
output. 

1) Increased overall agricultural 
production in the reform sector 
in both vola.me and value. 

3- The present level of violence 
the co,,=tr,r will decrease. 

in 

Project Purpose: 
To increase the availability 
and productive use of credit 
in the reform sector, 

Project Status (EOPS): Central Bank of Reserve statistics/ 
1. Intermediary credit Institutions' records on banking system loan 

annual flow of credit will increase portfolios; 
at least by the amount made PFI Records 
available annually under the Records/reports of ag reform 
Project. cooperatives. 

1- Credit being made available from 
the Project will be in addition 
to present credit levels of Reserve 
Bank and PFIs. 

2- Technical assistance in cooperative 

2. Creditworthy Ag reform coops and 
other beneficiaries will increase 

organization, management, and 
financial planning will improve 

their total ag credit at least by 
the amount made available 
through Project. 3-

overall cooperative management 
procedures. (0265, Technoserve) 

Credit will be distributed 

3. The loan repayment rate 
for reform sector cooperatives 

according to credit evaluation 
criteria to be established 

and Piase III beneficiaries 
improved b'v at le-st 15% over the 
1985 levels by 19q!. 
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L03ICAL FRAMDORK MATRIX 

Narrative Suomary Objectively Verifiable Indicators Means of Verification Important Assumptions 

Outputs: 

1) 

2) 

Rediscount credit line 
established and functicning 

Training program 
in place. 

1) 

2) 

Rediscount loans made to PFI 

Training sessions and other 
activities held. 

- Central Bank records and reports 
- PERA field surveys 
- PFI records/reports 
- Ag reform coop records 

1-

2-

Interest rates will be flexible 
and approach market rates when 
possible. 
Incentives will exist to 
encourage savings. 

3) Policy study and 
Education Program functioning 

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

4) Pilot savings mobilization 
program established. 

4) Reports prcduced. 

Inputs: 

Rediscount line 
Technical Assistance 
Traininq 
Other Costs 

MJD 
t 46 M 

1.7 M 
1.3 M 
1.0 M 

* GOES 
t14.0 M 

2.05 M 
.025 M 
.925 M 

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

1-

2-

Central Bank of Reserve disbursements 
made in a timely manner. 

AID funds made available as 
scheduled. 

* In-kind contribution 
and BCR rediscount credit line 

$50.0 M $ 17.0 M 
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5C(2) PROJECT CHECKLIST
 

Listed below are statutory
 
criteria applicable to projects.
 

This section is divided into 
two
 

parts. Part A. includes criteria
 
part
applicable to all projects. 


B. applies to projects funded
 
from specific sources only: B.1.
 

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
 
ES?. 

I-S COUNTRYCROSS R.EFERENCES: 
CHECKLIST UP
 
TO DATE? HAS
 
STANDARD ITEM
 
CHECKLIST BEEN 
REVIEWED FOR 
THIS PROJECT?
 

A. GENERAL CRITERIA 	FOR PROZECT 

1. FY 1982 ADroDriation Act
 
Sec. 523; FAA Sec. 634A;
 
Sec. 653(b).
 

(a) Describe how
 
a) CN submitted
authorizing and appro-


Driations committees of
 

Senate and House have
 
will be notified
been or 


concerning the project;
 
(b) is assistance within
 
(Operational Year Budget)
 

b) Yes
country or international 

organization allocation
 
reported to Congress (or
 
not more than $1 million
 
over that amount)?
 

2. 	FAA Sec. 611(a)(1). Prior
 
excess
to obligation in 


of S100,O0, will there be
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(a) engineering, finan
cial or other plans a) Yes 
necessary to carry out 
the assistance and (b) a 
reasonably firm estimate b) Yes 
of the cost to the U.S. 
-of the assistance? 

3. 	 FAA Sec. 611(a) (2). If 
further legislative 
action is reauired within 
recipient country, what N/A 
is basis for reasonable
 
expectation that such 
action will be completed
 
in time to permit orderly
 
accomplishment of purpose

of the assistance? 

4. 	 FAA Sec. 61l(b) 7 FY 1982 
Appropriation.Acz Sec. 
501. It oz wzter or 
water-related land N/A 
resource construction, 
has project met the 
standards and criteria as
 
set forth in the
 
Principles and Standards
 
for 	Planning Water and
 
Related Land Resources,
 
dated October 25, 1973?
 
(See AID Handbook 3 for
 
new 	guidelines.)
 

5. 	FAA Sec. 611(e). If 
project is capital 
assistance (e.g., 
construction), and all 
U.S. assistance for it N/A 
will exceed $1 million, 
has Mission Director 
certified and Regional
 
Assistant Administrator
 
taken into consideration / 

the 	country's capability 
effectively to maintain 
and 	 utilize the project? 
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6. 	 pX- Sec. 209. is project
 
susceptible to execution
 
as part of regional or
 
multilateral project? If
 
so, 	why is prcject not so
 
executed? IP!formation 
and 	conclusion whether
 
assistan.e will encourage
 
.regional development
 
programs. 

7. 	 FAA Sec. 601(a). 
Infornatiron and 
conclusions whether 
project wilJ. encourage 
efforts of the country 

to: (a) increase the
 
flow of international
 
trade; (b) foster private 
initiative and
 
competition; and (c)
 
encoo age development and 
use oL cooperatives, and
 
credit unions, and.
 
savings and loan
 
associations; (d)
 
discourage monopolistic
 
practices; (e) improve
 
technical efficiency of
 
industry, agriculture and
 
commerce; and (f)
 
strengthen free labor
 
unions.
 

8. 	FAA Sec. 601(b). 
Information and 
conclusions on how 
project will encourage 
U.S. private trade and 

invcstment abroad and 

encourage private U.S. 
participation in forei'gn 
assiscance programs
 
(including use of private
 
trade channels and the 
services .of U.S. private 
enterprise).
 

The project is designed to
 
strengthen agricultural
 
cooperatives
 

Investient credit from project 
will involve purchaseof U.S. 
products such as farm 
machinery; production credit 
loans will involve purchases 
of U.S. fertilizers. 
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9. 	 FKA Sec. 612(b), 636(b);
 

FY 1982 Apvrorration
 
Covernment contribution to be" ct 	Sec. 507. Describe 
dlefined in bilateral agreement.
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 U.S. are utilized
 
in lieu of dollars.
 

10. 	 FAA Sec. 612(d). Does
 
the U.S. own excess
 
foreign currency of the
 
country and, if so, what No
 

arr'ngements have been
 
Tnade 	for its release?
 

11. 	 FAA Sec. 601(e). Will
 
tbe project utilizc
 
competitive selection Yes
 
procedures for the
 
awarding of contracts,
 
except where applicable
 
procurement rules allow
 
othervise?
 

12. 	 FY 1982 Apporopriation Act
 
It assistance
Sec. 521. 


is for the proiuction of
 

any 	commodity for export,
 
is the commodity likely N/A
 
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
 
comnpeting commodity?
 

.3. 	 FAA 18(c) and (d). 
c t
Does the proje cOmply
 

With the environmental
 
pi6cedures set forth in Yes
 

AID Regulation 16? Does
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the project or program 
take into consideration 
the problem of the des-N 
truction of tropical
forests? 

14. FKA 121(d). if a Sahel 
project, has a determina. 
tion been made that the 
host governnent has an 
adequate system for ' 
accounting for and 
controlling receipt and 
expenditure of project 
funds (dollars or local 
currency generated 
therefrom)? 

N/A 

B,. FUNDING CRITERIA FOR PROJECT 

1. Development Assistance 
Project Criteria 

a. FAA Sec. 102(b), 111, 
113, 281(a). Extent to 
wbch activity will (a) 
effectively involve the 
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 areas, 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 

a) High impact 

b) nigh impact 
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otherwise encourage
 
democratic private and
 
local governmental
 
institutions; (c) support 

c) High ipact
the self-help efforts of 
developing countries; (6) 
promote the participation 
of women in the national d) Some impact 
economies of developing
 
countries and the
 
improvement of women's 
status; and (e) utilize
 

e) N/Aand encourage regional 

cooperation by developing
 
countries?
 

b. F.AA Sec. 103, 103A,
 
104, 105, 106. Does the
 
prc-Dect fit the criteria
 
for the type of funds Yes
 
(functional account)
 
being used?
 

c. FAA Sec. 107. Is 
emphasis on use of appro
priate technology Yes
 
(relatively smaller,
 
cost-saving, labor.-using
 
technologies that are
 
generally most appro
priate for the small
 
farms, small businesses,
 
and small incQmes of the
 
poor)?
 

d. FAA Sec. l0(a). Will
 
the recipient country
 
provide at least 25% of 
the costs of the program, 
project, or activitiy Yes
 

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)?
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e. FAA Sec. 110(b). 
Will grant capital 
assistance be disbursed N/A 
for project over mor2 
than 3 years? If so, has 
justification satis
factory to Congress been 
made, and efforts for 
other financing, or is 
the recipient country 
'wrelatively least 
developed'? (1.O. 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 not under
-taken as part of a
 
project of a predom
inantly technical
 
assistance character.
 

f. FAA Sec. 122(b). Does
 
the activity give
 
reasonable promise of
 
contributing to the
 

Yes
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 . The project supports an essential 
program . ecognizes the agrarian reform program 4ill strengthen 

I
particular needs, capability of Host Country to administer 
desires, and capacitiescaaiiyoHotCuryo dinse 
d esirel, and cptes credit and to promote.agriculturalof the people of the svns 

savings.
thecountry; utilizes 
country's intellectual
 
resources to encourage
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institutional development; 
and supports civil 
education arid training in 
skills raquired for 
effectivc participation- in 
governmeital processes 
esentia to zeaf-government. 

2. Development Issistance Projec. 
Criteria (Loans Onj.)" 

a. rA Sec. 122(b). 
Information aild conclusion 
on c:apacity of the country 
to repay the: loan, at a 
reasonable *:cate of interest. 

N/A. 

b. FAA- SeCo 2 0 ( d) if 
assistance is ior ally 
productive eiLerprise which 
will cr) ei:e -,,;ith U .S. 
entorpr .....s, is there an 
Sagecn 1.y theo re'ciient 

N/A 

to the
20% f1-

Us,, ;iore t-han 
n -1'[.s 

arnuat, 
the .i 

z C, 71Cti.c3Th curinrg 
.LZ- : The loan? 

C. !SDCA Of !JS_)8, Se. 724g. 

i a-a , dc-,e', the loan 
agreement rez:uire that the 
funds be used to the 
maximum extent possible for 
the private sector? Does 
the project provide for 
monitoring under FAA Sec. 
624(g)? 

N/A 

3. Economic Snmoort
Prect Criteria 

.und 

a. FtM7 sec. 531(a). Will 
this asi. tance promote 
economic or political 

N/A 
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stability? To the extent
 
possible, does it reflect
 
the 	policy directions of 
FAA 	Section 102?
 

. FAA Sec. 531(c). Will 

assistance under this 
chapter be used for 
military, or paramilitary N/A 
activities?
 

c. 	 FAA Sec. 534. Will ESF 
tunds be used to finance 
the construction of the 
operatior or maintenance N/A 
of, 	 or the supplying of 
fuel for, a nuclear
 
facility? If so, has the
 
Presicent certified that
 
such use of funds is
 
indispensable to
 
nonproliferation
 
objectives?
 

d. 	FAA Sec. 609. If 
commodities are to be 
granted so that sale 
proceeds will accrue to 
the recipient country, N/A
 
have Special Account
 
(counterpart)
 
arrangements been made? 
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Agencia para el Desarrollo 


Presente.
 

Estimado Sehior G~mez:
 

Tomando en consideraci6n los esfuerzos que esa Agencia ha venido desarrollando en
 
la consolidaci~n del proceso de la Reforma Agraria, hemos considerado conveniente
 
iniciar los tramites a fin de obtener una donaci6n de esa Agencia por
 
EUA$50,O00.O00.O0, para atender las necesidades del cr~dito del Sector Reformado
 
en sus Fases I y III, el Gobierno de El 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 trav~s de una linea de redescuento del Ban 
co Central de Reserva de El Salvador (BCR), para ser redescontados por las insti
tuciones intermediarias de crIdito que presentasen documentos de redescuento ele
gibles al BCR para cr~dito de produccibn e inversi6n del mencionado sector. Asi 
mismo, parte de los fondos se utilizaran para establecer un amplio programa de 
entrenamiento para los oficiales del crdito del BCR e instituciones intermedia
rias de cr~dito participantes en el proyecto, estudios de politicas y senlinarios
 
sobre temas relacionados con la Reforma Agraria, Politica Monetaria y Crediticia
 
y un programa de movilizaci6n 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 refonnado 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 Coordinaci6n de Agen
tes de Cr~dito en el BCR, que ha acumulado experiencia en el cr~dito de inversi6n 
para las cooperativas del sector reformado a trav~s de la banco comercial mixta 
y el Banco Hipotecario. 

http:EUA$50,O00.O00.O0


.,ERIO DE PLAWiFICACION 
cODROINACION DEL D[SARROLLO 

ECONOMICO YSOCIAL 
SETEFE-536/86
 

Esta Unidad serid responsable de la administraci6n y coordinaci6n de las acti

vidades del Proyecto. Las otras instituciones participantes serlan 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 III de la Reforma Agraria. 

El Programa de entrenamiento y las actividades de estudio de politicas y semi
 

narios tratarlan tambi~n de incluir a Universidades Locales, ademas de las ins
 

tituciones intermediarias de cr~dito. La movilizaci6n de ahorros rurales se
 

planificaria mayormente a trav6s del BFA.
 

El total de fondos requeridos para la implementaci6n de este proyecto alcanza

ra EUA$ 67.0 millones que tentativamente se distribuirian entre los diferen
tes componentes de acuerdo al siguiente detalle:
 

Donaci6n
 

GOES TOTAL
AID 


Miles EUA$
Miles EUA$ Miles EUA$ 


1. Linea de Redescuento 46,750 16,050 62,800
 

250 1,890
2. Entrenamiento 1,640 


300 50 350
3. Estudios 

225 215 440
4. Movilizaci6n de Ahorros 


200
200
5. Evaluaci6n 

885 435 1,320
6. Imprevistos 


17,000 67,000
TOTAL PROYECTO 50,000 


Mucho agradecefiamos sus gestiones en procura de agilizar la culminaci6n de los
 

pasos que permitan concretar, en el menor tiempo posible, el convenio de dona

ci6n mencionado. 

Atentamente,
 

FIDEL CHWVEZ MENA 
M1 N I -TRO 



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 (BMO) and the Participating Financial InstitutionIs 
(PFIs), namely, the nationalized commarcial baniks (bancas mixtas), Banco 
Hipotecario (B11) and Banco de Fomento Agropecuario (BFA). 

The institutional analysis in this Annex consists oft
 

A. 	 Description 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 recommende] rediscount mechanism.
 

E. 	Com rison of the existing rediscount mechanism with the recommended
 
mechanism. 

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

1. 	In the BCR
 

2. 	In the PFIs
 

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
 

he 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 (cmiosed of cabinet ministers holling economic portfolios and 
the President of Er2R) is the policy-m-iking element and holds the ultimate 
power in the system as it is responsible for the Government's monetary, 
foreign exchange, nd financial policies. The Superintendency of the 
Financial System performs auiit 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 demand 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. Thiey are also used selectively to direct credit to priority and 
productive activities. In recent ya:rs, rediscounts have also served to 
refinance loans that have proved hard to collect because of factors beyond the 
borrowers' control and relited largely to the armed conflict and adverse 
economic environment prevailing in El Salvador. Hence, rediscounts influence 
the maiey supply as well as direct credit towards priority activities. 

The ceilings on interest rates paid and charged by banks on deposits and 
loans, respeclively, are designed to influence credit flows to targeted and 
priority economic activities, and to lower the cost of credit by controlling 
the rmiximun rates payable on deposits. 'the Monetary Board changes the maximum 
interest rates on loris as well as on savings and time deposits rather 
infrequently; the last across the lxnrd changes were made in January 1986 as 
part of the stabilization program. For loans, preference is given to both 
prodluctive an,, short-term loans through lower interest rate ceilings in order 
to encourage horrrxjing for these purposes, At present, interest rates are 15% 
for most prod]uction loans for short-term and 17% on most medium and long term 
invcstment crelits. 

The rediscounts rates have generally been designel to provide a minimum of 
a 2%point spread for the lending institution. Larger spreads are employed, 
hcjy.ever, to encourage certain uses of rediscounting. For example, in order to 
encourage the financial institutions to un:3ertar-,e closer supervision of their 
loans (presum-rhly to enhance their effectiveness and repayment), an additional 
spread of up to 2 points is offerel. Currently, special rates are given for 
redliscounting selecteFK preferred activities. For example, the rates are 10% 
for exports outside of Central Aerica, 10% or less for loans made from the 
Fionomic D-velo-r:ent Fund, -ind 7% for snal!-and mediu-sized industry. Some 
refinancing losns are given even more p eferred tre-itment with a six percent 
interest rate h.ing charged. '1he encouragement of preferred activities is also 
acoanplished by prescribing a longer repayment perioi. 

Maximum interest rates on savings and time deposits are fixed for 
financial institutions. The rates are fixed to allow a spread comared with 
loan rates. Incentives are 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 are 7.5% for savings, ancd from 11.5 to 15.5% for time 
deposits for 60 days to one year or more. 
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B. Organization and Functicns 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. 

Besides the normal relationship of a central bank with its client "deposit 
money banks", the relationship of the BM 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 13C conducts two formal reviews of each bank every 
year, Which are held prior to the presentation by the hanks 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 flw4 of rediscounts in 1985), foreign institutions, such as 
A.I.D., IBRD, etc. (17.1%) and the Econoiiic Development 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. Fbr 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 INCAE markets the coffee production before paying for the crop. 

At the end of 1985 BCR rediscounts ware distributed across classes of 
institutions in the following manner: 37.5% to comnercial banks and the 
Mbrtgage Bank, 53.5% to public financial institutions, including the RUA; and
 
9.0%to other private institutions, including FEDFDY\CES and FFDEDCCREDITO. 

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 represented a sulhstantial increase coipared to 
the share of 44.1% (C387.6 million) registered in .984. Of the agricultural 
sector total, 76.4%was directed to commercial banks and the Iortgate 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 (5.0%) accounted for at least 5% of the new agricultural 
credit flows for the first time in the 1980's.
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2. T'ne PFIs 

Among the PFIs, the eligible recipients of the Project funds will be the
 
banca mixta, Banco Hlipotecario and the BFA. At. the end of 1984, these 
entities had an outstanding agricultural credit portfolio of 0 1,368 
million, of which the banca mixta accounted for 47.3%; Banco Hipotecario, 
26.2%; and the BFA, 26.5%.
 

The organization and functions of these entities are covered in this 
section. obt considered as eligible recipients of the Project funds are three 
other credit institutions: The Federation of Credit Agencies (IEDECCREDITO 
and its affiliated "Cajas"; the Federation of Creit Unions (FEDECACES) and 
its affiliated credit unions; and the National Coffee Institute (INCWFE). 
None of these three 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. In the early period of the agrarian 
reform, FEhECCREDITO and INCOFE provided significant credit to the Phase I 
cooperatives and were assigned 20 and 33 cooperatives, respectively, by the 
Monet:xry Board in 1980-81 and 1981-82. 1-bwever, in recent years, their 
lending to the agrarian reform cooperatives has dwindled to insignificant 
proportions; they were assigned only 2 and 1 cooperatives, respectively, in 
1984-85. FEDECACES has not done any lenling to the ccoDeratives. None of the 
three institutions has extendlcy any credit to Decree 207 (Phase III) 
beneficiaries.
 

a. Nationalized Commercial Banks (Blancns Mixtas) 

On MArch 7, 1980, under bhtionalization Decree 158, the nation's private 
commercial banks (excluding the Mortgage Bnk) and savihgs and loan 
associations were nationalized. Tiis was done to give the Government control 
over these institutions as well as to break up the effective pcwer of their 
ownership which was concentratel in the hands of relatively few persons who 
were also large landorners andl users of financial resources. With 
nationalization, at least 51% of the stock in each bank is owned by the 
Government, 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 
commercial 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 bank 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 0 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 su.jar 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 refonn sector. Lending to the reform 
sector was mostly directed to Phase I cooperatives. They also lent to Phase 
III beneficiaries, but on a much smaller scale. 

Reliable and consistent figures are not available for the deliquency in 
the combined portfolio of commercial b-_an.1ks. Hiowever, 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 1.980 and 1984. 

As for agricultural credit delivery systems, the banks follow starlardized 
procedures for analyzing loan applications. Since most farmer borrowers have 
been bank clients for many years, the bxinks try to reduce paperwork. In most 
cases, traditional sector cl.ients are expected to maintain at least 5 or 10% 
of their loans in demand deposits as compensating balances, 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 oE the lending to the 
agriclturl sector co.nes from financing out of 13CR rediscount lines. In 
these cases, BCR procedures are follcoed. The baiks monitor closely the use 
of credit by their clients, including farm visits .yagents. 

The banks have four sources of funds for financing their credit 
operations: their own resources, foreicn lc(xns, 15CR reiiscounts and the 
Economic Development Fundl. The banks' wn resources are by far the most 
important. At the end of 1984, they accounte.] for 77.3% of their combined 
loan portfolio, while BCR re-]iscounts amounted to 16.2%. Fbr 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 V09.6 and 01,137.1 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 (H) 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. rhese certificates are attractive to savers 
because they are guaranteed by the state and earn a competitive, tax-free, 
interest rate (13% on five year certificates and 14% on ten year certificates 
hased on rates through 1/26/86). Wlhile it gives priority to lending to the 
agricultural sector, BTFI is a full service bank. It has a headquarters office, 
four branches in the capital and eleven out;ide the capital. All branches 
handle the full array of banking services, including the purchase and sale of
 
mortgage certificates.
 

Some 98% of BH stock is owned by the Coffee Producers Association. The 
highest authority is an i person board of directors. The Bank's president is 
elected y this board subject to the approvtl of the Government. Thie Bank is 
administered by the general manager credit marnager and manager of finance and 
operations. 

At the end of 1984, the BH had an outstaning loan portfolio of OB44 
million. Between 1980 and 19B4 the }portfolio grew at an average annual rate 
of 3.8%. Measure- in real terms it declinel at an annual rate of 8.1%. At 
the end of 1984, lo-ins to the agricultural sector accounted4 for 21.4% oi the 
total portfolio, refinanced loans 43.9% arnd others 34.7%. If the agricultural 
portion of the refinanced] portfolio is includ , 39.8%of the portfolio would 
correspond to this sector.
 

The B9H inakes 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% 

sector.of its agricultural sector portfo].io was directed to the reform It 
has outstan-ling ].oans to 31 Phase 1 cooperatives, of w4hich 13 are located in 
zones of conflict and are inactive. Four cocpj:ratives theft were former 
clients of Ri have been transferred to B1"A. Fhe NH-has not lent to Phase III 
beneficiaries.
 

The PN has a serious delinquency problem. At the end of 1984, 20.0% of 
its portfolio was in arrears. Fbr the agricultural loans, the problem is 
worse, with 31% of the lo'ans being delinque:nt. In addition, 44.0% of the 
total portfolio corresponds to refinanced loans of which about half, 23%, are 
in the agricultural sector. The DI anticixtes difficulties in recovering 
much of this portion of the portfolio. 

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

http:portfo].io
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The BH relies largely on its own resources for extending credit. At the 

er of 1984, 79.3% of the loan pxrtfolio was financed from the Bank's own 
funds, 0.1% from the Economic D.velopment Rni], 3.2% from foreign sources, and 
17.5% front rediscounts from the Fr2R. 

At the end of 1984, PH had total liabilities 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 correspondxi to savings 
and time deposits. Between 11380 and 1984, Ni exporienced an average annual 
increase of 8.4% in locally mobilized resour-ces, i-ihich was significantly less 
than the increase in its loan portfolio. The difference is accounte.- for by 
increases in external funding. 

c) Banco de Fonento Agropecuario (1,7A) 

The Banco de Fomento Agrop-cuario (BFA) was established in 1973 as an 
autonomous public sector institution to p);:ovide financial and related services 
to promote development of the agriculturlal sectoir. It suceeled the 
dministracion de Bienestar Camposino (A") which had xen established in 1962 

under the Ministry of Ngricultui~e to provile supervised credit anJ technical 
assistance to small-and medium-sized farm-iers. 

BFA is governed by a Board of Governors composed of representatives of 
econ mic ministries, the presidents of JYCR and BFA ani the Agricultural 
Cooperatives Association. The B-ard of (Gvernors establishes policies which 
are carried out by a 13o~rd of Directors iuiv the BFA fWnagement. ne of the 
major tasks of 'The Board of Directors is tie ,ipproval of large loans. 

The BFA carries out its operations fi-om its headquarters in the capital 
city and twenty-five branch offices locate I throuqhout the country. In 
addition, BFA oir-rates an agricultural irmmuts division, which sells inputs to 
its clients anid to third parties through ;Lores at three different locations. 

At the end of 1984, BFA had a loan potrLfolio of 0529 million. Between 
1980 and 1984 the pxortfolio han increased at an average annual rate of 13.5%, 
primarily due to large infusions of lonable funds from A.I.D. ani IDB to 
provide credit to the reform sector. In real terns, the average annual. rate 
of increase was less than .%. As for tlhe coinioxsition of the portfolio, 
non-agricultural loans rep-esented 20.92; refinanced loans, 18.92; corn, 
14.1%; cotton, 10.6%; livestock, 9.8%; -ind coffee, 7.7%. In 1984, almost 32% 
of BFA's contracted credit went to Phase I cooperatives and 5.2% to Phase III 
beneficiaries.
 

'Te ThFA has a serious delinquency problem. At the end of 1984, 24.1% of 
the portfolio was more than 90 (lays past due. In addition, there is much 
disguised deliquency as reflected by refinancing. BFA has a canplicated and 
time-conl'ming 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 050,000 are approved at the agency level but those of 
000,000 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 borrowoier.
 

In order to reduce its cDsts of lending to Phase III beneficiaries, the 
BFA has formed srnrv.l groups (q9ruos .-oldarios) of farmers that receive credit 
as a unit, as well as accept joint li.abIlity for repayment. In some cases 
non-beneficiary small fantrs are inclur.id as nre.Uib:s of the groups. BFA has 
four basic scon7ces of funds: capital, deposits, foreign assistance and 
government loins and grants (including F."CR rediscounts). 

Since 1980, it has increasingly relie3 on lans from AID aud IDB. As of
 
the end of 1984, BFA had received -,'170.2 million from USAID and 197.7 
million from BID. Next in ii,.,rrtance wcre YCR rodiscounts which financed 23% 
of loans made by the BFA. BFA's total Kdposits amounted to C19.0 million at 
the end of 1985, of whiclh ?4% were demanl deposits a.yi 76% savings and time 
depolts. BFA has savings windows in oily three of its offices: San Salvador, 
Sonsonate and La Libertad. It has expcressed interest in extending this 
facility to sever-al more branches. 

C. Existing FKR Rediscount Mechanism 

)uIring the pxeriod 1980-84, the credit provided by BCR for agriculture was 
substantially m.core than half of the total credit received by the agricultural 
sector over that paeriod. Eich year, the Ii 2R allocatcs rediscount funds, 
consistent with the annual monetaty pro'iram, by establishing rediscount lines 
for specific ec)noiic activities, including agqricu_1ture. The JrR re]iscouint 
lines for financing agricul ture are established in consultation with 
agricultural credit institutions and public sector institutions dealing with 
agriculture.
 

The needs for short-term proiuction credits are determined on the basis of 
estimates of area sown, crop yiel.d, and crop prices, using cost figures 

.(differentiated by crop zin;l typ of soil) compiled bry MAG. Other rediscount 
lines (e.g. invw.stment, refinancing) are ,ietermine.1 on the basis of a 
different set of considerations. Until 1.985-86, the mechanism of the 
rediscount line for production credits may be sumn.trized 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;
 

http:inclur.id
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4. Examining the eligibility, with reference to the nonns, of the documents
 
submitted to BCR by PFIs for each transaction;
 

5. Fixing the spread to be allowed to each PFI;
 

6. Giving 3CR approval;
 

7. Executing the contract (containing the conditions of the rediscount and
 

the repayinent terms) between BCR and the PFI;
 

8. Disbursing the rediscount proceeds.
 

Fbr Step 1, the amount of the avio rediscount line per crop is determined 
as banking system estimates) and

by the estim-ited area to be scfwn (M--G-as well 
3CR own

the cost of prodluction por manzana (MA\G-DGE1A, banking system and 

estimates). Until reoently, the costs of proyduction were determined for each 

crop by the Comisi6n de Costos Agropecuarios (MNG, BCR, ban-ks). 

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

liquidityFor Step 3, the quota for each bxank is set in the light of" (a) 

position; (b)record of previous utilization of rediscounts; (c) credit 
amount of the bank's own resources to be

demand; (d) growth in depoOsits; (e) 
used to provide avio financing for that particular crop (in addition to B-R 

Bigeva'uation of the above factors. 

Fbr Step 4, the process of determination "eligible" paper 

financing). 
banks often 

The decision is based on an 
use ,ore of their own resources than smaller bYanks to supplement 

BCR rediscounts for crop financing. 

of for 
involves an evaluation by

rediscounts (a traditional central bankin! function) 
to

the Financial Analysis Departmnent of the documents submitted by the PFIs 

BCR for rediscount. This documentation is supported by the PFIs (wni analysis 

credit worthiness of the ulLinate borrcy..ers (inchlling utilization of
of the 
previous credits and repayme.nt exp-erience). The BCR quali'Lication process 

of the particular rediscount
would be conducted with reference to the norms 

to
line and would take into account the credit experience of PFIs with respect 

the ultimate borrower, the credit experience of BCR with reference to the PFI, 

the bank's om resoiu.ces to supplement the BCRand the extent of use of 
rediscount line for financing the Firticualar crop.
 

2% spread is allowed to each PFI and an additional spread of
For Step 5, a 

on the extent of effective credit supervisionup to 2% is allowed, depending 
and overall efficient performance of the "Secci6n Agropecuaria" 

of the PFI.
 

Fbr Step 6, the approval of the rediscounts up to Cl million is given by
 

the BR Credit Committee (consisting of thc Second Vice-President, 
Gerente,
 

Sub-Gerente and two Directors of Departmnents), which meets twice a week. 

Rediscounts exceeding Cl million must be approved by the Board 
of Directors.
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Fbr Step 7, after the PFI executes contracts with the ultimate borr-ier
 
and communicates its acceptance the rediscount to DCR,of terns a contract 
containing the conditions of the rediscount and the amortization schedule is
 
executed between the ECR and the PFI. The cntract 
often includes more than
 
one ultim-ate borrower with loans of the same maturity.
 

For Step 8, the disbursement: is in the form of a "Cheque de Credito" which
is deposited in f-he PFI's account with BCR. Amortizations are effected
 
through automatic dedIuctions froi this count.
 

Starting with the 19G6-87 avlo rediscount- lines, the above procedure has
been simplified in on,? imort;nL i:-sj-)cct, namnwly, the elimination of step 4 
the qualification process. AIl t!ie other steps of the aJ.ove procedure remvin 
unchangel. Under the new r)rociihre, PFiIs prcrform this function on behlalf of 
13C, in adlition to their o,n Foriitiny of loan appl icat ions. Instead of 
sending thie docum-nts to 13CR, 'fs; no.. scud a lisL of loan applicaitions they
have app;:ove-] (up to 25 or -re beneficiaries in one list) and receive instant 
disburs,nnt: from .CI"R. The ne. p,.ocd-tire h;is reduced del.ays in 1.iQ approval
of redisoounts. in order to e ..... ]i. c .ith its rediscou t
requirov,mnts, . CR (conducts sp)t (-1ecks on! a rL-lo~m snajnle of loans. theIn 
case of uoiecuoiianm, the PPI c.; cYrn' I -c.,,s 1iahlf- for immeliate
 
repxiylmnt of the entire rediscui;it quo!:a for the partiedl.ar crop.
 

Fbr 296-07, BCR has not estahiished an -iv'io redis(ount line for coffee 
because of hiqller coffee pricos an 1 im iqii-._ ity of the':offee sector.
Hence, the total. amount of 193c;--P7 ;Avi r,-i scOant lineS( cffee) 
is likely to b2 less thian in 1Y(13-3§, even thotigh the total amjount of 1986--87
avio rediscount all cr.),s cml. foo)line: for (e i f is epyectol to be 
greater tha .in3--. Hoin.v', thI'Is are expectI to p',ovi].
substantial avio fin-ncing fo- cvffee in .1'),M-37 without 13CR re.iis..'counts. 
Consequently, total. harnk crelit fo:r1 aVio in 19,36-37 nr,, not be much, less than 
in 1985--85. Moreover, IKR would Drovl(-l - t- usual, coffee imrketing rediscount
 
line to INKAMFEh in 1.996-87.
 

In the traditionl. avio r,.is,.unt :al'chanism that prevailed through
1985-86, the [inancial. AnalvFsi!. lrartmnnt, in the Sul-Gerencia of Tis aid 
Investments of the J'3CR scrutin-,:,-'I all :p].ioitions received from the 
qualified PzI, to utilize the 1AC;, r-ccu:,t lines. On the ba-sis of the 
analysis, the IYpartment's reco:,ndati.ons were forwarded to the 13CR Cruit
Committee or the Roa-rd of Direc-trs (de!xnpli.ng on the amount), where the 
applications were or In the new, avio rediscountapproved d.,nied. simp.lified
mechanism introuc .d for 1986-37, the Financial TAvnlysis a)parttnlmt still 
plays an important role by condyucting spot checks on a random sample of loans 
extende. by the PVIs and reisceunted by the 13CR, in order to ensure that 13CR
rediscount requirements have been met. In the case of the investment 
reliscount line for the reform sector and the re]iscount for thelines 
manufactuiring sector, this De2ortilient conducts an in-depth analysis of all
reliscount applications. The Financial Analysis Department has 22 analysts,
of whom five specialize in agricultural investments. 

http:de!xnpli.ng
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It is important to point oat that the BCR avio rediscount lines are 

available to reform sector and traditional sector borrowers alike. There are 
no BCR instructions forcing banks (for exa:mole, through a quota system) to 

channel a specified volume of BCR avio rcliscounts to Phase I cooperatives and 

Phase III farmers, nor does 13CR provide any special incentives (such as wider 

interest rate sprear3s) for banks to do so. However, the BCR his tried, through 

moral stiasion, an'] with some success, to persuade banks to treat the reform 

sector borrowers as privileged cLstom2rs. The assignment by the Monetary 

Board of a certain number of coopxerativs to each bank is based on the 

exe.ctation that each bank would take cure of the avio as well as the 

investment creit needs of the coD_2ratives assigrne- to it. In fact, hcever, 

the banca mixta has proved to be very reluctant to provide investment credits 

to the cooperatives. Another considerati.n:i in the assigment of cooperatives to 

banks was to make sure that the large cooperatives were assigncl to big banks, 

in view of the legal requiremnent that no b ink can m:ke a loan to an individual 

borrower exceeding 30% of its capital and reserve. 

In 1982, the P3CR established a speci] rediscount line amounting to C9.75 

million financedl out of PfL-4O fui-ls, to provide investmnent credits chaneleed 

through the banca mixta, th Mortga.gqe VPutu FDECC1\''DI'Lx) AND ICAFE (the tin 

last mentioned institutions have hardly t-Vin any p-trt in this mechanism to 

agrarian refom coolpratives, with a rernyment peri(]A of up to 15 years and at 

rate 7% and 	 rtte of p-aid the cooperativesa rediscount of an interest 10" by 

to the PFIs. Besides this 3% differential, no adlitional spreid is alloed the 

PFIs. The rediscount mechanism is the s ime cases that, unlike[n both except 
the avio rediscount lines, each applic,7 ton is scrutinized carfully for 
calificaci6nl in the case of the investment rediscount line. All the funIs 

available for the investment rediscotunt line have be~en colmittev]. 

In the case or the BCR investment r(-:I.iscfount line for Phase I 
cooperatives, the primary resp.ocxnsibility [or scrutinizing applications for 

rediscount has bean that of the newly es.tablished 1;R Coordinating Unit for 

the Credit Agents Program. This Unit w,.as establisled in 1985, in order to 

induce the banca mixta to increase the fIo, of investment credits to Phase 

coops. It consists of 3 credit agents plus the Unit Chief, Wno work closely 

with 20 credit agents assignel to the Xiric; mixta uinder the administrative 

direction of the heads of the "',ccines Agropecuarias" of these banks. 

The Unit works only on investment credits, 	 not avio credits, to the 

for the coope-ratives, analysescooperatives. It prepares investinent projects 

applications for financing under the 13- Z rediscount line for investment 

credits to the coopo.ratives, and conducts supervision of on-going 13CR-finMced 

investment projects in the coop-ratives. The favorable reoonmendation of the 

Unit is a prerequisite for 13CR financing of the investment projects of the 

cooperatives. It also provides some technical assistance related to investment 

projects and actively promotes changes in land and cropping patterns.use 

I 
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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 invent)iry of 86 investment projects, already studied and ready for 

financing,or in the pipeline, amounting to 024.4 million. -o financing is 

currently available, since the BCR rediscount line for investment has been 

exhausted. 

In the case of botl the avi- and the invesLoent rediscount lines of the 
BCR, 	 if the rediscount appplication of the PI-'I is denied by the BCR, the PFI 

can choose to deny the loan to its custome.r or to grant it out of its o'wn 

resources. In any case, whether the 3CCR approves or denies the red-iscount 
application, the PFI lbars the risk for any losses arising from nonpayment of 
the loan.
 

D. Recommended Rediscount Mechanism 

The fol].owing are the principal features of the 1CR rediscount mechanism 

recommended for the dhnneling of the Pro-Vet funds throigh the PFI's to 

agrarian reform cooperatives arid ]):,cree 207 beneficiaries: 

1. 	 For reasons mentioiied in Section 13of this Annex, three non-b)ank 
financial intermedia-ries - n-mely, the Feleracion of Credit Aqencies 

(FEDECCREDIM), the Federat in of Cr:,Iit Unic ]s (FDD}Y\CF'S), and the 
National Coffee Institute (.,E) - will be exclu,]el from 
participation in this reli!.c---unt line. -Nmong the eligible banks and 
financial institutions (bnr:.i mixta, B:inco IlijY teca-rio, ari] the BFA), 

the re-liscount line will not- be allocitcd b irn-ns of quotas or any 

other system of rationing. 7\cce.;s to the rediscount line will be 

determined by the BCR solely on the --is of the efficiency and 
performance of each particip-ting institution rcither than by any 

accessnonmarket discretioniry mwica,-nism. twin,'r, prior to its to 

the rediscount line, the BA must be in full compliance with all the 

conditions precedent and (vjntYts ]Ac.udil.ki in AID Project 0263. 

short-term production and2. 	 The rediscount line will. b, available for 
medfium-and lonq-term invesment cr-]its. It will not be restricted 

by crop or type of act:ivity. rihe preference for investment credits 
will be implemented thrcxwsh an additional interest spread offered to 

the PFIs. 

3. 	 The rediscount line will. he available for on-lending by the PFIs 

exclusivel.y to reform sector borrowers (Phase I cooperatives and 
Phase III farmers). Within this category of borrowers, there will 

be no further restrictions (such as quiotas) for any sub-category of 

borrowers. As an expression of preference, an additional interest 

rate 	spread will be offeredI to the PFIs in order to induce a
 

reasonable flw of credit to Phase III farmers. 

http:Ac.udil.ki
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as
4. The interest rates 	charged to the final borrower will be the same 


the maximum interest rate prescribed by the Junta Monetaria for that
 

type of loan (currently 15% for proluction 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.
 

5. In addition to the 	interest rate spread of up to 4% allowed the
 
2% for
PFI's in the avio rediscount funds, there will be spreads of 

investment credits to Phase I coop}sratives, 3% for avio credits to 

Phase III farmners, and 5% for inve;tmnent cred<its to Phase III 

farmers - plus a 1% spread in all the above cases, if the PFI 
resources.provides at least 10% of the total lo-n out of its own 

Thus, the maximum spread will be 10% for an investment credit to 
PF'I its a.1,n fundsDecree 207 beneficiaries, where thf! has put up 

loan. ICR share of 	the spreadequivalent to at least 10% of the The 
is considered sufficient to ooinpensi:e the BCR for the costs of 

managing the program zand to capitalize the rediscount fund; the 
is deemed aw-quate to coimpensate the PFIs forspread allywed the PFIs 

their costs, to establish a bad debt reserve and to provide a 

remunerative risk premium. 

arn
The interest rate spreads will be rwinaged in a flexible maru-ier 
BCR to time in the light ofwill be reviewed by AID 	 and from time 

in he spreads if the actual flowisexperience. Clianges will be nvmade 
of production and investment croli t to the agrarian reform 

cooperatives and Decree 	 207 benetici7,iries, as well as the actual 
to put up th-ir own funds to supplement thewillingness of the PFIs 

to the reform sector, indicate a needProject funds providing 	credits 
structure of inc ntivtes. Similarly, in the case of a

to change the 
change in the maximun interest rates prescribed by the Junta 

and the spreads allow.ed the PFIs willMonetaria, the share of the 13CR 

be reviewed.
 

6. 	The maturity structure will be patterned after the existing
 

rediscount lines, with production crelits having the sime mturity
 

(usually one year) as the corresponding production credits under the 

existing ICR avio rediscount miechanism and investment creits having 

the same maturity (5-15 years) as the corresponding investment 

credits under the existing 13CR investment rediscount line for Phase 

I cooperatives.
 

in order to ensure that 
7. 	There will be an "additionality" requirement 

to the reform sector in 	adiition
the re.discount line provide creiit 

existing
to that currently made available to this sector out of 


sources of funds, domestic or external. To monitor compliance with
 

this 	requirement, the BCR will seek to ensure that gross credit 
flow
 

http:allow.ed
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to this sector from all funding sources through the participating
 
PFIs shows increases, every calendar year, over the previous
 
calendar year by at least the equivalent of the dollar amounts of
 

AID funding made available unler this Project (546.0 million). For
 
the first calendar year of oporation of this Project (nimely, 1986), 
the base yeriod will be the calendar year . In the case of 
non-camp,liance, al].vaynce nry he made for mitigating factors, such as 
the requirements of the monetary prugram. 

8. 	 It is the responsibility of the participatinr P['I to undertake lon 
analysis, assess the creditworthi.ness of the ultimate horrower, 
complete the necesqnry docusen'ation and present it to the B3CR. 7he 
PFIs mu.t be.-r any losses arising ouit of the nonprayment of loX-ns 
financed by the reaiscounts. 

9. 	 The ECR will determine the qual.ifi.cations of the PFT ba]sed on its 
efficiency n,] performynce, the eliqibility of the tronsacticn, and 
the cr litworthineos of the ultimate hrrov-r. The 11CR will proco.ss 
the rediscount applications in the order rucaivd and approved. 
Approval ot the applications P&I dishur ,'muNt by the TCR. will bWoe 
on established criteria and c rliLions applicable to Qll 
participating institul:ions. The above is to - rno:li fi, as 
necessary, to be canpatible with L siithe ifif0i proedo ire intrcxiuond 
by the PCR in 198,5-]997 (See Section C of tis Annex)o These irf 
revie procedures for the reo.,.xinew, roli.count line would follow 
the currently estiblishe] proc..us;, as tib' case may l e, for the 
avio re]iscount line mnd the nvestment relisoaunt line for Phase I 
coopratives. 

10. The repa'monts of principal an-I in terest woul.d. l e crud it:d to the 
reriscout fund for rocyclij. I!-. p:trt of the funis of the 
rediscount line may be used for refinancing.
 

E. 	 canparison between the existing and tIc,'? rc,2.'ied redisr.)unt mechianism. 

A comp rison letween the existinq wi:i] he recomndnved mechanism clearly 
brings out ce eseattiai diffarenoc, nomnol.y that thp nxlalities and operating 
mechanism of the .re rn'ended r(e]isconnti line will be noi-discriminatory an 
market-oriente-, while the exi;ting mechani-m has spveral built-in 
discretionary elemeits. For example: 

1. 	 The reoagnnded rediscount lin. will. b cated among the PFIs, not 
through quotas or other administrative decisions but on the basis of 
the qualifications and perform ince of the P,'i, the eligibility of the 
transaction, and the crelityrthiness of the reform sector borrcy,,er. 
In contrast, in the existing mechanism, thn avio rediscount lines
 
are allocated among PFIs on the ba:sis 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.
 

http:proco.ss
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2. 	 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 creAdits, for specific crops, for 
investment, for refinancing, and for certain other purposes. 

3. 	The recommended rediscount line will be iot discriminate between 
Phase I cooperatives and Phase III farimiers. It is expected that a 

as areasonable volum2 of credit will flcy.-i to Phase III farmers 

result of the additional interest rate spread offered.
 

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

for productior5. 	 In the recommendto i rediscount line, the interest rates 
and investment creits (currently 15% and 17%, respectively) are the 
same as the maximum rates fixed by the Junta Monetaria for these 
ty es of loans. These interest rates are referred to as the market 
interest rates. In the existing mchcininm, many rediscount lines 
(especially those financed out of ext:;rnaml resources or through the 

Economic Develoynent Fund) provide for the borrowers to be charged 
lower interest rates than the naximuLm prescribed by the Junta 
Monetaria.
 

6. 	 T'he PFIs will be allowed higher interest rate spreads in the 
recommended mechanism. Iu the recaT9.1(-A101 mechanism, the spread 
will be 4% for r.coluction creoit to the agrarian refor-m cooperatives, 
6% for investment credlit to the cooperatives, 7% for avio credit to 
Decree 207 beneficiaries, and 9% for investment credits to Deree 207 

beneficiaries (plus an additional 17; spreA in all the above cases, 
if the PFI provides at least 10% of the total loan out of 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 o-xoperatives.
 

7. 	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, oaplete the necessary 
documentation and present it to the B3C, and bear any losses arising 
out of the non-payment of loans financed by the rediscounts. 

3. The maturity period of the loans. 'he production credit under the
 
onereconmende-1 medchanism will have the same maturity (in general, 

year) as the corresponding production credit under the existing 
mechanism. The investment credits under the recommended mechanism 
will have samte maturity (5-15 years) as the corresponding investment 
credit under the existing BCR rediscount line for financing 
investnent expenditures of the coop-ratives.
 

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

In conclusion, it may be stressed that, in the light of experience with 
the earlier Agrarian Reform Credit Project (51-0263), the structuring of the 
recoimnenda- rediscount mechanism is designe, to convince and induce the PFIs 
to augment the flow of their resources to the reform sector. Mus, by the end 
of this Project, it is expected that the supply of credit to a broad segment 
of the reform sector will reach alecluate levels, will not be further depcndent 
on the infusion of external resources or BC rediscounts, and will be 
self-sustaining and market-orientcl. This will need, among other r,' quisites, 
more active involvem.int of the PFIs (through their credit agents) in working 
with the reform sector, an effort to target the PAU/PO1)T-A programs toiards 
making the Phase I cooperatives more crnditwo thy for this Project, and a more 
effective performance of the many public sector agencies currently providing 
services to the reform sector. In this context, the technical assistance and 
training activities described 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 
implement 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-develonead criteria for 
determining the qualifications of the PFI, the eligibility of the transaction, 
and the creditworthiness of the ultimate 1xKrrc~ier were applied with 
painstaking detail. Hence, this procedure emphasized thoroughness and 
precision at the expense of speer1y disposal of the red]iscount applications. 

The simplified avio rediscount procedure introdue-d in 1986-87 has greatly 
speeded up the disbursement of thie rediscounts. bhile it is too early to m-ake 
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 PPI laxity.
 

The BCR performance with the implementaftion of the investment rediscount 
line inspires confidence. Starting from scratch and in a very short period 
(about one year), the Coordinating Unit h:as proved its effectiveness. Even 
though the credit agents received miniin! training (about a week) in the 
begirning, they have learned much on the job. Their analysis of the 

been ableidentified investment projects is of good cjiiality and they have to 
give reasonable coverage to 133 cooperatives. In less than a year, the Unit 
was able to appraise enough investment projects to conit the entire funds of 
the rediscount line, while between 1982 (%%hen rihe investment rediscount line 

for agrarian reform cooperatives was established) and 1985, there was very 
little activity. breover, the Unit has appraised many additional projects 
which have been approved to the extent that funds were .available. 

Both the Coordinating Unit (responsib]e for appraising investment projects 
of Phase I cooperatives) ani the Financial Analysis Department (responsible 
for determining the eligibility of avio r-iicount anPlicatiols as well as for 

the purely financial analysis of investment- projects of cooperatives) are 

staffed by competent professionals. Th-e tedhnical assistance and training 
to the effectiveness of thecomponent of the Project has been desirned augment 

Coordinating Unit and the Financial Analysis Department. These factors, as 
inwell as the fact that the modalities of the Project have been determined 

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 0this Project. Some doubt must be 

expressed about the B3FA's present capability; however, the BFA would not have 
access to the rediscount line (see Section D of this Annex) unless the 

included in Project 0263 are fulfilledconditions precedent and the covenants 
(which would greatly improve the institutional effectiveness of the BFA). As 

the PFIs are discussed below in the categories ofin Section C of this Annex, 

banca mixta, Banco Hipotecario, and the BFA.
 



a) Bancas 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 202 of the banks' lending to the sector was to the reform sector, monthly 
Phase I. Delinquency is a proble 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, hovever, give the government great leverage in using the banks 
financial resources to pursue the government 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 
operatiais datinq ix-ick to the pre-agrarian reform period. Since 1980, with 
the assiinment of Phase I cooperatives, these banks have accumulated 
substantial, and on the whole satisfactory, experience of dealing with these 
cooperatives. They have made available increasing m.:r)unts of their own funds 
for production credit to the cooy)xpativcs, as well zis relatively small aounts 
for investment credit to the cooperatives and credih "o Phase III farmers. 

The above factors, together with the banks' familiarity with BCR 
rediscounting procedures and the technical assistance and training component
of this Project dlesigried to strengthen tiheir Agricultural Sections, support 

the conclusion that the bancas mixi:as have the managerial capability to 
implement and monitor this Project. As described in the project 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 J3H directs a sufOstantial 
portion of its loan portfolio to agriculture, but mainly finances traditional 
export crops. It has financed Phase I cooperatives. In this sector it has 
experienced mixed results. 'he WJ has exlrienced serious delinquency. 

Among all Salvadoran banks, the i 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 owvn
 
resources to finance its lending. In spite of this, the bank has had serious
 
liquidity problems, and relies heavily on the JCR to maintain the level of its
 
loan portfolio.
 

(91
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%ile the El 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 WR has the same familiarity BCR procedures as 
the bancas mixtas and has greater experience in dealing with Phase I 
cooperatives. Hence, for the same reasois 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 particiaite in this Project.
 

c) Banco de Fonento Agropecuario (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, accounting for 20% and 25% of total credit to these sectors, 
respectively. Ithas the largest network of branches in the countryside. 

However, in spite of these clear advantages, the BFA has had serious 
difficulties in its financial performanice and institutional capability (Sea 
"Evaluation of Agrarian Reform Credit Project in El Salvador," Vol. 1 Checci & 

Co., pp 263-275.) As a result, several coalitions precedent and covenants 
were included] in AID !grarian Reform Credit Project (Project 0263), in order 
to improve its performance. The BIFA would have access to the credit funds in 
this Project only after the fulfillmtent of these conditions precedent and 
covenants. 

G. Credit delivery system
 

1. Between the 13CR and the PFIs 

This topic is synonymous with the recc)flTiiended rediscount mechanism which
 

is covered in Sections D and E of this Annax.
 

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, eligibility and documentation 
interest rate, and maturity) have been covered in Sections D aidrequirements, 

E of this Annex. 

It has been indicated in the above mentioned sections that, apart from the 

the recmmendud and the existing roliscount mechanismsdifferences between 
(enum.ratey in Section E), the operation of the production and investment 

the same astransactions undtir the recommended rediscount mechanism, will be 


the existing production and investment rediscount mechanisms, respectively.
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Itmay 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 of: 

1. Prompt implementation of the technical assistance and training cononent 

of the Project, in order to stren9then 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 PAJ/PRODEN prograns towards making the Phase I 
cooperatives more creditworthy for this Project. The intention to associate 
ABANSA, BFA and the cooperatives organizations in the selection of managers is 

welcome. 

4. 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 by looking at the bank's structure, 
annual reports, and qarteriy reviews, followsed by a closer look at the 
departments of finance, credit and internal auditing. Emphasis was placed on 
reviewing the bank's system of handling agricultural sector rediscounts in
 
general and refonid sector rediscounts in particular so that a statement 
could be made as to the bank'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 accouti-tiq manual of the Central Bank does not deal with audit 
procedures and internal controls but detail the purpose of each balance. 
Within 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 auiit staff of 24 people, 22 of Which are 
professionals. The internal audit department of the Central Bank carries out 
reviews that relate to primary users (Pi'1s) but no secondary users (PFI loan 
recipients). The internal audit departments of the PFIs would nornalily review
 
the use and status of funds to the end user. The Supertendency of Financial 
Systems can certify the authenticity of the use of funds and disbursements if 
the grant agrenment includes a clause that stipulates such responsibility. 
Based on a brief review of several of their examinations, they first prepare a 
very detailed cntline of the examination to be trdertaken hbefore doing the 
actual examination. It is reconmnnded that the responsibility of certifying 
the use of funds be performed by the Supertendency of Financial Systems with 
the understinding 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. Fbr most lines of credit it currently produces 
daily reports of bankz by baniz status by reform and non-reform sector for 
production credit rediscounts. The daily reports are condensed and circulated 
weekly to top management. There are two isic weekly reports that are 
comprised by a pacv 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 O3CR's mand.-te 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 produceld in greater 
detail than %,hatis founi in the ini]ividual ouik's annual reports. .All 
monthly reports are submitted to the Central R-ank by the PFIs. For the 
purpose of this project, the most useful reports provided to the Central Bank 
by the PFIs are their semi-annual reports that deal with the end of period 
status (bDth balances and flows) for the reform and traditional agricultural 
sector. The quarterly report on Hi- status of credit to the reform sector 
cooperatives includes data from all the banks with loans to that sector. 1986 
is the first year for which this information is being provided on other than 
an annual bjIis. 

One of the first steps to be undertaken by this Project will be the 
formulation of the monitoring sys-tem to satisfy the adlitionality requirement 
ani to track the flow and distribution of funds. 

B. Mixed anks, ilortgaqe Bank (1i) and RFA Financial Statement Analysis. 

The Central Reserve Pank is requlated by the March 25, 1982 Monetary System 
Law which assigns it the role of c:rrying out the activities under the control 
of the Monetary Board and enforced by the Central. Reserve Bank. 

qle Balance S"eets and Profit and 1.cGs statcments for the nixed 1xnks 
(consoli.lat(-l), and BFA are pres ,nf:ed a -;Annexes F-1 thru F--5. It is noted 
that the 13CR quarterly review and W3['A anual. rev orts from which this 
information was obtaine] are readily a-ailable. 

1 Balance Sheets 

Loans and discounts to total assets increased slightly for the mixed banks 
while showing a slight decrease for the IFA. Since 1982 IFA 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.
 

Total 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 ard grants to finance its activities whereas the mixed 
banks are actively seeking 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 increase in local 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 interme-iaries.
 

2. Income Statements
 

Income and expenditure data for the mixed and W.4 are presented as Annex F-4. 
Annex F-5 contains the same infonation for the Agricultural Development 
Bank. Total income for both the mixed banks, 13 and the BFA was greater in 
1985 than 1984. For the mixed bankJs the administrative costs did not increase 
at the rapid rate experienced in 1984 (14.5%), but at a very moderate 2.9% 

(1985). Holding down the 1.985 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. For 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 13LFA 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 hbnks versus 5.5% (39.3 million colones)
 

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

3. Credit Absorptive CapacitLy 

The average yearly rediscount line for this project is $10.0 million Which 
of 50.0 million colones per year. Duringtranslates into additional funds 

1985 the mixed banks and the WH 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.
 

'AV
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C. Rediscount Line
 

During the life of the project t60 million will be placed into a BCR 
rediscount 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 t7ie 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 3CR costs to loan assets (1984 
-
administrative expenses = 31.5 million colones, loans = 1,781.7 million
 
colones, admin. exp./loans = 1.8%) it is app:irent that allocating 2
points to the BR 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 alloc-ited 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 1CR administrative costs.
 

Widening the spread received by the PFIs will assist with the process of 
increasing the participation of reform sector clients into the formal 
banking syste-a 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 aqricultural 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 aid projects depends on the PFIs' perceptions of the 
additional risks and costs of exphaling 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 summnary of the
 
total loan portfolio, administrative expenses, and net incomes of the
 
PFIs for the year ending 1985.
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Table F-I -

Loan Portfolio, Administrative Expenses, Administrative
 
Expenses/loan Portfolio and Nat Income by Financial
 

Institution in millions of colones in 1985
 

Loan Arlnin. 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 Cuscatlan 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 
Banco de Credito Popular 

337.9 
265.9 

15.5 
13.5 

4.6% 
5.1% 

0.6 
1.8 

Banco de Desarrollo e 
Inversi6n, 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 shom 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 tbe agricultural sections of the mixed banks are 
analyzed further: 

Table 2
 
Agricultural Department Aministrative Costs in
 

Relation to Ending Balance of Agricultural
 
Portfolio in 1985 1 Bank in 000's colones
 

Balance Ag. Ag. Dept. Costs/ 
Bank Portfolio 1 Admin. Costs 2 Portfolio 

Banco 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 SalvadoreHo 90,617 260.0 0.3% 
Banco de Cr&dito Popular 56,416 365.4 0.6% 
Banco de Desarrollo e 
Irversi6n, S. A. 37,276 242.6 0.7% 
Banco Mercantil 21,842 150.0 0.7%
 
Banco Financiero, S. A. 15,322 145.0 0.9%
 

Total 729,827 2,708.8 0.4%
 

Source: 1 BCR Finance Department from Individual banks 
2 ABANSA Office of the Manager 



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 banks. 
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 employee is greatest among the 
larger banks and that the range of agricultural portfolio to agricultural 
employee isbetween 11,173,900 to 3,064,400 colones. 

Table F-3
 
Number of Employees, Agricultural Employees, Percent of Agricultural 
Employees to Total Fmployees, and Ag. Portfolio/Agricultural Employee 

in ('000) of colones by Bank as of the end of 1985 

Agric. Percent Portfolio 

Institution Employeos E-_p-loyees Ag. EMp/ /Ag. E.ip. 

Banco Cuscatla'n 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 Cre'lito Popular 528 10 1.9% 5,641.6 
Banco de Desarrollo e 
Inversi6n, 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 above 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
 

ECR 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 clasz 
of borrower within this project, 15% for production credit ar 17% for 
investment credit, the initial interest rates and spreads shown in Table 

,F-5 are recommended at the start of thi 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 F-5
 
Initial ICI and Borrower Interent Rates - 1986 - 1987
 

Brrower/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 crelit 8% 17% 

Continuous monitoring of the ratio between production and investment
 
credit and cooperative and Phase III lcii:ling 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 borrciers. Spread allocated to the 
PFI's can be adjusted as deemd necessary to influence the flow of
 
credit. Any changes in the interest rate will not IYWautomatically 
allocated to the spread of the BCR or PFIs until. such time as an 
evaluation has been made as to the impict of the change. 

The following is an analysis of the imp:ict of the proposed spreads on th 
PFIs When three different levels of repiriuents rates are projected. 
Production arx3 investment cred~its are hairlled separately. 

Table F-6
 
Projection of Spread ImprAct Assiltuing an 85%, 90%, and
 

95% rate of Relxayment for Production Loans
 

Assumptions: Production Credit (I year) - 15% interest 
Phase I Ty-nding - 90% 
Phase III Lending - 10% 
PFIs receive the K'4,imim Spread 
Interest collected from all borrowers 
BCR rciscount funds used exclusively 

85% Prin. 90% Prin. 95% Prin.
 
Reppayment I<cxymnent Repayment 

Production Credit. (15%) 
Disbursed 100.0 100.0 100.0
 
Amount Die 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 - .6points 

BCR rediscount funds used exclusively 

Investment Credit (17%) 
Disbursed 
Amount Due (yr. 1) 
Repaid to PFI 
ReplAid to BCR 

Gain or (Loss) 


Amount Due (yr. 2) 
Past due 

Interest on arrears 

Repaid to PFI 

Repaid to BCR 


Gain or (Loss) 


Amount Die (yr. 3) 
Past due 

Interest on arrears 

Repaid to PFI 

Repaid to BCR 


Gain or (Loss) 


Amount Due (yr. 4) 

Past due 

Interest on arrears 

Repaid to PFI 

Repaid to BCR 


Gain or (Loss) 


Amount Die (yr. 5) 
Past due 
Interest on arrears 
Repaid to PFI 
Repaid to BCR 

Gain or (Loss) 


85% 90% 95% 

100.00 100.00 100.00 
17.00 17.00 17.00 
14.45 15.30 16.15 
11.00 11.00 11.00 
3.45 4.30 5.15 

17.00 17.00 17.00 
2.55 1.70 .85 
.43 .29 .14 

14.82 15.56 16.28 
11.00 11.00 11.00 
3.82 4.46 5.28 

45.26 45.26 45.26 
5.16 3.43 1.71 
.88 .58 .29 

39.22 41.26 43.27 
40.92 40.92 40.92 
(1..70) 0.34 2.35 

45.26 45.26 45.26 
12.08 8.01 3.99 
2.05 1.36 .68 

40.21 41.96 43.64 
40.92 40.92 40.92 
(0.71) 0.34 2.35 

45.26 45.26 45.26 
12.08 8.01 3.99 
2.05 3.36 .68 

41.24 42.67 44.01 
40.92 40.92 40.92 
0.32 1.75 3.09 

Investment Portfolio Status (end of 5th year) 

Amount collected 149.94 156.75 163.35 
Amount due 176.40 174.16 171.96 
Past duo 26.46 17.41 8.61 

Amount repaid BCR 
Total Gain or (Loss) 
Ave. Annual % gain 

144.76 
5.18 
1.01% 

144.76 
11.99 
2.29% 

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. Medittm 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 abDve analysis, the grace period charging and 
collection of interest given a 90% 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 

Agricultural 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 infomation 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 
particular has been a political nec-ssity in order to reduce instability 
and give the reform sector an opportunity to b-come established. There 
is a concern that the ever increasing levels of refinancing may foster an 
attitude that lo-ans are gifts and thus negatively effect repayment 
rates. Because of the magnitude of the refinanced portfolio ard 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 Nora. 

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
 
MediumLWig 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 
Mediur/t/ong term 15 0.8 18.5 4.5 17 1.0 21 

Source: P. 11 	Rural Savings Mobilization/Agricultural Credit Project
 
Report 

Note: 	 Nominal interest rates are substracted from the following: 
Average annual 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 shwvs 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 Monetayy 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 1S578 the current
 
lowest maximum interest rate charged preferred borrowers 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 1986.
 

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 the 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 change. 



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 indeposits (28.4%) is the greatest relative increase
 

during the 1980's. In addition, the BFA excperienced 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
 
even though there hadincreases in national currency deposits came about 

been no changes to the maximum interest rates paid on savings and time 
Based on the new interest rate structure (seedeposits during 1985. 


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 
to
alternatives. Savings mobilization for the BFA is important if it is 


become an institution that is less dependent on continued government
 

assistance.
 

G. Disbursement and Verification Procedures
 

During the life of this project it is reoommanded that all funds for the
 

AID/GOES rediscount line of crejit 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 sumnary
 

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 Replenisbment of Funds 

AID/GOES Reformed Sector Line of Credit 

Quarter: To: 

Amount 
Approved 

Disbursed Disbursed 
Previous Current 
Quarter Quarter 

Total 
Disbursed 

Projected 
Next 

Quarter 

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

Table F-10
 
Request for Replenishment of Funds 

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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AMM F-i 

MIXED AND MORIrAGE BANKS AND THE 
AGRICULTURAL DEVELOPMENT BANK 
BALANCE SHEETS, DEC. 31 of 1981-1985 
IN TIDUSAND OF OOLONES. 

CATEGORIES OF ASSETS 
LIABILITIES 
AND NET WORTH 

ASSETS 3,804,780 4,310,590 4,894,610 5,43,352 6,717,160 

CURRET 3,611,380 
Cash/Foreign Exchange 736,080 
Loans/Receivables 2,230,500 

Other 644,700 

4,096,300 
721,620 

2,558,950 
815,730 

4,660,100 
908,210 

2,832,950 
919,580 

5,123,375 
1,045,839 
3,055,920 

1,,580 

6,337,121 
1,272684 

3,947,228 
1,021,616 

LONG-TERM 
Fixed 
Trust Funds 

(1)Vied. /Long,-Term 
.Bonds 

loans 

193,500 
20,200 

173,300 

214,)90 
19,980 

194,310 

234,510 
23,300 

211,210 

319,977 
23,316 

294,661 

380,039 
24,402 

354,634 

LIABILITIES + NET 3,804,800 
LIABILITIES 3,395,600 
CORRENT 3,340,990 
Deposits Natl. Cur. 2,145,870 
Deposits Foreign Cur. 4,800 
Bonds 
Debt to Central Bank 555,620 
Other 634,700 

4,310,590 
4,072,060 
3,749,740 
2,390,810 

17,940 

601,080 
739,910 

4,894,610 
4,655,440 
4,284,840 
2,770,970 

10,660 

750,560 
752,650 

5,443,351 
5,199,219 
4,776,829 
3,381,330 

26,297 

603,107 
766,095 

6,717,159 
6,450,008 
6,042,563 
4,340,502 

26,926 

812,178 
862,957 

IW3 TERM 
Foreign Obligations 
Trust Funds 
Bonds 

254,610 
55,930 

198,680 

322,320 
56,290 

266,030 

370,600 
92,460 

278,140 

422,390 
117,456 

304,934 

4079445 
105,571 

301,874 

NET WORIi 209,200 
Initial Capital 86,810 
Addition to Cap. Stock 28,120 
Development Fund 
Capital Reserves 94,270 

238,530 
169,260 
27,480 

41,790 

239,170 
179,260 
28,100 

31,810 

244,132 
179,262 
29,261 

35,609 

267,151 
185,812 
30,187 

51,152 
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Annex 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 	 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
 
Bonds 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 Fbreign 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
 

LONG-TERM 64,877 76,600 83,132 85,688 113,811
 
Fbreign 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.
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Annex F-3. 

FINANCIAL RATIOS 
MIXED AND MOKrIrGE BANKS AND 
THE AGRIOJL1TRkL DEVELOPMENT BANK 
EL SALVADOR 1981/85 

--- MIXED AND MORTGAGE BANKS --

RATIOS 1981 1982 1983 1984 1985 

Loans and Discounts 
Total assets 

0.59 0.59 0.58 0.56 0.59 

Loans and Discounts 
Nat Worth 

10.66 10.73 11.84 12.52 14.78 

Total Deposits 
Total Liabilities 

0.60 0.60 0.60 0.66 0.68 

Net Worth 
Ab. and Net Worth 

0.05 0.05 0.05 0.04 0.04 

Loans/Deposits 1.04 1.04 1.02 0.90 0.90 

Current Assets 
Current Liabilities 

1.08 1.08 1.09 1.07 1.05 

RATIOS 
--- AGRICULTURAL DEVE1DPMENTI 

1981 1982 1983 
BANK --

1984 1985 

Loans and Discounts 
Total Assets 

0.58 0.65 0.69 0.72 0.69 

Loans and Discounts 
Net Worth 

2.00 1.45 1.16 1.23 1.08 

Total Deposits 0.09 0.12 0.11 0.06 0.07 

get Worth 
AB. and Net Worth 

0.20 0.45 0.59 0.59 0.64 

Loans/Deposits 

Current Assets 

8.41 

0.99 

10.20 

1.41 

15.30 

2.24 

27.16 

1.95 

26.01 

? 
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AMEX F-4 

IDSSE AND ASETS OF THE 

00JNDERCALS BA~NKS AND IFtPJTFXUIO 
(THDUSAND OF COLNES) 

OPERATION INOaME 
FINANCE INOYME 
ADMINISTRATIO , INOME 

380,565 
343,506 

5,736 
22,183 

9.14 

424,667 
387,741 

9,329 
21,856 
5,741 

491,767 
457,599 

8,275 
21,294 
4,597 

541,854 
505,776 
6,657 
20,999 
8,422 

619,604 
586,648 

5,407 
20,933 
6,616 

NOT-OPERATION INOJME 
TOTAL OF INOJME 
OPERATION EXPIqSES 
FINANCE EXPENSES 
AEMINISTRATIVE EXPESES 

902 780 
381,467 425,447 
358,9].4 394,669 
228,739 242.05 

123.58 126,746 
21,597 

2,647 
494,412 
459,237 
297,928 
135,416 
21,147 

6,743 
548,597 
523,834 
341,283 
15,009 
22,469 

7,01 
626,614 

577.E 
392,728 
159,528 
21,183 

NOT-OPERATION EKPEqSES 

TOTAL OF EKPESES 

6,595 
456 

359,371 
22,096 

2,131 
2,145 
446 

395,115 
30,332 

1,575 
3,176 

527 
459,765 
34,647 

5,072 
1,084 

524,918 
23,679 

1,056 
3,025 
1,967 

579,487 
47,127 

PREPARED BY: BCR 
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Annex F-5 

1981 1982 1983 1984 1985 

Operational Income 54,396.0 53,986.6 73,528.4 78,433.1 81,142.4 
Banking 
Admin. Services 

39,644.5 
13,338.4 

39,960.8 
12,260.7 

56,590.4 
16,362.6 

63,135.0 
14,314.7 

63,601.8 
16,861.2 

Previous Year 1,413.1 1,765.2 575.4 983.4 679.4 
Nion-cperational income 819.9 853.8 6.76.5 1,578.2 1,840.4 

Total Income 55,215.9 54,840.5 74,204.9 80,011.3 82,982.8 

Expenses 
Banking 
Administration 

52,520.8 
26,551.0 
22,142.4 

52,605.5 
21,131.9 
23,704.0 

70,772.1 
38,834.2 
27,011.8 

75,062.2 
38,853.3 
32,266.9 

77,625.7 
33,509.9 
39,315.9 

Sales 2,743.4 2,652.3 2,876.4 3,540.8 4,156.7 
Previous Year 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 

Non-Operational 
Expenses 907.4 70.2 157.0 61.9 238.8 

Total Expenses 53,428.2 52,675.7 70,929.1 75,124.1 77,864.5 

Profit or (Loss) 1,787.7 2,164.8 3,275.3 4,887.2 5,118.3 

Source: BFA Annual Reporto 1981-85 

Agricultural Development Bank Annual 
Profit and loss statement 1981 - 1985 



Annex G 

SOCIAL SOUNDNESS ANALYSIS 

I. OVERVIEW OF REFORM SECTOR 

A. Beneficiaries.
 

The agrarian reform which has been undertaken in El Salvador
 

during the first half of this decade has represented a fundamental
 areas, but
restructuring of access to land and to its fruits by the rural 

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. 
in number from 12 percent of the population in

Landless poor increased 
1975. 25 percent of this population have1960 to 40 percent in Over 

benefitted from the reform. 

The reform was divided into three phases, two of which have been 
the imnact of the redistribution of land

implemented, Table 1 summarizes 
Over one-fifth of all land in production has been
in these two phases. 

There have been
redistributed, totalling over 300,000 hectares. 


approximately 95,000 direct beneficiaries, which represents 
over 570,000
 

total beneficiaries when family memebers are included.
 

B. Improved %ell Being of Beneficiaries.
 

On the surface, it would appear that beeficiaries of 	Phase I 
one halfreceived about four andhave benefitted more in that they have 

(1.17 as./Beneficiary vs. 0.25 has./Beneficiary) and
times as much land 

over two and one quarter
the amunt of land redistributed to them is 


times greater.
 

Table 1: Summary of Redistributive Impct of Ararian Reform 

Phase I Phase III Total 

97,000 317,000220,000No. Hectares Expropriated 
6.6% 21.6%
15.0%
% Total Land in Production 


31,359 63,668 95,027

No. Direct Beneficiaries 
 570,162
188,154 382,008
No. Total Beneficiaries 


3.34
No. Has/Direct Beneficiaries 7.02 	 1.52 

0.55 
No. Has/Total Be ieficiaries 1.17 	 0.25 

8.4% 17.0% 25.4%
% Riral Poor Benefitted 
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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 intensively, 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. Members 
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 membership 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 increased 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 landi. 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 V2,000 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 % No. % % Change 

Less than tCl,000 12,146 42 3,337 5 -37 
C2,000 - tCl,999 7,575 26 18,309 29 + 3 
tC2,000  tC2,999 3,893 13 16,499 26 +13 
$C3,000  tC4,999 3,529 12 14,194 22 +10 

More than !C5,000 2,122 7 11,269 18 +11 

Source: PERA (1985:67) 
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After thein beneficiaries that had incomes of less than tC1,000 per year. 

reform, 18 percent of the beneficiaries earned net annual incomes of more than
 

per year as ccmpared to only 7 percent in 1982. Similar increases in$C5,000, 
to C4,000the number of beneficiaries with net annual incomes of from §C2,000 

in 1982 was tCI,854;are evident from 1982 to 1984. The average annual income 
in 1984 it was §C3,659 (PERA:67). 

1982 aThese marked increases are due in normal part to the fact that in 
wassubstantical portion of the earnings from exploitation of the land 

Those vorking
received by the land owners as rent, either in cash or in kind. 


the land are now able to use these profits as they see fit.
 

C. Access to Formal Credit Market.
 

credit through the cooperative
Beneficiaries of Phase I have received 
In 1985 total credit to the cooperatives was $Cl78,841,000. These
structure, 


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 

No. % No. % No. % No. %Loan Size 


89 6,634 E2 1,950 24 15,578 58
Less than tC500 6,994 


3,100 39 7,407 28
$C500 - tCl,000 807 10 3,500 33 


79 1 629 5 2,138 26 2,846 11
W00 - tCl,999 


11 889 3
- .$C2,000 or More -- 889 

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.
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I. CREDIT FLOWS IN SYSTM4 

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 S Colones _% Colones % 

Agricultural Bank 59,824 33 24,852 95
 

32,299 18 -- --Mortgage Bank 


164 1 -- --
FEDDCCREDITO 


48 1,239 5
Commercial Banks 86,554 


Total 178,841 100 26,091 100 

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

Type of Crop Colones % Colcnes % 

Traditional Export 135,005 83 2,326 10 

Cereals 20,133 13 20,208 86 

Other 7,054 4 1,071 4 

t Colones - 1,000Source: MNG (1985) 


The data clearly
production credit by reform sector and type of crop. 

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
 
Traditional export crops
III beneficiaires is for cereal crops (86%). 


are cash crops zand are associated with greater probabilities of loan
 
In
 repayment because they are more clearly identified with cash incomes. 


contrast, cereal crops are largerly for local consumption by the
 

producers and buyers in the national econmy. Ajain, assuming that flows 

of credit were relatively constant from 1984 to 1986, the data indicate a
 

the banks to grant credit for traditional export crops.clear tendency for 

B.' Intermediary Linkages at Beneficiary Level 

Cooperatives are governed by administrative councils. These councils 

are elected by the members. Members continue to have inputs into the 

decision-making process of the cooperatives through annual general
 

assemblies and other, non-mandated meetirngs. In addition to 

administrative councils, many cooperatives have hired managers and
 

accountants to handle the business opetations and ISTA has placed 

cogestores (co-managers) at the cocyperatives to participate in their 

management until they become self-sufficient. ISTA's role is major in 

has been responsible for land acquisition, land adjudication andthat it 
the coordination of inputs and technical assistance from other government
 

cooperatives in addition to co-management (Wise,organizations to the 
ISTA's overall role has given it considerable power in the
1985). 


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
 

sharecropped. FINATA has
hectares of land which they rented or 

In that individuals were
resposibility for implementing this program. 


beneficiaries and individual loan requests small, some organization 
into
 

solidarity groups has been done in order to reduce high transaction costs
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for both borrowers vid lenders. The Agricultural Bank has promoted the 
(Grupos Solidarios) for thisorganization of the Solidarity Groups 

proven to be a succesful market interventicn.purpose. They have 

Table 6 details the participation of Phase III beneficiaries in
 

percent of those in the study conducted by
solidarity groups. Twenty-one 
PERA (1985) were members and another 10 percent were former members.
 

Table 6: Solidarity Group Participation-Vfase III Beneficiaries
 

Number %Membership Status 


12,386 21
Current Member 

5,686 10
Former Member 


41,529 69
Never Member 


Source: PERA (1985:90)
 

Almost 70% percent had never belonged to a solidarity group. The 

importance of these groups as a mechanism to obtain credit is
attested to 

from one group tobe the fact that over 5,)00 mebers had chaged 

another. The principal reason for danging groups is that other members
 

in the previous group had been delinquent in their loan payments.
 

There are several other organizational mechanisms that have the
 

potential to serve as intermediaries in the formal credit market at 
the
 

in the Phase III sector. HIwever, none of them appear

beneficiary level 

are one potential organization.to be particularly viable. Coooeratives 
Table 7 gives the breakdown of ]?ar-icipation in cooperatives by
 

Almost 92 percent of those belonging to coope:atives,
beneficiaries. 

belong to production cooperatives. This demonstrates the predominance in
 

Table 7: Phase III Beneficiary Participation in Cooperatives
 

Type of Cooperative Number % 

8,756 91.8
Production 

220 2.3
Service 

561 5.9


Savings and Loan 


Source: PERA (1985). 
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and other production inputs by the beneficiaries. However, it is significant
 
that only 1% percent of all beneficiaries 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 prefer 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 
associaF-ons. Their potential is further limited by the fact that 54 percent 
of the beneficiaries have no interest in joining an association. Given the 
level.of politization of these associatiais, it is doubtful whether the 
Intermediary 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 Lenders 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, requiring little or no paperwork or collateral. That it operates 
effectively is attested to bY, the low delinuency rate in laAn repayments. 
According to Ladman, et. al. (1986), the nominal interest rate charged by 
these lenders in 1984 was 24 percent. Uils 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 casts 
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 adldition, members benefit 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
 

http:level.of


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 lcxans 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 Mray 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 vhich gives equzil right 
ard authority to ISTA and to the cooperatives (cogestion). When the title is 
assigned, an agreement is signed between the cooperative and ISTA which 
defines the length of the coqestjon period. It 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 cooperatives 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 coge.tores, and 27 percent do not have cogestores. 

In many cases, however, the cogestor is reselted by the cooperative 
members. He is viewed as an outsider and a me.dler (Prentice, 1986). Since 
the *2gestor has veto power over decisions taken by the Ami nistrative Council 
and uses this pover, they are often in conflict. This is exaci-rbated by the 
fact that the cocjestor is often from outside the regioti'and knows little or 
nothing about the cooperative members or their needs and practices. 
Cogestores are poorly paid and have little aciieinic baickground or training to 
handle the cooxe-ratives' business affairs. To make 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 ari 
had little or no farm management erperience much less cooperative managment 
experience. Recognizing this fact the government has initiated with A.I.D.'s 
support a program to place managers and accountants in the cooperatives.
 

'le 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 13. managers and 
accountants of which 39 maagers 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 thvat arise with cogestores in cooperatives which
 
have them.
 

A recent study by PERA (Camacho, 19G%) 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 related to increases in social services; 
- unrelated to putting accountng controls into place; 
- inversely related to production, 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 cooperative 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 arisc 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 iTanagement 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, 
members 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. Work/Prcductivity Incentives
 

There are several factors which are disincentives to agricultural
 
production on the cooperatives. One is that Cooperative memlcers 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 (CLUSA, 1985). Another important factor is that most cooperatives
 
cannot increase incomes when production and profits increase. Currently, most 
profits made by cooperatives are retained by external agencies to pay off 
cooperative debts (Camacho, 1986). 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 coincils to treat the coo1eratives as business enterprises
 
whose goal is to maximize profits. They are under heavy pressure to emphasize
 
the allocation of funds to provide short-run benefits to the membership. This
 
may be in direct: conflict with profit maximization goals and medium-and 
long-term investments.
 

C. Phase III Beneficiaries' Credit Use
 

Phase III beneficiaries are the direct recipients of production
 
credit. Generally, they make better use of the credit because they have 
greater management capacity. Unlike beneficiaries of Phase I, in the past 
they have 1-ad to find credit, secure other production imuts and market their 
products. And since they own their land, they have incentives to maximize
 
profits. 

IV. CREDIT REPAYM1N 

A. Rural Violence
 

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

13. Phase I Beneficiaries
 

Debt repayment by Phase I beneficiaries has not been particularly 
good. According to MG (1985), 11 percent of t'he loans made to cooperatives 
were delinquent. Hoever, 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. 



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 ew.,diasis 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. When 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 re ponsible in 
repayment than those working with che Agricultural Bank. This is in no small 
part due to the greater creditworthiness fo the cooperatives working with the 
Commercial Banks. Weaker cooperatives were purposely assicned to the 
Agricultural Bank. However, it may also be due in pert 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 len.lirg programs emphasize the need for 
repayment. With almost 45 Rercent of the loan pDrtfolio to cooperatives 
presently in arrears, there is a real danger of creating a debt menality among 
the farmers. Obviously, this insidious condition needs to be addressed on 
other fronts as well. The agrarian debt of the cooperatives impacts on their 
use of credit.
 

C. Phase III Beneficiaries
 

It is genrally accepted tha Phrise III beneficiary repaynent rates are 
higher than those of Phase I beneficiaries. There are several reasons for 
this trend. First, Phase III beneficiaries perceive continu,.d access to 
credit to be monre problempntical. They borrow heavily in the informal credit 
market and knuq that these sources of credit disappear if they do not repaxy. 
The Agricultural Bank has loxmedl to inl vidlual farmers in this sector who were 
otherwise good credit risks based on this assumption. Secoond, most of these 
beneficiaries are small farmers and mny he less inclined to feels that they 
can "beat the system." Third, as was previously mentioned, the farmers have 
greater management capaicty, including the ability to manage money 
responsibly. Fourth' they make more pruductive use of the credit because they 
own the land which they are working.
 

V. CREDIT RATTONIm THROLUhF- C)\IMfmIA[, BNKS 

A. Lending to Phase I Beneficiaries
 

The Commercial Ranks 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 cooperatives 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 DIF3RA and the Mortgage Bank. 
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Table 8: Phase I Cooperative Ranking by Different Instititions 

Agricultural Mortgage 
DIECRA Bank Bank 

Ranking Number % Number % Number % 

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 cootperatives. The importance which they attribhete to various 
problems associated with lending of cooperatives is stuvirized in Table 9. 
Thfe three most salien-t reasons are lack of manaigement capacity, lack of 
cooerative 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 suqqst that technical assistance programs 
currently in place with the coop.rativeos are addressing the most salieit 
problems, namtely, improving mnaieme'nt capacity aro attempting to instruct the 
me-mbers about cooperative 1uhilosophyW. 

Table 9: 	Commercial Bank ? naers' Rating of Problems Assoiated with Lending 
with Phase I Coop-ratives 

Degree of Importance 
Reasois Vej Some Little None 

Lack of Management Capacity 	 79.2 10.4 10.4 --

Lack 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: ladman, et. al. (1986)
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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 suimarizes the relative importance of problems which 
managers of Commerica Banks attribute to lending to Phase III beneficiaries. 
Aside from the divil strife/terrorism.
 

Table 10 

Deree of Importance 
Reasons Very Some Little None 

High Lendinq Costs 41.7 20.8 18.8 18.8 
Risk - Profitability Ia vel of Products 43.8 27.1 10.4 18.8 
Poor Farm Ma-agement 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 Ciital Goods 33.3 1.0.4 33.3 22.9 
Civil Strife/Terrorism 46.8 3B.3 8.5 6.4
 

they are typical of most bankers' attitude,; tos.ards 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 repaynent of 
loans and whether they have co]lateral to serve as guarantees for loans. 

If the commercial banks are to increase their loan pcrtfolio with 
beneficiaries of this sector, they will n(eed to innovate ways of providing 
loans with lmier costs to both the borrower and to the lender. One possible 
innovation would be to survey the potential Lorrcwers of this sector, 
determine Wich 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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(1986:109), they had loanedcooperatives. According to Tadrman, et.al. 

C. Proqram Design Implications. Fquity vs. Efficiency 

The Commercial Bnaks have done a good job of moving money into the 
over 

the end of 1984. It is conceivable that they144 million colones to them by 
sector to the 	coopratives.lend all of the creit earnarked for thiscould 

However, the extent to which they selectively loan to a limited 
clientele in
 

If funds are daxlneled through the Commercial
this sector may be an issue. 

a minority of 	beneficiaries
Bank sector alone, they may eventually reach only 

because of the CoPmercial Banks' unwillinjness to lend to less creditworthy 

cooperatives.
 

sociallyAlthough economically sckind, this leniding x)liry may not be 
likely to b - less proble.-matic if the 

or politically soundl. It is 
such as FESACORA and 17EDD2CREDI0

Agricultural Bank an:] other interimKdiaries 
to the credit 	needs of theform other srxirces and attendreceive credit lines 

other cooperatives.
 

In additions' 	it may be necessary to provide incentives to 
the
 

to w)rk with the less cred.it'.-orthy cooperatives. Increased
Comlercial Binks 

the Central Dank are an incentive
spreads in the discount rates provi]ed by 

built into the prograin. Assistancc witi" the su1pe-rvisioi and use of loan fu.xls 

by the co),peratives miy be anothrL" incentive. 

pr-oblem exists with Comnercial R-iz-n involvement with Rlase
The same 

cooj[ratives,inl-eraction with Phase I
III b-anefic-aries. (2oitrary to their 
they have lent very little money to Pnase III beneficiaries. It is perhaps 

unrealistic to exp,ct that the CoYn,ercia]. }anks do rduch lending to this sector 

in the discount rate.despite a, even greater spreai 

work with 40% of the cooperatives
Asuming that 	the Commrercial Banlks 

with whom they currently work in 
and with double the uuii-r of beneficiaries 

direct
the Phase III 	sector, funds provided by this project will reach 1.8,911 

or about 20 percnt of the total.beneficiaries 

SPRIV) EF'Fr1MS - PRORAM DESPICq IN1PLTCTIh\TSVI. 

likely to be disbursed exclusivelyfrom this new 	 line of credit isMoney 
by the Co-.=rcial Brnks and IV the rrtga. e Bank. Should these credit 

the credit to 	maximize returns to 
institutions require that borrowerrs usc 

and shoild they ro-juire repaymient, this may have a salutary effect 
investments They may be more willing to

of credit by the other cooperatives.on the use 
to g-ain access to this service. Of

their deficiencies in ord-rcorrect B-ank and other intermediaries wi l 

souces of funding and with less 
course, this as1uer.s that the Nricultural 

not satisfy their credit demands using other 

rigorous lending policies. 



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 %%hom 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 expxeriment with alternative models. If successful ones are 
found, they will no doubt diffuse rapidly among intermediaries participating 
in this program. 

VII. PARPICIPATION OF W(tEN 

It is difficult to determine accurately the extent to which women will 
participate in the use of credJit 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 M\%G (1985) suggest that about 10 
percent of the members of Phase I cooperatives are women. Presumably, they 
have equal access to credit which is channeled to cooperative meribers throuh 
wages for labor. 

It can also be assumed that wives and other family members have access Lo 
this crelit through labor which they provide at peak harvest times. It is 
also fair to assume that women members bcnefit from other credit investments 
by the cooperatives to the smie extent that their male counterparts do. 

There are several ancillary projects which deal specifically with the well 
being of women living on oopmerative lands. Each cooperative receives various 
kinds of promotional assistance from govcu:rniinnt agencies. As shown in the 

Table II 

Types of Activities Promoted Number % 

Assistance to Cooperative Leaders 231 41
 
Assistance to Women 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 to 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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%n increase in the numlnxer of cre-itworthy coofpratives assumes the 
continuation of GOIES and USAID efforts to provide technical assistance, 
qualified niana ement -v-rsonnel and traininj to coo,-ratives. It also 
will re.quaire deve]opmnt of the qualitative asp-ct of this project which 
will include training and technmical assistance to the credit agent units 
of Lhe PCR and IM's, thereby enhancing -i3n.agemant supprt resources for 
refol.n Cc)sp2ative5. 

_o_____III. Achi ev:iet / 

The principal outpats exoecte: from this project are: 

1) The rw3.i:i.court credit ].i.ne established in the Central Reserve Banlc 
and functioning through -CIs. 

2) A credit agent training pmogran in place. 

3) A Policy (lnpoluxitn: uprtri by public education activities. 

est a rrc>Jram.4) The blichnent of pilot savingIs ation progili 

trainjng ditnsion t) ihe projecL,consisting mainly of't1ere .'7il1 b, a ccL11i t et't i1i io , desi.gncY1 to intitutic.-nli the 

F.m.n irimxove market This dinievion would 
provide iufo a2nrion to t~he D]C1, ICI 's nd thc refo11re3 secto): alout t-he 
d\W[ Ibij]L v, benef its2 and mUsa<iCients a.i~cts of the rediscount funl and 
provide inf-onrti,-, a a~vica to credit officia c, binkers, and 
]0lic'waker s on ai- cuii.tural credit, saving-; moi]i .iz-i- ion and financial 

fi.nanc:ial WoOicy. 

t~a:%ets. Ihis could ix.accopnlAi shed t ',roY.h structured programs, 

seminrrs, mcetingy; and inforiil visits. 

]C tin/p~o.icy conpaneit (iC0:c;sions O3jES 

offic- ial,; ccicerni n factors impLrtant to project success su'fh as the 

effects of 1w~cro-ecinic policies on crodi t pro-.:Yams, including exchange 
ratL, pricing and mkac,-ting Fp)licjes and aspeLs 

The public uca will. involve with 

zrc ,Lc of the acrariarl 

reforini ]rcjran. Tis component will be imiementLed through meeti.s and 

ongoing dialojun with key GOES officials, Lobth within and outside, the 

reform scctcr. 

A pilot savings icbi.i ation program will b established in the reform 
sector involving BFA and possibly some credit unions. This would be 
undertaken as an experiment in vobili zing savings in the sector 1y using 
the existing savings windows at BA and in creit unions. Based upo-n the 

success of the pilot 17.ogram, consideration aould b-. given to expitn or 
discontinue the savings mobilization effort. 
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